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ABSTRACT

One of the centra concerns about American policy-making ingitutionsisthe degreeto
which palitica outcomes can beinfluenced by interested parties. Whiletheliteratureon
interest group Strategiesin particular inditutionsB legidative, adminigrative, and legaBis
extensve, there is very little scholarship which examines how the interdependencies
between inditutions affects the strategies of groups. In this paper we examine in a
formal theoretical modd, how the opportunity to litigate adminigrative rulemaking inthe
courts affects the lobbying strategies of competing interest groups & the rulemaking
dage. Using a resource-based view of group activity, we develop a number of
important insghts about each stageBwhich cannot be observed by examining each one
inisolation. We demondtrate that |obbying effort respondsto theideol ogy of the court,
and the responsiveness of the court to resources. In particular, 1) as courts become
more biased toward the status quo, interest group lobbying investments become
smdler, and may be diminated al together, 2) as interest groups become wedthier,
they spend more on lobbying, and 3) as the responsiveness of courts to resources
decreases, the effect it has on lobbying investments depends on the underlying ideol ogy
of the court.
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1. Introduction

Interest groups frequently lobby regulators to obtain favorable policy outcomes. Thereisa
large body of scholarship which both theoretically and empiricaly explores the implications of the
American paliticd ingtitutiond structure on the strategies and tactics that interest groups employ to
influence ingtitutiond outcomes (see, eg., Truman 1971, Schattschneider 1935, 1975; Herring 1929,
Milbraith 1963; Arnold 1990; Moe 1980; Kingdon 1981; Bendor and Moe 1986; Lowi 1979; Latham
1952; Hansen 1991). The rational choice literature outlines two primary mechanisms interest groups
have in the lobbying process. First, groups Abuy policy@ through some form of resource transfers (see,
eg., Tullock 1980; Rowley, Tollison and Tullock 1988; Stigler 1971; Snyder 1990, 1991, 1992,
Strattman 1992, 1998; Groseclose 1996; Groseclose and Snyder 1996; Peltzman 1976, 1984; Becker
1983; Koford 1992). Second, groups lobby policy-makers by providing information so that policy-
makers can ensure the policy they choose is close to their own preferences and those of their
condtituents (see, e.g., McCubbins and Schwartz 1984; Lupia and McCubbins 1994; Banks and
Weingast 1992; Banks 1989; Austen Smith 1993, 1995; Austen- Smith and Wright 1992 1994; de

Figueiredo, Spiller and Urbiztondo 1999).



Unfortunatdy, none of these theories explicitly condders the effects that a posterior strategy B
the opportunity for groups to chalenge legidative or rule-making policy in court B has upon the
drategies employed by groups or the outcomes of legidation and rule-making. Although a handful of
authors have examined the how interest groups choose between legidation and litigation to obtain
favorable policy outcomes, these papers have isolated their anadlyss to Congress and the courts
(omitting regulatory agencies) (Rubin, Curran and Curran 1999), or have examined the role of interest
groups in affecting the composition of judges on, and cases before, the court (Caderaand Wright
1998, McGuire and Cddeira 1993). As Olson (1990) points out, despite attempts to include interest-
group litigation as part of afull-blown theory of interest groupsin dl inditutiond arenas, in most models,
the analyd's stops at the legidative or rule-making stage.

A second literature, dternatively, consderslitigation strategies as ameans of achieving policy
outcomes. Riker and Weingast (1986), McNollgast (1987, 1989), McCubbins and Schwartz (1984),
and Moe (1989, 1991) among others, argue that administrative procedures and rules of standing can be
used by legidators to ensure that smal groups can be advantaged in adminigtrative and legd settings. In
doing s0, Congress ensures that one side does not monopoalize the policy-making process. Smilarly,
the pogtive literature on the courts (see, e.g. Segd and Spaeth 1993, Segal 1997, Spiller and Gy
1992; Spiller and Spitzer 1992; Cohen and Spitzer 1994; Tiller 1998; Tiller and Spiller 1999; Marks
1988; McNollgast 1994, 1997; Cross and Tiller 1998; Epstein and Knight 1995), outlines the process
by which judges, modeled as politica actors, render decisions in accordance with their own preferences
as part of alarger inter- and intra- branch policy-making game. In these modds, however, the role of the

interest group has been omitted.
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A third perspective on litigation examines the role of disadvantaged groups (for asummary, see

Olson 1990; Epstein 1985). A number of legd scholars and politica scientists have argued that litigation
isarecourse for groups who are paliticaly weak in legidative or adminigrative fora. Cortner (1968), for
example, argues that smdler groups, Aare highly dependent upon the judicia process as ameans of
pursuing their policy interests, usudly because they are temporarily, or even permanently, disadvantaged
interms of their abilitiesto attain successfully their godsin the dectord process, within the eected
politica inditutions or in the bureaucracy. If they are to succeed at dl in the pursuit of their godsthey
are dmost compelled to resort to litigation.( Thisliterature, however, does not develop atheory of when
such grategies are likdly to be effective. While they point to the importance (and even dependence) of
litigation to the policy process, there is scant theoreticad work which systematicaly explains variaion in
the avallability and pursuit of such srategies.

Although these literatures B positive theories of lobbying, positive theories of the courts, and
theories of political disadvantage B contribute a great dedl to our understanding of how these strategies
work by themsdlves, we view these as partid equilibrium theories: focussing on the rdaionships
between lobbyists and legidators, or regulators and the courts. Our work integrates these perspectives
by consdering amodd of lobbyists, regulators and the courts smultaneoudy. We ask how competing
interest groups with differential resources configure their nonmarket spoending over lobbying and litigation
to maximize the posshility of afavorable policy outcome. This potentia second stage of the fight over
policy may, in turn, affect how competing groups choose the levels of their obbying investments.

One way in which the lobbying and litigation Strategies of groupsisrelated isthat groups must

choose how to dlocate resources to the first stage lobbying effort and then, should they or their
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opponent choose to litigate, to the subsequent litigation that might ensue Thisis the case Since as many
legd and palitical scholars have shown outcomes in court are a function of the resources that groups
bring to bear in that forum. Gaantner (1974), for example, argued that the >haves should be
advantaged in courts. While, Wheder, Cartwright, Kagan and Friedman (1987) found little evidence for
this hypothessin state supreme courts, in most cases, litigation cannot and does not reach that leve.
Instead, in the lower courts, resource-intensive groups appear to have the advantage. Olson (1990), for
example, finds that empiricaly, large groups can use federd didtrict courts to Aenforce gainsi wonin
other fora. Smilarly, Songer and Sheehan (1992) find that in the United States Courts of Appeals
Aupperdog litigants win much more frequently.@ In a resource-constrained nor-market environment this
suggests that there is a dependence in the choices for firms, groups, lobbyists, and public officids

between vote-buying in lobbying and resources spent for litigation. We modd the problem as atwo-

! Resource allocation has generally been discussed in the literature on lobbying alone, and usually in the
context of a collective action problem (Olson 1965, Grier, Munger, and Roberts 1994). One exception isde Figueiredo
and de Figueiredo (2002).
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stage game. In thefirst stage, competing groups must dlocate resources to buy policy from aregulaor

or agency. In the second stage, the loser in the first stage can choose to litigate.?

2Although we model the strategic interaction as a resource allocation problem, we do recognize that other
mechanisms governing the interaction might exist aswell. For example, incertain cases, the printed record from
administrative lobbying has a privileged placein later adjudication, therefore implying there might (almost certainly)
be an informational aspect to the relationship between lobbying and litigation. In this paper, however, we confine
ourselves to the resource and policy aspects. We do this for anumber of reasons. First, as noted above, a number of
scholars have commented on the resource basis as being a prime dimension in which the interaction islinked. To the
extent that it is useful to explore the implications of this observation more rigorously, the model isauseful device to
do so. Second, given that vote-buying and rent-seeking has been perhaps the dominant approach to modelling
interest group lobbying of institutional actors, it isanatural extension what such assumptionsimply when we
examine an integrated policy-making process across a set of sequentially linked institutions. Finally, since our
interest isin using theory toidentify specification for testing alternative hypotheses empirically, here we develop a
model which provides testable implications which can be compared to that in an informational model. We reserve
both the modelling and the testing of alternativesto other work.
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The primary contribution of our modd is to explain the conditions under which litigation threets

affect lobbying outcomes and how that informs us about the strategies employed by groups. Thisalows
usto develop a number of insights about the nature of >vote buyings and influence in agencies. Perhaps
most importantly, our mode shows that the existence of litigation can have a profound effect on
lobbying. Under certain conditions, such as smdl differentids in group resources or courts strongly
predisposed toward the status quo, lobbying will completely be eiminated. Under other conditions
litigation threats can actudly drive policies towards traditiondly advantaged groups in the rule-making
stage.

This result has implications both for the palitica disadvantage theory and the vote-buying
literature. In the former case, the palitical disadvantage theory requires two qualifications. On the one
hand, the theory istoo modest: the existence of litigation not only gives smdler, paliticaly disadvantaged
groups a grategic dternative in which to obtain policy outcomes more favorable to them, but in many
cases the mere threat of litigation changes policy outcomes at the rule making stage itself. On the other
hand, the exact nature of advantage conferred to the >underdogs: at the |obbying stage depends on the
character of the courts. If, for example, the courts do not respond to the resources of groups, outcomes
a the lobbying stage might be more extreme, rather than less extreme. The results of the modd dso
alow usto better understand the nature of vote-buying and influence-peddling. Notably, the
dependence of judicid outcomes, at least in part, on the resources conserved at that stage, mean that
lobbying and litigation are partial substitutes. Money spent on one process detracts from outcomes of
the other process. Thisintroduces a strategic (and globa) alocation decison between the two types of

policy-making mechaniams.



Findly, the results of the modd have important implications for the non-market strategies of

firms The exiding literature on non-market strategy (see, e.g. Baron 1994, 1999; Krehbid 1998)
tracks the interest group literature in emphasizing who and how firms must influence regulation for non
market strategies. Our paper contributes to this understanding by pointing out the availability of litigation
means that, in many cases, firms should forego lobbying dtogether in order to ensure that any gains they
obtain can be upheld and defended in the courts. As we explain in more detall below, the modd
suggests a number of key points of afirmes non-market contextBhow much it didikes the status quo, the
resources of its opponents, the ability to forum shop at the litigation stage, the underlying predisposition
of the courts to exigting policiesBwhich will determine its best integrated lobbying-litigation Strategy.

The paper proceeds as follows. In Section 2, we develop asmple modd of lobbying a
regulator to use as a base case to analyze the effects of litigation on policy-making. In Section 3, we
alow litigation as a pogterior process to lobbying by expanding the modd to include a resource-
responsive court which favors the status quo or court:s reversion point probabilisticaly.® Findly, in

Section 4, we offer anumber of conclusions, including extensions of the modd to be explored.

2. A Mode of Lobbying

3 Werestrict our attention hereto the most inter esting case, wher ethe existing set of policiesfavorsthe
smaller group.



We dtart by developing a smple vote-buying modd, to examine the of effects that additiona
indtitutiond features might have on policy outcomes. Note, that when we consider vote-buying, we do
not limit ourselves to formally buying regulators: votes through legd (campaign finance) or illegd
(bribery) means. Indeed, any stock of money-metric resources which the lobbyist can transfer and
which are vaued by (some) regulators, can be usefully represented by these vote-buying models. This
might include large budgets ad facilities, subsidization of information gathering, greater jurisdiction for
the agency, future expected consulting contracts, job prospects, and wedth.

The lobbying game has three players. a representative regulator or government agency R,
which isissuing orders, making rules, or implementing regulations;, and two interest groups or lobbyids,
A and B. Each of the interest groups is endowed with a stock of resources v, iT {A,B} .

Each player has Sngle-peaked preferences over policiesin auni-dimensond policy space
x| _, where aplayer=s utility is characterized by amaximum or ided pointat x; i1 {A,B,R}. The
regulator=s utility function, is assumed to take the form:

Ur=-[Xx|+y
where x isthe policy that isimplemented, and y is the tota transfers which are made to R Notice that
this specification of Rs utility function implies, without loss of generdity, that xz= 0. Thetwo interest
group lobbyists each have utility functions specified as follows:

Ui=-|Xx-x| i1 {AB}
Further, to create a tension between the interests of the lobbyists, we assume x; < 0< x,. Notice that

this specification of preferences means that the lobbyists resources are such that they must either >useiit
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or loseit: they expend no codts to transfer resources to R, and they do not retain any of these resources
for private consumption a the end of the game* Finaly, we make some assumptions about the
endowments of the lobbyigts. In particular, we assume w; <| x;| and w2 wg - The former meansthat
the budget congtraint will aways bind the offers of the lobbyigts. The latter smply means that one of the
groups, in particular A, has grester resources than the other.

The sequence of moves (summarized in Figure 1) isasfollows. A and B smultaneoudy
announce an offer to R, which consst of apolicy offer x?, and atransfer y. £ w . After these
announcements, R then chooses one of three options. She can accept A=s offer, B-s offer, or neither,
and implement a policy anywherein x. Findly, after R has chosen her action, policies are implemented
according to Rs choice, trandfers are effected, payoffs are made and the game ends. A strategy for a
lobbyist i, isamap s : (xi,x; . wiw;)® o :(x°T _y,Ew),foril {AB}, it j andwhere g
denotes the policy-transfer pair offered by i. Thus, alobbyists srategy is Smply his announcement
which states his take-it-or-leave it offer to Rof atransfer of 'y, , in exchange for the regulator-s
implementation of policy x? . Smilarly, agrategy for Risamap
s (04,08, XayXs Wa,we) ® XT {xa,x3,xT _}. Inthiscase, Rsdrategy is smply a choice from the
two offersmade by A and B, or her refusd of both and implementation of some other policy in the

policy space X.

* Left over resources only means that the constraints are | ess binding and do not add much insight to the
theory.
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[FIGURE 1 about here]

To find the equilibrium strategies of the players, given the parameters of the modd, we use the
concept of Nash subgame perfection. This meansthat every player plays an optima or expected utility
maximizing strategy forward at each point, given that they have reached that point.> Given this solution

concept, we have the following proposition (al proofs are contained in the appendix):

PropPosiTION 1. The following constitutes a subgame perfect Nash equilibrium to the lobbying
game:

i sal(XA = Wa-Ws,) Ya= Wa)
. sg:(x2=0,Y5= ws)
i, sgr xa if y-| XaP yg-Ixeland y,-[ x4 O

xg 1Ty -Ixal< yg-Ixgl and y,-[xzF O
0 otherwise.

® Note that we assume in the case of astie: that Rwill choose the policy of the largest lobbyist. This
assumption isjustified because aswill be noted in the proof, the smaller player simply constrains the largest player
be his best offerBhe can do no more. So the larger player can always move his policy-offer an eamount towards zero,
making his offer the one R accepts.
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Congder the parts of Propogition 1 in reverse order. Rs strategy is clear. If she chooses not to
accept ether offer from the interest groups, the best outcome that she can obtain is to implement her
ided point, x=0, which will generate a utility for R equd to zero. This therefore establishes her
reservation value for any offer made by one of the interest groups. Further, for every offer that B, the
smdler interest group makes, A can best it, Snce it has greater resources. To see this, suppose B makes
an offer of x and offers Rdl of its endowment g . A can dways best that offer by offering w, and an
x thet is (dightly) closer to x, than B:soffer. Aslong asthe policy offer isnot >too far= from B=soffer in
its disance from zero the regulator will accept it. Since B can never win, it will make the best offer it
can to Rin order to temper A-s offer. What isthat offer? In thiscasg, it isdl of its endowment and a
policy of 0. Given thisoffer by B, A will usedl of itsresourcesin excessof g to pull the policy back
toward her own ided point. In particular (see Figure 2), it will make a policy offer of wj, - wg , Which,
when combined with atrandfer of its full endowment will be equivalent to B-s offer to the regulator.
Findly, it will dways be in both players interests to use their full endowment; since they get no

(dig)utility from spending their full endowment, it is aweakly dominant strategy to spend al of it.

[FIGURE 2 about here]

Proposition 1 contains anumber of important features of the process of (vote-buying) lobbying.

Fird, the larger player=s offer, in this case A-s, is dways accepted. The reason for thisis precisely the

explanation of the equilibrium solution above: the larger player can dways outspend the smdler player
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and get a better outcome than he could either in the absence of lobbying or under B:s best offer. So the

availability of vote-buying biases policy outcomes towards the larger player (in other words, x > 0).

Second, despite this bias, the smdler player plays an important role. By making her best offer,
the smaller player puts abound on how far the larger player can go in requesting policy. In this sense,
B-s offer puts acongraint on A-s offer and thus replaces the congiraint of Rs reservation level. Notably,
the smdler the difference in endowmertsBin other words, as the rdlative Sze of A versus B decreases,
the closer equilibrium policy outcomes x* move toward zero. Thisis easly shown since

X

X = x% = wa-wg , Whichimplies
ﬂ( WA'WB)

= 1> 0. Smilaly, the equilibrium policy outcomeis

continuous in the difference in endowments. As the difference gets larger, the policy becomes more and
more positive.®
Third, the regulator is grictly better off by the existence of a second group. To see this compare

Res utility with and without the presence of a second interest group (or dternatively, if wg= 0). Inthis
case, X = waimpliesUr= -wa+ wa= 0. When w; > 0, the regulator=s utility is

Ur=-(wa-ws)* wa=ws> 0. Further, the degree to which sheis better off isincreasing in the Sze
of the smdler group: as the groups become more and more balanced, Rs rents go up linearly. In this

sense, the lobbying modd has the same property seen in other models of competitive lobbying inwhich

the existence of (strong) competitive groups, irrespective of the policy postion of R, generates rents for

® Inthis sense, the outcome has a similar property to Tullockss rent-seeking model and its variants.
However, the method of obtaining such aresult isdifferent here. Tullocks (1980) model, each player can affect the
probability of obtaining the rents, whereas in this case, thereis no uncertaintyBthe result is generated by the
structure of the auction in the game: asingle offer which istake or it leave it. The model also shares the continuity
property with Snyder (1991) in which he shows how vote-buying cartels can influence policy outcomes. Again,
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the regulator (see, for example, de Figueiredo, Spiller, and Urbiztondo 1999, Austen- Smith and Wright

1992, Lupiaand McCubbins 1994).

3. TheEffectsof Litigation on Lobbying and Palicies

The lobbying game gives a smple understanding of how competitive vote-buying operates.
Using these results, we turn to an andysis of the effectsthat litigation, or at least the existence of an
opportunity for partiesto litigate, has on the alocation of resources to lobbying and equilibrium policy
outcomes.

In order to conduct this analys's, we append the litigation gameto the lobbying game. The
players and ther preferences are identical to those in the lobbying game, except that we add a non
drategic player, the courts. We make two primary assumptions about how litigation operates. Firs, if
the policy produced at the lobbying stage is overturned by the courts, the find policy outcomeisthe
court=s reversgon point, which in many cases can be interpreted to be the status quo. This feature, a
standard assumption in much of the formal literature on the courts (see e.g., Canes (1998), Eskridge
and Fergjohn (1994), and Fergohn and Shipan (1989)), captures the nature of many classes of
litigation outcomes.” Second, following our earlier explication of the empirical analysis on winners and

losers in the courts, we assume that the outcome at the litigation stage is (Somewhat) dependent on the

Snyders model is more general in that he devel ops the models using a distribution of voters on a continuum.

" For example, in telecommunications, the FCC isissuing a series of non-adjudicatory general orders about
entry of local companiesinto long distance. The entry variableisdichotomous. de Figueiredo (1997) examinesthe
telecommunications sector and finds that many cases have dichotomous, mutually exclusive outcomes. For example,
in adjudication, the Federal Communications Commission makes aruling asto who will be awarded the license. The
court can then uphold the FCC or overturn the FCC. It isextremely difficult, and never the case in fact, that the
licenseis split among two or more corporations. This represents 50% of FCC litigated cases. Canes (1998) finds
similar circumstances at the Environmental Protection Agency in permits for development in wetlands.
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resources that groups spend at that stage. We think of this not as judge-bribing, but more as the quaity

and quantity of lega resources acquired. For example, more money trandates into better expert

witnesses and better [awyers.

[FIGURE 3 about here]

The sequence of play in the litigation game is summarized in Figure 3. After the lobbying game,
each of the interest groups has an option to initiate litigation. Their choice isindicated by the indicator
vaiddle k;T {0,1} , wherek; = 1 if litigation is initiated and zero otherwise. Next, both interest groups
smultaneoudy choose an amount of resources z to spend on litigation, subject to the condraint that
they cannot spend more than the remainder of their endowment after the lobbying sage, i.e. z £ w;- V. .

In the next move, the court decides to either overturn the decison of the reguleator, in which

case the policy implemented reverts to the status quo whichis g1 _, or to uphold theregulation in
which case the outcome is x, 2 We assume this probability is weekly increasing in the net amount of

resources expended on litigation by the groups. To provide andytic clarity, we modd this assumption by

positing that the probability that the court overturnsthe decisionis F(a + b (z - z;)) where F(.) isthe
gandard norma cumulative dengity function z isthe amount of resources spent by the initiator to

defend the status quo, z; isthe amount of resources spent by the other group to defend x,, a isa

8 Although we call this point a status quo, and will follow that line of description throughout the ensuing
discussion, in fact, this point more generally would represent the court:s reversion point. In many cases, the courts
will have both formal and ractical difficulty implementing any other point (in other words, they make their ruling under
a>closed: rule), so the status quo interpretation seems most natural .
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measure of the Abias) of the court toward the status quo, and b 3 0 isameasure of the responsveness

of the court to resources. After the choice by the court, the final policy isimplemented, transfers are
effected and payoffs made.

A number of points are worth noting about this specification for the role of the courts. First, the
courtsin our mode can beinterpreted as Apalitical.@ In traditiona postive politica theory models of the
courts, courts are motivated by policy outcomes (see, e.g. Tiller 1998, Tiller and Spiller 1999). Asa
Veto point, they can act on these preferences by imposing the status quo as areversion point if the
policy passed in earlier policy-making stages makes them worse off. In these moddls, therefore, thereis
acongrained set of outcomes (which isthe set of policies that the courts prefer to the status quo) that
are feagblein the earlier policy-making stages. Players will optimize the choice of policy within this
constrained set. In our model, the courts can aso be interpreted as having policy preferences. In this
case, the underlying probability that the court will uphold the status quo represents the degree of Abias)
in favor of exiging policy modelled by the parameter a . Thus, our modd issimilar to the traditiona
models in that the status quo bias of the court constrains the set of policy choicesin rulemaking. There
are, however, some important differences. First, unlike previous models, we do not make this status quo
bias afunction of the policy choice a the rulemaking stage; in other words,a isnot afunction of x.
While thiswould complicate the andyss substantidly, it would not change the subgtantive resuits we
outline later. Second, our modd isamore flexible, and perhaps more intuitive, way to andyze the
courts. Because a measures the predisposition of the court to the status quo, it does not limit the court
to arent-seeking veto player but alows one to modd the courts as an actor that responds to the quality

and intengity of the legd arguments.
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A second important, and related, point is that dthough we modd the courts as non-strategic,

an dternative interpretation is that the courts are acting strategicaly, but thet their preferences are
unknown.” In this interpretation, a strategic court will act deterministically based on the outcome of the
rulemaking stage: they will only overturn policies which make it worse off than the status quo. But the
location of the courts will be uncertain to players moving earlier. Thus, the other players expectations
about the future move of the court will depend on their beliefs about the location of the court.™ In this
manner, when combined with the previous point, our specification of the lobbying-litigation game can be
seen as one in which there are political and strategic courts, but in which the courts precise preferences
are not known to elther interest groups or regulators.

A third important point isthat in many cases of adminigrative rulemaking, the regulator has the
option to Akeep the gates closed.§ In other words, if they are fearful that the couts will lead them to a
worse outcome, they can choose not to dlow the courtsto rule on any policy by smply making no
change™ In our modél, the regulator has to choose a policy, meaning that strictly spesking, thereisno

gatekeeping power. However, since the regulator can never do worse than the status quoBin other

® The traditional models tend to assume that there s perfect information about judicial preferences.

19 That a court:s exact status guo biasis unknown could be generated by a number of real-world aspects of
the process including panel selection, issue-specific preferences of judges and temporal shocksto preferences.

2 Thisisnot aways the case. In many cases, Congress specifically requires that an administrative agency

determine arule. The well-documented case in which Congress required the FCC to establish a standard for the
automation and integration of household el ectronic devices under the 1992 Cable Act is a prime example. (Baron
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words, since the court can a worst implement the status quoBthe regulator (and the winning interest

group) will never be worse off than the status quo and would, even if given achoice of gatekeeping,
never keep the gates closed.

Findly, in the setup of our modd, the resources spent at the litigation stage are by the interest
groups. In practice, however, the government agency is the defendant when a group that has stlanding
initiates litigation againg the agency ruling. This means that when litigation is possible, part of the transfer
goes viathe agency, as a subsidy or tax by the agency in anticipation of litigation. Thisinterpretation
introduces a complication, since the amount of resources the agency will want to expend on defending
the new rule might be different than the optima choice by the interest group that wins a the lobbying
gtage. This problem, however, is obviated in our assumption that the agency is able to commit to actions
(both palicies and litigation srategies) after the lobbying stage.

To begin our andysis of the game, consder firg the litigation Stage. A player will initiatelitigation
if and only if, after the lobbying stage, they are made better off if the status quo prevails asthe find
outcome X. Thus a player will initiate litigation when

19- <] xp- x| i1 {AB}
Further, if qT [ xg,xa] , Oneof thetwo playerswill dways initiate litigation and will use dl of her

remaining resources to overturn x, while the other player will conversely spend dl of her remaining

1994)
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sources to defend x,, . The reason is that no matter what the choice of the regulator, one Sdeis aways

better off with the status quo. We formdize thislogic in Lemma 1.

LemMA 1. Suppose g1 [ xs,xal %p1 [ xs.xa] » then if x,>q, Bwill initiate litigation, use all of
her remaining resources wg- Y, to overturn the new policy x,, and Awill use all of her
remaining resources wy- Y, to defend the new policy. If x, £ q, Awill initiate litigation
otherwise, A will use all of her remaining resources to overturn the new policy and B will use all

of her remaining resour ces to defend the new policy.

Now we turn to analysis of the equilibrium. To asmplify the analys's and capture basic intuitions,
we andyze perhgps the most interesting case in which ex ante lobbying policy power is given to the
disadvantaged group. In particular, we assume g1 ( xg,0) and wg= 0. Theformer assumption smply
dates that the status quo is on the smaller players side of the regulator. which means we candirectly
address the conditions under which the political disadvantage theory is most rlevant. The second
samply means that the samdler players only recourseisto litigation, again, consstent with the politica

disadvantage theory. In this case, by Lemma 1, B is dways the plaintiff in the litigetion Sage.
LEMMA 2. Suppose g1 (xg,0) and wg= 0, then x33 0, x,3 0, and B will alwayslitigatein
equilibrium.

Lemma 2 states that policy offersfrom A and the policy outcome during the lobbying sage will
aways be weakly to A-ssde of R To seethis, note that B will never be able to offer Rapolicy that R

will accept snce B has no resources to offer in exchange. Thus, to smplify the notation, from now on

we drop the subscriptson xi, wa, and Yy, . Next, notice that R will dways be better off from alottery
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over zero and g, rather than alottery over any other x and g, 0 evenif Rregects A=s offer, Rwill
implement zero. As before, then, this strategy conditions A-=s strategy. Congder first whether A will
ever offer x°< 0. Given Lemmas 1 and 2, one of the players will dways have an incentive to litigate, so
A will dways be better off saving her resourcesto at least defend zero rather than spending resources to
get Rto move closer to x, . If A does make an offer, therefore, it will dways be one which makes her
better off than zero. Thus, in equilibrium, lobbying results will again dways be biased toward the larger
group.

Given thisreault, it is possble to andyze the outcomes of the lobbying game. Congder first the

regulator=s strategy. R will accept an offer from A o= (x°,y) if and only if:

F(a+b(y-w)g-(1-F(a +b(y-w)))x’+y>F(a-bw)q . (2a)*
If Raccepts A:s offer, her expected payoff is the quantity on the left-hand side of (2a8). Thefirg termis
the probability that the new policy will be overturned multiplied by the disutility to R of the status quo.

The second term is the probability that the new policy will be upheld multiplied by the disutility suffered

2 |tisworth noti ng that (2a) iswritten using the fact that the negation of the absolute value of anegative
number k issimply k. So - F (@ + b(y -w))|q|-(1- F(a + b(y-w)))| x°|+y> -F (a - bw)| q| can be
written asin (2a) using the fact that g<0 and x°+ y> 0.



20
by R from the policy implemented in the lobbying stage. Note that both of these probahilities are a

function of the trandfersin the lobbying stage. The third term is Smply the trandfers A makesto Rif R
accepts Ass offer. The right-hand side is the expected utility for Rif she rgects A-s proposalBshe obtains

the status quo with some (smdler) probability and otherwise gets her ided point. (28) can be rewritten:

Y>(Fo-F1)a+(1-F1)x° (2b)

where F,= F(a+b(y-w)) and F,= F(a - bw). So Rwill accept the offer only if the benefit she
gets from the transfer outweighs two types of cost. On the one hand, by accepting y the chance that the
outcome will be g increases. On the other hand, the offer that A makesto Rwill dso be weakly worse
(by Lemma 2), and thus imposes a cost on Rif she accepts the offer.

Given this result, we can write down A:=s problem at the lobbying stage:

rrJg)(Fl(q-XA)-l_(l-Fl)(Xo-XA) 3

st () Y>(Fo-F1)a+(1-Fy)x°
(i) O£ X° £ xa
([ OEYyEwW

A chooses her offer maximizing the expected utility subject to R:s acceptance.™ If Rwill not accept an
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offer that makes A better off than no transfer and x,= 0, then A will smply offer nothing and no

exchange will take place. Solving this maximization problem for an interior solution, we have:

ProrPosITION 2. If the wealth differential between A and B is not too large, and C is sufficiently
responsive to resour ces, then the following constitute equilibrium policy offers, proposals and
regulation in the lobbying stage:

() s : Reectog
Accepto, if Y>(Fo-F1)a+(1-F,)x°
0 otherwise

(i) B: 05=(x3<0,y,=0)

(i) Acy= W-—-—\/

1
(Fs- Fz)q'_'_ log k?+w

o= b b
1-F;
where k = %,Fsz F(-+/logk?),and F,= F(a -b w,). Further, an equilibrium policy

outcome from the lobbying stage will be x,= x* .**

We begin our interpretation of this equilibrium by first commenting on the conditions. The courtsbeing
sufficiently responsive guarantees that the equilibrium solutions will be red-vaued. The wedth
differentid not being too large guarantees an interior solution. In other words, relative to the extremity of

the group and the reversion point, the group-=s endowment is not overwheming. It aso impliesthat there
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must be a sufficiently large chance that the court will overturn the outcome of the lobbying stage (i.e. a

can not be Atoo smal@). The proof in the gppendix lays out these conditions more formdly.

The equilibrium stated in Proposition 2 has a number of implications for the nature of lobbying in
the shedow of litigation. Firs, the existence of litigation can bias the outcome of lobbying either closer
or farther from the winning group, depending on the parameter values. The reason for thisis that the
existence of litigation has two effects on the policy and transfer offersthat A makes. Thefirg effect is
that litigation relaxes the condraint that Rs reversion point places on the interest group. Whereasin the
pure lobbying game the regulator knows she will obtain afina policy outcome of zero with certainty,
with litigation, even if she rgjects A=s offer, the best she can obtain is alottery over zero and g. Thus, by
passing regulation that will be less favorable, she only bears part of the cost of the unfavorable policy
(because this policy occurs only probabilisticaly), whereas she obtains the transfer in the same amount
as before (with certainty).” This alows the interest group to demand a more favorable policy than in the
absence of the chance of overturning the regulation. However, the second effect is driven by the fact
that the probability of obtaining the court=s reverson point is a function of the amount of resources A has
left, thus both Rand A have incentives to encourage A to conserve resources to defend against the
court=s reverson point in the litigation phase. The more of her endowment that the lobbyist transfersto
the regulator & the lobbying stage, the morelikdly it isthat the final outcome will be the court-sreversion
point, and the lobbying efforts will be wasted. So the lobbyist has an incentive to save money and offer
less Smilarly, evenif the lobbyist has a strong incentive to transfer alarge portion of his endowment to
the regulator, the regulator, depending on the extremity of the court=s reverson point, might aso not

want the lobbyist to do S0, Snce she obtains a positive externdity in the litigation stage from the
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remainder of the lobbyist-s endowment, aswell B the more of it that is |eft, the greater the chance that
the outcome of the regulation stage will stand.

In terms of the equilibrium policy that the regulator passes, then, this downward pressure on the
transfer aso puts downward pressure on the lobbyist=s policy offer, snce the smdler the transfer, the
less extreme a policy the regulaor iswilling to give in exchange. So whereas the existence of some
probability of overturning the regulation relaxes the congtraint on the policy proposd that the lobbyist
can make for agiven trandfer, the incentive of both the lobbyist and regulator to save resources for the
litigation phase puts downward pressure on the transfer and therefore the policy offer that the lobbyist
can make. Thefirg implication is that the net of these two effects B whether the find policy outcome
from the lobbying stage is closer or farther from the lobbyist=sided point in comparison to the gamein
the absence of litigatiorBdepends on the other parameter values, which we now consider.™®

The next set of related results examines the comparative statics of the equilibrium transfer and

policy. To andyze these compardtive gatics, we first employ the following result.

CoROLLARY 1. Suppose g1 (xg,0) and wg= 0, and conditions (i) and (ii) of Proposition 2 hold,
if y increases, x” increases.
Thelogic of thisresult is sraightforward. Fixing dl of the parameter values, anything which increases the

equilibrium offer will alow the lobbyigt to demand a higher (better) policy at the lobbying sage.
Using Corollary 1, then, we derive a second implication of Proposition 2: as the court-s
reversion point becomes more extreme, the transfer made in the lobbying stage is smaller, and

therefore the regulation passed moves away from the lobbyist. To see this, consder the first derivatives

of y and x° withrespecttoq;
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fiy* _ 1x”

9 bay/log K

> Oimplies >0

Congder the effect of g on the proposals that the lobbyist can make. If q is extreme, then the lobbyist
wants to save money in order to defend againgt the court:s reverson point. Smilarly, the regulator dso
wants the lobbyist to save money in order to defend against a more extreme court=s reversion point. In
this case, the lobbyist will not transfer as much to the regulator and then, by Corollary 1, will not be able
to obtain as favorable regulation.

A third implication of Proposition 2 isthat as the endowed interest group:=s resources

increase, the transfers are higher and the outcome of the lobbying stage is closer to her ided point.

Again, consder thefirg derivativesof 'y and x® with respect to the parameter w. Here, we have:

* o*
L 1imp|i65ﬂx
fw fw

>0.

Again, thelogic is sraightforward: as the interest group gets larger and larger, it is rdatively more ableto
transfer resources to the regulator without sacrificing the benefit of saving. It is not the case that it will
transfer dl incremental resources; instead part will go towards improving its position in the lobbying

stage and part will be conserved in order to resst the court=s reverson point in the litigation stage.
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A fourth implication of Propogition 2 isthat as the underlying probability that the court will

overturn the decision increases, the transfers decrease, and therefore |obbying outcomes are
driven towards non-results In the extreme, asthis probability increases, it can lead to the elimination

of lobbying altogether. Again, consider thefirgt derivativesof y* and x> with respect to the

parameter cs:

* o*
B Llimplies ¥ <.
fa b a

Herethelogic is not as straightforward. If the probability of a court overturning an agency is
higher, why would that effect the outcome at the lobbying stage’? The answer can best be seen by
consdering how the probahility of obtaining the court=s reverson point respondsto changesin y as ¢s
increases. When o3  increases, it becomes increasingly costly for both the lobbyist and the regulatorBin
terms of the probability thet the new policy will be overturnedBfor the lobbyist to transfer y to the
regulator. This effect outweghs the effect of relaxation of Rs reservation congtraint Snce it enters
linealy. Asthe>locus of the digtribution shifts downward, the transfers and the policies proposed by
the regulator tend toward zeroBin other words, in the extreme, the existence of litigation can completely

eliminate lobbying if the underlying probability of the regulation being overturned is sufficiently high.

A find implication of Proposition 2 isthat the equilibrium transfers and policy can be non-

linear in b (the responsiveness of the courts to resources) depending on a. Recdl that when b is
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high, the courts are more responsive to resources than when b islow. That is, when b isvery high, the
probability of being overturned changes quickly from amost zero to dmost one. When b islow, the
policy responds very little, and the probability is essentialy independent of resources. When b is
somewhere in between, it risesregularly in amore linear fashion. The effect of this pattern of

reponsiveness on the equilibrium can be seen by examining the first derivativesof y' and x” :

1%
b

y* _
[o)

%(Iog k2+a +flog k2 - 1);0implies ;o.

Hereit is clear that the effect of b on the equilibrium transfers and policy dependson a. Figure 4
illustrates the effect of two different a:=s on the comparative staticsof  y and x” with respect to b.
When a isvery low, the equilibrium trandfers as b increases will be muted until b becomes very large
(in other words, y* will be convex in b). Alternatively, when a islarge, as the courts become
increasingly responsive to resources, y and x° become more and more extreme. The reason for this
isthat asb increases, it Apulls out@ the area in which the probability of being overturned is very low and
therefore relaxes the concern that the lobbyist and the regulator have about risking increasing chances of
the court=s reverson point with more spending.

Fndly, it is worthwile consdering an extension to the modd: the effects of delay. An important
drategy for alosng interest group isto initiate legd actionBeven if they know they might eventudly
loseBin order to delay the implementation of anew policy which isless favorable to the group than the

datus quo. Indeed, this Strategy interacts with the resource aspects of litigation Sirategies, as plaintiffs
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that are more resource-rich will likely be able to delay the implementation longer than those groups

which are resource-poor. If thisisthe case, what effect would the opportunity to delay have on the
modd we examine? In this case, if litigation is used in part to dday, it will only complement our resultsin
the same direction aready obtained. Because the groups will iill tregt Iobbying and litigation as partia
subgtitutes: money will be conserved at the lobbying stage in order to obtain faster (dower) results at the
litigation stage.™” In this sense, then, our results will il hold in the extreme case in which thereis no

uncertainty about the find outcome of litigation but there is about the timing of the decison.

[FIGURE 4 aboutt here]

These resultsilludtrate that, under certain conditions, litigation can have a dramatic effect on
lobbying in cases when the court=s reversion point favors a smaller groupBthe focus of the political
disadvantage theory. Our modd points out that results from both the positive literature on vote-buying
and the political disadvantage theory have to be qudified; based on the characteristics of the courts

decison-making, the existence of litigation dramaticaly dters the nature of lobbying in the earlier Sages.

4. Concluding Discussion

Although scholars have examined |obbying and litigetion in isolation, we have developed a
theory to take account of the linkages between the regulatory and litigatory strategies by interest groups.
In developing thisintegrated theory, the paper demonstrates not only how resource-responsive courts

introduce a dependence between lobbying and litigation strategies, but also provides explicit conditions
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under which such drategies will be pursued, and how those strategies influence both intermediate and

find outcomesin the policy process. We develop amodel that explains how competing interest groups
lobby for policy in the absence of litigation. Then we show that by permitting litigation of regulatory
rules, asis common in the United States, |obbying strategies are changed. We show that courts, even if
relatively inactive, can have a profound effect on the amount of lobbying that occurs. In particular, we
demondtrate that 1) as the court=s reverson point becomes more extreme, the transfer made in the
lobbying stage will be smaller; 2) as the endowed interest group-s resources increase, the transfers are
higher and the outcome of the lobbying stage is closer to the itsided point; 3) asthe underlying
probability that the court will overturn the decision increases, the transfers to the regul ator decreases,
and therefore lobbying outcomes are driven toward non-results, and this effect may diminate lobbying
atogether; and 4) as the responsiveness of the court to resources changes, the effect it has on lobbying
will depend upon theideology of the court. The theory, thus, provides ingghts and qudifications to the
exidting literatures on interest groups, lobbying, legd chalenges, politica disadvantage, and nor- market
drategy, and provides testable hypotheses to guide empirical work in thisarea

This theory may dso have implications for our understanding of comparative inditutions. In
some countries, such as the United States, courts have high powers of review over administrative
agencies. In many other countries, courts have minimal review powers over administrative agencies.
Thus, the lobbying game, without the litigation game, may reflect a better understanding of labbying in
these countries. Findly, there are a number of countries, trangtion countriesin particular, which are

dedling with the development of thar indtitutions. This mode may help to shed on light of the impact of
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different designs of governmentd indtitutions in these nations. Overdl, this paper explains how the mere

threet of litigation can affect the lobbying behavior of interest groups in bureaucracies.
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APPENDIX. PROOFSOF RESULTS

Proof of Proposition 1. Using backward induction, first consder Rs dtrategy. In this case, first solve

for x inthecasethat Rrgectsbothp, and o . In this case, Rs problem reduces to
X = argmax-| x|

whichissmply x = 0. Thus, Rwill choose from the set { 0,0z ,(0,0)} , by choosing the pair that
maximizes her (expected) utility, which is precisaly the conditions stated in (iii). Next, note that offering
y, = w; isaweskly dominant strategy for both A and B since'y is not an eement of either player-sutility
function. Next, for any offer oz, A can offer apair that makes R better off, snce w,> wg - If Bsoffer
satidfies the condraint in (iii), then it is Sraightforward to show that A=s best responseis

0a= ( X8+ wa- Wz »Wa) - Given this response function, B:s best response is to choose xg to maximize
Xs - X3 - Wa+ ws Which occurs at zero. Thisimpliesthat o= (0,w; ) . Subgtituting thisinto A=s best

response function implies oa= (Wa- Ws ,Wa) -

Proof of Lemma 1. Condder firgif x,> q. If thereisno litigation, A will be better off since
-| Xp- Xal> -1 9- xal, SO A will not litigete. If there islitigation, however, A will spend dl remaining
resources to defend the new policy sincethereisno cost to z, andF isdecreasing in resources spent

as defendants in the litigation stage. On the other hand, B will be worse off if there isno litigation since
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-| Xp- xa|< -] 9- xg|. By asmilar argument for A, B will therefore spend all resources to overturn the

new policy. The samelogic resultsif A issubgtituted for B and vice versa.

Proof of Lemma 2. The firg part follows from Proposition 1, by noting that adding the courts smply

linearly tranforms A:s choice problem when B has no resources. The second part follows fromqg < 0

and the firg part of the Lemma

Proof of Proposition 2. Congder the problem givenin (3).

Suppose g1 (xg,0) and wg= 0, and the following two conditions are satisfied:

. a 1 a 1
(i) (Fo-Fl)q+g+gxllogk2+xA(1-F1)> W>(Fo-F1)q+E+E\/Iogk2 >0

(i) b >

When congraints (ii) and (iii) do not bind, the first-order conditions for the LagrangianL (Al1.1) are:

Yi-FuX- O+ FdX- P+ 1 Frd+| Fyptl (Al2)

x°1(1-F41)-1 (1-Fy) (ALl3)

| 1F.19-(1-F1) X+ y-Fod (Al4)
where F ;= TF,

. (AL3) implies
y

| =1



Substituting this result into (A1.2), we have

o1
1¢ 2q

Subgtituting for F 4, we have

bf (a + b(y-w))= 2—1q

where f (.) isthe probability density function for a sandard norma random variable. This can be

rewritten

1 1

b——¢g 2(a+b(y-W))2 —

v2p 29

1

Taking the logarithms of both sdeswe have:

1 W= log( N2
2(a+b(y w) )= log( 2bq) (ALY)

Letting k = 2_bq we can rewrite (AL1.5)

J2p
(a+b(y-w))*=logk®. (A1.6)

Solving for the roots of (A1.6), we have:

a+b(y-w)=+(logk?). (AL7)

Notethat since b > 122p , theright hand side of (A1.7) isred-vaued, which is condition (ii) in the
q

proposition. Taking the negeative root, and solving for y, we have the first part of the proposition:

*:-i_i |0gk2+W
"5 b

32
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Subtituting vy into equation (A1.4) and solving for x° yidds

1

a
- 2l 2
0*_(F1 Fo)d 0 b 0g k

X =
l-Fl

Imposing congtraints (i) and (iii) on y* and x° and solving for w yields condition (i) in the proposition.

1x°

Proof of Corollary 1. By the Chain Rulg, it is sufficient to show that > 0. Taking the derivative,
y

we have:

ﬂxoz (1'F0)bf 1q+(1'F1)+bf 1y
iy (1-F.)

which is positive by condition (i) in Propogtion 2.
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