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NONMARKET STRATEGY PERFORMANCE:
EVIDENCE FROM U.S. ELECTRIC UTILITIES

ABSTRACT

Building on a framework that assesses the attraioéigs of ‘political markets’ —
where firms transact over public policies with goweent policy-makers — we
develop hypotheses regarding the success or peafmenof firms’ nonmarket
strategies. We propose that the ability of firmsgeon more favorable policy
outcomes is increasing in the degree of rivalry mgnelected politicians; the
firm’s recent experience with policy-makers; ane thpportunity to learn from
other firms’ recent experiences; and is decreasinpe degree of rivalry from
competing interest groups and the resource basegofiatory agencies. Using
data on regulatory filings for rate increases magethe population of U.S.
privately-owned electric utilities over a 13 yearipd, we find empirical support
for our arguments.



Although the last decade has witnessed increadetest in the design and implementation of
firms’ nonmarket strategies — defined as the comateid actions firms undertake in public policy
arenas (Baron, 2003; Baysinger, 1984; Hillman gt28104; Shaffer, 1995) — extant research has
remained relatively silent regarding the actuafgrenance of such strategies. By performance,
we mean the ability of firms to effect favorablebpa policy decisions. For instance, firms may
seek legislative or regulatory support for specditvironmental emissions standards, import
tariff policies, anti-trust decisions or regulateates. Relative to a given status quo policy,
performance measures the ability of a firm to aohi@olicy either closer to, or to block
proposals that move policy further from, its preder position. Considerable attention has been
paid to firms’ decisions regarding investments and the structure of, nonmarket strategies
(Bonardi, 2004; de Figuereido and Tiller, 2001; g&ret al, 1994; Hillman and Hitt, 1999;
Holburn and Vanden Bergh, 2002, 2004; Keim andhaaitl, 1986; Lenway and Rehbein, 1991,
Schuler, 1996; Schuler, Rehbein and Cramer, 20D2kpite these studies, however, little
analysis has directly examined the determinantactdial performance (Keim and Baysinger,
1988). As Getz notes in a survelf, golitical action is ever to be fully integratedth strategic
planning and organizational behavior (intellectyabr practically), much more empirical work
on effectiveness will need to be db(#97: 64). Our objective in this paper is thasktend the
current literature by exploring, both theoreticalgnd empirically, nonmarket strategy
performance.

A natural question is why the academic literatume produced so little investigation into the
issue of performance. After all, this is a critic@nagerial issue. We advance two explanations.
At a theoretical level, the field has until recgnticked a unifying conceptual framework that

analyzes the determinants of nonmarket strategpnpeance (Lord, 2000). Recent scholarship,



however, has proposed a framework of ‘political kets’ where interactions of demanders
(firms, consumers, unions, activists, etc.) andBaps (government policy-makers) shape public
policies (Bonardi et al., 2005). In this view, sliprs such as legislators implicitly trade votes on
legislative bills in return for electorally-valuabtesources such as campaign contributions. In a
spirit similar to Porter’s structural industry aysis (Porter, 1980), the framework assesses the
inherent attractiveness of operating in differeypes of political markets. Structural
characteristics such as rivalry among demandessigpliers make political markets more or less
attractive from a firm's perspective — thereby uefhcing the firm’'s decision to engage in
nonmarket strategies.

Here, we utilize and build on the political markdétamework to develop theoretically-
grounded predictions regarding the performanceiraf hionmarket strategy. In particular, we
extend the framework to incorporate other instodl suppliers of public policies: regulatory
agencies, which have responsibility for designimgl anplementing policies (Weidenbaum,
2003). Since agency objectives are not necessaigged with those of elected politicians, firms
may need to adapt their nonmarket strategies witeraicting mainly with regulatory agencies.

We expand the political markets approach also Iplogxig how firm-specific capabilities
affect nonmarket performance. Several authors,dimgl on the resource-based view, have
suggested that firms’ internal processes, resouandsknowledge related to political activities
are unevenly distributed among firms, and thatdimith such nonmarket capabilities should be
more effective in influencing public policies (Bard2003; Keim and Baysinger, 1988; Dean and
Brown, 1995; Hillman et al., 2004). Here, we buwld this general proposition in the context of
the political markets framework and develop spedifypotheses relating nonmarket capabilities

to performance.



The second reason for the paucity of work on nokgetastrategy performance, we speculate,
stems from the difficulty of obtaining data both te structure of firms’ nonmarket strategies
and on their performance impact on a particulaicgaksue. Existing studies have investigated
the impact of nonmarket activities using highly eeggted measures of firms’ performance such
as corporate financial profitability (Hillman, Z&abhi, and Bierman, 1999; Shaffer, Quasney
and Grimm, 2000). Here, we overcome the resultiiegiification and measurement challenges
by using rich information on U.S. electric utilsifenonmarket stategies. We construct a panel
dataset that includes specific measures of thepeance of firm nonmarket strategy — in this
case regulatory agency decisions on the finaneita of return that U.S. electric utilities may
earn — and a precise identification of the firméeidion to implement a nonmarket strategy — the
utility’s decision to file a formal request withehregulatory agency to change its rates. Using
this novel dataset, we find support for the vajidif the political markets framework, including
firm-specific capabilities, in determining the pmrhance of firms’ nonmarket strategies.

The rest of the paper is divided into five sectiolrs the next, we briefly lay out the
theoretical foundations for an integrative analysfsnonmarket performance based on the
concept of political market attractiveness. Follogvithat, we develop specific hypotheses
regarding firm nonmarket strategy performance. Thied section provides a test of our
hypotheses using data on U.S. electric utilitiede rreviews during the 1980s and early 1990s.
The fourth and fifth sections present and dischegesults.

THEORETICAL BACKGROUND

In understanding the factors that drive nonmarkeitesgy performance we find it helpful to

draw an analogy with the competitive strategy ditere. Scholars have argued that firm

performance is either correlated with industryaattiveness (Porter, 1980; McGahan and Porter,



1997) or with the firm’s distinctive capabilitieBgrney, 1991; Rumelt, 1991; Wernerfelt, 1984).
Here, we draw a similar distinction between exteamal internal drivers of performance, which
we now discuss in turn.

Political markets and firms’ nonmarket performance

Research in economics and political science hasedrghat a firm’s political environment
can be characterized as a marketplace where demsardéirms, interest groups, unions,
consumers, activists, etc.- and suppliers - eleptdicians, regulatory agencies and courts -
transact over public policies. Originally develogadhe 1960s, the political markets approach
challenged the common axiom in the economics tikeesthat government institutions adopt and
implement public policies in the “public interegBuchanan and Tullock, 1962; Stigler, 1971).
Instead, politicians exchange policy favors fororgses from organized interest groups in order
to maximize their electoral prospects. Valuableuveses include votes from supporting interest
groups or other resources, such as financial ressuand information, which can indirectly
influence election outcomes (Mueller, 2003). Sinuast voters remain rationally ignorant about
policy details due to the costs of becoming fuliformed, politicians have some scope to trade
policies that deviate from the “public interest’réson, 1990). The implication is that firms,
through the appropriate implementation of nonmastedtegies, are able to influence policy-
makers’ decisions. Figure 1 provides a represemtatf a political market involving a focal firm

that wishes to influence a particular public palicy

Insert Figure 1 about here

The objectives of the suppliers — such as eledtorpoliticians in democratic institutional

systems — shape the types of resources that arabkalin the political marketplace (Hillman and



Keim, 1995). In democratic institutional systems;, &xample, politicians value votes and the
resources that generate votes. Demanders, incluiimg, who are able to provide these
resources have an opportunity to gain more favergblicy decisions. Firms design nonmarket
strategies, either individually or in concert witther firms or groups, to effectively participate i
political markets, providing votes, for instande,ough constituency building; financial support,
such as campaign contributions; and informatiorargigg policy consequences and alternatives
(Hillman and Hitt, 1999). Bonardi, Hillman and Kei(2005) examine the conditions under
which the demand and supply sides of the politicatket for a specific issue will be attractive
from a firm’s perspective. This approach providesowerall framework for us to study the
factors that drive the performance of firms’ nonkedistrategies.
Political markets and the role of regulatory agena@s

While the political markets approach has spurregaech streams in both the economics and
strategic management literatures (Bonardi, Hillmamd Keim, 2005; de Figueiredo and
Silverman (forthcoming), a shortcoming to date baen the relative neglect of the ‘supply-
side’, and especially the role played by regulatagencies. Much of the existing literature
examines how firms or organized interest groupsgdesampaign contribution strategies aimed
at securing the support of elected legislatorsh legislative process — to propose, modify or
veto legislative bills. In many industries, howevexpert agencies have primary responsibility
for designing and implementing public policies thgh administrative regulations. They are also
prohibited from accepting financial resources fribva firms they regulate. Furthermore, agency
motivations are typically not dictated by the balbox since agency heads are usually appointed
by executives or legislatures. Such factors sugtiedt agency decisions can have important

consequences for many firms and that agencies rebgvie differently from elected political



institutions. From the firm’s perspective, thensidaing nonmarket strategies to interface with
regulatory agencies presents different challenges fthose targeted at elected politicians
(Baron, 2001). One contribution of this articleréfere will be to better integrate agencies into
the political markets framework and to develop higpses regarding how agencies affect the
performance of a firm’s nonmarket strategy.

Political markets and firms’ nonmarket capabilities

Another limitation of the political markets framexkoas developed to date relates to the
existence of distinctive nonmarket capabilities hivit firms. In much research, especially
empirical studies, nonmarket capabilities have begoluded, implicitly treating firms as
homogenous entities (Hillman et al., 2004). Follogvithe resource-based view of the firm,
however, several researchers have argued that @ortemt component of nonmarket strategies
and of their performance lies in firms’ internalnmearket capabilities (Baron, 2003; Dean and
Brown, 1995; Hillman and Hitt, 1999; Vietor, 1994 onmarket capabilities consist of tacit and
non-tacit knowledge and skills that enable firmsntanage the public policy process and to
achieve favorable legislative, executive, admiaiste and judicial policy outcomes.

The significance of nonmarket capabilities astemainant of nonmarket performance has
also not been clearly articulated. Here, we arduee honmarket capabilities are particularly
important in explaining heterogeneity among firnmdnmarket performance since political
markets exhibit high transaction costs — factoe fimpede the specification, monitoring or
enforcement of transactions (Dixit, 1996). As Nortbmments,“ political markets are
characterized by imperfect information, subjectimedels and high transaction costs. (...) The
political market has been, and continues to be, onaevhich the actors have an imperfect

understanding of the issues affecting them and Igguawhich the high costs of transacting



prevent the achievement of efficient solution®yorth, 1990: 357). Given the prohibition on
explicit contracts between special interest groapsl politicians — and hence on judicial
enforcement — the risks of opportunism and markidre are high (Dixit, 1996: 53). It is in this
context that nonmarket capabilities play a key.rélems that develop the ability to sustain
‘trade’ in political markets — especially by devgilog credible reputations (Eggertson, 1993) —
can overcome these intrinsic barriers and moreesstally implement nonmarket strategies.
HYPOTHESIS DEVELOPMENT

We now build on the political markets frameworkg@eted above to develop hypotheses on
the determinants of a firm’s nonmarket strategyfggerance. We focus our arguments around
four key factors: the degree of rivalry among dedeas; the degree of rivalry among politicians;
the resource base of the regulatory authority; faraly the nonmarket capabilities of the focal
firm.
Demand-side: interest groups

Mueller (2003: 472) argues thapdlitics in the modern democratic state is not a

confrontation between two polarized economic clasbkat rather a struggle among a plethora
of groups with divergent interestsFirms, in developing nonmarket strategies, magef
opposition from several types of ‘demanders’ in tharket for public policies (Mahon, 1993).
First, other firms, either market rivals or withilne broader industry structure, may be
disadvantaged, either absolutely or relatively,tty regulatory changes proposed by the focal
firm. Competing firms that are politically organizeeither individually or in industry
associations can generate high levels of rivaltygl@, 1971). As an example, during 2005
Walmart proposed an increase to the minimum wadas Ppolicy change would have

asymmetrically affected rivals in the retail indystas Walmart's average wage paid to



employees was significantly higher than the curremtimum wage while their rival's average
wage was much closer to the extant minimum wageas Benerated significant lobbying
pressures by rivals against Walmart's proposal.

Second, consumers of the firm’s products or sesvi@@n also pose a threat by demanding
public policies that lower rates or increase ctistsugh new quality, environmental, safety or
other standards. While the costs of collective cactare typically substantial for individual
consumers, those that are sufficiently large ot ¢tlaa obtain public funds, can organize against
the firm in policy arenas (Holburn and Vanden Bergh06; Olson, 1965). A third type of
nonmarket competition stems from interest groupshsas unions or environmental activists.
Recent scholarship argues these actors can be topgbnents for firms since a common
strategy has been to mobilize the media which, tviging new information to otherwise
uninformed voters, enables them to alter public@gtions on policy issues (Bonardi and Keim,
2005). By making issues more politically salieriiege interest groups can exert powerful
pressure on politicians and appointed bureaucfagain, Walmart is an interesting example as
many activists and unions have taken actions td masnmunities to oppose or slow down,
sometimes successfully, the opening of Walmart isipees throughout the U.S.

As opposed interest groups compete more vigoroaghinst the firm for their preferred
policies, policy-makers’ bargaining positions impeo enabling them to demand more in return
for policy favors — for example, in the form of gter electoral campaign contributions or
grassroots mobilization (Keim and Baysinger, 1988 performance or effectiveness of firms’
nonmarket expenditures in achieving favorable gobatcomes will thus be reduced in such

environments. This leads to our first hypothesis:

! See “Trouble in Walmart's AmericaThe Washington PasDctober 26, 2005.
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Hypothesis 1. Rivalry from competing interest greug negatively related to the
performance of a firm’s nonmarket strategy.

Supply-side: elected politicians

Competitive rivalry for public policies exists nmtly in the demand-side but also the supply-
side of the market place. Recent research sugtiedtelected politicians are more receptive to
interest group demands for regulatory favors whiesteral competition or rivalry is stronger
(Ansolabehere et al, 2003). Greater rivalry betwedstctoral candidates or party coalitions
makes candidates more willing to ‘trade’ policy dav in return for campaign contributions or
other forms of valuable support that maximize tlobances of election (Baron, 2001). U.S. steel
producers, for instance, substantially increased thbbying of the Bush administration in 2002
in order to obtain a tariff on steel imports. Oaetbr that strengthened their bargaining power
was the existence of extremely tight competitiobMeen Republican and Democrat candidates
for House seats in several steel oriented statksgnafely, in the months before the election,
Bush implemented a 30% tarffiNaturally, this willingness to trade policy favassconditioned
by the broader public saliency of the relevant@e$ — trading policy with organized interests
can come at the expense of electoral votes ifdbei is of particular concern to voters (Bonardi
and Keim, 2005). For less salient policies, firmmsympress for policy support in the form of new
legislation (or amendments to existing chambes)hdl in the oversight of regulatory agencies.

On the other hand, when a political party or caalihas a powerful hold on office through a
large and sustained electoral majority — and headaced demand for additional support from
special interests — firms are less able to swaycypautcomes from the incumbent party’s

preferred position. Firms, who tend to be bettditipally organized than other interest groups

2 SeeThe Politics of SteeBBC News http://news.bbc.co.ykMarch 6, 2002.
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(Stigler, 1971), will thus experience a more fawdegpolicy environment when political rivalry
increases.
Hypothesis 2: Rivalry between politicians is pagily related to the performance of a
firm’s nonmarket strategy.

Supply-side: regulatory agencies

While elected politicians decide the broad chargties of public policies, specific details,
day-to-day implementation, monitoring and enforceimactivities are delegated to regulatory
agencies in most jurisdictions. Since a high degfaeformation is typically required to specify
and implement detailed policies, agencies are aganizational mechanism for developing
sustained policy expertise. From a firm's perspegtiregulatory agencies, rather than
legislatures or executives, are thus often therakmoint of contact in responding to the
requirements of public policies that regulate tleisinesses (Holburn and Vanden Bergh, 2004).

We argue here that the environmental conditions éhable firms to successfully gain the
support of regulatory agencies are quite diffefemrh those in legislative and executive arenas.
These stem from the different incentives and cairgs that the two types of institutions operate
within. Regulators are typically appointed rathieart elected so they do not face the election
constraint that can motivate elected politicianghéviors. Existing research suggests that
regulators’ objective functions are especially findiinensional: regulators may try to maximize
the budget of their offices (Niskanen, 1971), expane number of personnel employed or
enhance their career prospects or political refutatfMueller, 2003; Niskanen, 1971;
Weatherby, 1971; Weber, 1947). Since achievementhefe objectives depends on the
legitimacy that regulators hold within the institutal system, a meta-objective of regulators is to

preserve or increase their legitimacy (Majone, 199%0 do so, regulators adhere to the
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procedural constraints that govern their decisi@kimg and which are designed to ensure that
regulators implement policies in accordance witd tioad wishes of the enabling legislators
(McCubbins and Schwartz, 1984; Weingast and Mat883). Procedural requirements relate to
theinformationalbasis of regulatory decisions: agencies genenallgt obtain information from
affected parties, base their final decisions on dhiglence presented and publicly announce,
along with their rationale, proposed policy changskCubbins, Noll and Weingast, 1987,
1989).

While such informational requirements enable legigé committees and executives to
monitor agency behavior and to prevent arbitrargisiens, they also create a resource
dependency relationship between the agency andatedufirms (Pfeffer and Salancik, 1978;
Pfeffer 1981, 1992). In particular, regulators depen firms and other interested parties to
provide valuable information during regulatory hegs (Mueller, 2003). A regulatory agency
uses this information as evidence in support gpitgposals. Without substantiation of its policy
ruling, an agency would risk being overturned bg tlourts, generating an important loss of
legitimacy. The European Commission, for exampléesed such a loss in 2002 when three of
its decisions against the mergers of private comggawere voided by the European Court of
Justice. The Court found that the economic analgbése mergers’ anticompetitive effects were
based on insufficient evidence. These decisionstmured the authority of the Commission —
and of its head Mario Monti — and led to its refam®003> Agencies with larger budgets and
greater expertise are thus better positioned tegaddently obtain their own information, assess
the firms’ arguments and to counter firms’ policsoposals (Oliver, 1991). Lesser resourced
agencies, on the other hand, will be more dependerthe information provided by firms in

formulating their decisions, lending a natural biasards the firm. It follows that the greater the

3 See for instance “Mario Monti's Parallel UniversEinancial TimesNovember 6, 2002.
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regulatory authority’s resources, the less depeanthenagency on the firm and the more difficult
or costly it becomes for the firm to obtain favdeahgency decisions. Hence:

Hypothesis 3: The resource base of the relevanilagégry agency is negatively related

to the performance of a firm’s nonmarket strategy.
Nonmarket capabilities

As argued earlier, the political market framewomoypdes one explanation for why
nonmarket capabilities are particularly importantexplaining firm nonmarket performance.
Compared to economic markets, political market$esufom relatively high transaction costs
which, we argue, create a critical advantage fondithat have developed capabilities to mitigate
them. Transaction costs in political markets aiiséarge part, from the potential opportunism of
demanders and suppliers. While parties may strikeagreement, the impossibility of or
uncertainty surrounding judicial enforcement makeifficult for the parties to credibly commit
to implement or to maintain a deal (Dixit, 1996;rp 1990; Russo, 1992).

The existence of transaction costs does not meamever, that all firms will be affected
similarly. We argue that firms that repeatedly rat¢ with government policy-makers will gain
an advantage in sustaining trade in political marke two ways. First, existing research shows
that the development of mutual trust, reputatiod anoperation are central mechanisms in
solving commitment problems (Dyer, 1997; Fukuyah@96; Hill, 1990; Jones, 1995). Such
attributes come from repeated interactions amomgadeers and suppliers (Williamson, 1994).
Firms that frequently engage with the governmentsthave a chance to build trust-worthy
reputations. Second, an important by-product ofaggd interactions is the opportunity for firms
to learn from experience and to develop specifigabdities that improve their performance in

these types of environments (Dean and Brown, 199Bgct experiences with politicians and
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regulators enable firms to better understand theepes of behavior and preferences of policy-
makers (Holburn and Vanden Bergh, 2002; Ring, Lenasad Govekar, 1990). Some of these
capabilities become embedded within managers armglogees who are able to leverage their
individual experiences. Others become embeddedirwitihms’ operating routines; firms
establish codified and uncodified practices th#iece prior managerial approaches to resolving
these issues (Boddewyn and Brewer, 1994; Keim anygiBger, 1988). Such capabilities enable
firms to alleviate transaction costs and to morectifvely implement nonmarket strategies.
Hence:

Hypothesis 4: The firm’s experience in dealing wgbvernment policy-makers is

positively related to the performance of a firmtamarket strategy.

Another important dimension of transaction costgatitical markets is related to the low
levels of transaction frequency (Kaufman et al93)9 Policy issues affecting a particular firm
typically come onto the political agenda only rgréfingdon, 1984). This implies that political
markets are often discontinuous: interactions amdeganders and suppliers take place
intensively for a limited period of time, and thdisappear for a much longer period. In that
context, mitigating transaction costs through istea and repeated interaction is often not an
available option.

However, we argue here that this characteristidees)important another way by which
firms can develop transaction cost-mitigating cdpas: by learning from other firms’
experience in similar nonmarket settings. Studiegezhnological innovation and geographic
expansion strategies, for example, find that fileern from other firms in the same industry
(Baum et al., 2000; Jacobson, 1992; Macher and 94er@004). A similar mechanism may

enable firms to develop transaction cost-mitigattagabilities in political markets. Some of the
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heterogeneity among firms’ nonmarket performancéhesefore likely to stem from whether
they have been able to learn from others’ expeeeftis leads to the following:
Hypothesis 5: The firm’s opportunity to learn froather firms’ interactions with
government policy-makers is positively relatednte performance of a firm’s nonmarket
strategy.

EMPIRICAL INVESTIGATION
Industry Setting

Before discussing our empirical approach, we byrieflitline the regulatory and political
environment of our selected industry, and soméefreasons why it provides a good setting for
examining nonmarket strategy. In order to test bypotheses, we focus on the case of
nonmarket strategy in the U.S. electric utility teecProfit levels of utilities are regulated under
a financial rate-of-return regime by state agencigidities are able to improve their financial
performance by achieving — through appropriate revket strategies — a higher rate-of-return.
State regulatory agencies (Public Utility Commissiohereafter “PUCSs”) determine the rate-of-
return that a utility is allowed to earn, and hetieefinal rates charged to consumers, through an
administrative process, commonly termed a “rataewg¥ Utilities are able to file for rate
reviews whenever they wish. Upon initiation of sereeview, a series of public hearings is held
where the utility and competing interest groupssern¢ arguments and information supporting
their positions about justifiable rates-of-retumdaate levels. At the end of this process, PUC
commissioners make a final decision on the rateetfin for the utility and rates that final
consumers pay.

The rate review process is characterized by amsetanformational exchange between
policy-makers, the utility and other interest grsufHHyman, 2000). Since the provision of

information regarding policy consequences and radieres is a central characteristic of
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nonmarket strategy (Hillman and Hitt, 1999), thdityts initiation of a rate review is a clear
indication of the implementation of such a stratedy the same time, utilities are likely to
engage in other nonmarket activities that compleéntiesir regulatory filing with the agency,
such as gaining the support of the state governdrlegislature (through lobbying, grassroots
mobilization, coalition building and financial caaign contributions?.

This industry context affords a number of advandaige our empirical investigation. First,
we are able to identify when firms engage in a edied honmarket strategy by observing when
utilities file formal regulatory requests for ratviews. By using regulatory filings we adopt the
approach of other nonmarket strategy studies. Lgramal Rehbein (1991) and Schuler (1996)
consider, for instance, the decision by firms te Wwith the U.S. International Trade Commission
in order to obtain trade protection.

Another advantage of using electric utility rateiesvs for our empirical setting is that they
provide a good measure of the performance of ttm’'di nonmarket strategy (our dependent
variable). As noted earlier, the lack of sufficigntletailed data has hindered management
researchers in empirically studying the performaaspect of nonmarket strategies. As part of
their final rate review rulings, PUCs determine flmancial rate-of-return on equity (hereafter
‘ROR’) that the utility may earn, and which is usaddetermining allowed rate levels. Since, all
else equal, higher RORs lead to higher profitditie8 prefer higher RORs. While PUCs have a
statutory duty to set rates that are “just and aealsle”, in practice they have considerable
discretion to set rates and RORs within some irtptiange> Utilities that design effective

nonmarket strategies may thus achieve higher RO&s atherwise. We therefore use the ROR

* Data on state-level electoral campaign contrimstiorom www.followthemoney.orgdemonstrates that electric
utilities are important donors in political campasgy

® Allowed RORs have historically differed signifithnacross utilities, states and time. For instarthe highest
allowed ROR by a state PUC during 1980 was 16.80fewhe lowest was 12.50%.
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as the basis for our measure of the utility’s norkaaperformance. This measure is also firm-
specific: each ROR applies to a single utility onffis allows us to overcome another common
empirical problem for research on nonmarket stsatsmce regulations often apply to all firms
in an industry, it can be difficult to empiricalssess the effectiveness of a firm’s individual
strategy.

Third, the rate review process affords the oppadtyuior both demand- and supply-sides of
the political market to have an influence on fir@dlicy outcomes. On the demand-side,
organized interest groups that are opposed to thigy’s requests — large or industrial
consumers, residential consumer advocates, enveotatists, for example — have a right to
participate in review hearings, to scrutinize ttilexpenditures and to argue against rate
increases. Since PUCs must base their decisiorsidance presented, credible arguments from
these groups can affect allowed RORs. On the supgg; multiple regulatory and political
institutions have a potential role in rate revieWwmal decisions are in the jurisdiction of state
PUCs. However, PUCs are overseen by state legistathat determine their budgets, that can
conduct hearings on specific decisions and that Wdamately overturn PUCs through new
legislation. PUC commissioners are additionallyidgfly appointed by state governors, giving a
further lever for state politicians to exert preesan PUC decisions. The attractiveness of the
political market is thus likely to be shaped bycetel state politicians as well as by the regulatory
agency.

Sample
We obtained information on all rate review outcenieitiated by the population of 190

investor-owned electric utilities during the perib@80 to 1992.This creates a potential sample

® These utilities represent those operating in a.lstates except Alaska and Nebraska. We conterirathe
1980-1992 period since rate reviews then wereateiti by utilities in response to rising costs. At892, as costs
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of 2470 utility-year observations. After eliminagiobservations due to missing data, we are left

with 1720 utility-year observatiorflsThe sample includes 491 rate reviews initiatedtiities.

Methodology

To test our hypotheses, we use a regression médeO& decisions. However, since rate
reviews are not generated randomly, there is anpiatesample selection problem in using
observed rate review information. Specifically, litiis will not initiate rate reviews in
environments if they expect the PUC will not maké&worable ruling which in turn enhances
utility profits. If the utility does not initiate aate review in a given period then we do not
observe the underlying regulatory environment. Nar@LS regression techniques using only
observed rate review data will thus yield biasetimeges of the impact of our explanatory
variables on ROR decisions. In order to producelasdu estimates we therefore estimate the
following sample selection model which incorporatbes utility’s decision to initiate a rate
review in the second part of our analysis (Heckni®79; Greene, 2003):

Utility Rate Review Initiation Decision

ATT= xlBl +&1 (1)

INITIATE= 1 if ATt> 0; = O otherwise (2)
PUC Return on Equity Decision

(ARORINITIATE=1) = X232 + &2 (3)

Correlation €1, €2) = p
In equation (1)Artrepresents the expected change in utility profigs would occur if a rate

review was implemented. Since the utility’'s deaisiwle, as specified in equation (2), is to

began to decline, PUCs began to initiate rate veviith the aim of reducing utility rates. Since abjective is to
examine utility strategy, we thus focus on the 12802 period.

" Specifically, to measure our dependent varialtharige in allowed ROR) we need a baseline measuatiosied
ROR. Thus, we eliminate observations on utilitiegil they initiate their first rate review in thdata. We also
eliminate observations if we are missing informatmn the allowed rate of return for a firm sincéstmakes it
impossible to calculate the change in allowed RORe need for a baseline and the missing datalowed ROR
resulted in a reduction of 311 observations. Ve a@liminate observations arising from missing dataneasure
the following independent variables: Utility ReveiPUC Budget 384 observations and Market Share 22
observations. Finally, we have missing data oreehutilities resulting in 33 additional observatobeing
eliminated.
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initiate rate reviews only whefwrtis greater than zerdrtis a latent variableX; is a vector of
variables including political, institutional, andoco-economic factors that affect the
attractiveness of the political market and whichstlcapture utilities’ expectations that the PUC
will increase the rate-of-return. Equation (3) msties the change in the PUC’s allowed rate-of-
return since the utility’s last rate revieROR conditional on observing a rate revieds is
also a vector of variables that includes measurésegpolitical and regulatory environment as in
X1 and other factors that affect the change in tlosvald rate-of-return.

When the error terms of equations (1) and (3) areetated, i.ep is non zero, simple OLS
estimation of equation (3) results in biased cogdfits. We thus use, from the statistical software
packageSTATA the Heckman full-information maximum likelihoodtemation procedure to
correct for selection bias. This method yields asbd estimates @ coefficients.

Data and Measures

Dependent variable

To measure nonmarket performance we calculatetthage in theAllowed Rate-of-Return
(AROR) since the utility’s previous rate review. We use tthange in ROR rather than the
absolute level since this allows us to control ¢onstant firm-level factors that influence the
absolute ROR. We obtained the rate review data feoprivate firm, Regulatory Research
Associates, that tracks PUC decisions and crosskeldefor accuracy a sample of rate review
results with data available in annual volumes @fNlational Association of Regulatory Utility
CommissiongNARUC). During the sample period, the mesROR was 0.29 percentage points
with a standard deviation of 0.45.

Independent variables
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Interest group rivalry(H1): We use three variables to capture different sountgmtential
demand-side rivalry from organized interest groupsnsumer Advocats a measure of the
degree of residential utility consumer organizaiiom state. In the U.S. utilities sector 30 states
have created consumer advocacy offices charged th#hexpress purpose of representing
residential utility consumer interests before stagulatory agencies and courts (Holburn and
Vanden Bergh, 2006). Consumer advocates, with puhinding and statutory power to
participate in rate review procedures, can prowtleng opposition to utility requests for rate
increases (Holburn and Spiller, 2002). The variaBlensumer Advocatequals one if a
consumer advocacy office existed in a given stageparticular year and zero otherwise. Rivalry
can also come from industrial consumers who, duegdber average levels of consumption than
residential consumers, have stronger incentive®rganize.Industrial Consumetsa time-
varying variable, is equal to the industrial petege share of electricity consumption in each
state. Data on electricity consumption by consumsector was obtained from thEnergy
Information AdministrationFinally, we useSierra Club Membershjpto capture the extent to
which state populations participate in environmerdad other non-governmental activist
organizations. The Sierra Club is the largest emvirental NGO in the U.S. Such groups have
historically been particularly active against tigs regarding the citing of new power generation
plants and the environmental impacts of existinglifees. To normalize membership levels
across the states, we calcul&ierra Club Memberships the total number of members divided
by the state population (in thousands). Annualrimfation on state membership was provided
directly to us by the Sierra Club.

Political rivalry (H2): We construct two dummy variables based on the wgnrbte margin

in the most recent state gubernatorial and legiglaiections as a proxy for the degree of rivalry
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among elected politicians. For the executive bnafgovernors), we consider rivalry intense if
the margin of electoral victory between the winnargl second-placed candidates was less than
5%. In this case there is likely to be intensetal competition during the next electoral cycle.
For the legislative branch, given the importanc@arty control of the legislature, we consider
rivalry intense if the margin of control by the miafy party (measured by the number of seats in
the combined upper and lower chambers) is lessGk&an Thus, we create dummy variables for
Governor rivalryand forLegislature rivalrywhich are equal to one if rivalry is intense antbze
otherwise. We use dummy rather than continuousblas since the underlying distributions of
governor vote and legislature party majorities @oe normal but highly skewed. We collected
this information from annual volumes ©heBook of the States

Regulatory agency resource bafid3): PUCs with greater resources will be less depat
on the information provided by the utility in magirtheir decisions. Again, we use several
measures. Our firsRUC Budgetper state capita, is a measure of financial ressur Second,
we construct a measure of PUC commissioner expariesince experience may partially
substitute for financial resource@verage tenure commissiondssequal to the sum of each
commissioner’s tenure in years divided by the tatahber of commissioners on the PUC. We
expect that more experienced commissioners wilehzetter information and insights regarding
utility rate review requests. We obtained annuédrmation on PUC budgets and the identities
of PUC commissioners from annual reports of Wetional Association of Regulatory Utility
Commissionersannual volumes of ThBook of the Statesnd the websites of individual PUCs.
Third, we allow for PUC resources to vary relatisendividual utilities as well as in an absolute
sense; a PUC with a small budget will be less dégetnon the utility if the utility itself has a

minimal level of resources. Hendgtility Revenue / PUC Budgés the dollar value of utility
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electricity revenues within a state divided by Hé¢C budget in each year. Information on utility
revenues was gathered from FERC filings availallleough the Energy Information
Administration

Firm’s experience with policy-maker@H4): To capture a utility’s experience in dealinigh
policy-makers, we rely on two related measureshénselection equation we cre&eamulative
rate reviews by utilitywhich is equal to the total number of rate revieths utility has
experienced at a given time. In the regressiontemuave creatdRecent rate reviewvhich is a
dummy variable equal to one if the utility has exgeced a rate review in the previous three
years and zero otherwise. We differentiate betweiiation of rate reviews and performance in
the review since we anticipate that total expemenc a variety of regulatory settings would
affect the utility’s decision to initiate. Their gjermance in the rate review, however, will be
more closely related to their recent experienceesithe characteristics of the regulatory
environment changes over time.

Other firms’ experiences with policy-makei$i5): Other firms initiating rate reviewss a
dummy variable that is equal to one if other uébtin the state initiated rate reviews with the
PUC in the previous year and zero otherwise. Thimbke captures a potential utility learning
effect from observing other utilities’ experiencaiwthe PUC.

Control variables

We control for a number of factors that may affecttility’s performance in the rate review
process as well as the decision to initiate anmatew. Interest rates on treasury securities enter
into a PUC’s decision on the allowed ROR sincedla® a benchmark to help measure the cost
of capital.Change in interest rafaneasured in percentage points, is the differémeteeen the

interest rate on ten year Treasury bills at a gitvere minus the interest rate at the time of the
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last rate reviewChange in average fuel costthe percentage change in a utility’s average fu
costs (on a per Btu basis) since the last rateewevand is driven mainly by external market
forces. Increases in the cost of utilities’ fuelrghases, as occurred during the early 1980s,
directly reduce utility profits, thereby increasitige probability that utilities will initiate rate
review$. In the selection equation, we also control far &bsolute level of fuel costs - since
absolute costs are inversely related to profiteewgect a positive relationship between absolute
costs and the probability that utilities initia¥®e measurewerage fuel costs the average price
of fuel per Btu purchased by electric utilities it a state. Fuel cost data is published by the
Energy Information AdministrationTo control for varying economic conditions acrdbe
states, we include a measure of Mlegange in per capita incom@gagged one year) which is
equal to the annual percentage change in per dapitane in the state; voter pressure on utility
rates may be inversely correlated with recent esoa@rowth trends. We gathered this data
from theBureau of Economic Analysis

We include additional political and institutionadniables that may influence the weight that
PUCs put on utility versus consumer interests @rtROR decisionsElected PUCs a dummy
variable equal to one in states where PUC comnmsssoare elected and zero otherwise. PUC
commissioners are elected by the voting populatiori0 states and are appointed by the
governor in other states. Prior research suggésts dlected PUCs place greater weight on
consumer welfare (Besley and Coate, 2003). Detail€ommissioner selection were obtained
from theBook of the StateSimilarly, the variabld&Republican governor and legislatueguals

one if there is unified Republican control of theadches of state government, and zero

8 Some states adopted automatic fuel adjustmense$a(FACs) during the 1980s that allowed utilitiespass
through fuel costs without requiring a formal raé¥iew. However, since such clauses rarely allowtities to
pass through 100 percent of the cost increasds;dgetriggered rate reviews were not completdiiyieated.
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otherwise. This captures the potential impact ebldgical factors (as proxied by political party)
on regulatory policy and utility strategy.

Finally, we also measure tiMarket Shardor a utility as the total megawatt hours (MWh) of
electricity provided by the utility divided the &tMWh provided by all utilities in the state. If a
utility is a major player within a PUC’s jurisdioti, then that utility’s information is likely to be
more valuable to the PUC relative to smaller ugitMarket sharethus measures the influence
of the utility relative to other utilities.

A summary of the variables and descriptive statistan be found in Tables 1 and 2. Table 1
provides statistics for variables included in thik $ample of utility-year observations used in the
rate review initiation (selection) model while Taldl provides statistics for variables included in

the AROR (regression) model.

Insert Tables 1 and 2 about here

RESULTS

We begin by discussing the results of the seleatmmecteddROR regression model. Table
3 shows the results of our model estimated witkediaed effects. The statistically significant
Mills ratio coefficient supports our empirical approach: we ogect the null hypothesis at the
1% level of confidence that there is no samplecsiele problem. With only one choice for
utilities (initiate a rate review or not), the pise coefficient on théills ratio implies that there
exists a positive correlation between the decidmnnitiate — and therefore to engage in a
nonmarket strategy to change an existing regulati@md the performance of the utility in the
rate proceedings (Dolton and Makepeace, 1987).therovords, we find good evidence that
utilities use the rate review initiation processatdgically. Among control variables, it is also

worth noting thatChange in interest ratand Change in per capita incomere significant and



25

positive. As expected, though not directly relatedhe political markets logic, changes in the
cost of financing should have an impact on #ROR Similarly, annual fluctuations in state

economic conditions are positively correlated viittreases in utilities’ allowed rates-of-return.

Insert Table 3 about here

Turning to our key variables, we find good statistisupport overall for our hypotheses.
First, regarding demand-side rivalry (H1), the éicedfnt onSierra club membershilg negative
and statistically significant at the 5% level, sesfing that lower levels of rivalry lead to positiv
changes in the ROR for the utility. Note howevett due to the non-linearity of the selection
effect, we cannot interpret the coefficients aaigtrt marginal effects. We thus include Table 4
to present selection-corrected marginal effect®émh of the statistically significant variables. A
marginal decrease in demand-side rivalry, as meddwySierra club membershig expected to
increase the ROR by 6 basis points. The degreealfy generated by activists, then, appears to
be an important factor in the ability of utilitiés achieve favorable PUC decisions. This result is
in line with previous literature, which suggeststtlactivists constitute a particularly difficult
threat to handle for firm (Bonardi and Keim, 2006ur other demand-side rivalry variables,
however, do not display significant coefficient$id may be due to measurement challenges.
The Consumer Advocatummy variable, for instance, may be too coarsmfure the strength
of consumer opposition. More fine-grained data sastthe budget of the consumer advocate
organization were unavailable. A potential explamator the lack of significance dndustryis
that powerful industrial consumers did not in faompete against utilities on ROR decisions —
perhaps in return for utility support on other pgldimensions, such as the rate structure, where

industrial consumers compete against residentizwoers.
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Insert Table 4 about here

The results suggest also that rivalry among pditis shapes PUC decisions, which provides
support for H2. The coefficient doegislature rivalryis positive and statistically significant at
the 5% level when we include state fixed effectdhie model. On the margin, when rivalry
among the legislature becomes intense, the uthty expect to benefit from an 18 basis point
increase in the ROR. Interestingly, when we congpuieme robustness checks by using
alternative constructions of the dummy variablehvdifferent cut-off points, we found that the
impact of legislative rivalry was even larger (asignificant) when narrowing down the cut-off
point. With a 2% cut-off point, for instance, thetimated coefficient in the regression doubBles.
On the other hand, with a cut-off of 20%, the cioefht is correctly signed but not significant.
This provides support for the idea that very strémgpls of political rivalry generate especially
positive situations for firms’ nonmarket strategies

Rivalry among elected political candidates thuseapp to create an opportunity for utilities,
a particularly well organized interest group, targhase’ regulatory policies (i.e. higher allowed
RORSs) - through additional campaign contributiogreissroots mobilization or other politically
valuable resource transfers. Legislatures havebdityao induce the PUC to cooperate on rate
review decisions by threatening budget cuts oruppesrting legislative proposals that constrain
PUC authority. We do not find any evidence, howgewbat rivalry among gubernatorial
candidates ‘Governor rivalry— influences PUC decisions. This may reflect thakee ability of
the appointments process, which is largely the govesof governors, to immediately impact

PUC commissioner decisions.

° A Shapiro-Francia test on a continuous measutieedfegrivalry variable also demonstrates that it is not normally
distributed.
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Beyond rivalry factors, we observe that regulatagency resource dependence affects the
ability of firms to achieve preferred policy rulisgWe find that both financial and experience
PUC resource measures are important (H3). With nbgative and statistically significant
coefficient onPUC budget utilities’ RORs are negatively affected as retpufa financial
resources increase. Similarly, the negative antisstally significant coefficient orAverage
tenure commissionersupports the contention that greater PUC experiénadetrimental to
utility performance. The economic significance bégde effects, however, appears to be less
important than rivalry. Marginally increasifUC budgetand Average tenure commissioners
reduces the ROR by 2 and 1 basis points respectivel

Turning now to the firm’s experience with policy-keais (H4), the positive and statistically
significant coefficient orRecent rate reviewrovides strong evidence that utilities with recen
rate review experience tend to perform better ibssguent rate reviews. At the margin,
increasing the value étecent rate reviewcreases the utility’s ROR by 22 basis points.tim
other hand, we do not find support for Hypothesisviiich argues that firms can learn by
observing others’ past nonmarket interactions.

Among the remaining control variabld®epublican governor and legislatyrglected PUC
Market shareandChange in Average Fuel Coate signed as expected but not significant. We
experimented with other control variables that riphave affected the ROR such as utility
operating efficiency and the concentration of titié within a state, but did not find evidence of
an impact.

Our empirical specification also generates insights the reasons why firms proactively
request a change in regulatory policy. Table Sgntssthe selection results, where the dependent

variable is whether or not the utility initiated-ae review. Table 6 presents the marginal effect
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of each statistically significant variable on th@lpability that the utility initiates a rate review
73% of the cases are correctly classified by thienfiodel presented in Table 5, suggesting this

model performs well in capturing the initiation dinsion of the utilities’ nonmarket strategy.

Insert Tables 5 and 6 about here

In general, the results on individual initiation ded variables display a strong consistency
with the pattern of results in tt@ROR model. Increased demand-side rivalry with othtarest
groups appears to dampen the incentives of usilitteinitiate rate proceedings with the state
PUC. As in theaROR model Sierra club membershig significant and negative, but this time
Consumer advocatdisplays a similar result. At the margi8ierra club membershipnd the
presence of &onsumer advocateeduce the probability that the utility initiatey nearly 5%
and 8% respectively. Rivalry created by other deteas of public policy therefore seems to be
an important factor in the utility’s analysis o$ ihonmarket environment and in its decision to
implement a nonmarket strategy.

Likewise, the negative and statistically signifitaoefficients onrPUC budgetand Average
tenure commissionergach suggest that as the regulator's dependencéhenfirm for
informational resources declines, the attractivenafsthe political market for the utility also
falls. At the margin, aPUC budgetincreases and asverage tenur&€ommissionersncreases,
the probability of the utility initiating a rate view declines by about 3% and 1% respectively.
These results are consistent with H1 and H3. Waalmbtain statistical significance, however,
on the political rivalry variables (H2).

Firm-level variables also perform well in the ratview initiation model. As utilities

accumulate knowledge and experience about theeaiw process, as measured@ymulative
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rate reviews by the utilitythe probability of initiating a review increaseg 6%. Additionally,
there is evidence of a spillover effect from othélities: the variableDther firms initiating rate
reviews statistically significant at the 1% level, isigsted to increase the likelihood of a utility
triggering a rate review by nearly 13%. This ressilsimilar to that of Hersch and McDougall
(2000), who found that in the U.S. automobile indushe major firms’ levels of political
activity were related to the political activitiektbeir rivals.

Similarly, asMarket share increaseghe probability that the utility initiates a rdgtory
review increases by nearly 20%. This result is st@st with previous studies which have found
that firm size is a determinant of the decisioretgage in a nonmarket strategy (Masters and
Keim, 1985; Munger, 1988; Schuler, 1996; Zardko@BB5).

Finally, control variables are generally signifitand signed as expected.

DISCUSSION

This paper sets out to develop and test a modethaft determines the performance of a
firm’s nonmarket strategy in the context of a speaiegulatory or political issue. Building on
the political markets framework, according to whpalblic policies arise from the interaction of
demanders and suppliers of such policies, we atigaienonmarket performance is influenced
both by the characteristics of the firm’'s regulgtpolitical environment and by the internal
capabilities the firm has developed over time. Mprecisely, we hypothesized - and found
empirical support in the context of U.S. electridities - that the rivalry created by competing
demanders of public policies (auch as environmestaVists), as well as the resources of the
regulatory agency involved, had a negative impactthee firm’s ability to obtain regulatory
approval for higher profit levels. On the other tawe found that the rivalry among elected

politicians supervising policy implementation hadpasitive impact on regulatory rulings
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favorable towards the firm. Last, we found that tinen’s previous experience with regulators
through making prior regulatory filings played anpiortant role in explaining the performance
of its nonmarket strategy.

We make several contributions to the existing ditere on nonmarket strategies. First, we
provide a general model of firms’ nonmarket perfante that integrates different aspects
examined in previous studies, including the ativaciess of political markets and firms’
nonmarket capabilities. The literature so far hamained scattered, with little focus on
nonmarket performance and with disparate theotgimapectives that lack a unifying approach.
Lord (2000), for instance, presents the resultarointeresting survey of U.S. companies of the
impact of various nonmarket activities — electoc@mpaign contributions, informational
lobbying, advocacy advertising, constituency buigdi- but does not provide any insights about
the factors that affect their performance. We lvelithat the concept of political markets has the
potential to provide such an integrative framewaohs. argued in this paper, elements from
economics, from the resource-based view of the &nd from resource-dependence theory can
be integrated into the framework to provide a carhpnsive view of nonmarket performance, as
well as a basis for future research. The framewbykdelineating the conditions under which
nonmarket strategies are likely to be effectivesoagprovides guidelines for managers when
assessing whether to implement such strategies.

The second major contribution of our paper is tovigte unique empirical evidence that is
supportive of the theoretical validity of the pa@l markets framework and of its implications
for nonmarket strategy performance. The data rements in assessing performance are
challenging. Researchers must obtain data reldtn@l) an identifiable, specific political or

regulatory issue, (2) the implementation of thenfe& nonmarket strategy and (3) a measure of
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the policy outcome. Most existing studies of norkeaistrategy usually employ data on aspects
(1) and (2) only, which precludes investigatiorpefformance issues (see, for example, Schuler,
1996 and Lenway & Rehbein, 1991). Our data on etectility rate reviews provides good
information on (1) — the utility’s regulated level profitability — and (3) — the agency’s final
policy decision on the allowed rate of financialura. Our data on (2) — a dichotomous measure
of whether the utility filed a formal request fooligy review — is less fine-grained than we
would ideally prefer in measuring the implementataf a nonmarket strategy. It indicates the
utility’s engagement in various nonmarket actidteuch as the provision of information to the
regulatory agency and participation in public hegsi but it does not allow us to identify the
extent of the utility’s investment in these aciest While we recognize that this is a shortcoming
of our study, the positive findings in the empiticaodel of the utility’s initiation decision
suggest it is nonetheless a reasonable strategpatod

A related limitation is that we are unable to exaenin more detail the design of utilities’
nonmarket strategies outside regulatory settingsngdn and Mitchell, 2000; Schuler et al.,
2002); detailed data on utility campaign contribos, lobbying or mobilization of grassroots
support for legislators are unfortunately not aaalg for our sample. We do know, however,

from aggregate state-level campaign contributica @available fronwww.followthemoney.ojg

that electric utilities are significant contribusoto political candidates for state government
offices. This suggests that future research whiatorporates multiple dimensions of firm
nonmarket strategy is warranted.

Third, within the political markets framework weopide a better understanding of the
impact on a firm’s nonmarket performance of regulatagencies responsible for policy

implementation. Firms in a wide variety of industriare subject to industry-specific agency
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rule-making, including agriculture, pharmaceuticatsl utilities. Many other firms are subject to
functional regulations that cross industry bordstgh as workplace safety, labor standards and
environmental impact. An important step in our yyesis development is depicting regulatory
agency decision-making in general in the contextth&f broader institutional environment,
including courts and legislatures that have théitglio reverse errant agency actions. Agencies
operate under different incentives and constrahda elected politicians. We argue specifically
that regulatory agencies are constrained in thetisibns by procedural requirements: agencies
need resources to obtain information and to judtifgir rulings in order to avoid judicial
override - and we find strong evidence that bdtiaded, more experienced agencies are better
positioned to counter the policy changes that fictagm are required.

Together with the results on political rivalry, dimdings suggest that the ability of firms to
gain favorable policy rulings imegulatory arenas — as compared legislative arenas — is
complex, requiring firms to operate in multiple tingional environments. In order to be
successful in regulatory arenas, firms may addiligmeed to gain the support of the legislative
and executive bodies that monitor agency decisiomsder to prevent subsequent ‘punishment’
of the agency. Alternatively, firms may be ableue these political channels strategically to
indirectly pressure agencies to implement favorabliegs (Holburn and Vanden Bergh, 2004).
Indeed, we find evidence consistent with this tygfe behavior in the positive statistical
relationship between political rivalry and favoralalgency decisions.

Our fourth contribution is to provide new empirigalsults consistent with the notion that
firms are able to develop internal capabilitiesttiaprove their nonmarket performance.
Existing research finds that the prior experienicBrms’ board members in political institutions

is associated with better overall firm performar(eliman et al, 1999). In extending the
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nonmarket capabilities literature we argue thaeaded interactions between firms and policy-
makers are likely to be an important mechanisndémeloping nonmarket capabilities since they
provide an opportunity for firms to learn from expace and to establish organizational
routines; and, critically, they enable firms to adsish a reputation for credibility with
government actors — essential for overcoming tigl hiansaction costs of exchange in political
markets. While we find that firms with greater espece in interacting with regulatory agencies
through prior rate reviews did indeed achieve bgitdicy outcomes, we did not find evidence
that firms achieved similar results by observing #xperiences of other firms, implying that
nonmarket capabilities are not easily imitated (Keind Baysinger, 1988). It is interesting to
note, however, that utilities were more likely totiate rate reviews when other utilities also
initiated. This is consistent with Oliver’'s (199fjoposition that regulated firms can obtain a
degree of legitimacy by conforming to institutiopabcesses.

While other types of capabilities have been extesigistudied elsewhere (Henderson and
Cockburn, 1994, Ethiraj et al, 2005; Makadok andk&fa 2000; Silverman, 1999), as far as we
know, this is one of the first empirical studies doectly attempt to measure nonmarket
capabilities. Our study also raises an interestjugstion: if firms learn from their own
experiences in a particular institutional enviromtpecan they re-deploy these nonmarket
capabilities to other institutional settings? Watédively explored this issue using our data by
considering parent company experience for thodéiegi that belonged to holding company
organizations. Our initial results (unreported hetgggest that a holding company’s rate review
experience in other states was correlated with avgxt rate review outcomes in the focal state,
implying that firms may learn somgeneric lessons about interacting with policy-makers

through their experiences in different jurisdicBorWe believe this is a promising avenue for
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future research, as are broader questions relatdk timpact, and source, of firm capabilities in
achieving more favorable policy outcomes.
Limitations and Avenues for Future Research

Although we believe our results are encouragingetla@e a number of other theoretical and
empirical limitations in our analysis that call féurrther research on the topic of nhonmarket
strategy performance. One potential shortcominghegt while we have developed generic
hypotheses, we have tested them in the contextsofghe industry, raising questions about the
generalizability of our findings to other setting®e might expect to find that the role of firm
nonmarket capabilities, for instance, is less $icgmt in industries that are less heavily reguate
than the utilities sector where firm-regulator migions are relatively frequent. Utilities also
have a unique ability to initiate policy changeotlgh the rate review process; without such
rights, firms in other industries may find it mad#ficult to gain access to policy-makers and to
establish political markets, making political seégies less effective. A further characteristic of
our research design is that we measure firm-leggllatory policy outcomes and firm-level
strategies which seek the private benefits of @gui. While we regard this as a strength of our
analysis in identifying performance drivers, it darean that we do not explore collective action
problems within an industry. If regulations provideblic rather than private benefits to firms
within an industry, the costs of organizing colieetaction will, all else equal, reduce nonmarket
strategy performance.

From a theoretical perspective, we do not distisiglietween different types of nonmarket
strategy in our hypotheses. Different types oftegg are likely to perform differentially in
various environments (Hillman and Hitt, 1999). kwtance, the ways in which firms attempt to

mitigate interest group competition will not be tteme as the methods by which firms gain the
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support of elected legislators. The incentives alpj@ctives of these two groups vary, and firms
will adopt their nonmarket tactics accordingly. Tdnés thus scope for future work to consider a
more fine-grained measure of nonmarket strategytarmbnsider the demand and supply-side
conditions in which each type will be more or lesfective. Another potential route for
developing the political markets framework is taemnne the interactions between and within
demand and supply-side factors — does interestpgcompetition, for example, have a more
powerful effect when political rivalry is also strg? Or how does the impact of regulatory
expertise depend on political rivalry? We beliehattaddressing these types of questions would
provide important additional theoretical insighttoi the attractiveness of political markets.
CONCLUSION

Despite these and other limitations, our studyreffeaw insights into the factors that affect
the ability of firms to succeed when they engageanmarket strategies. In particular, we argue
that both the external environment, which we cohedze as a political market involving
demanders and suppliers of public policies, andrte¥nal characteristics of firms both matter
significantly in explaining nonmarket performant#sing data from U.S. electric utilities, we

find good empirical support for this thesis eveouth much work remains to be done.
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Table 3: Heckman Selection-Corrected Regressionl®es

Dependent Variable: Change in Allowed Return onifyicgince last Rate Review

Hypothesis Variable Coefficient
H1: Interest Group Rivalry Sierra Club membership -0.38** (0.175)
Consumer advocate 0.294 (0.305)
Industrial consumers -0.02 (2.675)

H2: Political Rivalry

H3: Regulatory Agency Resources

H4: Firm'’s experience

H5: Other firms’ experience

Control Variables

Legislature rivalry

Governor rivalry

PUC budget
Average tenure commissioners
Utility revenue/PUC budget

Recent Rate Review

Other firms initiating reviews

Change in per capita income

Change in interest rate

Change in average fuel cost

Market share

Republican governor and legislature

Elected PUC
Constant

Mills ratio

State Dummies
N
Log pseudo-likelihood

0.566** (0.279)
-0.09 (0.128)

-0.20* (0.119)
-0.08** (0.042)
0.000 (0.000)

0.820*** (0.164)

-0.03 (0.147)

8.906%* (2.007)
0.231%* (0.039)
0.015%** (0.003)
0.062 (0.262)
0.302 (0.247)
-0.07 (0.948)
-1.37 (1.069)
0.364**+ (0.127)

Yes
491
-1577.923

* p<.10
** p<0.05
***p<0.01

42



Table 4: Marginal Effects from Heckman Selectior@oted Regression Results
Dependent Variable: Change in Allowed Return oniyegince last Rate Review

Statistically Significant Variable Marginal Effects*
Sierra Club membership (H1) -0.06
Legislature rivalry (H2) 0.18
PUC budget (H3) -0.02
Average tenure commissioners (H3) -0.01
Recent Rate Review (H4) 0.22
Change in per capita income 0.37
Change in interest rate 0.08
Change in average fuel cost 0.002

*Marginal effects calculated at the mean of each continuous independent
variable and for discrete changes in each dummy variable. We present the
marginal effects for the model which includes state dummy variables.
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Table 5: Heckman Selection Results

Dependent Variable: Utility Initiation of Rate Rew

Variable

Coefficient

Sierra Club membership
Consumer advocate

Industrial consumers

Legislature rivalry

Governor rivalry

PUC budget
Average tenure commissioners
Utility revenue/PUC budget

Cumulative rate reviews by utility
Other firms initiating rate reviews
Change in per capita income
Change in interest rate

Change in average fuel cost
Market share

Republican governor and legislature

Average fuel cost
Elected PUC
Constant

State Dummies in Regression

Wald test of independent equations (x%(1))

-0.13** (0.043)
-0.24* (0.088)
-0.29 (0.463)

-0.19 (0.134)
0.097 (0.087)

-0.09*** (0.032)
-0.03** (0.018)
-0.00 (0.000)

0.190%** (0.021)

0.436*** (0.090)

6.485** (1.239)
-0.06*** (0.022)
0.006*** (0.002)
0.599** (0.230)
-0.02 (0.131)
0.142** (0.061)
-0.28** (0.145)
-1.69*** (0.296)

Yes
9.05
1,720
73%

N

Reviews correctly classified by model
* p<.10
** p<0.05

< 0.01
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Table 6: Marginal Effects from Selection Results
Dependent Variable: Utility Initiation of Rate Rew

Statistically Significant Variable Marginal Effects*
Consumer advocate -0.08
Sierra club membership -0.05
PUC budget -0.03
Average tenure commissioners -0.01
Cumulative rate reviews by utility 0.06
Other firms initiating rate reviews 0.13
Elected PUC -0.09
Market share of utility 0.20
Change in interest rate -0.02
Change in average fuel cost 0.002
Average fuel cost 0.05

*Marginal effects calculated at the mean of each continuous independent
variable and for discrete changes in each dummy variable. We present the
marginal effects for the model which includes state dummy variables.



Table 1: Variables and Summary Statistics (Rate Regw Initiation Estimation)

Variable

1. Rate Review (Dependent Variable)
2. Consumer advocate

3. Industrial Consumers

4. Sierra Club Membership

5. Governor rivalry

6. Legislative rivalry

7. PUC Budget

8. Elected PUC

9. Utility revenue/PUC Budget

10. Cumulative rate reviews

11. Market share

12. Change in interest rate

13. Average tenure commissioners
14. Change in average fuel cost

15. Average fuel cost

16. Republican governor and legislature
17. Change in per capita income

18. Other firms initiating reviews

N =1720

Mean
0.29
0.59
0.27
1.50
0.22
0.10
2.00
0.14

105.38
3.82
0.29

-1.33
3.63
-4.44
1.68
0.10
0.06
0.69

St.Dev
0.45
0.49
0.08
1.07
0.41
0.30
1.47
0.35

130.91
1.96
0.26
1.89
2.59

18.06
0.81
0.30
0.03
0.46

1

1.00
-0.01
-0.02
-0.02

0.02
-0.04
-0.10
-0.10

0.05

0.16

0.03

0.04
-0.08

0.06

0.09
-0.02

0.12

0.14

1.00
-0.11
-0.12

0.06

0.10
-0.05
-0.27

0.00

0.16
-0.05
-0.02
-0.15
-0.11
-0.03
-0.11
-0.01

0.09

1.00
-0.20
-0.05
0.15
-0.14
-0.07
0.14
-0.17
0.06
0.00
-0.06
0.12
-0.07
0.06
0.00
-0.02

1.00
0.12
-0.04
0.12
-0.28
-0.05
0.18
0.00
0.09
-0.17
-0.01
0.14
-0.16
-0.09
0.01

1.00
0.16
0.05
-0.05
-0.06
0.00
-0.06
0.02
-0.03
-0.02
0.16
0.11
0.01
0.08

1.00
0.07
-0.01
-0.06
0.07
-0.03
0.07
0.00
0.01
-0.15
0.20
0.00
0.03

1.00
0.08
-0.31
0.11
0.13
0.00
0.21
0.15
-0.27
0.00
-0.13
-0.20

1.00
0.09
-0.16
0.25
-0.10
0.45
0.05
-0.07
0.14
0.00
-0.25

1.00
0.07
0.60
0.06
0.00
0.05
0.12
-0.01
0.05
-0.12

10

1.00
0.14
0.22
0.06
-0.06
-0.17
-0.15
-0.21
-0.04

11

1.00
0.01
0.12
0.07
-0.04
0.05
0.01
-0.31

12

1.00
-0.05
0.36
0.11
-0.06
0.11
0.09

13

1.00
-0.07
-0.04
-0.04
-0.02
-0.19

14

1.00
0.10
0.05
0.19
-0.03



Table 2: Variables and Summary StatisticsROR Estimation)

Variable

1. 4ROE (Dependent Variable)

2. Consumer advocate

3. Industrial Consumers

4. Sierra Club Membership

5. Governor rivalry

6. Legislative rivalry

7. PUC Budget

8. Elected PUC

9. Utility revenue/PUC Budget

10. Recent rate review

11. Market share

12. Change in interest rate

13. Average tenure commissioners
14. Change in average fuel cost
15. Republican governor and legislature
16. Change in per capita income

17. Other firms initiating reviews

N =491

Mean

-0.47
0.58
0.27
1.46
0.23
0.08
1.78
0.09
116.26
0.86
0.31
-1.20
3.32
-2.63
0.09
0.07
0.79

St.Dev
1.34
0.49
0.08
1.00
0.42
0.27
1.23
0.28

135.45
0.35
0.25
1.81
2.60

16.60
0.29
0.03
0.40

1

1.00
-0.08
0.09
-0.09
-0.02
0.07
-0.19
-0.01
0.04
0.46
0.00
0.55
-0.13
0.43
0.04
0.43
0.16

1.00
-0.13
-0.15
0.05
0.16
-0.11
-0.15
-0.03
0.02
-0.07
0.01
0.04
-0.18
-0.10
-0.08
0.01

1.00
-0.22
-0.06
0.16
-0.18
-0.01
0.20
0.02
0.10
0.03
-0.16
0.18
0.16
0.01
0.00

1.00
0.08
0.03
0.16
-0.21
-0.06
-0.08
0.05
0.04
-0.12
-0.11
-0.14
-0.17
0.00

1.00
0.22
-0.03
-0.04
-0.05
0.01
-0.15
-0.04
0.08
-0.03
0.04
0.13
0.14

1.00
0.01
-0.01
-0.02
0.06
0.01
0.02
-0.06
0.03
0.27
0.04
0.02

1.00
0.15
-0.33
-0.19
0.16
-0.12
0.29
0.01
-0.03
-0.17
-0.20

1.00
0.07
-0.06
0.25
-0.06
0.36
0.13
0.03
0.04
-0.15

1.00
0.02
0.59
0.02
-0.04
0.08
-0.01
0.08
-0.13

10

1.00
-0.01
0.36
-0.09
0.20
0.03
0.21
0.27

11

1.00
0.00
0.08
0.05
-0.02
-0.02
-0.31

12

1.00
-0.13
0.43
-0.11
0.30
0.12

13

1.00
-0.12
-0.09
0.01
-0.15

14

1.00
0.01
0.35
0.04

15

1.00
0.15
0.02



