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Abstract

Previous studies have shown that regulated firmd te diversify for different reasons than unregeth
ones. This is the case for product but also forggaphical diversification, i.e. international expsion.
The logic generally advanced is that regulated fin@nd to diversify when they face costly andodilffi
relationships with the regulatory authority in clggr of their sector. This approach, however, dods no
explain (1) what is really at the core of the prabl in regulated firms’ relationships with regulatoK2)
why these firms cannot overcome part of the prolbgndeveloping nonmarket strategies —lobbying,
campaign contributions, etc.— to influence regufgtdecisions, and (3) why they sometimes opt for
international expansion rather than product divécsition. In this paper, we propose a theoreticaldel
that provides potential answers to these questioMg start by considering the firm-regulator
relationship as an incomplete information problemwhich the firms know things that the regulator
does not, but can cannot convey hard informatiooualbhese things. In this setting, we show thatnwhe
firms face tough nonmarket competition domesticaltyng abroad can create a mechanism that makes
information transmission credible and thereforeesmythen their position in their home market.
International expansion, in consequence, can bayte solve some of the problems that regulateasfir
face at home in addition to a way for these firmgitow their business abroad.

JEL: F23, L25, L51



1. Introduction

The question of the international diversificatior, the expansion in foreign countries, of reqddirms

is an understudied yet important question in trenemics and management literature (Calzolari, 2004;
Garcia-Canal and Guillen, 2008; Kashlak and Jo&BR4). In many cases, international ventures
implemented by regulated firms have left obsergrzzled, the logic underlying these strategic moves
being seemingly quite different from what was olsedrin unregulated sectors (Sarkar et al. 199%hén
1990s, for instance, many telecommunication opesdiunched into ambitious international expansions
which targeted neighbouring developed countrieg ditderlying logic for these foreign acquisitioa# |
investors puzzled.Clearly, the lack of growth in home markets and tieed to find other sources of
growth outside were factors that, at least paytiatiotivated these moves. Also, there could beerbfit
motives to become a multinationdll), including risk-diversification and increased fitability by
exploiting specific industrial knowledge in fasegring marketsHowever, why invest in developed and
mature markets and not only in faster growing miafk&Vhy not concentrate on product diversificatibn
home, for which incumbent operators seem to hayersar capabilities? What are the differential
benefits from being an entrant or acquiring a farimeumbent in the foreign countries where the
expansion takes place? More generally, are thdrer aixpected benefits specific to regulated firms
driving their international expansion, which havet theen considered in the existing literature? The

purpose of this paper is to provide new answetkisdast question.

To date, there is a large literature on the difieetion of regulated firm8.This literature tends to focus
on specific reasons, related to their regulatedrenment, why these firms diversify, and on exptiores

for why these diversification moves often led tttldi apparent financial success (Gerpott & Jakopin,

! See for instance www.lexinter.net/ ACTUALITE/fran¢elecom.

2 This literature, however, focuses primarily on thegulatory implications of the topic (i.e., howese
diversifications should be regulated) and less ton gtrategic reasons why regulated firms might wando so
(Calzolari, 2004; Palmer, 1991; Sappington, 2003).



2005; Thomson, 1999). Simply put, the argumentis literature goes like thiswhen regulated firms
are engaged in hostile and high-transaction cdatisaships with their regulatory authority, anecs
they do not have the opportunity to solve this geantion cost problem through vertical integratitey
tend to diversify out of their core business andimmegulated activities. Russo (1992) finds supfmrt
this argument for U.S. electric utilities. Kashlakd Joshi (1994) make a similar type of argumenmt bu
point out that, instead of going into unregulatedivities, regulated firms might also invest in
international diversification if the firm's home nkat displays slow growth. They also find some

empirical support for it by looking at U.S. telecmmmnications operators.

From a theoretical point of view, however, thigliture presents at least three limitations relaidd)
what makes firm-regulator relationships hostilg, tff lobbying strategies that the firm could ptitdly
use to alleviate these hostile relationships, a)dtlfe lack of distinction between internationaldan

product diversification. Below we discuss these¢haspects.
Limitation 1: Firm-regulator hostile relationship.

Several studies have reported the often-hostilareaif the regulated firms-regulators relationships
public utilities and network industries, in effettere are plenty of sources of potential disagerem
between regulated firms and regulators. Among these can find (1) the proper valuation of capital
stock and asset values, essential for setting pgpte tariffs and/or rates of return, (2) the edition of
licences to operate and the changing of the ragarding these licences, or (3) the extent to whish
entrants should be protected to promote competi(arker, 2003). However, in the literature on
regulated firms’ diversification strategies, thealranature of the potentially hostile firm-regulator

relationships is never clearly expressed. In magtigcal studies, the nature of the relationshifpsng

% Here, we leave aside ‘non-strategic’ types of anptions for regulated firms’ diversification, sua for instance
the free cash-flow hypothesis (Jensen, 1986). Aliagrto this hypothesis, managers of firms with kvegernal

and external governance environments and limitggbapnities for profitable growth in their core ussses will
divert resources into diversifying strategies, evdrere the latter involve investments with negatin present
values. This type of argument might explain somé¢hefvariance in regulated firms’ diversificatioarfprmance,
but we concentrate here on aspects related to ’fiexternal environment rather than internal and egoance
aspects.



collaborative to hostile) is measured using vadatdbout the ‘Regulatory Climate’ collected by gsil
(see for instance Geiger and Hoffman, 1998, or 8Uk892). These measures are instructive, butarey

of little help to build a theory of why these rétaiships impact corporate diversification.

In what follows, we will propose that the core paftthese sometimes hostile relationships is the
imperfect information faced by the regulator (ahé higher political institutions delegating thekdas
when the latter has to make regulatory decisiossh#s been highlighted by much literature in Indaist
Organization, the regulated firms have privaterimfation that would be relevant for the regulatad her
political principals; at the same time, it is alslvious that the firm, the regulator and the ddlega
politicians often have misaligned interests (Laffand Tirole, 1993). As a result, when the firmsttr
convey soft, i.e. non-verifiable, information tcetpolicy-makers, they face a credibility probléhis
makes the firm-regulator and regulator-politiciartationships difficult, and might thus impact dret

firm’s decision to diversify out of its core market
Limitation 2: Regulated firms’ lobbying (or nonmatistrategies).

The second limitation of the existing literature mgulated firms’ diversification has to do witheth

capacity to overcome the problems related to ttedationships with regulators in other ways than by
diversifying. Even if these relationships can besth®, there are alternative strategies that ficas

develop, such as lobbying or, more generally, noketastrategies. Following Baron (2001), we call
nonmarket strategies all the activities developgditms to influence policy-makers. Many activities
belong to nonmarket strategies such as informadtitotzbying, interest group formation, campaign
contributions, constituency building, media campajgetc. (Hillman, Keim and Schuler, 2004). Baron

(1995) shows examples of how these nonmarket gtemtecan be effectively integrated with market

* There is a literature on how ‘soft’ informationnche conveyed to policy-makers (see Grossman afphtéa
(2001) for a survey). However, it is often diffitcdbr firms to convey this information credibly ® regulator
because the firm’s payoffs mainly depend on thécpadopted, which is based on the informationIdissd (Lyon
and Maxwell, 2004). Dahm and Porteiro (2008) develo model of informational lobbying addressing its
credibility, and argue that it depends on the comeint to disclose all (beneficial and damagingdhaformation

to the regulator.



strategies (such as price strategies, differeatiatechnology development, diversification, etodth in

the context of domestic or international stratedigeson, 1997).

Hence, there are good reasons to believe thatateglfirms —at least the incumbents— will be effitiat
developing these nonmarket strategies since (3) dhe large entities and often have deep pockets (d
Figueiredo and Edwards, 2007), (2) they can buil@i@anized constituencies, especially employees, a
(3) they generally have superior lobbying skillsdanapabilities developed through decades of
interactions with policy-makers (Bonardi, 2004).dnstudy of U.S. electric utilities, Bonardi, Hothu
and Vanden Bergh (2006) confirm that these regdlfitens develop nonmarket strategies and are often

successful when they do so.

So, what role do these nonmarket strategies playenfirm-regulator relationship, and how do they

impact diversification strategies? When are thégotifve, and when are they not?
Limitation 3: Product versus international diveisition

Last, while the existing literature on regulated’ nonmarket strategies might explain diverstfima, it
cannot disentangle product and geographic diveasiéins. Both can indeed be strategic optionsiforsf
wishing to free themselves from hostile regulatsgpervision. Does it mean that they are perfect
substitutes for regulated firms? Or is there soimgththat is achieved only through geographic

diversification?

The point that has not been taken into accounaismfthe literature is that diversification in egulated
sectors, regulated sectors or international markedse very different implications regarding firm-
regulator relationships. Whereas investing in pobddiversification does little to change these
relationships, international expansion affects thmnhelping the regulator to get (or forcing hetad&e
into account) comparable information about whatftiras are doing in other (also regulated) markets.

While product diversification allows to partiallgeape from regulatory intervention (or its incidemnwer



global profits), international diversification sepges but does not reduce overall regulatory exjgosu

This will be a key aspect of our approach in ttiper.
Objectives of the paper

In this paper, we provide a theoretical model thakes an explicit assumption regarding Limitation 1
and provides new answers to Limitations 2 and 3.n#mtioned, the modelling assumption regarding
firms-regulator relations revolves around the cgtcef imperfect governance of, and incomplete
information faced by, the regulatory authorityraditional set-up in regulatory economics: the tetpd

firm has information that the regulator doesn'’t dagfor instance regarding its internal costs), Wwhic
makes the task of regulating a sector a difficule;oat the same time, since the regulator can make
decisions with a large discretion regarding thesfabat underlie her judgements (and therefore can
deviate from the mandate formally governing heioas), (delegating) political administrations ae t

regulated service more generally suffer from paadigtinefficient and arbitrary decisions.

When one concentrates on the regulated firm'segyathowever, a key aspect is that the firm alskda
credibility: in many cases, it communicates softd-airtually impossible to verify— information, wdti
the regulatory authority will hardly believe norlwbe forced to take into account; in the best of
situations, it can affect the support of the disttion of possible states of the world (as perativeg the
regulator) in its favour. As suggested by Lyon &makwell (2004), this creates a difficult situatifor
the firm as well, especially if this firm is compe with other firms or interest groups also prang
information to the regulator. In this context, wegwe that international diversification can be one
(another, regarding commonly used strategies tasmnét information —as presentation of third-party
technical reports, audits, etc.) strategic way fegulated firms to solve this problem, limiting the
discretion enjoyed by the regulator in its favouNe also show that this has implications for the

destinations where regulated firms invest: forfihm to use international expansion as a way tddbai



benchmark to make information credible, there ndedbe some institutional proximity between the
home and target countries. Firms that try to bthid mechanism will therefore invest in close coigst
more often. On the other hand, firms that do nedne build this benchmark (because they alreadg ha

a strong nonmarket influence over their home regdlavill tend to invest in far (different) coungs.

The rest of the paper is organized as follows.i&e& provides empirical motivation for our thedcat
model by looking at the international strategies afie type of regulated firms: European
telecommunication operators. Some anomalies withettisting literature are identified. Section 3sput
the foundation of a model that could account fanswf these anomalies. The formal model itself is

analyzed in Section 4. Section 5 discusses thétsesnd concludes.
2. Empirical motivation

In order to motivate our theoretical investigatiom first start with some empirical observationsdzhon
data about European telecommunication operatanseSiur focus here is on regulated firms’ stratggie
we concentrate our analysis on former national rpohes, i.e. the firms that have been traditionally
heavily regulated. Arguably, most of these firmseh&ept strong relationships with national regukato
authorities, allowing them to develop nonmarkeatsfgies (Bonardi, 2004). However, new entrants and
deregulation movements have also generated somatioas in the success of these nonmarket

behaviours.

Consider first Figure 1 that plots the strategié$oomer telecom monopolies in Europe. The X-axis
displays the number of main lines per inhabitand asoxy for the country’s remaining market potehti
(a high value indicating low market growth potehtiand the Y-axis displays the firms’ market sisaire

the wireless market as a proxy for their nonmaikéiience over regulatory decisiohsAs one can

® See de Figueiredo, Spiller and Urbiztondo (199®)ain analysis of competition among interest groipsvhich
groups send biased reports to the regulator ligiitire discretion and informational advantages géil&ors vis-a-
vis political officials.

® Former monopolies’ market shares in the wirelessket can be considered proxies for the firm’s narket
influence in the sense that this market is genethakik telephony market that new entrants have kathéirst but
which has also remained heavily dependent on @eassirom regulatory authorities. High market shdrem the



expect from existing theories of regulated firmgategic behaviours coupled with insights from the
nonmarket strategy literature, operators in the ledp quadrant of Figure 1 should also be the least
international ones (as measured by the numberrefgio countries they have invested in), as they are
politically strong at home and have sufficient gtioypotential to exploit there. For the oppositesoees,

operators in the bottom right should be among thetiimternational ones.

Figure 1: Expected domestic market growth, nonmarket influence and
international investment
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Note: Number of foreign countries entered by eachiinbent indicated after each operator’'s name.

But, is this so? Figure 1 also indicates the irgBomalization strategy followed by various former
monopolies, reflected by the number of foreign ¢oas entered by each one of them since 799&

can then see that various cases adjust to thiscioed(such is the case of Portugal, KPN, Belgacom

incumbent therefore suggest, at least to some xtest this firm has been able to protect its sefnbm new
entrants’ aggressive attempts (Bonardi etrarthcoming.

" Clearly, counting the number of countries is aderueasure of international expansion. We acknayeletis.
Getting good data on the amount invested by eaehatgr would allow us to contrast our results; hesvethese
data were not easily available for most operatansl the prediction of our model has to do in faithwwresence
more than amount invested in close countries abrdadgiven this, shouldn’t we withdraw this footnot€® NOT
SURE. | THINK THE QUESTION WILL COME UP, SO IT MIGH T BE BETTER TO ADDRESS IT
RIGHT AWAY. DON'T YOU THINK?



British Telecom and Deutsche Telekom). Howeveffedint from this theory, there are also operators i
the top left quadrant that are quite internatidieapecially Spain’s Telefonica). Similarly, there aome
operators that are both strong at home but opd@tesstically in mature markets (top right quadiant
Figure 1), leaving no clear prediction regardintginationalization according to the existing litera.
France Telecom and Telia, for instance, internaliaza much more than their strong nonmarket infbgen

would predict for defensive reasons at home, submgetheir strive for higher growth potential abdoa

Another question is in which type of countries tatged firms invest. Notice that the existing nonkesr
strategy literature can also provide partial helghis regard. For instance, Henisz (2003) or Haibu
(2001) argue that, overtime, regulated firms dgvelonmarket capabilities which are specific to aert
institutional idiosyncrasies, but are also pawidilansferable from one country to another. Holburn
(2001) therefore found that operators coming fraskyr political countries tended to invest more in
countries that were risky as well. Coming back tw example, one would expect that companies that
have developed strong nonmarket capabilities td déth their domestic regulator will expand in
neighbouring countrie§lP: or in former colonies? You mentioned this poit..) (SANTIAGO: THE
PROBLEM IS THAT I DIDN'T CODE THINGS THIS WAY. MOST FORMER COLONIES ARE
CONSIDERED AS BEING ‘FAR COUNTRIES’ IN THE CURRENT GRAPH. | WOULD LEAVE
THIS COMMENT OUT) , in which they can leverage these capabilities.t@put it in our empirical
setting, the prediction would be that European camigs that have kept high market shares in their

domestic wireless market would tend to invest nioicose (i.e., mature) countries.

To explore this (again, as an example to motivatetieeoretical development), we calculate an “index
alike internationalization” as the ratio of the riagn of neighbour countries divided by the total bem

of countries in which the operator has inve$téu.Figure 2 we plot this index (on the Y axis) lwthe

8 In Figure 2, we consider only the operators thetepresent in more than 2 foreign countries. Nesgh countries
are European countrie3P: | think that, if possible, we should revise thalefinition of neighbour countries (not
only European ones, but also those in the same quadt in Figure 1) and see what happens with Figure.
The geographical proximity used in Figure 2 is les@ppealing than a definition combining geographical
institutional and structural similarities (mixing | ocation, nonmarket power of incumbents and growth

10



operator’'s remaining market shares in the wireksggment (again, as a proxy of the firm’'s nonmarket
influence at home). The outcome is quite sharphelloperators are positioned either in the tapolethe
bottom right segments of the graph. On the top deftdrant are operators that have a relatively low
nonmarket influence/capabilities and which havdditto concentrate their international investnant
neighbouring countries. Operators on the bottomhtrigegment, who have strong nonmarket
influence/capabilities in their home market, tendrvest in countries that are (relatively) fartliem
them institutionally. This picture seems to be @dwith the literature cited above. It doesn’tanp the
‘nonmarket capabilities’ perspective, under whidmpanies would tend to leverage their nonmarket
capabilities in countries with similar institutidfraarket settings/parameters. On the other harmbais

to predict that companies that face a nonmarketddentage domestically will tend to invest nearby,

whether companies that hold a nonmarket advantagrestically invest farther from home.

Figure 2: Location of European operators international investment
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Incumbent wireless market share (proxy for nonmarket influence)

potential), which is closer to what we discuss ihe model.... 'M GONNA TRY TO WORK ON THIS. NOT
SURE HOW EASY IT WILL BE TO COMBINE THESE THINGS WI THOUT MAKING THINGS HARD
TO READ, BUT I'LL TRY....

11



How can this be explained? In what follows, we ssgjghat, aside from the nonmarket capabilities
presented above, there might be another poteetialf s onmarket factors that influences regulateds
international expansion: the exploitation of infation and visibility collected abroad used as a vy
improve the firm’'s nonmarket position at home. itfrfs face a credibility deficit when they deal with
domestic regulators and cannot easily compensatéhi® through alternative nonmarket tactics (like
campaign contributions, for instance, as in de &iggo and Edwards, 2007), they might increase the
impact of their informational lobbying by providirgpmparative benchmarks coming from their foreign
investments. This might be a key driver of theag (it all) operators’ international expansion. fBa
other hand, regulated firms that are not too chghe domestically might invest abroad for totally
different reasons. For these firms, like Francee@@i in our sample, investing in close countrieghi

not be a critical factor. We demonstrate this fdtyria the model below.

JP: Result of consulting with top management of BTDT and/or FT should be reported here...

AGREED.
3. Model assumptions

We consider one sector that has been traditionedjulated and builds on an infrastructure netwoe, (
for instance, telecommunications or electricity),dne country. The policy issue has to do with the
determination of an access-price (for fixed, wirelservices) that an entrant firm has to pay ® th
incumbent and owner of the involved infrastructufdie game includes one regulat®) (@nd two
firms/interests, denoted kyl,E: one firm is the incumbent)(and the other one is the entraB).{ We
consider first a case where each firm is purely eftin, and then analyze changes when one firm égpan
in a foreign country. Final users (and governmémtgeneral) benefit when the policies implemented
adjust well to the true underlying conditions (staf nature), which is more likely when the regotat

enjoys less discretion and is required to base&&eisions on publicly available elements.

12



In order to capture the basic intuition, variousgifying assumptions are adopted. First, we makaes
ad-hocassumptions which, although we consider reasonablémize the theoretical options regarding
possible signalling games oriented to transmit gigvinformation. Second, we assume that first-best

regulation (i.e., marginal cost pricing) is feasibinder complete informatidfi.
3.1. The firms and the regulator

As in Bernheim and Whinston (1986) or Grossman detbman (1994), the two interests behave as
principals that seek to contract with the regukagarthority for the policy; the regulatory authgrig thus

a (de facto) common agent of the two inter&sfBhe regulator, in turn, is the formal agent oftag
political government institutions (who we assumdytrepresent final users of the regulated service)
Obijective functions for the regulator and the firaxe built upon quadratic loss-functions regardimg
most preferred policies by each agent (Baron, 20@h)s lobby for their most desired policy through
transfers/support transmitted to the regulator;réggilator balances efficiency (consumers represient

or industry performance based on available infoimndtand its private interest (support receivedrfro
interest groups —regulated firms—, minus expecehlties to be incurred in case she is proved to be

adopting biased or inefficient decisions).

A key assumption in our model, then, is that remuatend to adopt policies that ‘cover their badky
this we mean that an important aspect for regudasoto avoid being penalized by governing pokiis
that supervise them. Hence, when a piece of infoomahat might have some credibility is signalted

politicians, it will be costly for regulators torigre it (Bonardi, Holburn and Vanden Bergh, 200sius,

° The disputes between incumbents and entrantsfareucse extended beyond the access price forsheofithe
existing fixed, wire-line infrastructure, but weeuthis dimension as an illustration of the genemaflict between
firms with opposed interests at home.

19| particular, fixed network costs or economiescidle are disregarded. Access pricing in the gonfeRamsey
pricing (optimal deviations from marginal cost doebudget constraints and linear pricing) is priflgatiscussed in
Armstrong, Doyle and Vickers (1996).

' The common agency model here is not one of fordeégation, but instead one where principals exert
“economic influence” on a common agent, who camefiise to act as such. The incentives or suppartbea
offered through various means discussed in theatitee, such as campaign contributions, voice dfiposor
acceptance of their general policy initiativesufetemployment, or just economic bribes.

13



as long as regulators can relatively credibly fudtieir policy choices using this piece of infortioa,

their ‘back is covered’. This assumption fits widgulatory practices as explicated by Hyman (2000).

One needs to note, also, that the modelling imptinaof this assumption is that regulators gengradi

not set up truth revealing incentive mechanismarder to obtain the best information they can. Lisss
so the case for government officials dealing withitiple issues and delegating regulation to speeél
bodies. So, even if this mechanism would seem tanbee elegant and in line with now standard
information economics models (Laffont and Tirol893), we prefer here to concentrate on keeping our

model closer to real practice as we perceive it.

In order to maximize efficiency —for a given settiEnsfers or supports received from regulatedsfirm
the regulator must base her decision on her infobomaegarding the cost of providing access to the
existing network operated by the incumbent firmaaness price set too high would allow the incurhben
to retain excessive monopoly rents, whereas ansacgsce set too low would eventually lead to a
deterioration of the network coverage and/or qualitltimately hurting final users (i.e. overall
performance) of the regulated services in both <agbus, since the regulator is imperfectly infodme
about the true cost of access, her decision coaltidsed away from efficiency; to minimize thisdia
higher political government officials (and finalens) would welcome credible information that fortes

regulator to minimize the potential error of hesttestimate.
3.2. Network costs, information and reports

The marginal cost of the existing network is gil®nC(5), whered is a vector of both idiosyncratic and
common parameters (such as country-size, inconmsjtgiecost of capital, available technology adjust
to those conditions, etc.&(0) can be positively correlated across different ¢oes depending on their

structural similarities regarding their key paraengs.

The informational assumption is that (all) firmsolno in the countries where they participate, but neithe

the regulator nor higher political government dfls (G) do (more precisely, the regulator receives an

14



unbiased signal from nature —which is in fact hemdst deconstruction of all the evidence consuhed
order to determine those parameters—, but highkticab government officials are fully uninformed.
Firms supply reports with information about thetestaf the world regarding, which contains both
“hard” (verifiable) and “soft” (unverifiable) infonation. Verifiable information truncates the suppafr
the cost function within whiclR receives the unbiased signal from nature: the Iilaud selective)
information supplied by the firms convincBghats™> 9> ™" unverifiable information is used B¥to
construct its prior belief about the cost C. ThHusth R andG understand that firms could safely report

C(0"), whered'; € [6™", ™13

The regulator has only one instrument at handingefin access pric&)( which in turn determines both

the benefits obtained by the incumbent and theasttand the overall performance of the settor.

When one of the firms is a multination®), the report it sends can have different advaistaggarding
its credibility. First, it could become more comljyg] or credible for botlR andG because some of the
determinants of the network costs are common aaagstries (i.e.M is in a better position to convey
information about the other country’s situatioraimore coherent and credible way), and/or becilse
various reports have to be relatively consistemboss countries and thus it would provide less kiase
reports (i.e., some relatively damaging hard infation —for instance, iM is the incumbent, it might
provide information allowing a reduction #1®). Second, even R is not further convinced by this new

piece of information (because she had already dtukii on her own, or because there is no incietase

12 Thus, contrary to the most usual agency settingsrevthe agent is better informed than the pringpan our
model the two principals (firms) perfectly obsettae action taken by the agent (her policy decisipand they are
both better informed than the agent regarding thie ®f natured).

13 Since foreign regulation might be biased and ecors partly reflects intrinsic characteristics of eactuntry,
pure imitation (of foreign regulation) is generallpdesirable. More generally also, multinationain cannot be
penalized for reporting differeitin different countries.

* This happens once the final price of serviBéss no fully adjusted to reflect different accesices. So, we
implicitly assume thaP’ anda are partly (but not fully) correlated: i) B and thea change in the same amount, the
entrant’s margin rh” (=P"-a) would not vary witha, and this would contradict our assumption aboatehtrant’s
utility function (preferring a lower access pricd); if P' remained constant whem changes, no effect on final
performance would emerge from various differenelswf access price (its effects would be purelyrendivision

of rents between firms, which is not importantfioal consumers). See Armstrong, Doyle and VicK&&96).
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consistency implication) would now know that such information was indeedaosed toR during the
regulatory proceedings, and could adopt it asvits prior or benchmark to examiigs choices implying
deviations from it. ThirdG might be less aware th&habout the idiosyncratic differences of costs aros
(otherwise similar) countries, and thus adopt thkisible) report as its own prior on which to bate

posterior monitoring activity.

In this paper, and only for modelling reasons, depa the following assumption: a report lydoes not
modify C's support (i.e.[C(6™"), C(®™)] remains unchanged), but it becomes the expectéy by G,
forcing R to justify more carefully —and costly— policiesviding from it. Thus, higher level political
government officials monitdR's use of the information supplied B4, inducing her to give more weight

to M’s reports as the correlation of network costs semuntries is expected to be higher.
3.3. Games sequence

The sequence of the game is the following:

first, nature chooses the vectoof idiosyncratic and common technology parameters;

- second, government officials state their monitgrstrategy regarding the policy chosen by the
regulator, including the penalties they with appty her if she is found to be following her own
agenda (making biased decisions by neglecting seendiable information submitted by the

regulated firms);

- third, firms observe the trué in the countries where they participate and segdats (reports

C(d"))) which informR thatC’s support i§C(6™"), C©™9];
- fourth, firms exert pressure on the regulator iheotto affect the price of access she will set;

- fifth, the regulator implements policy (sets #xess prica*) based on the incentives faced (the
information collected, the pressure of firms in fwlitical regulatory process, and the expected

penalty for disregarding verifiable information glipd by regulated firms);
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- last, payoffs develop.

The Nash equilibrium of this incomplete informatigame is solved backwards: given the informational
lobbying directed to convince the regulator abawbfirable costs of access, both firms —anticipdtieg
regulators’ reaction function— simultaneously cledkeir supports, and then given these decisions,

policy is implemented by the regulatory authority.
4. Model analysis

As pointed out, the key issue for the regulatothis determination of the access prieg,within an
interval depending of possible valuesa{f) as shown in Figure 3 beloa:€ [C™",C™]. a’=C would be
the first-best policy. The unbiased signal (witklls support resulting from the reports and informati
collected) received b determines her prior belief abaDt calledC”.

Figure 3: policy space

® ® ® ® ®
Cmin a CP C Cma>

The utility function for firmj=I,E is:
U (a) = —g; x (a-C'y’,

whereC ! denotes firnj’s preferred report (incumbents pre@*—i.e.,C'=C™< and entrants pref@™"
—i.e.,CF=C™"), a; denotes the importance of the policy for firmand it turns out to also represent the
nonmarket strength or influence of this firm in tregulatory gamé& (Of course, these utilities are
negative unless we add a positive constant, butrpertant fact is that the maximum level is reathe

a*=C! and that the marginal disutility increases witttter departures from this point.)

Firms offer supportsi(a), and policy preferences for each firm are theofeihg: U; = u;(a)—s(a). For

simplicity, the support functions are assumed linéa the following way: s, (a) = wx(a—-CF) and

15 The strength surely depends on several otherghingluding the political importance of the firm its country,
its role as a major employer, the support of trad®ns, etc., but we only represent its own ecooostéke as a
determinant of the resources dedicated and usefiidpe public policy.
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sc(@) =Ax(C' —a). That is, the incumbent transfers to the regulatper unit of deviation from its less

desired policy CF) and the entrant pays heiper unit of deviation from his own less desiredi@o(C).

Thus, s (a) 20 ands;(a) 2 0.

While in a “truthful equilibrium” (Bernheim and Wiéton, 1986) the marginal supports offered by each
principal reflect their marginal utilities for eadkasible policy chosen by the agent (and these are
decreasing as they approach each principals’ pegfgpoint), we restrict attention to linear inceati
schemes for three main reasons. First, becauke aquilibrium (correctly anticipated by each pijadt)

the linear incentive schemes do coincide with gaafrcipals’ marginal utility. Second, because walfi
unrealistic that the regulated firms formally expa@ssupport function announcing each marginal réwar
attached to all possible actions taken by the sggyland thus the agent would at most perceivanesv

as linear schemes (and react accordingly to thdrid, working with linear incentive functions

simplifies the mathematical solution of the model.

More generally, even though our restriction imptiegt the support functions are not truthful evdrgve,
they are truthful at the equilibrium (i.e., theyfleet the marginal utility derived from the equifibm
policy chosen by the agent), and they are “reltiveuthful” off-the equilibrium, leading to a unig
Nash equilibrium. In other words, this would be eample of what Bernheim and Whinston (1986)

describe as “an irrelevant way” in which equilibrilinear) strategies depart from (fully) truthfirdes.
The outcome for consumers —allocative efficieReysymmetrically depends on the difference between

the access price and the true marginal cost ofsacdee., P(a) = -8x(a—-C)>. (Ex-ante though,

expected performance is maximized wiarC’.) That is, setting an access price above the malrgost
of access to the network triggers a higher finatgoP that hurts consumers, whereas an access price
below that cost leads to a deterioration of investinto maintain and expand the network, also hgirtin

final users.

4.1. Regulator and firms’ nonmarket strategies
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In the model, we concentrate in two types of notkelastrategies: (1) support (of any kind) providsd
firms to the regulator (as in Baron, 2001), andi(@rmational lobbying to convey soft information.
Since both firms (the incumbent and the entrantjvide nonmarket support in favour of certain
regulatory decisions, the regulator is assumedatante the support received from the interest group
(regulated firmd andE) with its intrinsic willingness for good performea (as representing consumers’

surplus or allocative efficiency out of first-bgstlicy or marginal cost pricing), so that:
Ur = P(a) + s(a) + s=(a).

SinceR does not observé& (within [6™", ™), her decisions are based on her beliefs ontith& same
time, without any other constraint by their pokticuperiorsR can justify any policy she chooses based
ond € [8™ 5™ as the optimal performance attainable given ttiermation she has aboét Indeed,
even though the higher political officials are jullninformed regarding the support of the cost fiomg

the two firms do know what is the support withinigéhR has to make a decision and could claim a
review if she steps outside such range. Without tdgyenerality, we assume thiis expected cosi)

is equally distant fronC(0™") andC(#™) (i.e., C") = [CE™)+C(E™Y]/2), and that both firms know this.

Can a multinational firm become more credible aeddsa report to which the regulator gives a higher
weight? Based on the discussion at the end of @e@i2, it can. In particular, the regulator cobll
penalized if she is found to have overlooked orimied information from another comparable country
submitted during the regulatory process, and simecdtinationals have much better access to such
information than other parties, firms obtain a tefgic advantage through internationalization. The
magnitude of this advantage depends on the exppetealties faced the regulator, which in turn delpen
on the importance given to the foreign country asirdormation benchmark by the higher political
officials themselves (something known before thmdi play out their strategies in front of the regot —

see the time sequence spelled out before). In gkntken, if a regulator faces a multinational, her
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discretion is reduced, as she needs to implemegutiey that gives more (or even full) weight to the

information supplied b.

As regards the utility function of the regulatorcersuch penalties are feasible, the linear traoslaf the

assumption spelled out in Section 3.2 resultsénfotiowing:

U,=-6x(@a-C")*+S (a)+S.(a)-Fx(a-C")?,

where the last term is added reflecting the in@eamst forR if she deviates from the repdt' (either
due to the risk of being penalized B or because of the more careful justification fimcreasing

departures of the policy implied by such report).

Yet, for the sake of simplicity in the expositicenfl posterior computations), the first and thimint of
the function above could be (imperfectly) combinandd re-expresR’s utility function in the following

way:

U, =-8x(a-C™)? +5, (a) + S (a),

where 5 > @ represents the higher disutility (including the@eested penalty and/or the effort to justify a
policy based on own information) th& faces when the policy chosen deviates from the e is
supposed to implement, which now instead of beieg prior C° becomes a prior which gives more
weight to the repor€” (or §'y,) sent in by the multinational firdf. In other words, the use thatgives to

the reportC" ends up reflecting changes in the decisions adopyeR as if she cared more about the

O
performance of the sectod( @) and had a prior belie€™ closer to the preferred policy by the

multinational firm (i.e.C' >C* >C™>CP). Naturally, as the penalfy tends to disappear (reaching in the

16 Notice that ifR did adoptM’s report as her new expected cost of access,it@ification made here would be

fully correct: C” and C"' would now coincide, and thus, = -@x(a-CP)?+S, (a) + S (a) - Fx(a—-CM)?

u]
would reduce toU, =—(8+F)x(a-C")*+S (a)+S.(a), so that, in the last equatiod = 8+ F and
c™M=c".
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end the case when there is no multinatiorial§ , parameters of its utility function tend to thatefined in

the absence of multinational firms. Notice thabdth the incumbent and the entrant in a given ggunt
are multinational firms, then the regulator woultvé to combine the (conflicting) information prose

by both of them, using each report as relative fptocempirically base her decision according to the
different weights she believes (or as announ¢gdyould give to the different sources (i.e., tryitig
adjust its policy to the optimal one that would taden by the politicians themselves based on the
importance they give to the information suppliedtbg two firms, which depends on which foreign
countries they use for their reports). In that rdgahe discretion enjoyed by the regulator isHert
reduced, and thus the productivity of each transffared by the two firms is also lower, reducitng t

rents retained by the regulator.

4.2. Complete information

Under complete information, a simple (first-bestlusion is reacheda’= C(5). This is derived from the
regulator’s utility function whe,(a)=sz(a)=0, as has to be the case since with complete infimmthe
regulator would be caught to be responding to éseigroups —and would presumably be heavily
penalized by political superiors or courts-ai# C(9). The outcome in this case displays marginal cost
pricing, and no space for the development of aibilégt problem. In fact, no nonmarket strategiesit

take place once the regulator could not justifyattipg from first-best policies herself.

The general case of regulated sectors, howevendsof incomplete information. As explained before,
this is what creates the sometimes hostile relships between the regulated firms and the regulSimyr
what happens under incomplete information in ottirgewhen firms are purely domestic actors? Below

we explore the nature and implications of incomplaformation about the “true state of the world”.
4.3. Incomplete information but no multinational firm

Under our previous assumptions, and leaving asideverifiable components of the reports that define

the range of possible costs (i.€(¢™"),C(™)]), the soft reports sent in by each firm cannetverified
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in a court of law, and thus it is completely upth® regulator to announce what is her conclusion
regarding the true state of nature within this ear§o, whatever decision is madePwithin this range,
no penalty can be imposed on her. Thus, once tppostof the cost functionQ@™),C(™] is

determined (and known by the regulator and the fimms), the common agency equilibrium

(s (a),s:(a),a’) is defined as:
a' U arg, maxP(a) +s (a) +.(a)
with s (a) Darg, , max-a, x[a" (s, (.),s¢ () ~C']* -5 (a (s, (), ()

and s (a) Darg, , max-ag x[a' (s, (),5:())~CF]* =5 (@' (5, ()5 ()))-

We assume that the two principals (firms) decidetloir support schedules first and then the agent
(regulator) reacts to them. Nevertheless, wheritites make their choice, each of them incorporétes
regulator’'s reaction function, as determined byfthst-order condition of her optimization problews
each principal makes a punctual prediction of thpsrt schedule offered by the other principal, imth
recognize that the agent will optimally react t@ithaggregated support schedules, an equilibrium

requires that those predictions are correct.

From the convexity of the utility functions of glilayers, an interior solution for the two support
schedules falls short from a coordinated solutietwben the two principals, whereby they would agree
on the overall incentive to be provided to the agEarthermore, assuming that the support schedutes
differentiable, the interior solution is obtainetdthe following way. First, fronR's problem, the first-

order condition yieldsa* = %+CP. Then, if the two principals cannot offer suppdtbs A=0) or

simply their supports balance out as they provigigatabsolute incentives to the regulator<A1"), the
equilibrium access-price is set at the expected (prior) best-policy Ie®2E E(C). (The chosen policy,

though, could turn out to lex-postinefficient if the signal received By was biased.)
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Second, taking into accouRs reaction function into their own problems (i.eeplacing the previous
expression fora into their optimization problems), both competifigns decide on their support

schedules (i.e., on the valuesuwfandA™ ), according to the following two first-order catidns:
w:~@, 18)(w-2)120+C" -C'|-|(w-1)/26+C" -CF|-wi26=0,
A Ha 16)(w-2)120+C" ~CE|+|(w-A)126+C" ~C'|-A/20=0,

Solving this system of equations for an interidution, we have?

w =-2a,6(CP -C')+6%(CP +C' —2CF) +a.a, (CE -C")]/(a. +a, +306),

A= Z[aEH(CP -CF)+6*(CP+CF-2C")+a.a, (C' —CE)]/(a'E +a, +306).

From these two equations we obtain:

w - =26la. (CE-CP)+a,(C' -CP)+6(C' +CF -2CP)|/(a, +a, +30),

and replacing this expression into the regulatchisice functiona* = +C7, we have:

(=4)
26
a = |a.(CE-CP)+a,(C' -C")+6(C' +CE -2CP)]/(a, +a, +36)+C".

From the first one of the last two equations, késy to characterize the symmetric case: if tloefismns
have the same intensity of preferences or capsziiyfluence the regulatory policy (i.e.,dt=a;), and

R's expected valu€” is half-way between the two extreme policies sutgubby the interest groups (i.e.,

if C"=(C'+CF)/2), thenA'=w’, leading toa'= C". So, under this scenario, if the true state ofirat
coincides withC", the policy implemented matches the first-best thaximizes performand@(a). in the
symmetric case where the two interests have equakysive preferences and are also equally distant

from the expected state of nat@@regarding their preferred policies, the (margirsaipports offered by

" The interior solution requires that the preferanckthe firms regarding the policy to be implenseh, andag)
are larger than the marginal impact of policy onf@enance (or, in other words, the intrinsic poljgyeference of
the regulatorg): if this is not the case, then there is no roompirofitable exchanges of supports and policies.
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each regulated firm are the same, and the poliogam byR turns out to be the one that maximizes

expected allocative performaneéa).

We can also verify that whe®"=(C'+CF)/2, thenw>A" if a;>ag, which means that the most interested
principal offers the highest support. In that semssicies adopted will generally ex-antebiased with
respect tdR's belief (as long as the strength of principalotigh nonmarket strategies are unequal), but
the biases cannot be provextpostby any one of the participants. Thus, it is ndttitat higher political
government officials @) regretR’'s discretion and would prefer to find ways to duuér decisions or
force her to reduce such discretion. They wouldcossle, of course, information that minimizes thé ris

of implementing amex—postiased policy regarding the true state of nalire

More generally, from the last equation, and reeglthatC'>C">CF, we can check that increases with
CP, it decreases withg and it increases withy. Also,a” moves closer t€" whend increases, i.e., when

the performance is more affected by the policy ehd%
The numerical example developed in Table 1 belmstilates these various results:

Table 1: Policy and rents in the incomplete informéon equilibrium without
multinational firms

Fully honest o
regulator Benchmark |Coordination o, goes up 6 goes up| €goes up
Values of parameters
a 2 2 2 3 2 2
OE 2 2 2 2 2 2
0 2 1 1 1 15 1
c’ 3 3 3 3 4
c 5 5 5 5 5
c* 1 1 1 1 1

18 When cr (€ +cE)Ythen %:3x[(cp -C®)x(a, -a,)| l(a. +a, +36),and thus the signs o%and a.-a,
2
coincide, meaning that, wheéhincreasesa* tends to move to the centre of C's distributioonirthe biased choice

induced by the stronger interest group (i.eqif >a, , thena* would initially be downward biased —towards the
entrant’s preference—, but would then increaseuaedts bias— as the impact of policy on efficierfy increases).
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Equilibrium values of supports, policy and utilities
w* 0,00 4,00 0,00 6,00 2,00 3,14
2* 0,00 4,00 0,00 5,50 2,00 4,86
w*+ A* 0,00 8,00 0,00 11,50 4,00 8,00
w* - ¥ 0,00 0,00 0,00 0,50 0,00 -1,71
a* 3,00 3,00 3,00 3,25 3,00 3,14
u' -8,00 -16,00 -8,00 -22,69 -12,00 -13,63
Utk -8,00 -16,00 -8,00 -19,75 -12,00 -18,20
UR 0,00 8,00 0,00 11,44 4,00 7,27

So, reading the results progressively from colufnis 6 of Table 1, we find:

1. If 8 is equal or higher tham andag, then —as would be the case with a fully honegtilegor—
supportsm and) are zero (they cannot be negative), and the aquéssa* equalsR's belief

aboutC (i.e.,C");

2. If 9is lower thary; andog, an interior solution develops; in the symmetase (which we use as
the benchmark to derive other results), both fioffier positive transfers, the regulator receives a

positive rent, but policy is unbiased as margirehsfers are equal to each other;

3. If both firms| andE could coordinate their transfers, and offer nopsup (=0 andi=0), then

the policya* remains the same, bRs rents disappeat)=0);

4. Wheng, increases, both firms increase their marginal stppand policya* is biased towards

I's preferred one; yet, onRg benefits from this situation (botrandE end up being worse-off);

5. When#@ increases, transfers are reduced, policy remaibg&sed, andE’s utilities go up, and

R’s utility goes down;

6. WhenC” goes up|’s marginal suppore decreases arffls marginal suppott increases, biasing

policy towardsE’s preference relative to the n&¥; | is better off, buE andR are worse off.

We can thus state the following proposition:
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Proposition 1. Without multinationals, the regulatory game depdrom the expected first-best
policy depending on the relative nonmarket strergftieach firm (incumbent and entrant); ex-
post, the deviation might also result from a bias#gnal received by the regulator. The
magnitude of the expected departure decreases thigeregulatory decision is more significant
in affecting the performance of the sector. In gahdhe access price increases (decreases) as
the incumbent (entrant) has more nonmarket inflaeinder symmetric conditions, even though
the regulated access price coincides with the epefirst-best price, both regulated firms spend

resources to balance each other’s influence, leavants to the regulators.

Presumably, (incumbent) regulated firms will hagssl incentive to invest in geographical diversifara

if they can offer significant support to (i.e., exbigh pressure on) the regulator and thereforaidate
entrants in the political game. In most cases i@adarly when the country’s regulatory policy embea
competition and entry), however, the situation Wil more symmetrical in the nonmarket arena and the
regulated firm will have to face entrants that wilatch their political investment, force them telpaheir

own lobbying investment higher, and will therefdead to a poor outcome in terms of regulated access
price and allowed profits. This approach thereforevides an explanation for why regulated firms, in
many cases, cannot effectively rely on nonmarkatesjies to overcome the problem they face reggrdin
the regulator (as highlighted withimitation 2 in the introduction). This is whycéteris paribuk

geographical diversification becomes one of thé bpsons for some regulated firms.
4.4. Internationally diversified regulated firms

Assume first that only one of the two regulatednfr(say the incumbent) is a multinational with
business in a country where the cost of accesaasvik to be positively correlated with the one to be
determined by the home regulator. Thus, by progdhis additional information in an enhanced report
which we have assumed is firmly believed by highevernment political officials@), the regulator is
faced with a possible penalty imposed by theirtall superiors if she disregards (or fails to mndp

justify its demerits) the information supplied byltmationals. To eliminate the expected penalhg t
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regulator could simply give full attention M's report; yet, if she was anticipated to behavthia way,
both firms would not offer any supports, bringimgziero the regulator’s rents. In geneRakould depart
from M’s report by carefully providing arguments thattifysdifferences between the cost of access in the
two involved countries, and thus will balance dwg higher expected cost suffered by deviating ftiven
policy fully based orM’s report with the benefits derived from the suppahe is offered, still leading to
an interior solution now ceteris paribus biased vis-a-vis the expected first-best poliogleed, both
firms anticipate the higher cost suffered®jf she deviates from the policy justifiable undié’s report,

and will thus compute their transfers (supportprapriatelyex—ante

Notice that the expected penalty is presumablydrigimd increases more rapidly when the two coumntrie
involved are “closer” to each other (the costs ldé two incumbents are more correlated, and the
expectation thaR should rely on the other country’s revealed infation is higher), providing in this
case higher benefits for beid. Indeed, part of the higher credibility attachedwW's report is natural
due to the fact that a biased report could be epby a proper comparison with its report preseirted
the foreign country, causing eventually an embamesnt or damage to the public image of the
multinational firm (notice that such credibilityhus, should be higher whevi is an incumbent in one
country and an entrant in another one since thensistency of reports would otherwise be maximum,
but the idea is more general than this as theray@ws some sacrifice in the amount of possible

misrepresentation across countries if the involiraal is a multinational acting in both of them).

As before, firms offer supportg(a) and supply biased information to the regulatorne@iour previous

simplifying modelling assumptions (spelled out ic8on 3.2), the transfers offered by the firmsuatjo

O
the new parameters &s utility function, i.e., with highep (8 > &, asR's intrinsic disutility regarding
poor performance is composed with the higher cestlad to justify her decisions when these move away
from the expected policy by G), and increased praltef C” (now replaced bg™>C"). That is, relative

to the absence of a multinational firm, the equililm corresponds to a situation where b&fhandé
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simultaneously increase. From the previous resulfsable 1, and assuming that the multinationdhés

incumbent (see columns 5 and 6), we can see that:

i) When@ increases, marginal transfe¥sandw are reduced, policg* remains unbiased,.andE’s
utilities go up, andR’s utility goes down;
i) WhenCF goes up]’s supportw* decreases arffls supporti* increases, biasing policy towards

E's preference relative to the ne®"; yet, compared with the benchmark case where

cP :@, | is better off, buE andR are both worse off.
2

So, combining the two effects, Table 2 below carg@ome numerical illustrations showing that when

is a multinational, so that bo@f andé increase, then:

a) w* goes down, and even thougthcould go up, still we have that+ 1* (i.e., the aggregate level

of marginal transfers received Byin equilibrium) goes always down;

b) a* goes up (although not as muchGiy,

c) U' goes always up and ® goes always down, bl & can go up or down (it is hurt by the
intention to implement ¢' > E(C), but it is benefited by the fact that boitmé reduce their

marginal transfers once the regulator is less resipe to them).
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Table 2: Policy and rents with a multinational (I=M; 8 and C" both go up)

1 2 3 4 5 6
Benchmark| Example 1| Example 2 Example|3 Example 4 Example 5
Values of parameters
o 2 2 2 2 2 2
og 2 2 2 2 2 2
0 1 1,5 1,2 1,8 1,5 1,5
cP 3 4 4 4 3,5 4,5
c' 5 5 5 5 5 5
cF 1 1 1 1 1 1
Equilibrium values of supports, policy and utilities
w* 4,00 0,76 2,19 -0,66 1,38 0,15
A* 4,00 3,24 4,21 2,26 2,62 3,85
o*+ J* 8,00 4,00 6,40 1,60 4,00 4,00
w* - A* 0,00 -2,47 -2,02 -2,91 -1,24 -3,71
a* 3,00 3,18 3,16 3,19 3,09 3,26
u' -16,00 -8,31 -11,51 -5,11 -10,20 -6,36
Ut -16,00 -15,37 -17,07 -13,68 -13,73 -16,94
u® 8,00 2,98 5,55 0,42 3,75 1,71

This can be summarized in the following proposition

Proposition 2. When one of the regulated firms is a multinatiptiag policy implemented moves
towards its report, introducing an ex-ante bias aetjng the symmetric case, but reducing the
scope of discretion enjoyed by the regulator; atsarginal supports offered by each firm would
normally go down, but even if they individually dprtheir sum will do so in equilibrium,
reducing the utility obtained by the regulator; dity, while the utility of the firm becoming a
multinational increases due to the higher credipiland incidence of its report, the utility

reached by the opposing firm could either increasdecrease.

Notice that if the benchmark (witholt) situation was instead one of asymmetric nonmagrketer, the
participation of a multinational could reduce ocriease the implemented policy bias vis-a-vis the

expected first-best depending on who had relatii@er political strength prior to the higher dlality
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gained by the diversification. Yet, while this pidgy would make theex-posteffect on the higher

political officials (and final users) undefinedetreduced range of the possible bias benéfgs-ante

We can assume that the expected penalties imposedgolators if they disregard (choose to discard
without justification) reports bl are positively related to the similarities betwéea two countries with
respect to their regulatory environments: if there closer cultural, geographical and/or instituidinks
between those countries, the importance give by such international information becomes venhhig
whereas such importance (and thus the expectedfaostl byR for deviating from such report) is
relatively minor when the two countries are “distiom each other” (in those same dimensions). Ttus
is straightforward to conclude that the benefitsrfrinternationalization (additional to other betsefind
costs not examined here) are higher when the twotdes where the multinational acts are “close to
each other” —i.e., sufficiently similar and conreettregarding their regulatory systems. In otherdspr
the credibility gained by being in two countriesttlare highly communicated and transparent (to each
other) is higher than if the multinational actsnirarkets whose information flows are poor or whée t
idiosyncratic information in one country is not yaelevant to strengthen the credibility of the ap

about the idiosyncratic parameter in the other trgun

Finally, notice that the enhanced credibility cogiifiom M’s report is not related to the size of the
investment abroad: therefore, while returns foresBtments abroad that are decided for the traditiona
reasons presumably depend on the amount invebgedjuersifications in close countries directed&in
credibility might be of limited amounts, just endutp become a relevant player capable of colledtieg

information to be supplied to the home regulatod(endirectly then to higher political officials).

Our database does not allow us to check this froigeneral, but we find initial support by comparihe
cases of British Telecom (BT) and France Telecor).(Recall that, according to Figure 2, BT is
characterized as a company whose investments abngdd be particularly motivated by the strategic
consideration we develop in the paper (i.e., wésk regarding nonmarket strategies in the UK aod t

seeks to improve its home position by investingnéighbouring countries), while FT has the opposite
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situation (its home strength seems to be quite,haghl it tends to invest more in far countries)wNo
considering the evidence in Table 3 below, thisratizrization gains additional support: considering
only investments in close countries, BT's moves rateh smaller (as shown by its stake in its close

countries ventures and the size of such firms) thase of FT.

Table 3: How much firms really invest in neighbourng countries?

Average stake in venturgs  Average number of
in close countries clients in close countries
France Telecom 78% 6,25 million
British Telecom 42% 2.68 million

Source and year?Source: Corporate reports - 2006

JP: Also, profitability in close countries for BT should be less than for FT, right? (we are saying
that our model could explain BT's moves, particulaly that the benefits reached through
internationalization are not to be found only in the profits obtained abroad, and that some hidden
benefits occur at home —which means that investmenin close countries abroad are not primarily
or only guided by its direct profitability, which should then be lower than for those cases —as
presumably happens with FT— where diversification ad expansion is done for traditional reasons).
Can we reflect this in an additional column (showig profit per client obtained by each firm in close
countries)? Also, could we add DT’s numbers (I begou don’'t have it, but DT should be one of our
two best applications, jointly with BT, as it appeas internationalize to close countries because isi
not so powerful at home in Figure 2).

THOSE ARE GOOD SUGGESTIONS. I'LL LOOK INTO THEM, BU T | DON'T HAVE THE
DATA AT THE MOMENT.

This leads, then, to the following proposition.

Proposition 3. Leaving other business features aside, the coaweai to internationalize

increases with the higher credibility gained by d&®ing a multinational, which depends
positively on the institutional closeness of thartdes informed by M and on the correlation of
the idiosyncratic cost parameters of the two caestr Internationalization for this reason,

though, need not entail significant investments.

Notice that, as a corollary of this propositionmfs that decide on the internationalization patteremg
markets abroad instead of limiting their activitiegheir home countries where they are incumbdimtd,

a positive externality at home when the new markegy enter would serve as a benchmark and point of

31



comparison; as this positive externality is higlmermore mature and correlated markets, this would
explain business strategies whereby long-time dantiplayers at home markets in developed countries
choose to enter neighbouring and institutionalipiksir markets despite obtaining a lower rate ofimet

on the accounted investments abroad (than thainebitdor instance in less developed and more distan
countries, with higher growth potential, where thstrategies will not so seriously enhance their
credibility at home). In other words, the differahprofitability of expansions overseas might bissimg

the different positive externalities obtained amgofrom various different destinies abroad, higihem
investments in “close countries” that accountirgufes would judge as mediocre or simply unproféabl
(implicitly assuming that benefits at home in thesence of that particular diversification would dav

been the same as those obtained after the intenahgxpansion).

Finally, we can think of andE as two multinational firms, both of them reportwveyifiable information
that is still biased but less so than when theytdueed to care about consistency of reports semisa
countries. In this cas& could announce an auditing of the decision adopteR regarding how she
treated these two reports, weighting them accortbrthe relevance attached to the country abouthvhi
eachM is submitting cost information. This situation cdae summarized —vis-a-vis the case where no
multinational was involved— as one where the patanteincreases and the support of the cost function
shrinks in the two end points (i.€"" increases an6™* decreases). While the increased credibility of a
multinational depends on the significance giveitdaeport vis-a-vis the other multinational’s repahe

two firms can now “commit” to a lower support oféer to the regulator due to the fact that the latter
becomes less prone to exchange biases in polmiesipports that could lead her to a high penél€y i

finds her to have been captured by one of the hiarests offering transfers/supports.

Notice, further, that since the reports sent intliy two firms are closer to each other, and thdly st
contain the true state of natuteas an intermediate value, higher government afctan be sure that

the expected bias in policy is now lower than withmultinational firms. Indeedy’s ability to monitor
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R’s behaviour is significantly improved by inducittie regulator to justify departures from policy d&es

on reports that are less extreme and that reduadiswetion.

This leads, then, to our last proposition.

Proposition 4: When two competing multinationals are active ire aountry, the discretion
enjoyed by the regulator is reduced, reducing thdability / indeterminacy to which higher
political officials (and final users) are exposddhe highest benefit goes to the multinational firm

submitting information about a country consideredé& more relevant by government officials.

5. Summary - Discussion

This paper has attempted a step toward a bettarstathding of why and how regulated firms diversify
and, more precisely, why international diversificatcreates a specific advantage, which has nat bee
identified by previous literature, compared to protddiversification. The model developed here fdiyna
demonstrates that international diversification migake sense for some regulated firms even if tleey
not expect direct benefits from the internatiorahture itself, and also allows us to identify tlses in
which this occurs. We do not argue that buildingdibility is the only motive driving international
acquisitions of regulated firms, nor that inforroatl lobbying is restricted to such strategy, Imstéad

that this logic might play an important role amantlger factors and in certain situations.

The following discussion considers some empiricaplications, with testable hypothesis, coming out

from our model (particularly from Proposition 3).

Types of diversification. Considering variations in the importance given ftoeign countries as
benchmark or informational source in the home agufureviously summarized by the expected penalty
faced by each regulator for disregardM(s report), various types of diversification candgected. If
this importance is low, then firms will be less lined to use international expansion as a way to
overcome the credibility problem they face towatdsir domestic regulator. On the other hand, this

becomes an option as soon as the importance giveach benchmark reports becomes high. From this
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analysis, the following conceptual framework (Tadlbelow) emerges to account for the diversificatio

strategies of regulated firms.

Even if the key contribution of our paper can bernsas being in cell (4) in Table 4, the other calto
stem from our formal framework and can be useduidegfuture empirical research. Clear predictions
follow: ceteris paribusinternational expansion will be the highest fiomt in cell (4), diversification in
regulated products will happen mainly for firmsdell (1), and diversification in unrelated produfds

firms in cell (3).

Table 4. Regulated firms’ nonmarket strategies andliversification

Dominant in domestic Non-dominant in domestic
nonmarket arena nonmarket arena
Low importance given to (1) (2)
information from foreign Least degree of international Poor options. International
country . . L : .
expansion. Diversification in expansion will not help solve
regulated products domestic problems. The firm rather
diversifies in unregulated activities
3 4
High importance given to Indeterminate — Mix of Mainly international expansion as|a
information from foreign geographical diversification and way to solve the credibility
country diversification in regulated problem
products

Variation in target countries. Linked to the importance given to foreign courgrigs benchmark or
informational source in the home country, interesipredictions come up when we consider the type of
countries that regulated firms are likely to tardeteffect, in our framework, a foreign countryndae a
good target for a regulated firm for two differergasons: (1) because there is market growth or
possibilities to get a monopoly position (traditdrreasons), and (2) because it helps to solve the

credibility problem (a new reason provided in thégper).

For regulated firms in developed countries, invepsin geographically close countries is rarely gadio
be very attractive for traditional reasons, bothause competition is tough and growth perspectives

low there. However, a close developed country carattractive because it helps solve the credibility
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problem. On the other hand, diversification in €muntries (especially developing countries) is more
attractive for traditional reasons (stronger margetwth and therefore higher expected pay-offsit, Ye
operating in developing countries will probably m&lp much to enhance the firm’s credibility toward

the regulator in its domestic country.

Thus, an important implication follows: commerdignefits of investing in developing countries né&ed
be much higher —even correcting by higher costgital or risk— than investments expanding openatio
to neighbour or developed countries. The theoryirtsethis proposition is that investing in developed
countries buys credibility at home, and thereftsdriie pay-off should include better results ahbdhan
the (correct but unobservable) counter-factual, rmhiacumbents would suffer higher entry or more

demanding access regulation.
Contributions

This paper makes contributions to three literatuFésst, it contributes to the International Busise
literature by looking at specific benefits of imiationalization. Irrespective of whether a firm has
competitive advantage or some non-tradable or twanchitate assets, i.e. the factors that are seen a
major ones explaining the success of internatistrategies (Buckley and Casson, 1976; Dunning, 1979
its internationalization moves might be successfuthe case of regulated firms, we show that ithight
come from the credibility enhancement that the firets in its home market vis-a-vis the regulatarr O
argument complements but is also different from‘libbility of foreignness’ argument (Zaheer, 199%)
studies which argue that firms invest in neighbogitountries because their knowledge and capalsiliti
are sufficiently close to make the investment ativa (Markusen, 2004). The common point is thet, f
both reasons, firms will often end up investing dountries that are close to them institutionally.
However, our explanation does not build on any mgsions regarding resources and capabilities
associated to the target country. On the other haadargue that regulated firms with limited cohtwd

the regulatory process at home have an additi@adan to invest in neighbouring countries (and thus
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would tend to do so more often, perhaps in smatiarts) to enhance their own credibility vis-a-\ie t

regulator in their home country.

It also provides a rationale for the puzzle undedi by Holburn (2001), i.e. that regulated firmsdte¢o

invest in countries whose regulated sectors havikehatructures (from monopsony to competition)
similar to the market structure of the firm’s homeuntry. In our framework, comparisons related to
prices and costs are indeed going to be much eé&miethe regulator when market structures are

comparable.

Second, this paper contributes to the literatur@@mmarket strategies, and more precisely on hownsfi
can integrate market and nonmarket strategies (Bak®95, 2001). The general idea in the existing
literature is that nonmarket strategies complemearket strategies, by making market entry posstbje,
overcoming regulatory hurdles in the case of a temlkinology launch, increasing competitors’ codis, e
(Yoffie and Bergenstein, 1985). In the situatioeganted here, however, we go one step furtherign th
idea about the integration of market and nonmaak#ivities. In effect, we present a situation here
which the regulated firm attempts in its home markesupport its market position through political
support but, because this support is not so effectihe firm develops a market strategy
(internationalization) that will strengthen its moarket activities (by gaining credibility or incidee at
home). In the end, a market strategy is developetipport a nonmarket one, a situation that habeer

highlighted in the literature yet.

Regarding nonmarket strategies, our paper alsaibatgs to the literature on the combination ofimas
nonmarket activities (Schuler, Rehbein and Cra2@92), by showing how traditional political support

(votes, campaign contributions) and informatioodalblying can be combined.

Third, this paper can also provide insights regayddublic policy. The economic theory of regulation
generally considers a theoretical set-up with agulator and one (or several) regulated firms ia on
country-market. The result is that the informatiasymmetry makes it difficult for the regulator to

efficiently regulate this type of situation. Whaigpens then when regulated firms are multinatioaats
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operate in several markets? Our model suggestdrttais case, the regulator has less discretnohtlus
her political superiors (who represent final usengjht find a way better control the regulatoryterity
delegated, avoiding it to be too biased and deperafehe relative nonmarket efforts regarding lgibl

and supports offered to those regulators.

37



References
Amit, R., Livant, J. 1988. Diversification strategi business cycles and economic performésicategic
Management Journa®: 99-110.

Armstrong, M., Doyle, J. Vickers, J. 1996: The Agz®ricing Problem: A Synthesikurnal of Industrial
OrganizationVol. 44, No.2.

Baron, D.P. 1995. Integrated strategies: Market Bpdmarket component€alifornia Management
Review.37, 2: 47-65.

Baron, D.P. 1997. Integrated Strategy and Intesnati Trade Disputes: The Kodak-Fujiflm Case.
Journal of Economics and Management Stratégy. 291-346.

Baron, D.P. 2001. Theories of Strategic Nonmarkatti€pation: Majority-Rule and Executive
Institutions.Journal of Economics and Management Straté@y.l: 46-89.

Bernheim, D.B., Whinston, M.D., 1986: Menu Auctipfesource Allocation, and Economic Influence
Quarterly Journal of Economic¥.0l.101, No.1: 1-32.

Bonardi, J.P. 2004. Political and internationaatggies of former telecom monopolies: The Asymruoetri
Behaviors of Former MonopolieStrategic Management Journ&ebruary. 25, 2: 101-120.

Bonardi, J.P., Holburn, G., Vanden Bergh, R. 20R@énmarket Performance: Evidence from U.S.
Electric Utilities.Academy of Management JournBlecember.

Bonardi, J.P., Urbiztondo, S., Quélin, B. 2008. Plétical economy of regulatory convergence inlpub
utilities. International Journal of Network Economics and Mgement. Forthcoming.

Buckley, P., Casson, M. 1976. The economic thebfgreign investmentEconomica28: 1-27.

Byrnes, J. 1985Diversification strategies for regulated and derkded industries Lexington Books,
Lexington, MA.

Calzolari, G. 2004. Incentive regulation of multioaal enterprisednternational Economic Review5:
257-282.

Dahm, M., Porteiro, N. 2008. Informational lobbyingder the shadow of political pressure. Social
Choice and Welfare30, 4: 531-559.

Daniels, J., Pitts, R., Tretter, M. 1985. Orgargzifor dual strategies of product diversity and
international expansiofstrategic Management Journd, 3: 223-237.

de Figueiredo, J.M., Cameron, C.M. 2006. Endoger@ost Lobbying: Theory and Evidence. Paper
presented at the Sixth Annual Strategy and the riggsi Environment Conference, Stanford
University, March 24-25.

de Figueiredo, R.J., Edwards, G. 2007. Does Privaeey Buy Public Policy ? Campaign Contributions
and Regulatory Outcomes in Telecommunicatidosrnal of Economics and Management Strategy.

38



de Figueiredo, R.J., Spiller, P.T., Urbiztondo1999. An Informational Rationale for the Adminigive
Procedures Actlournal of Law, Economics and Organizatidfl.15, No.1, Spring.

Dunning, J.H. 1979. Explaining changing patterngngérnational production: In defence of the edtect
theory.Oxford Bulletin of Economics and Statistid4: 269-295.

Gerpott, T., Jakopin, N. 2005. The degree of irgBomalization and the financial performance of
European mobile network operatofglecommunications Policg9: 635-661.

Garcia Canal, E., Guillen, M. 2008. Risk and theategy of foreign location choice in regulated
industries Strategic Management Journ&9: 1097-1115.

Geiger, S.W., Hoffman, J.J. 1998. The impact of thgulatory environment and corporate level
diversification on the firm performancéournal of Managerial Issue¥, 4: 439-453.

Grossman, G., Helpman, E. 1994. Protection for .S&meerican Economic RevievB84, 4. 833-850.
Grossman, G., Helpman, E. 20@hecial Interest PoliticsCambridge, MA: The MIT Press.

Henisz, W. 2003. The power of the Buckey and Casdmsis revisited: The ability to manage
institutional idiosyncracieslournal of International Business Studi8g: 173-184.

Hill, C., Hansen, G. 1991. A longitudinal study tife causes and consequences of changes in
diversification in the U.S. pharmaceutical industi§77-1986.Strategic Management Journdl2:
187-199.

Holburn, G. 2001. Regulatory institutions and fistrategy: Theory and evidence from the electricgrow
industry. Mimeo, PhD dissertation, University ofli@ania Berkeley, Haas School of Business.

Hyman, L.S. 2000. America’s electric utilities: Bgsresent, and future. {7ed.). Vienna, VA: Public
Utilities Reports.

Jensen, M. 1986. Agency costs of free cash floaarate finance and takeovefgnerican Economic
Review 76: 323-329.

Kashlak, R., Joshi, M. 1994. Core business reguatand diversification patterns in the
telecommunications industr@trategic Management Journdl5: 603-611.

Laffont, J-J., Tirole, J. 199 Theory of Incentives and Regulati@ambridge: MIT Press.

Lyon, T.P., Maxwell, J.W. 2004. Astroturf. InteréStoup Lobbying and Corporate Stratedgurnal of
Economics and Management Stratety, 4: 561-597.

Madsen, T., Walker, G. 2007. Incumbent and entrasaliry in a deregulated industr¥rganization
Sciencel8, 4: 667-687.

Mahon, J., Murray, E. 1980. Deregulation and stiatdransformation.Journal of Contemporary
Business9: 123-138.

Markusen, J. 200Multinational firms and the theory of internatiortahde Boston: MIT Press.
Montgomery, C. 1985. Product market diversificatiand market powerAcademy of Management

Journal 28: 789-798.

39



Palmer, K. 1991. Diversification by regulated moolgs and incentives for cost-reducing R&D.
American Economic Revie®1, 2: 266-270.

Parker, D. 2003. Performance, risk and strategyrivatized, regulated industrieiqiternational Journal
of Public Sector Managemenit6, 1: 75-100.

Ramaswamy, K., Thomas, A., Litschert, R. 2004. @izmtional performance in a regulated
environment: The role of strategic orientatiStrategic Management Journdls: 63-74.

Reger, R., Duhaime, I., Stimpert, J. 1992. Derdgnastrategic choice, risk and financial perfonoa.
Strategic Management Journdl3: 189-204.

Russo, M.V. 1992. Power plays: Regulation, Divéraifon and backward integration in the electric
utility industry. Strategic Management Journdl3: 13-27.

Sambharya, R. 1995. The combined effect of intewnat diversification and product diversification
strategies on the performance of U.S. based mititiima corporationsManagement International
Review 35: 197-218.

Sappington, D. 2003. Regulating horizontal divésaifon. International Journal of Industrial
Organization 21: 291-315.

Sarkar, M., Cavusgil, S., Aluakh, P. 1999. Inteioval expansion of telecommunications carriers: The
influence of market structure, network charactesstand entry imperfectionsJournal of
International Business Studie30: 361-382.

Schuler, D., Rehbein, K., Cramer, R. 2002. Pursgtigtegic advantage through political means: A
multivariate approactcademy of Management Journdh: 659-672.

Thomson, S. 1999. Increasing marginal utilitiesvedsification and free cash flow in newly privatize
UK utilities. Review of Industrial Organizatiod5: 25-42.

Yoffie, D., Bergenstein, S. 1985. Creating Politidgedvantage: the Rise of the Corporate Political
EntrepreneurCalifornia Management Review. 2B,124-139.

Vietor, R. 1994.Contrived Competition: Regulation and Deregulation America Belknap Press:
Boston, MA.

Wiersema, M., Bowen, H. 2008. Corporate diversiiama The impact of foreign competition, industry
globalization, and product diversificatidBtrategic Management Journ&9, 2.

Wolf, B. 1977. Industrial diversification and intetionalization: Some empirical evidendeurnal of
Industrial Economics177-191.

Zaheer, S. 1995. Overcoming the liability of foreigss Academy of Management Journd8: 341-363.

40



