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This paper develops a signaling model of corporate lobbying in democratic capitalist societies to
analyze the conditions that lead to a powerful political position of business. Proceeding from the
traditional dichotomy of structural economic determinants versus business” political action, our
model predicts the conditions under which elected political decisionmakers modify their policy
pledges to accommodate business’ political preferences, or override business’ lobbying messages
and honor their pledges. Our results show that the structural power of business over public policy
is contingent on two variables: the size of reputation costs of business in relation to its material
costs of lobbying; and the ratio of the policymaker’s reputation constraints from policy commit-
ments and campaign pledges to the electoral costs arising from adverse effects of policy. We eval-
uate our model using case studies of business lobbying on environmental and financial services
regulation in Britain and Germany.

If politics is about who gets what, when and how, there is little doubt today that
business is a successful political actor.! To the extent that business wields a dispro-
portionate influence over public policy, an increasing global integration of factor
and goods markets further enhances the political power of business (Cerny, 1999).
The normative implications are immense: if public policy is systematically biased
in favor of business interests, political equality, democratic accountability, and the
legitimacy of political outcomes are greatly undermined (Dahl, 1989, pp. 324-8).
However, there is little consensus in the literature over what the sources of the
political power of business are.

We can distinguish between accounts of the political involvement of business
in democratic capitalism along the lines of intentional interference versus non-
intentional domination. On the one side, studies of interest group politics and lob-
bying focus on the manifold pressures exerted on elected political decisionmakers
(hereafter policymakers). They propose that business, like any other interest group,
has to fight incessantly to avert unfavorable political outcomes (for example Vogel,
1996, p. 5-6). The other extreme is marked by the empirically elusive claim that
the owners and managers of private enterprises enjoy a structurally powerful posi-
tion that enables them to secure favorable political outcomes even if they abstain
from political action. The prevalence of this paradigmatic divide has obscured an
important aspect of public policymaking, that is the fact that policymakers face
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huge informational problems with regard to the economic consequences of poli-
cies as well as how these are valuated by citizens, while special interests has priv-
ileged access to the pertinent information (Potters and Van Winden, 1992).

In this paper, we remove some of this obscurity by looking at the ways in which
business uses privately held information about the effects of policy in its political
strategies. We modify existing models of strategic information transmission by
special interest groups? to take into account what distinguishes business from other
societal interests: the prerogative of investment and allocation, and thereby of some
of the most important decisions affecting both people’s welfare and the fate of
elected policymakers in democratic capitalist societies. We develop a formal model
in which business communicates private information about the likelihood of
adverse effects of a pending policy to the policymaker, who must infer the credi-
bility of this signal from the observed levels of costly political action. The model
predicts the conditions under which policymakers choose to override business com-
plaints, and when they abandon or modify the policy.

Our approach is innovative in its focus on critical cases, in which elected politi-
cians must consider calling off already-made policy pledges in order to cater to busi-
ness interests. It has been argued that any assessment of the political power of
business should focus on the agenda stage of the policy process (Crenson, 1971;
Lukes, 1974). The rationale behind the study of ‘non-decisionmaking’ (Bachrach
and Baratz, 1970) is that elected policymakers rarely make policy pledges in the
first place that would conflict with powerful interests. Research on these covert
sources of business influence over public policy, however, is plagued by funda-
mental methodological problems (Quinn and Shapiro, 1991, p. 868). Moreover,
policymakers do commit to policies that are unpopular with business. Environ-
mental policy measures or social-democratic redistributive policies are cases in
point (Downs, 1972; Smith, 2000, p. 160). In light of these considerations, our
approach can provide insights into the underlying mechanisms that determine the
strength and scope of business structural power that are black-boxed by studies of
agenda power. Furthermore, the study of critical cases is of substantive importance,
as it provides a litmus test for what democratic elections are supposed to accom-
plish: having voters embrace a set of policies that elected officials will pursue.

In the following sections, we locate our approach in the context of existing theo-
ries of lobbying and business political power, using theory-informing data from
interviews with lobbyists at German and Irish trade associations to calibrate our
theoretical model. We then develop a formal signaling model of business lobbying
and derive its equilibria. In subsequent sections we evaluate the model using two
case studies of business lobbying on environmental policy and financial services
regulation in Germany and Great Britain. We conclude by discussing possibilities
for extensions and quantitative tests.

Political Action, Structural Power, and Information:
What’s Special About Business?

From the perspective of business politics as intentional influence, business aims to
secure favorable political outcomes by lobbying. Lobbying refers to influencing the
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formation of public policy, its passage through the legislature and its implementa-
tion, by means of contacting and pressurizing policymakers such as individual
legislators, ministers and civil servants (see Richardson, 1993, p. 1; Baumgartner
and Leech, 1998, pp. 33-6). Research in this area concerns the resources available
to business and its interest organizations (Getz, 1997), party and campaign finance
(Wright, 1996) and outright corruption (Girling, 1997). It extends further into
studying the means of business to influence public opinion (Mitchell, 1997,
pp- 41-59; Smith, 2000, pp. 167-96) and the networks encompassing economic
and political elites (Mills, 1956; Marsh and Rhodes, 1992). However, with respect
to explaining legislative and regulatory outcomes by reference to overt political
pressure from business, the empirical findings are mixed (Baumgartner and Leech,
1998, pp. 106-8; Smith, 2000, pp. 115-41). This lack of findings is not surprising,
given that voters would generally be dissatisfied with policymakers selling out to
big business (Morton and Cameron, 1992).

Yet at the aggregate level, political outcomes have been shown to be biased in favor
of business interests. This bias is epitomized in the ‘paradox of redistribution” that
is characteristic of developed democracies: while in the political realm rights are
distributed equally, the actual distributions of income and wealth are always such
that the median falls short of the mean. Taking the median voter theorem seri-
ously, the puzzle is why the poor, equipped with the right to vote, do not take
away from the rich (Breyer and Ursprung, 1998). The persistence of a pro-
business policy bias is then often explained by reference to non-intentional modes
of political domination. Deriving from Marxist accounts of the role of the state, this
line of reasoning concerns the structural constraints on the policymaking capaci-
ties of elected officials and has become known, variously, as the ‘structural depen-
dence of the state on capital’ (Przeworski and Wallerstein, 1988; Swank, 1992), as
the ‘business confidence’ factor (Block, 1977) or as the ‘privileged position of busi-
ness’ (Lindblom, 1977, pp. 170-88). The argument asserts that the negative effects
of redistribution on the share of profits consumed by capitalists lead to disincen-
tives for investment, followed by the whole appendage of sluggish growth, unem-
ployment and decreasing tax revenue. In anticipation of these effects and their
electoral and fiscal consequences, policymakers tend to carefully avoid any policy
that affects the revenue prospects of business. Instead, they are concerned with
maintaining business confidence. As a result, the political preferences and eco-
nomic interests of business enjoy over-proportionate consideration in the formu-
lation and implementation of public policy, even if business abstains from direct
political activity. Furthermore, this mechanism is not confined to redistributive
politics. Studies on regulatory policies, from safety regulation on drugs (Peltzman,
1973) to car fuel economy standards (Sunstein, 1998, pp. 234—6) have shown that
the unintended effects of policy can render measures of public policy inefficient,
reverse their intended effects, or even prevent their very formulation should
policymakers anticipate adverse reactions from business. As the principal underly-
ing mechanism is the same for distributive and regulatory policies, we hereafter
refer to structural constraints on public decisionmaking in any policy area as
negative inducement effects.

Yet, theories of structural domination have their own problems. From an empiri-
cal vantage, if the structural power thesis holds, we should rarely witness policy
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change over time that overrides business’s political preferences. However, instances
of business failing in the policy struggle are frequently observed (Mitchell, 1997;
Smith, 2000). Moreover, structural dependence theories cannot accommodate the
ubiquitous political activity of business. The question inevitably arises as to why,
if their interests are automatically taken care of, capitalists would waste time and
money on politics in the first place.” From a theoretical viewpoint, the assumption
that democratically elected policymakers face only the kind of constraints trans-
mitted by the electoral effects of macroeconomic performance seems unrealistic.
Because politicians use ideology as an efficient way to communicate their goals
and platforms to voters, they are compelled to be somewhat ideologically consis-
tent (Downs, 1957, pp. 110-12). For the sake of their credibility and reputation,
both are invaluable assets in electoral competition, elected officials have strong
incentives to adhere to their ideological self-labeling and to deliver on their pre-
election pledges (McGann, 2002, pp. 51-7).

The distinction between intentional versus unintentional explanations is an ideal-
typical one, and numerous studies have implicitly or explicitly drawn on ideas from
both sides. Policy network analysis, for instance, views the political involvement
of business primarily as the developing and maintaining of close relationships with
the relevant branches of government and with other agents who have common
stakes in a policy area. In this approach, public policy-making is often seen as deci-
sionmaking of interdependent, ‘public’ and ‘private’ actors who engage in
exchange relations (for an overview, see Thatcher, 1998). With respect to business
power, several studies have pointed to the privileged access of business actors to
policymakers (for example Knoke et al., 1996). This, however, is an empirical
finding the explanation of which is beyond the scope of the policy network
approach. Alternatively, Mitchell (1997) formulates a theory of ‘calculated
heroism’ to explain why, given their structurally privileged political position, busi-
ness interests may nevertheless incur political loss. Facilitated by external events
such as scandals or environmental disasters, policymakers can sometimes embark
on an escapade of ‘calculated heroism” and temporarily override the business con-
fidence factor and its electoral implications (Mitchell, 1997, pp. 167-217). While
Mitchell’s theory goes some way toward explaining why a policy may carry despite
business” political opposition, it relies heavily on exogenous shocks.

In the following sentences, we outline how we believe a more systematic account
of business’s political power and its limits can be formulated. Our point of depar-
ture is the observation that some, but not all policies will lead to negative induce-
ment effects. Yet, from a business perspective even low-cost policies entail costs.
As part of their overall efforts to minimize costs, firms permanently strive to reduce
the regulatory uncertainty permeating their operational environment (Birnbaum,
1984). Businesses, therefore, tend to hedge their bets and regularly assess new poli-
cies from a primarily conservative perspective. According to one lobbyist:

It’s not about being negative for the sake of it all the time. But there are
plenty of cases where [we] would be very cautious. Sometimes, it may
be that what ultimately came out of the whole process might not have
been as bad as first was foreseen, but I guess it’s because people overes-
timated it genuinely.*
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Accordingly, business lobbyists have incentives to misrepresent the size and likeli-
hood of a policy’s negative inducement effects. The problem for policymakers is
that they often lack the information necessary to assess the accuracy or veracity of
business’ predictions. While policymakers may well be aware of general structural
constraints (‘it’s the economy, stupid!’), they will often be less clear about what
exactly it is that business needs in a given situation and with respect to particular
policy areas. By contrast, much of the information required for the assessment of
negative inducement effects is routinely available to business and its interest orga-
nizations. Special interest groups enjoy informational advantages vis-a-vis policy-
makers due to the latter’s capacity constraints, and because of interest groups” own
strong incentives to pool resources and routinely conduct research on issues of
concern to their members. If the special interest group in question is business, this
informational asymmetry is greater. Individual firms accumulate knowledge about
relevant policy issues in the course of performing their everyday activities. Busi-
nesses thus automatically possess data about costs, demand or technological exper-
tise as private information that is important for political decisionmaking. In the
words of one lobbyist:

I am actually surprised how often [ministerial civil servants] ring me up
looking for information I would have assumed they would have at their
fingertips. Maybe it’s just a matter of us having access to several thou-
sand members, and [the members] trust us, so we survey them. I think
we are a good source of reliable data.’

Therefore, in contrast to previous studies of interest group influence (for example
Austen-Smith, 1993), we assume that being informed is costless for business.® Nev-
ertheless, there are countervailing constraints on the making of exaggerated claims,
because business representatives have a strong, long-term interest in maintaining
their reputation as suppliers of good information (Berry, 1989, pp. 143-6). As a
German public affairs executive emphasized:

If we did some scaremongering with figures that could in retrospect be
dismantled by other research institutes, we would maneuver ourselves
off the pitch because nobody would believe us anymore. Where I work,
I don’t think this bargaining scenario of ‘ask for 100, take home 50" really
applies.”

Thus, we assume that when devising a lobbying strategy, business will be careful
to avoid situations in which wildly exaggerated predictions can be exposed as such.
We further assume that business lobbyists attempt to make their messages credi-
ble by underlining their resolve with costly campaigning. Our model deviates from
previous signaling models by considering the reputational costs of ‘lying” as well as
the material costs of lobbying. Because policymakers know that business lobbyists
are self-interested, they are suspicious of the possibility of misrepresentations. It is
therefore not sufficient for business to reiterate variations of the old mantra that
‘what’s good for the United States is good for General Motors, and vice versa.”® As
both ‘types” of businesses, those severely affected as well as those on whom the
policy imposes only minor costs, share an interest in having the policy removed
from the agenda, the problem for the policymaker is that she does not know
which type of lobbyist she is dealing with. In this situation of a partial conflict of
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interests between business and government, a signaling game ensues in which a
lobbyist ‘reminds’ the policymaker that she is structurally dependent on business,
while the policymaker is aware that the relevance of this dependence varies accord-
ing to a parameter that is unknown to her: whether or not the pending policy leads
to negative inducement effects.

A Signaling Model of Business Lobbying

In the model, there are two actors, a business lobbyist B and a policymaker G, and
a pending policy proposal that may (or may not) induce significant negative effects
on the part of the regulated firms. The game then proceeds as follows. Nature
chooses whether a pending policy will induce negative effects (t, € T) with prob-
ability 6,, or not (¢, € T) with probability 6, = 1 — 0,, and reveals its move to the
business lobbyist, but not the policymaker. Privately informed about the state of
the world, the business lobbyist sends a costly message (signal s;) to the policy-
maker to inform her decision, or refrains from doing so (signal s,). The policymaker
can take one of two actions, pass the policy in question (a,), or retain the status
quo (a,). The resulting payoffs for the policymaker and for business depend on
which of the two states of the world is realized. In ¢;, the policy has severe nega-
tive effects of size o on business. Also in #,, the policy backfires or negatively affects
the country’s macroeconomic performance and thereby the policymaker’s ability
to achieve her various other policy goals (Block, 1977, p. 15), or to gain another
term in office at the next election (Lewis-Beck and Stegmaier, 2000). The negative
inducement effects for the policymaker are represented by u.

Regardless of the state of the world, if the policymaker chooses a, she incurs a
decline in credibility and reputation and will be punished at the next election for
cheating on her policy pledges and selling out to big business. We denote these
pledge costs by p. Business incurs minor policy costs of size B in situation £, but is
relieved of all costs except any material lobbying costs [ if the policymaker com-
plies with its lobbying demands a,. However, if it turns out that business duplici-
tously sent s, (s,), it will incur an exogenous penalty for lying k, which can be
interpreted as being denied access to the policymaker for future representations.
Throughout what follows, we assume that misinformation can only be detected
once the policymaker has passed the policy. We deal with the more general setting,
where costs for lying occur whenever business sends the wrong signal, in Appen-
dix 2. Finally, while the policymaker can, to some extent, infer the credibility of
the claims from the observed levels of costly political action business is willing to
employ in the lobbying process, there are limits to playing tough and enticing busi-
ness into showing its teeth. As research on the economic effects of regulation has
shown, expectations about regulatory regime change can be just as important for the
behavior of firms as the actual regulatory change itself (Binder, 1985; Granato,
1996). Open disputes over contested legislation can have negative effects on invest-
ment, conferring on the policymaker a ‘confidence cost” v whenever business
decides to lobby. The payoffs are summarized in Table 1.°

To investigate the interaction between the policymaker and the business lobbyist,
the game is analyzed using the concept of perfect Bayesian equilibrium (PBE). We
first introduce some additional notation. For the action set S = {s;, s,} of business,
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let A(S) denote the set of probability distributions over S so that a strategy for busi-
ness is a function ¢:T — A(S). Denote the probability that business sends the
message s given the type ¢ by g(s|?). Accordingly, a strategy for the policymaker is
a function r:S — A(A) assigning a probability distribution to any signal s that the
policymaker receives from business; we write r(a|s) for the probability that the
policymaker takes action a given the signal s. Finally, let p(z|s) denote the policy-
maker’s posterior belief that business is of type ¢ given that she has received signal
s. A PBE of the lobbying game then is a strategy-belief triple (¢*, r*, u*) such that
(Fudenberg and Tirole, 1991):

(i) foranyte T: g*(s|t) >0 if §eargmaxUs(x,r*(s)1)

seS
(ii) foranyse S:r(d|s) >0 if aeargmaxUg(s,a,u*(s))

acA

(iii) for any s e S such that »,q*(s|t)>0, u*(s) satisfies

teT

a*(s1)0(0)
Y g% (s1)8()

teT

w*(ils)=

Condition (i) requires that for any type ¢ of business his strategies g* must be
optimal with respect to the utility function Uj given the strategy r*(s) of the poli-
cymaker. Condition (ii) states that the policymaker’s strategy r*(s) maximizes her
expected payoff U, given the posterior beliefs about the type of business. Condi-
tion (iii) requires the posterior beliefs to satisfy Bayes’ rule whenever possible.'®

In the following propositions we present the equilibria of the lobbying game. In a
separating equilibrium the two possible types of lobbyists send different messages
and the policymaker, having observed the signal, can infer the state of nature with
certainty. Consequently, her updated belief coincides with the true type of busi-
ness. In a semi-separating equilibrium, a lobbyist who suffers negative inducement
effects sends a signal s, to the policymaker, whereas a lobbyist who is not affected
randomizes between the signals s; and s,. In a pooling equilibrium of type I, all
types of lobbyists send the same message s, claiming negative inducement effects
of the pending policy. Finally, in a pooling equilibrium of type II, both types of lob-
byist refrain from action, that is they ‘send” signal s,. In neither situation can the
policymaker learn anything from the message and her beliefs do not change after
receiving the signal.
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Explanatory note: In each of the squares shown the main labels give the type of equilibria that are possible there: sometimes
only one equilibrium is feasible, at other times a range of equilibria are possible. The numbers given in brackets after each
type of equilibrium refer to the Proposition numbers in the accompanying main text — please refer to the appropriate passage
for a fuller explanation.

In these principal situations nothing is said about the policymaker’s response to
either pass the regulation or pull back and retain the status quo. In the following
propositions we show that the behavior of the lobbyist and the policymaker’s
response both depend on two parameters, the ratio of material lobbying cost to the
costs of being caught lying, and the ratio of (electoral) pledge costs to (economic-
electoral) negative inducement costs. All proofs appear in the appendices. Figure
1 summarizes the findings."

Proposition 1: There is a separating PBE
a) if B/k < l/k < o/k + 1 and p/u < 1:

(51111, 52182), (aa 51, an 52),(1,0));
b) it l/k<1and 1 < p/u:

(81|11, 82|82), (a1, @l 52), (1, 0)).

In the first case (la), pledge costs are smaller than negative inducement costs, so
that the policymaker has an incentive to be responsive to the signal sent by busi-
ness: she withdraws the proposal if business signals severe adverse effects but passes
the regulation if the lobbyist remains silent. The lobbyist, on the other hand, is
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marked by a balanced ratio I/k of the (material) costs of lobbying to costs of lying
such that informative lobbying is indeed in equilibrium. In the second case (1b),
the policymaker expects relatively high pledge costs from retaining the status quo
and consequently always passes the regulation whatever the signal is. Here, the
lobbyist still separates as the costs for lying exceed the material lobbying costs. Thus,
if pledge costs are high, the separating behavior on the side of the lobbyist can be
in equilibrium even if the costs for lobbying are low.

Proposition 2: There is a semi-separating PBE if //k < B/k and 0, < p/u < 1:

(s1lty, [81,¥:82, 1= y1It2), ([, x; 42,1 — x] |51, au$2), (7, 0)),

where y = Gl(u—p)’X: B_Z, and & = p/u.
6, B+k

According to Proposition 2, if the policymaker’s cost ratio is at a moderate level
but the business lobbyist’s minor policy costs exceed those for lying, both actors
play mixed strategies in equilibrium. If business is severely affected by the pro-
posed regulation, it will send the corresponding signal with certainty. Otherwise,
business has the incentive and the ability to misrepresent, where the probability
for misrepresentation is increasing in the negative inducement costs u, but decreas-
ing in the pledge costs p.

Proposition 3: There are pooling PBE of type I if I/k < B/k and p/u < 0;:
((silt, s1lt2), (aal 51, ans2), (61, 0)), where < IIliH{p/M, 1}.

In a pooling equilibrium of type I, the lobbyist always claims to be severely affected.
This only happens if both cost ratios are small, that is when there is little incen-
tive to misrepresent on the side of the lobbyist and only a weak incentive not to
withdraw the proposal on the side of the policymaker.

Proposition 4: There are pooling PBE of type II
a) if /k> 1 and 6, < p/u:
(52111, 82182), (| 51, anl 52), (T, ©4)), where 1t < min{ﬁ/“r 1}

b) if I/k > max{o/k + 1, B/k} and 0, < p/u:

((s21t1, 85t2), (az] 81, @l 52), (7, 01)), where p/u<mn<1;
c) if p/u < 0;:
(s3]t 851t2), (az) 51, azls2), (T, 6,)), where p/u<n<l;
d) if p/u < 6;:
((s2]t1, $2182), (@il 51, aa ) 52), (7, 8,)), where © < min{p/u,1}.

According to Proposition 4, there are four sub-cases of pooling equilibria of type
II when the lobbyist refrains from sending a costly message. In the first three sit-
uations, lobbying costs exceed the costs of lying so that the lobbyist has no incen-
tive to send a costly message whatever the state of the world. The policymaker’s
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equilibrium response to such ‘silence’ is to pass the regulation if the pledge-to-
economic-costs ratio is considerably high (4a, 4b) and to retain the status quo if
the ratio is reasonably low (4c, 4d). In the latter case, a low cost ratio for the
policymaker induces a pooling II equilibria with a compliant policymaker, what-
ever the cost ratio for the business lobbyist.

In the following sections, we predict outcomes of two real-world lobbying games
by reference to the values of the variables that determine the lobbying equilibria
in our formal model: the relative size of the reputation constraints of business in
relation to the costs of lobbying (//k), and the ratio of the policymaker’s reputation
costs from pre-election policy commitments to the electoral costs from adverse eco-
nomic effects (p/u). In empirical applications of formal signaling models, micro-
level case studies can serve as quasi-experiments in which the central deductive
claims of the theory are put to a test (see Kennan and Wilson, 1993, p. 54; Morton,
1999, pp. 133-5). We have selected two cases on the values of the key explana-
tory variables such that the crucial parameter constellations of Propositions 1b and
3, that is, those identifying the equilibria in which lobbying takes place at least
some of the time, are represented.'?

Case Study I: Regulating Small Business Banking in
England and Wales

In 1998, the British Chancellor of the Exchequer, Gordon Brown, asked Don
Cruickshank, a former Director at the Office of Telecommunications, to conduct an
independent review of competition in banking services in the United Kingdom. In
his report, Cruickshank found that a ‘complex monopoly’ and pricing collusion
existed among the four largest high street banks in England and Wales (Barclays
Bank plc, HSBC Bank plc, Lloyds TSB Bank plc, and National Westminster Bank)
enabling them to secure almost 90 percent of the market in small business banking
and to realize excess profits of $525m a year between them (Cruickshank, 2000).
The findings were deemed sufficiently serious by the Chancellor to refer the matter
to the Competition Commission. After a two-year investigation, the Commission
agreed with Cruickshank on most aspects and concluded that the practices of
the four banks were against the public interest (Competition Commission, 2002).
Based on these reports, the government set out regulatory measures to encourage
competition and curb the excess profits. The measures required that the four banks
offer to all small- and medium-sized enterprises (SMEs) with current accounts in
England and Wales an account that pays interest at Bank of England base rate less
2.5 percent, alternatively to offer SMEs accounts free of money transmission
charges, or a choice between the two options (Competition Commission, 2002,
p- 5). As a result of these remedies, the banks would sacrifice an annual slice of
their profits of over $100m each. The banks argued that the regulation might end
up harming rather than helping SMEs. According to the British Bankers” Associa-
tion, the measures could undermine the potential competitors” attempts to break
into the market, as part of their unique selling point was paying interest on SME
current accounts (Financial Times, March 21, 2002). The banks further pointed out
that price controls might result in the banks trying to recoup some of the costs by
increasing charges elsewhere, for example by raising the price of loans to SMEs
(Guardian, March 15, 2002).
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From the publication of the Cruickshank report onward, the government explic-
itly committed itself to address the problems identified therein (HM Treasury, 2004,
pp. 68-9). In his 2000 Budget speech, Brown announced ‘major reforms ... to open
up competition in banking’ (HM Treasury, 2000). In March 2002, he stated that
his goal was ‘to create a fully competitive environment where new entrants can
compete with existing banks on a fair basis and can offer more competitive banking
services for small businesses” (Department of Trade and Industry, 2002). On the
same day, the Secretary of State for trade and industry, Patricia Hewitt, released a
press statement vowing that in the future, ‘SMEs should find it easier to switch
banks, charges should be lower and more transparent and SMEs should have
greater choice both within and between banks’ (Department of Trade and Indus-
try, 2002). Thus, the Labour government could expect considerable reputation costs
if it threw out the policy. The banks shared this view. According to a senior manager
at HSBC, the entire process of tackling banking practices in the SME retail market

was designed to be a ‘vote winner’."’

After hearings in May and June 2002, the Treasury Select Committee echoed the
banks’ view that the policy ‘could damage rather than improve SME financing, and
could well deter entry of the smaller banks into SME lending” (House of Commons,
2002, p. 22). However, the Competition Commission related the banks’ capital base
and allocation of capital to services to SMEs to their operating profits and cost of
equity and found that the returns generated by the banks” SME business were at
least seven percentage points above the average cost of equity of fifteen percent.
These findings decisively contradicted the banks” claims of negative inducement
effects. According to the commission’s report, ‘[the] remedy ... in no way adversely
affects the terms on which banks lend to their customers’ (Competition Commis-
sion, 2002, p. 157). Thus, facing considerable pledge costs combined with rather
small expected policy costs, the government had sufficient grounds to call the bluff
and show itself determined not to buy the banks” predictions of negative induce-
ment effects.

At the height of the controversy, the Federation of Small Businesses, feared that,
‘the big four banks have huge resources at their disposal’, and that their combined
lobbying power may bring ‘the whole process off the rails” (ePolitix, 2002). As it
turned out, the banks actually spent very little on fighting the policy. A senior
manager at HSBC estimated that the actual lobbying costs incurred by HSBC
amounted to less than $20,000 during the eighteen-months period when the
Competition Commission was investigating. This sum breaks down primarily into
management time and the preparing of press interviews and other media repre-
sentations.'* He characterized the banks’ lobbying effort as ‘overall muted’ and a
‘mere sideshow.” None of the other banks went any further in their efforts.
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According to the traditional wisdom in the literature on financial service regula-
tion in Britain, an unwritten contract exists between successive governments and
the banks designed to maintain public confidence in the banking system (Grant,
1993, pp. 69-70; Le Fanu, 2004). This relationship of trust has shaped communi-
cation and interaction within the ‘City-Treasury-Bank nexus’ (Grant, 1993, p. 69)
since the incorporation of the Exchequer into the Department of Economic Affairs
in 1947. While it may have been somewhat weakened by the Cruickshank report,
this relationship would not easily be sacrificed for the short-term gains of about
$100m for each of the four banks. A senior manager at HSBC acknowledges that
more avid lobbying against the regulation would have been pointless, and may
have hurt the relationship between the banks and the Treasury.> Thus, relative to
their material lobby costs, the banks’ reputation costs of jeopardizing the time-
honored and carefully nurtured relationship of trust with the Treasury were high.

Given these relations (p > u and / < k), we expect a separating equilibrium accord-
ing to Proposition 1b, in which the policymaker is resolute and presses ahead with
the regulation while the business lobbyist, unwilling to bear high reputation costs,
separates and refrains from making false claims.

Through its initial assertions of negative inducement effects, the banking lobby
managed to procrastinate the regulatory process and cash in on excess profits while
they lasted. Yet, beyond this rhetoric at cheap talk level, the banks abstained from
engaging in a political campaign that would underscore the likelihood of the
policy’s asserted negative inducement effects. Only scant strategic coordination
took place among the banks. Consequently, the banks soon backed down, reach-
ing a binding agreement with the government on July 19, 2002, under which they
can choose between providing free money transmission services to their SME cus-
tomers and paying interest on current accounts. In a further agreement reached
on October 31, 2002, the banks committed to undertake measures to ease account
switching and increase transparency of charges (HM Treasury, 2002). According to
a manager at HSBC, the banks had concluded at an early stage that any further
lobbying would ultimately not be worth their while: ‘Did we really think we would
influence the outcome? Not really.”'®

Case Study II: Phasing Out PVC Components in
Hesse, Germany

In August 1992, Jorg Jordan, the Building Minister of the governing coalition of
Greens and Social Democrats (SPD) in the German state of Hesse, enacted a tech-
nical directive according to which future social housing projects would be free of
polyvinyl chloride (PVC)."” As of January 1993, the directive banned PVC-based
materials such as water and sewage pipes, and floor and wall coverings from public
contract awards. A transition clause stipulated the phasing out of PVC-based doors
and windows from public calls for tenders beginning on January 1, 1995. This
gave the construction and supply industry four months and twenty-eight
months, respectively, to adjust to the new requirements. By May 1993, the PVC-
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manufacturing and processing industry demanded that the regulation be dropped
immediately, arguing that it would lead to considerable disinvestments and
redundancies (Die Tageszeitung, July 23, 1993).

From its inauguration, the governing coalition has developed a strong profile on
environmental policy, which included the implementation of principles of precau-
tionary and sustainable substance policy (Die Tageszeitung, July 23, 1993). With this
policy, the government catered for the steady and increasing demand among the
electorate for environmental protection and the limitation of health and safety
hazards. Throughout the 1980s, chlorine-based products such as PVC hazards
attracted considerable levels of negative publicity (Darimont, 1995, p. 285). PVC is
responsible for the release of dioxins and other toxic substances in the event of fires;
it increases the technical and financial burden on waste removal; and a plethora of
complex additives renders many PVCs unsultable for recycling. Thus, the coalition
had strong incentives to deliver on its promises relating to the environment. The
phaseout of PVC from public construction was an obvious and non-contentious
starting point, or so the government thought at the time.

The production and processing of PVC accounts for a large portion of chemical
manufacturing in Germany, where in 1992 approximately 1.5m tons of PVC were
produced (Nolte and Joas, 1995, p. 67). The construction industry is the largest
single user of PVC, making up almost half of total demand (Umweltbundesamt,
2001). A comprehensive study by a Swiss consulting firm found that a large per-
centage of PVC uses could be substituted cost-effectively (that is, at no or very little
net increase in costs) and with a potential increase in employment of four percent
(Prognos AG, 1994, pp. II-256-63). Windows and cables comprise the more costly
segment, with replacement costs of up to 36 percent. But all remaining construc-
tion inputs (floorings, pipes, etc.) can be substituted very cost-efficiently. In the
area of public construction contracts, the net cost effect of the substitution of PVC
with alternative materials would amount to a two percent increase on per-unit
costs of social housing. This increase is lower than the usual fluctuations on bids
and costs in the construction industry. Furthermore, the directive only referred to
PVC used in social housing, which constitutes a segment of less than fifteen percent
of the total construction market in Hesse. Finally, as the Social Democratic MP
Sieghard Pawlik pointed out at the time, this two percent increase would not have
impacted on the incumbent government’s plans for social housing construction
contracts (Messischer Landtag, PIPr. 13/068, 16 June, 1993).

The directive would have affected five large and fifteen medium-sized enterprises,
as well as around 300 small firms, in one way or another. Larger firms would have
been affected only marginally, as PVC processing was a minor part of their activi-
ties (Jacob, 1999, p. 38). The smaller firms, such as building contractors and mate-
rial purveyors, faced compliance costs arising from the need to switch to alternative
materials (Hanauer Anzeiger, June 21, 1993). Yet, while the proposed regulation
would not have had the severe negative impact claimed by the industry, the gov-
ernment’s expectation of the impact of such effects was immense and exacerbated
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by an overall unfavorable economic situation. For example, in May 1993, unem-
ployment was at 167,000, a 28 percent increase on the same month of the previ-
ous year. Thus, the government’s overall p/u ratio remained small (p/u < 6,).

Vinyl siding and windows have been the fastest-growing uses of PVC (and the
largest after pipes), experiencing double-digit annual growth rates throughout the
1980s (Ackerman and Massey, 2003, p. 33). Yet, much more was at stake for
Germany'’s chlorine industry than the continuation or discontinuation of the use
of PVC components in Hesse’s public housing projects. Industry representatives
feared that a ban of these materials from public contracts in one state would set a
precedent opening the floodgates for further regulatory inroads into PVC use in
other German states and, ultimately, at the federal level.'® The sector had already
been beleaguered during the early years of the 1990s, when the total volume of
chlorine going into chlorinated products increased only marginally. A standstill or
drop in the demand for chlorine had the potential of creating long-term problems
for the entire chemical industry. The Germany-based, but globally operating, firms
Bayer AG, BASF Group and the former Hoechst AG, for instance, rely heavily
on the chlorinated polymer industry to absorb the millions of tons per annum
of hydrochloric acid, a byproduct of many production processes (Nolte and Joas,
1995, pp. 17-38). At the same time, the European chlorine industry’s rationali-
zation processes resulted in plant closures in Scandinavia, Italy and the UK
(Darimont, 1995), thus sensitizing Germany’s chemical industry to unfriendly
political developments. Due to concurrent developments such as the recession of
the early 1990s, the ban on chlorofluorocarbon, the declining demand for chlori-
nated solvents, and the partial replacement of domestically produced PVCs by
cheaper imports, annual primary chlorine production in Germany decreased by
fifteen percent from 3.4m tons in 1989 to 2.9m tons in 1993 (Darimont, 1995,
pp. 285-6). Thus, while the directive caused very little harm to either Hesse’s
construction industry or Germany’s chlorine industry, the latter perceived the
Hesse PVC phaseout as a first battle within a much larger war over the future stand-
ing of PVC. We thus consider both o and B to be substantial.

In May and June 1993, the industry’s campaign against the directive employed all
means available to resolute lobbyists. It is impossible to quantify the costs of this
campaign.'’ Instead, it should suffice here to point out that the chemical workers’
demonstrations in Wiesbaden, the state’s capital, and other Hessian locations alone
were very costly endeavors. The protests took place on Mondays and involved
several thousand protesters turning out on paid leave on at least three occasions.
This implies deadweight labor time losses of between €500 and €1 m. Neverthe-
less, even a lobbyist willing to invest in a costly political campaign would have
faced only moderate costs as compared to the long-term costs of a policy for which
this particular directive could have been a mere precedent. We thus conclude that

< B.
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It is at this point that the interactive nature of the signaling game is most relevant.
Because of her small p/u ratio, the policymaker was very receptive to the lobby-
ist’s arguments, who in turn could exploit her sensitivity to his advantage and
expect to get away with a bluff if it is of type (%,). With p/u <0, and /< B, we expect
a pooling equilibrium of type I, in which the lobbyist always claims to be severely
affected and the government backs down (Proposition 3).

In a vigorous lobbying campaign coordinated by the public affairs organization of
the PVC producers and processors, the Arbeitsgemeinschaft PVC und Umwelt, the
industry predicted up to 10,000 job losses (Wiesbadener Tagblatt, June 15, 1993).
This bold assertion, combined with increasing levels of publicity attached to the
issue, convinced the government parties to look at the matter again and with more
scrutiny, while the opposition parties scheduled a special hearing before the par-
liament’s Committee on Building and Urban Planning in early June. The industry
increased the pressure, and in mid June 1993, Hesse witnessed one of the most
vigorous political campaigns of the state’s post-war history. The firms and employ-
ers’ organizations convinced the chemical workers trade union that slashing the
directive was vital for the future employment of its members and even managed
to get the building material purveyors and building contractors on board (Die
Tageszeitung, July 23, 1993). Thus, the scene was set for mass rallies, the biggest of
which was on June 14, 1993. In the main square in Wiesbaden, outside Hesse’s
parliament, 6,000 workers from the chemical and plastics industry turned out to
demonstrate against the directive (Frankfurter Allgemeine Zeitung, June 15, 1993).
In addition, the AgPU inundated MP’s desks with brochures and even a purpose-
launched periodical, and coordinated full-page advertisements in the regional
press, all of which hammered home the economic disaster associated with the PVC
phaseout (Die Tageszeitung, November 11, 1993). By late June rifts ensued between
the Greens and the Social Democrats (Wiesbadener Tagblatt, June 30, 1993). Even-
tually, the Greens gave in. On July 22, a compromise bill was debated and passed
in parliament.”® Later, with two months hindsight, Prime Minister Hans Eichel
(SPD) commented, ‘the preservation of jobs had to have priority” (Hersfelder Zeitung,
September 16, 1993).

Discussion and Conclusions

We have developed a model of lobbying that pays explicit attention to what is
special about business as a political actor: the social and political relevance of its
private decisions on investment and allocation, and its first-hand access to infor-
mation essential for public policymaking. The model identifies two variables that
jointly predict equilibrium outcomes: the reputation constraints of business in rela-
tion to the material costs of lobbying, and the ratio of the policymaker’s reputa-
tion costs of defecting from policy commitments to expected negative inducement
effects. Our analytical results suggest that, despite an informationally and struc-
turally privileged position, business sometimes has little choice but to back down
and bear the costs of policy for the sake of preserving its good reputation as an
advisor to political actors. This implies that policymakers sometimes have more
room for maneuver than they believe they do.
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Our case studies are consistent with the predictions of the formal model. They refer
to two equilibrium outcomes, one in which the lobbyist tells the truth about the
state of the world, and another in which the high ratio of policy costs to material
lobbying costs generates incentives for lying. Both outcomes are difficult to explain
using other approaches to the study of business political power. In the first case, a
policy network approach would propose a victory for the banks, which have tra-
ditionally enjoyed a privileged existence in the City-Treasury-Bank policy com-
munity (Grant, 1993, pp. 69-76). Likewise, theories of structural power would
have led us to expect that the banks carry the day due to their structurally privi-
leged position regarding the implementation of the policy. Turning to the case
of PVC phaseout, high levels of publicity emphasized by pluralist models (see
Gormley, 1983; Mitchell, 1997, pp. 191-7), along with a lack of compelling struc-
tural constraints, would have warranted a prediction of business failure by both
pluralist and structuralist theories. Network analysis may well have produced
inconclusive results depending on whether the traditional policy community
involving the chemical industry is emphasized (Grant, Paterson and Whitston,
1988), or its discontinuity due to the presence of a Green party coalition partner.
Because of its explicit treatment of information asymmetry, our model enables us
to explain why the Hesse government decided to withdraw the policy even though
it would not have led to the negative inducement effects that were predicted by
business. The high expected costs that might have occurred if the industry’s pre-
dictions were truthful would have been damaging to the government. Faced with
rising unemployment and a business community that behaves convincingly as if
the situation was critical, the Hessian government was willing to heed the indus-
try’s warnings.

Our model of business political power has numerous observable implications
amenable to quantitative empirical tests. Firstly, if the negative inducement effects
of a policy in ¢, work through the causal link of economic voting, as postulated by
our model, we would expect concessions by policymakers to be more likely in
countries where economic indicators are strong predictors of electoral outcomes.
Secondly, the reputational constraint on lobbyists is likely to be stronger with
respect to policymakers who have traditionally maintained close relationships
with the business community, thus discouraging business from making airy claims
vis-a-vis right-leaning policymakers. Therefore, we expect left-leaning policy-
makers to be lobbied more frequently by business compared to their conservative
counterparts. Thirdly, the likelihood of concessions should increase with the poli-
cymakers” dependence on business for data and expertise. In an empirical test, the
dependent variable measures policymakers” concessions to business. Ideally, this
variable would already have an inbuilt control for the salience of the regulatory
issues at hand and thereby take account of pledge costs. This could be achieved
by operationalizing the dependent variable as a pledge fulfillment rate measuring
the ratio of policy pledges prior to the last election and the actual regulatory
activity undertaken once the party or parties took office. Policy pledges and enacted
policies can be extracted by content analysis from party manifestos and legal
texts. The main independent variable in a large-N study testing the findings
generated in this paper, the degree of policymakers” informational independence,
can be operationalized as the ratio of public research spending to total social
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research expenditure. Finally, if business has to worry about the consequences of
misrepresentations, as our model stipulates, we should observe examples of policy-
makers punishing businesses that cried wolf by denying them access in the
present.?!

Throughout this paper, we have made a number of assumptions to simplify
otherwise complex political realities. In the main, these assumptions relate to the
number of actors and the informational resources available to the policymaker. In
allowing for sources of information independent of the lobbyist, the case of small
business banking points toward the domain boundaries of our model. It demon-
strates the high level of government capacity that is possible when policymakers
do not depend on information supplied by those regulated. The high-quality infor-
mation provided by Cruickshank and the Competition Commission greatly reduced
the information asymmetry in favor of the policymaker. It is ironic that this deter-
mination of policymakers who ‘know better’, a characteristic that has become
firmly associated with successive Thatcher governments (see Richardson, 2000,
pp- 1009-10), has found a recent incarnation in Labour’s take on competition in
small business banking. Future extensions of our model should therefore capture
situations in which one or more countervailing lobbyists exist or where the
policymaker can acquire independent information.
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Appendix 1

We provide a sample proof for the two equilibrium areas of the lobbying game
described in Proposition 1. The proofs for the other equilibrium areas are similar
and omitted for lack of space.

Proof of Proposition 1: Suppose the lobbyist plays the equilibrium strategy m speci-
fied above. Given the policymaker’s equilibrium beliefs pu*(m), the expected utility
of the policymaker then is:

Us(si,a,0*m)=-u—-v, Us(s,a,u*m)=-v-p,
Ug(sy,a,0*(m) =0, Ug(sy, ar,0*(m))=—p.

Then (a,|s,, a\|s,) is the dominant strategy if p/u < 1, and (a,|s;, a,]s,) is optimal
if p/u > 1. Now consider the initial choice of the lobbyist at the first stage.

Case (i): If the policymaker plays the equilibrium strategy (a,|s;, a,|s,) and has
equilibrium beliefs, the expected utility of the lobbyist becomes:
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Ug(si, r*(m),t,) =—1, Ug(sy,r*(m),t,)=—-o—k,
Ug(si,r*(m),t,) =—1, Usz(s,,r*(m),t,) =—P.

Given the assumption B/k < I/k < a/k + 1, (s1|t,, s5|t,) is the dominant strategy.

Case (ii): If the policymaker plays the equilibrium strategy (a,|s,, a,|s,) and has
equilibrium beliefs:

Ug(sy,r*(m),t,)=—o—1, Ug(sy,r*(m),t,)=-0—k,
Ug(si,r*(m),t,) =—-B-k—1, Uz(sy,r*(m)t,)=-P.

Then (5,11, s,|%) is the dominant strategy only if //k < 1. Finally, using Bayes’ rule,
the posteriori beliefs of the policymaker along the equilibrium path are:

W*tls) =L u*(tls)=0,u*(t]s)=0,u*(t]s)=1.

Appendix 2

In the case that costs for lying occur whenever business sends the wrong signal,
the equilibria are:

Proposition 1”: There is a separating PBE
a) iff-k<l<o+k and p/u<1:

(51|11, 5211), (aals1, anls2), (1,0));
b) ifl<k and 1 < p/u:

((siltr, 52182), (@31, anl52), (1,0)).

Proposition 2’: There is a semi-separating PBE if / < B — k,, k, < B + k and
0, <p/u<l:

((s1ltr, 51, y:52, 1= y1It2), ([an, X; a2, 1 = x]I 51, anl 52), (7, 0)),

0,(u—p) X = B—1-k;
70, B+k—k,'

where y = and & = p/u.

Proposition 3’: There are pooling PBE of type 1 if / < min{o + k,, B — k,} and p/u < 6;:
(si]ty, s1|t2), (as] 51, @] 55), (81, T0)), where n < min{p/u,1}.

Proposition 4’: There are pooling PBE of type II

a) if >k, and 0, < p/u:
(52111, 8:152), (@51, anl5), (7, 61)), where T <min{p/u,1};

b) if /> max{a + k,, B — k,} and 0, < p/u:

(8211, 8:11), (2|1, anl 1), (10, 6,)), where p/u<n<l;
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¢) ifI>k,and p/u<6;:

(52111, 52112), (a2]81, a2]$2), (10, 04)), where p/u<mn<l;

d) ifl/>-o+k,and p/u<6,:

(52111, 52112), (il 51, a2 52), (7, 8y)), where < min{ﬁ/”r 1}.
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1

1

1

1 In the analysis that follows, we assume that the firms in our political action scenarios are in struc-
turally equivalent positions (Mizruchi, 1992, pp. 43-7), so that use of the term ‘business’ as a
singular noun is warranted.

2 See Ainsworth, 1993; Austen-Smith, 1993; Lohmann, 1993; Lohmann, 1995; Potters and Van
Winden, 1992.

3 Even if the interests of business writ large carried the day in politics, much lobbying would still occur
because different sectoral interests would vie for special favors and lobby in competition with other
sectoral capitalist interests (see Smith, 2000, pp. 13-7).

4 Interview with an executive of the Irish Business and Employers Confederation (IBEC), Dublin,
October 4, 2002.

5 Interview with IBEC executive, October 4, 2002.

[}

To be sure, firms have to pay for at least some of the policy-relevant information they want to acquire.
The rationale for the assumption of zero information-acquisition costs for firms in our model is rather
that many of the relevant expenses will have already been made by the time the firm decides whether
or not to lobby against a particular legislation.

7 Interview with the public affairs executive of the German Hotels and Restaurants Association
(Deutscher Hotel- und Gaststdttenverband, DEHOGA), Berlin, September 2, 2002.

8 As famously stated by the former CEO of General Motors, Charles E. Wilson, during the 1953 Senate
hearing that confirmed him as US Secretary of Defense.

9 For the general case that costs for lying occur whenever business sends the wrong signal, we assume
the following modification in the payoffs: P(t,,s,,a,) = (-0 — ky,—u), P(t1,55,a,) = (—k»,—p), P(ts,5,4,) =
(=1 = ky,—v — p), where k,, k, > 0.

0 Note that in the game presented here, with two possible types of a business lobbyist and each actor
acting only once, the sets of perfect Bayesian equilibria and sequential equilibria (Kreps and Wilson,
1982) coincide (Fudenberg and Tirole, 1991).

—

There are various other equilibria at knife-edge constellations of parameters. As these are non-generic
situations, we do not discuss them here for the ease of presentation.

2 Other selection criteria that are commonly employed in small-N comparative research on interest
group politics, such as country-specific characteristics (Grant, Paterson and Whitston, 1988) or those
relating to different types of policy (Lowi, 1964) have no bearing on our analysis, in which countries
and sectors are not of substantive analytical interest. In comparative studies on interest group poli-
tics, countries and policy areas are assumed to summarize a plethora of institutional and structural
variables. These variables that are hidden in policy- and country-specific categories in other com-
parative studies on business and politics, are measured directly in our case studies. For example, //k
will generally be higher in countries where neo-corporatist patterns of interest mediation are key
characteristics of public policymaking; p/u will often vary with the policy area concerned; while 6,
can be interpreted as capturing sector-specific vulnerabilities of particular industries as well as the
more general economic situation. Our two cases of business lobbying around regulatory policy, fur-
thermore, highlight the limitations of Lowi’s (1964) famous typology of policies. Because they impose
rules for behavior and are specific and individual in their direct impact, the policies in both our cases
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are explicitly regulatory. Yet, the case of banking regulation constitutes simultaneously an instance
of redistributive policy, where losers and winners are clearly distinguishable, while our second case
has a clear distributive impact.

13 Interview with a senior manager in the Strategic Development Unit of HSBC, London, April 27, 2004.
14 Interview with HSBC manager, April 27, 2004.
15 Interview with HSBC manager, April 27, 2004.
16 Interview with HSBC manager, April 27, 2004.

17 ‘Technische Wohnungsbaurichtlinie der Hessischen Landesregierung’, Hessischer Landtag, Drucks.
13/4403.

18 Email correspondence with the Technology and Environment officer at the Wiesbaden Chamber of
Trade, June 14, 2004.

19 Email correspondence with the Technology and Environment officer at the Wiesbaden Chamber of
Trade, June 18, 2004.

20 ‘Dringlicher Antrag der Fraktionen der SPD und der GRUNEN betreffend Verwendung umweltfre-
undlicher Materialien im Wohnungsbau’, Hessischer Landtag, Drucks. 13/4582.

2

—

We would like to thank Frank Baumgartner for this suggestion.
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