,.',l
s

¢.<vy'll.w .,’:

Ui

i
1
l 1

!



LIBRARY
Michigan State
University |

This is to certify that the

dissertation entitled

CONFLICT OVER RULES:
THE STRUCTURE OF COMMUNITY POLITICS

presented by

Allen Bronson Brierly

has been accepted towards fulfillment
of the requirements for

Ph.D. degreein Political Science

a1 W0

Mé I/Jr profess«‘r

oue e 1§, 1157

MSU is an Affirmative Action/Equal Opportunity Institution 0-12m




i L

3 1293 01085 5686

MSU RETURNING MATERIALS:
Place in book drop to
LIBRARIES remove this checkout from
Ame——— your record. FINES will

be charged if book is
returned after the date
stamped below.




CONFLICT OVER RULES:
THE STRUCTURE OF COMMUNITY POLITICS

by

Allen Bronson Brierly

A DISSERTATION

Submitted to
Michigan State University
in partial fulfillment of the requirements
for the degree of

DOCTOR OF PHILOSOPHY

Department of Political Science

1987



Copyright by
ALLEN BRONSON BRIERLY

1987



ABSTRACT

CONFLICT OVER RULES:
THE STRUCTURE OF COMMUNITY POLITICS

by

Allen Bronson Brierly

Federalism 1is a complex political economic
structure that influences private and public
resource allocation. The role of federalism has
not been well stated because of the underdevelop-
ment of federalism theory. This dissertation pro-
vides a coherent theory of federalism with applica-
tions to economic development policy choices and
growth rates. The dissertation assesses these top-
ics in Chapter Two by reviewing the relevant norma-
tive social choice theories of federal structures.
Chapter Three describes thHe historical development
of metropolitan competition under state home rule
induced fragmentation. Chapter Four provides an
direct analysis of community tax price competition.
Chapter Five analyzes the latest state efforts to
compete with differentiated development policy
packages. " Chapter Six links economic growth rates
to organizational activity within state political
systems. Thus I begin with a structural framework,
explain the competitive behavior observable within
this framework, and conclude with some analysis of
long term consequences for economic performance.
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CHAPTER ONE

A FEDERAL SYSTEM EQUILIBRIUM

Federalism 1is a complex political economic
structure that influences private and public
resource allocation. The central role of federal-
ism has not been well stated because of the
underdevelopment of federalism theory. This dis-
sertation provides a coherent theory of federalism
with applications to specific areas of subnational
policy concern, namely, economic development policy
choices and economic growth rates.

» By focusing upon a singfe constitutional
arrangement within a political system we are able
to understand the causal relationships between
preferences, institutiqns, and policy outcomes.
This somewhat traditional approach is justifiable
because, according to William Riker, "we have
already 1learned from the (impossibility results)
that we cannot expect to find equilibria of prefer-
ences, but we may be able to find equilibria gener-
ated from a given subset of preferences by particu-

lar institutions."™ (Riker:20) This is an effective

10



11

research strategy for explaining and predicting

complex empirical variables like economic develop-

ment policy choices and growth rates. The value of
Sl e ——— /—-\——

theoretical understanding for the interpretation of
complex real world phenomena cannot be overstated.

From a traditional institutional perspective
fede;a1%§m assigns rights and responsibilities to
various individual and incorporated agents within a
political system. The patterns of relationships
between the national, state, and 1local government
are ordered by federalism. Federalism as a struc-
ture is an important component to the general
checks and balances adopted by the framers of the
United States Constitution.

From a modern political economy perspective,
the mere existence of any political rule affects
resource allocation. Thus, procedural biases play
a determinate Eg}g by influencing both the politi-
cal processes and outcomes. Federal};m is no
exception to the general idea that structure biases

outcomes; procedural biases create strategic incen-

tives—to manipulate agendas and misrepresent pref-

erences.
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A federal structure induces strategic politi-
cal competition by defining vertical and horizontal
intergovernmental relationships. To summarize the
basic theory of federalism presented in the disser-
ation, consider the following logic:

i) a federal structure induced equilibrium
exists in an community system, if consumer-voters
preferences meet standard conditions and if the
community system acts in a multi-dimensional 1local
public good space in such a way that each dimension
is under the jurisdiction of a particular commu-

nity; this implies

fii)\homogeneity of preferences for rules (like

a federal structure) can generate stable patterns
of group choices in the absence of preference
homogeneity over (economic development policy) out-

comes;

iii) procedural stability generates strategic
incentives to either a) manipulate rules to gener-
ate outcomes or b) misrepresent preferences for the
rule;

iv) structures influence the direction and

magnitude of strategic intergovermental
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competition;

v) vertical intergovernmental relationships
involving the nation to city, nation to state, or
state to city agents generally tend to be a) non-
competitive and b) asymmetric with respect to
intergovernmental bargaining positions;

vi) state to city relationships tend to be
integrative in the sense that states legally dom-
inate cities. States regulate the degree of 1local
competition by controlling a) the entry of new com-
munities and b) the boundary decisions of existing
communities through constitutional home rule provi-
sions;

vii) horizontal intergovernmental relation-
ships tend to by highly competitive. Competition
is induced by the degree of institutional fragmen-
tation existing under federal structural arrang-
ments;

<:§§§E) state to state relationships focus upon
non-price competition in the form of policy differ-
entiation; currently, states utilize economic

deyelopment policy packages in their efforts to

differentiate the local public goods and services
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available to firms. By differentiating the set of
government incentives confronting firms, states
hope to gain a strategically competitive advantage
over other states;

ix) city to city relationships involve tax-

———

price competition. Local competition for resources

affects fiscal (taxes and subsidies) and regulatory
(zoning) policy outcomes. Local competition is
regulated by the entry barriers states utilize to
incorporate and maintain community Jjurisdictional
boundaries.

Whenever states fail to actively regulate com-
munity entry, local competition within metropolitan
areas involves fierce tax price competition for
resources. Perfect competition among communities
is not theoretically because 1) some services have
economies of scale and 2) land resources are lim-
ited in metropolitan areas and 3) the right to pro-
vide 1local public services within a geographical
area conveys a monopoly position to the agent(s)
responsible for supplying the public good(s) in
question. Even though perfect tax-price competi-

tion is an unrealizble goal, some have argued that
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more structural fragmentation induced competition
is desirable.

Given the imperfect nature of local intergov-
ernmental competition, this implies states should
incorporate as many community jurisdictions within
resource constraints. There are clearly some effi-
cieny gains to be had on the demand-side by
increasing community competition. But there is an
upper bound to these efficiency gains from increas-
ing the number and scope of state and 1local poli-
ties.

The Los Angeles and Detroit areas are probably
two metropolitan polities which have come close to
exhausting competition induced efficiency gains. My
belief is that producer efficiency for those 1local
services exhibiting a high degree of publicness is
not well served by metropolitan tax price competi-
tion. There are some gains in consumer efficiency
that generate production inefficiences.

Allocative efficiency requires the correct
level of community competition. I believe that
destructive competition is 1likely to occur at

fairly low levels of intergovernmental competition.
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The causal relationships between the degree of pub-
licness, institutional fragmentation, and commmu-
nity competition and private and public sector
resource allocations are crucial for understanding
subnational economic problems. Yet these important
variables have not been precisely modeled and for-
malized within a structural theory of federal
political economy.

The dissertation begins these questions in

Chapter Two by reviewing the relevant normative

social choice theories of federal structures and

———

then proceeds to interpret the descriptive politi-

cal science literature within a positive game

thegggg}q framework. Chapter Three describes the
historical development of metropolitan competition
under state home rule induced fragmentation. Chap-
ter Four provides an direct analysis of community
tax price competition. Chapter Fixg analyzes the
latest-state efforts to compete with differentiated
development policy packages. And Chaptegtéif links
economic growth rates to organizational activity
within state political systems. Thus I begin with

a structural framework, explain the competitive
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behavior observable within this framework, and con-
clude with some analysis of long term consequences
for economic performance.

To conclude, this dissertation follows the
basic 1logic of the proceeding argument. Means
effect ends. Since the ends are biased by the
means utilized, agents attempt to influence the
adoption, maintainence, and reform of institutional
means. The specific institution in question (fed-
eralism) has been undervalued as a means for stabi-
lizing macro political system outcomes and micro
policy outputs. A federal political system influ-
ences public and private resource allocation by
setting the limits of intergovernmental competition
resulting from the formal division of power between

national and subnational agents.



CHAPTER TWO

A REVIEW OF FEDERALISM THEORY

I. Introduction

Federal System Stability

Under a federal system, national government
power is dominant but not dictatorial. National
officials can use rules, regulations, and resource
transfers to influence state and 1local policies.
National authorities can dominate state and 1local
policy processes and outcomes within federal struc-
tural arrangements, but they cannot generally
impose decisions upon subnational governments.

State and local officials have numerous oppor-
tunities to check and balance national authority.
Community officials can utilize their independent
electoral "soap-boxes" to articulate policy demands
running counter to national priorities and to sup-
port policies at variance with other communities.
Community governments have some political indepen-
dence under a federal structure, which is limited

by the degree of community tax base competition and

18
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the scarcity of transfer resources.

A federal structure provides diffuse opportu-
nities for influencing policy processes and out-
comes. Individual political entrepreneur's and
coalitions organize around the policy opportunities
created by a federal structure. Federalism thus
provides both a mechanism for generating policy
outcomes as well as a means for revealing individ-
ual preferences.

The stability of a federal system depends upon
the stability of policy processes and outcomes
under a federal structure. The dynamic stability
of a federal system depends upon the continual
adjustment and formation of coalitions of minori-
ties. Stable intergovernmental relationships,
between national and subnational governments, rein-
force existing policy outcomes and maintain incre-
mental policy processes. Complex federal relation-
ships enable government to allocate services and to
redistribute resources. In the dynamic context, a
federal system functions as a stable policy adjust-
ment process. Federalism thus influences both

short run policy outcomes and 1long run policy
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processes.

Community Policy Outcomes in a Federal System

Federalism influences community policy out-
comes by providing multiple electoral and appoin-
tive political forums. By furnishing numerous
electoral opportunities, it becomes unlikely that
either a single global majority will exist over all
forums or that a single local faction will be able
to dominate all forums at any point in time. Fed-
eralism creates opportunities for 1local factions
and broad based coalitions of minorities to form.

Short run policy outcomes may clearly reflect
the importance of certain political 1leaders and
their followers, but the 1long run stability of a
federal system does not depend upon the stability
of a single forum or the existence of a global
majority. Long run system stability depends upon
the constancy of intergovernmental relationships
and the relative dominance of factions across all
forums. If a unique global faction exists, then

that faction can enforce its preferred policies
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comes across forums, no matter how diffuse the
policy making process. But if global factions do
not generally exist, and if inter-governmental
relationships exhibit consistency, then policy
processes and outcomes will tend to be stable under
a federal structure.

The instability of a majority rule unitary
government, attempting to provide services and to
even out resources, was well understood by state
politicians designing the United States Constitu-
tion.[1] Instead of a unitary parliamentary gov-
ernment, they designed a structure separating and
dividing authority which has checked and balanced
extreme possibilities of liberal democracy.

The mere existence of a federal structure
influences the exercize of power by elective offi-
cials, voters, and organized groups in the policy
process. Yet by checking the possibility of a
global dictator, federalism regulates the ability
of elective officials, voters, and organized groups
to unilaterally implement preferred policy alterna-
tives. The purpose of dividing power with a fed-

eral structure is to create a stable and complex
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political system, while reducing the possibility of
radical policy outcome changes or tyrannical policy
processes. Thus a federal division of power gener-
ates short term policy outcomes and stabilizes long

term decision-making processes.[2]

Why a Federal Structure?

State and 1local governments are increasingly
designing policies to attract resources. Faced
with declining tax bases and employment opportuni-
ties, communities are competing to provide jobs and
increase their tax bases. At the same time, for a
variety of reasons, the availability of intergov-
ernmental grants is decreasing. Those remaining
transfer programs are also facing cutbacks. Inter-
governmental relationships in general (and resource
transfers in particular) have become overloaded, as
community (factor) demands have outstripped
national resource transfer supplies. Community
competition to expand own resources is increasing
at the same time transfer resources are decreasing.

Increasing community competition and
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decreasing transfer resources both 1limit subna-
tional policy processes and outcomes. Community
officials appear more 1limited in their ability to
deliver services and to engage in redistributional
activity. Community service needs are growing,
while community and transfer resources are declin-
ing. With the decline in scope and size of inter-
governmental grants, transfer mechanisms are becom-
ing less important. The remaining transfer mecha-
nism appear overloaded as need exceeds resources.

With these limitations upon community policies
and overloaded intergovernmental relationships, we
might ask whether a federal structure is worth
keeping? William Riker posed this important ques-
tion concerning the existence of a federal struc-
ture over two decades ago. [3] To answer Riker's
challenge to federalism theory, this chapter pro-
vides a theoretical account of the premises for
evaluating a federal structure.

Many researchers generally assert that struc-
tural reforms are neccessary to improve policy
performance. Yet "proposals for reform of an insti-

tution are likely to yield unintended consequences
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if their architects do not consider how people
condition their decisions on those institu-
tions."[4] If the purpose of intergovernmental
relationships is to provide a stable division of
power, federal structural reforms to improve policy
outcome performance will redistribute power between
national and subnational leaders, constituencies,
and groups. Some reforms may have unintended
destabilizing effects.

The theme of this chapter is thus to answer
Riker's challenge by examining the basic components
of a federal structure and their consequences for
empirical policy performance. The chapter 1links
deductive structural axioms with empirical policy
hypotheses in order to provide a federalism theory
reflective of modern policy problems. We do so by
first describing three reasonable conditions to
impose on a federal structure these represent
criteria for evaluating intergovernmental relation-
ships. Upon examinination we find these conditions
logically inconsistent. Federal structural incoh-
erence 1is a consequence design intergovernmental

relationships simultaneously satisfying all three
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conditions.

The second section provides two linkages.
First, we argue that structural incoherence deter-
mines both the structural constaints limiting com-
munities and the organizational complexity over-
loading intergovernmental relationships. Second,
the community 1limitation and intergovernmental
overload hypothesis statistically explain observ-
able policy performance measures.[5] These empiri-
cal hypotheses are explanations of the same federal
policy performance failures. The community limita-
tion hypothesis explains policy failure at the
micro-federal system level, while the intergovern-
mental overload hypothesis is consistent with macro
federal system failure. Both hypotheses account
for the current state of incoherence describing
modern federalism theory and policy performance.

After summarizing the various lines of feder-
alism theory into analytical conditions, and link-
ing them to present empirical hypotheses, we con-
clude by synthesizing the results into a federal
theory reflective of modern structural processes

and policy outcomes.
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I1. A Useful Federalism Theorem

An Overview of Model

There are three basic conditions or postulates
which have been advanced to justify a federal
structure. However research indicates that no fed-
eral structure or set of intergovernmental rela-
tions exists jointly satisfying these three condi-
tions.[6]

The first axiom 1is citizen sovereignty.[7]
When a collective choice environment contains a
locational component, citizen sovereignty or free
individual 1locational choice has been hypothesized
to generate an optimal allocation of resources.
Under this allocation, the domain of individual
preferences 1is restricted, because a system of
diverse communities forms which is internally
homogeneous. [8] The number of diverse individual
preference combinations equals the number of commu-
nities which have formed in equilibrium.[9]

The second condition is 1local autonomy.([10]
Local autonomy refers to the sovereignty of the

community population. Local autonomy implies a
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system of communities have a right to local self
government. Or, put another way, community popula-

tions have 1local jurisdictional responsibility

spanning a widely differentiated set of public
goods and services. Without some degree of 1local
autonomy, a federal structure cannot exist.

The third and final condition relates to
administrative efficiency.[11] A optimal federal
structure requires administrative efficiency, where
community population boundaries and the span of
local Jjurisdictional responsibilities coincide.
Sometimes called perfect correspondence, othertimes
named fiscal equilivalence, the administrative
efficiency criteria covers both process and outcome

waste.

Postulate 1: Citizen Sovereignty

Arrow himself postulated the non-imposition or
citizen sovereignty condition. This condition has
sometimes been referred to as non-coercive
choice.[12] If individuals, as a group, prefer

something, then the given collective consumption
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bundle should be provided. Individual choices are
somehow meaningful because their preferences over
alternative consumption bundles are translated
directly into actual provision.

In a locational, territorial, or geographical
context, the non-imposition condition refers to
non-coercive individual 1location decisions. These
nonimposed or free individual 1location decisions
are aggregated into <collective group decisions
within a federal system. In fact, the two rein-
force each other: a federal system protects the
right to free 1location choice and non-imposed col-
lective location choices are probably only possible
under a federal structure.

The locational exit signals of firms and indi-
viduals greatly 1limit community power, to the
degree firms and households are mobile. Free loca-
tional adjustment processes, such as "voting-with-
feet"™, result in a general 1locational equili-
brium.[13] In this general locational equilibrium,
the domain of individual preferences is restricted.
Individuals sort themselves into internally homoge-

neous communities.
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The Tiebout "voting-with-feet" hypothesis was
first articulated in "A Pure Theory of Local Expen-
ditures." [14] In the Tiebout model, 1location
choices are revealed preferences for public goods.
Tiebout wrote, "if consumer voters are full mobile,
the appropriate 1local governments (will) form,
whose revenue and expenditure patterns are set from
consumer voters (collective) location choice."[15]
Unobservable consumer preferences for public goods
are revealed through search process. Once all
consumers reach their ideal 1location, the group
choice is efficient.

Because social choice problems often revolve
around public goods provision, the Tiebout model
offers both a social choice process and a public
goods allocation. James Buchanan and Charles Goetz
summarize the public goods solution by stating that
"Tiebout demonstrates that so long as local govern-
mental units are appropriately assigned the task of
providing certain public goods and services, and so
long as individuals retain the freedom of personal
migration choice among Jjurisdictions, there are

efficiency generating (social choice) processes at
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work, despite the publicness of the goods pro-
vided."[16] If individual 1location choices result
in a stably efficient group allocation choice, then
it would appear that exit signalling is a superior
mechanism to majoritarian voice mechanisms.

Tiebout claims that the "solution, 1like a
general equilibrium solution for a private spatial
economy, 1is the best that can be obtained given
preferences and resource endowments."[17] In a
very recent article, this conjecture is proven
false because "Tiebout's notion of an equilibrium
does not have the nice properties of general com-
petitive equilibrium, except under very restrictive
assumptions."[18] These assumptions include commu-
nity officials following profit maximization goals,
perfect intergovernmental competition, and usage of
exclusionary devices. The Tiebout voting with feet
process solves the free rider problem, if 1local
public goods are essentially treated as non-
divisable private goods.

In some respects, the Tiebout model of feder-
alism is a more interesting solution to the voter's

paradox. The Tiebout process resolves the voter's
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paradox by creating a federated community system.
The partitioning rules inherent in a federal struc-
ture are neccessary to enforce a Tiebout outcome.
For instance, Fisch argues that a Tiebout outcome
is stable when exclusionary rules a utilized to
regulate resource entry and exit.[19]

Zoning, incorporation, annexation, and charter
rules all function as community level exclusionary
devices for regulating destabilizing resource
mobility. These exclusionary devices enforce inter-
nal community public goods allocations, while
reducing the destabilizing effects of mobile
resources on the community system.

Exclusionary devices structurally impose sta-
bility on the community system as a whole. Tiebout
suggests "while the solution may not be perfect
because of institutional rigidities, this does not
invalidate the importance"™ of exit options as a
social choice process.[20] Exclusionary devices
create incentives for individual preference revela-
tion, and they generate policy outcomes by frag-
menting metropolitan polities.

The Tiebout "voting with feet process achieves
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pareto optimality by grouping individuals together
in polities of homogeneous tastes; in the extreme,
it satisfies Gerald Kramer's severe condition for
consistent majority rule decisions, that all indi-
viduals (within a community) have identical indif-
ference maps, through the imposition of a silent
unanimity rule."[21] Free 1location choice thus
generates a public goods allocation when a federal
structure exists to impose a system of communities
on populations, and then enforce the subsequent
collective location decision.

A federated community system influences indi-
vidual location decisions. Revealed location pref-
erences are affected by metropolitan fragmentation.
A simple model shows how individual's reveal pref-
erences for wealthier communities.[22] Fragmenta-
tion creates strategic preference revelation incen-
tives because individual's do not face perfectly
competitive community systems.

Metropolitan fragmentation also influences
local public goods outcomes. Community residents
may strategically utilize exclusionary devices to

create entry or exit barriers, in order to maintain
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a community's tax base. Fragmentation also gener-
ates a degree of community competition for
resources. Community competition in metropolitan
areas often involves a large number of cities; in
these situations, private property and income are
shielded from redistributional activity by inter-
community competition.

The intimate connection between free location
choice (for both firms and households), low redis-
tributional activity, private property rights, and
federal structural arrangements--in the form of
exclusionary devices--cannot be denied. Collective
decisions resulting from free individual location
choice are unstable without a federal structure
comprised of zoning, incorporation, annexation, and
other rules enforcing local public good outcomes.
Conversely, a the existence of a federal structure
protects and insures property rights and citizen
sovereignty or freedom to choose locations on an

individual basis.
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Postulate 2: Local Autonomy

Federal structures also allow for a degree of
local jurisdictional autonomy, or autonomy in the
decision making process. Autonomy is defined spe-
cifically with respect to partitions of (homoge-
neous) individual (preferences) into communities
matched with partitions of public good packages
into local jurisdictions. When individuals have a
limited right to self government, then the span of
community decision making autonomy matches their
jurisdictional control.

Most rights are delegated constitutionally or
through some 1legislative process. For 1instance,
cities are granted local autonomy by state consti-
tutional provisions covering home rule, and by
legislative statutes governing local charters. The
right to local self government is not a natural or
constitutionally protected right; it is a plenary
or property right.

The legal research discussing the differences
between property and natural rights is quite volu-

minous. [23] Suffice to say, local charters began
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as titles to land and ﬁatural resources by the King
of England. Local charters remain plenary rights.
Indeed, Kenneth Shepsle "conceives of the associa-
tion between (legislative) committees and jurisdic-
tions as a kind of property right."[24]

The right to tax resources within a commu-
nity's boundaries is a similar collective property
right. Without tax resources, the postulate of
local autonomy is essentially meaningless. Yet the
"point of origin nature of (local) revenue gener-
ation gives municipalities a property right to all
the resources they can squeeze into their corporate
boundaries, while similarly benefiting all those
cities that can squeeze out of their boundaries
those groups of individuals who put a strain on
municipal resources through their redistributional
demands."[25] The right to tax assessed value, or
point of origin revenue generation, is a central
part of 1local autonomy. The postulate of 1local
autonomy implies a granting of property rights as a
precondition for decentralized public good alloca-
tive decisions.

Suppose local public goods are treated like a
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standard (consumer-consumer) externality problem.
Then an optimal pattern of community property
rights solves the joint externality problem. The
standard solution, due to Coase, states that "if
costless negotiation is possible, rights are well
specified, and redistribution does not affect mar-
ginal values, then (1) the allocation of resources
will be identical, whatever the allocation 1f legal
(charter) rights, and (2) the allocation will be
efficient so there is no problem of externality."
[26] In other words, if 1local autonomy is well
defined under a federal structure, then the local
public goods problem is solved.

Furthermore "proposition two holds even if
redistribution does affect marginal values; and,
proposition one holds even if there are transaction
costs, provided these are independent of the pat-
tern of 1legal 1liability."[27] The Coase theorem
provides an interesting justification for 1local
autonomy, such as home rule, within a federal
structure. A federal structure thus also serves to
allocate 1local public goods and to (re)distribute

private and public sector resources.
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Private property is shielded from redistribu-
tional activity at the 1local 1level by point of
origin revenue generation. Public sector resources
are limited by those contained within community
boundaries, and by the degree of competition for
mobile resources at the local level. Local auton-
omy is a two edged sword. On one side resource
limitations are placed on community jurisdictions
redistributional activity (therefore protecting
private property from eminant domain), at the same
time local jurisdictions are guaranteed an indepen-
dent tax base.

Since states determine home rule charters (or
community rights) they determine the degree of
local autonomy. If transaction costs are zero, and
resources are mobile, then Coase model poses an
interesting alternative solution to the local pub-
lic goods revelation problem. In the Tiebout
model, individual 1location decisions ultimately
generate a system of local community jurisdictions
allocating public goods. But by treating 1local
public goods as externalities, we find that the

individual public good demand revelation problem is
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less significant than federal structural arrange-
ments governing the rights and responsibilities of

community jurisdictions.

Postulate 3: Administrative Efficiency

The final desirable criterion for a federal
structure concerns generating an optimal pattern of
communities and jurisdictions.[28] Recall that
communities represent population groupings, or
partitions of the total population by preferences;
also remember that jurisdictions are partitions of
the local public policies into individual and pack-
ages of commodities. The principle of perfect
correspondence defines exactly what we mean by
administrative efficiency.

In a classic work, Fiscal Federalism, Wallace
Oates argued "the optimal form of federal govern-
ment to provide the set of public goods would be
one in which there exists a level of government for
each subset of the population over which the con-
sumption of a public good is defined; this would be

sufficient to internalize the benefits from the
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provision of each good; such a federal structure of
government, in which the jurisdiction that deter-
mines the level of provision of each set of public
goods includes precisely the set of individuals who
consume the good, I shall call a case of perfect
correspondence in the provision of public
goods."[29]

Given partitions of total population into
communities and the public policy space into juris-
diction, perfect correspondence can be defined one
of two ways. Perfect correspondence exists if the
set of communities and the set of jurisdictions are
homeomorphic or if a function (like a federal
intergovernmental relation) exists which is a one
to one mapping of communities onto jurisdictions.
Perfect correspondence, as a criterion for adminis-
trative efficiency, thus requires 1) partitions
into communities and Jjurisdictions plus 2) the
existence of a federal structure relating popula-
tions to policy responsibilities.

The perfect correspondence definition of
administrative efficiency is derived from George

Stigler's argument that "representative government
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works best the closer the government is to its
consumer-voters, and that subsets of people within
a country have the right to vote for themselves
different kinds and amounts of public ser-
vices."[30] This idea of a right to 1local self
government or free right to select a location is
intrinsic to the argument for an efficient decen-
tralized federal structure.

An optimal federal structure must satisfy some
criteria for administrative efficiency. I have
picked the perfect correspondence principle because
it subsumes the other two arguments for postulates
one and two. Citizen sovereignty and local autonomy
both result in an optimal federal structure. Yet
they do not describe a precise institutional design
condition. Perfect correspondence describes both
the constituent elements of a federal system (ie.
partitioning rules defining communities and juris-
dictions), and the fundamental intergovernmental

relationship(s) governing a federal structure.
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A Federal Structural Dilemma

No federal structure exists satisfying post-
ulates one, two, and three.[31] The logic underly-
ing the federal dilemma is related to Sen's famous
liberal paradox.[32] The method of proof is quite
similar.

Batra and Pattanaik place four conditions upon
a federal structure. First, they presume a
restricted profile of individual preference order-
ings. If consumers sort themselves out into commu-
nities, this condition is easily satisfied. Sec-
ond, they postulate the existence of a set of com-
munity welfare functions. Third, they presume a set
of partitions dividing the population and policies.
Fourth, the perfect correspondence principle is
augmented with a variation of a unanimity (or weak
pareto) rule. They proceed to show that no social
decision function, in this case a federal struc-
ture, can simultaneously satisfy all four condi-
tions.

But how does this result imply the three post-

ulates? First, free 1location choice implies a
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restricted set of individual preferences. Of
course, preferences could be restricted for reasons
besides the Tiebout hypothesis. But the citizen
sovereignty condition is more general than the
axiom utilized by Batra and Pattanaik, (and it was
also used by Arrow); yet in the location context it
generates a similar equilibrium profile restric-
tion. Postulate one is more general (and I would
argue more normatively desirable) than the axiom
necessary for proof.

Second, local autonomy or the decisiveness of
community Jjurisdictions is directly embodied 1in
Batra and Pattanaik's minimal federal structure.
Sen minimal 1liberalism condition grants individ-
ual's autonomy or right to privacy in on some
issues. The existence community welfare functions
stems from a degree of local autonomy, where iden-
tifiable preference groupings partitions themselves
into communities.

Finally, if we require perfect correspondence
of community jurisdictions, we essentially guaran-
tee the existence of intra-community jurisdiction

unanimity. Since individuals have freely sorted
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themselves into most preferred communities, and
local Jjurisdictional rights and responsibilities
have been appropriately assigned, the expectation
is that public good allocations will satisfy strong
or weak pareto rules. Thus, no federal structure
jointly satisfies the following desirable normative
criteria: citizen sovereignty, local autonomy, and
administrative efficiency.

Clearly, there are other desirable criteria
which might be applied to a federal structure. The
three postulates justifying a federal structure
presented here are only necessary, but not suffi-
cient, conditions justifying a federal structure.
But these postulates represent various 1lines of
reasoning (and research) supporting a federal sys-
tem of government.

Furthermore, they are often utilized implic-
itely or explicitely as evaluative criteria for
recommending federal structural reforms. Taken
together, these evaluative criteria are inconsis-
tent for judging the relative merits of a federal
institutional design. To summarize, I believe, it

is when we adopt structural reforms designed to
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implement these various postulates, that we gener-
ate the incoherence, inconsistency, constraints,
and overload which are empirical facts describing
modern federalism. If we strive for an ideal (or
optimal) federal structure, by satisfying these
three principles through structural reform, then
our federal structure must necessarily fall short
of the posited goals, by virtue of their conflic-

tual nature.

III. Empirical Hypotheses

In this next section, I review the recent
empirical hypotheses describing modern federalism.
The purpose 1is to show the 1linkage between the
analytical result presented above, and to illus-
trate the connection between the intergovernmental
overload and community limitations hypotheses. Not
only are these empirical hypotheses two heads of
the same <coin, but they are also plausible
consequences from striving to achieve the preceed-

ing normative standards.
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Community Policy Limitations

Community politics is limited politics.[34] A
federal structure induces stable community policy
choices by 1limiting the number of alternative
strategies and payoffs available to subnational
(state and 1local) governments and their constitu-
ents.

To quote Paul Peterson, "local politics is not
like national politics; by comparison with national
politics 1local politics is most limited; there are
crucial kinds of public policies that (subnational)
governments cannot execute; they cannot make war or
peace; they cannot issue passports or forbid out-
siders from entering their territory; they cannot
issue currency, and they cannot regulate imports or
erect tariff walls."[34] Community politics is
limited because a federal structure limits commu-
nity decision making power (policy) with intergov-
ernmental relationships (transfers).

Community policy limitations stem from these
formal legal constraints. The United States fed-

eral structure limits formal community power. Some
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policies are simply prohibited at the community
level, or they are explicitely assigned to national
authorities. American federalism structurally
constrains community decision processes.

The federal structure limits the policy goals
community government's pursue. National fiscal
resources are 1) scarce and 2) distributed by
intergovernmental transfers. Federalism limits
community policy performance and output levels by
prioritizing grant monies. Grant monies are stra-
tegically utilized to create 1local policy incen-

tives.

The Structural Constraints Hypothesis

The federal structure constrains policy alter-
natives to a feasible set of alternatives. National
officials utilize rules and resources to define a
feasible set of policy priorities. A federal
structure can thus be used as both a carrot (grant
monies) and stick (constitutional provisions) to
implement national policy goals. National offi-

cials determine the contextual domain of community
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policy strategies and the range of payoffs associ-
ated with various policy choices.

The structural constraints hypothesis can
easily be phrased in game theoretic terms. Both
rule and resource limitations structurally con-
strain community policy choices. "The federal
structure operates to limit choices™ 1) by imposing
some community choices, 2) by limiting the range of
alternative policies, and 3) by determining the
incentives facing community decision makers. To
summarize, note that 1) rules of a game can be used
to impose outcomes, 2) a limited strategy space
occurs when relevent alternatives are separated
from irrelevant alternatives and when feasible
alternatives are defined, and 3) incentives define
payoffs associated with choices.[35] A federalism
structurally constrains community policy choices in
the player space, the strategy space, and the pay-
off space.[36]

The player space refers to the number of
actors, and the rules of game governing those
actors. If players are not sovereign, then an

outcome may be imposed or forced. A player's (or
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community official's) choice is limited the sense
that a rule may simply force the selection of a
given policy alternative or outcome. A forced
choice situation 1is a game where a solution is
imposed upon the players.[37] By 1limiting the
player space, or violating the principle of citizen
sovereignty, the rules of game constrain player
choices.

Policy alternatives are constrained by limit-
ing strategy spaces. Transfer resources constrain
policy choices by influencing the number, quality,
quantity, and mixture of 1local public goods and
services. Some policies running counter to
national policy goals may be deemed irrelevant, by
reducing the relative amount of national resources
committed to providing a 1local public good. In
other circumstances, declining national resources
may reduce the amount of grant monies available for
all 1local public goods, such that many policy
alternatives are rendered infeasible. National
resources constrain community policy strategies by
creating incentives and 1limiting the feasible

alternatives.
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When 1local resources are scarce, communities
compete for available transfer resources. Decreas-
ing own and transfer resources have 1lead to
increasing community competition. Declining 1local
revenue bases, declining intergovernmental grant
monies, and increasing 1local public good demands,
increase the degree of community competition. High
community competition implies 1low or constrained
community power. Community power, or policy making
autonomy, is clearly limited by payoffs.

Thus, federalism defines the sovereignty of
the player space, the strategy space, and the pay-
off space. National legal powers force or impose
some community policy choices on subnational offi-
cials. The scope of community policy agenda is
clearly shaped by federal regulations and intergov-
ernmental relations. Finally, the relative incen-
tives for various policies is greatly influenced by

intergovernmental transfers or grant monies.
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A Synthesis of Empirical Federal Hypotheses

Community political 1leaders make choices
within a federal structure. This structure con-
strains community power. Structural constraints
exist in the form of rule and resource limitations.
These 1limitations are enforced through (increas-
ingly overloaded) intergovernmental relationships.
Intergovernmental relationships constrain players'
sovereignty, the feasible alternative policy
strategies, and the payoffs associated with policy
outcomes. Each intergovernmental constraint serves
to structurally limit community policy choices.

At the micro level of the federal system, we
find community power 1limitations. The federal
structure induces these 1limitations through rule
and resource constraints. These constraints create
and provide for restrictive community policy lati-
tude. Furthermore, constraints are increasingly
used by national officials to induce community
competition. When community competition increases,
national officials are best able to promote their

goals by strategically utilizing intergovernmental
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grant monies.

At the macro level of the federal system, we
find that these intergovernmental relationships are
increasingly overloaded or strained. Community
competition for transfer resources, and the stra-
tegic usage of transfer resources as incentives,
have lead to more complex intergovernmental rela-
tionships. The previous hypothesis works from the
bottem of the federal 1ladder up, by describing
micro-community policy incentives. We now turn the
organizational complexity hypothesis, which works
from the top to the bottem of the federal struc-
ture, by focusing on the complex organizational
processes required for distributing transfer

resources to communities.

The Intergovernmental Overload Hypothesis

Federalism is a complex organizational pro-
cess. Some authors maintain that there is "over-
whelming evidence to suggest that the current
intergovernmental (transfer) system suffers from an

overload," as indicated by the increasing state and
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local dependency on federal aid, increasing spend-
ing mandates, and increasing pre-emption of 1local
autonomy through federal regulatory activity.[38]
Proponents of the intergovernmental overload
hypothesis include David Walker, George Hale, Mar-
iam Leif Palley, and other research published by
the Advisory Commission on Intergovernmental Rela-
tions.[39]

The Advisory Commission on Intergovernmental
Relations proposes four areas of federal system
failure. They are administrative failures such as
red tape preventing efficient implementation,
demand failures such as those affecting citizen
participation and evaluation of programs, and
political failures such as those involving local
autonomy and accountability. The Commission con-
cludes that a federal system failure is occuring
which requires structural reforms designed to
rationalize intergovernmental relationships, in
such a way as to reduce the incoherence and incon-
sistency resulting in system overload.

Of course, a rationalizing structural reform

to satisfy these conditions is not ©possible,
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because no federal institutional design exists to
correct these system failures. Intergovernmental
relationships, and in particular resource trans-
fers, have become increasingly complex as communi-
ties have become more dependent upon transfer
resources. And as own community resources decline
and service demands increase, competition for these
decreasing transfer resources is increasing. Thus
pent up resource demands are overloading the trans-
fer system.

Increasing micro-community competition results
in macro intergovernmental transfer system over-
load. Macro federal system failure is a
consequence of stably increasing community competi-
tion, increasing public goods demands at all 1levels
of our society, and decreasing public sector
resources at the same time the size and scope of
government is increasing. Yet organizational pro-
cess models of federalism tend to argue that this
failing system has no discernable decision making
structure. If our federal system is unhinged, and
the federal system needs reform, then it is by no

means clear how failures can be corrected.
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The Failure of Organizational (Systems) Theory

Modern federal theory has not progressed
beyond Morten Grodzins organizational process model
of intergovernmental relationships.[40] Paul Pet-
erson suggests, "however apt and appealing the
marble cake analogy may be, comparing federalism to
a structureless piece of pastry is in the end non-
theory; the metaphor suggests flux, change, and
complexity when the purpose of theory is to iden-
tify simplicity, pattern, and order."[41]] At the
core, a federal system is a stable distribution of
legal power among independent governments.

Organizational process models fail to provide
a coherent theory federalism. "The essence of
federalism is a stable (institutional) relationship
among structures of government."[42] Even though
empirical intergovernmental relationships "have
been characterized as a (complex) process of shar-
ing and exchange," the federal structure itself has
changed far more gradually.[43]

Given the system failure and general struc-

tural irrationality conveyed by organizational
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theory, one would expect to find a highly unstable
disorderly system. Clearly, we find structural
changes taking place as the Supreme Court reinter-
prets the Constitutional division of powers. As an
organizational ©process, the federal structure
imposes stability because the "modern federal
theory has replaced the older (dual federalism)
concept that each level of government must pursue
the functions appropriate to it with the flexible
idea that the national government can and does
exercixe any function performed by state and local
government. " [44]

Modern complex federalism places an emphasis
upon overlapping, sharing, and concurrent exercises
of functional policy responsibility. The organiza-
tional complexity of modern intergovernmental rela-
tionships is evidence for the successful adaption
of our federal system to emergent problems.

Organizational theory fails to provide guide-
lines for interpreting how federalism should work.
If federalism must satisfy administrative effi-
ciency, 1local autonomy, and citizen sovereignty,

then all federal system must fail. The failures in
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our federal system today are that there is too much
destructive competition among state and local com-
munities, and too much strategic usage of limited
transfer resources as a means for achieving
national policy goals.

The system is failing because of tremendously
increasing service delivery expectations at all
levels of government, the decreasing willingness to
pay for those services at 1local 1levels, the
increasing degree of competitive behavior of state
and local officials in the grantmenship game, and
the decreasing amount of transfer resources being
made available by national to local officials. The
system is failing because of strategic usage of
decreasing resources, by trying too much with too
little, not because the system has become too orga-

nizationally complex.

" Empirical Structural Incoherence

This overuse of organizational complexity

denies the fact that federal structure in place

today is exists because the old dual federal
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structure failed to solve civil rights conflicts,
to enhance stabilization policy goals, or to pro-
vide 1local public services at the 1levels demanded
by community governments and their constituents.
In response to the failure of dual federalism to
solve modern policy problems, the federal structure
has become much more complex and in many ways more
difficult to understand. But this section does
however provide a clear link between the community
limitations and intergovernmental overload hypothe-
sis to the same general phenomena: increasing
competition for scarce transfer resources.

The prior account of federalism provides a
coherent overview of analytical and empirical fed-
eralism theory. The structural incoherence of
modern federalism has been described with a number
of colorful metaphors. This emphasis on federal
organizational behavior, focused on intergovernmen-
tal administrative complexity and macro-systemic
failures. At the macro level, researcher's hypoth-
esize that the modern federal system is overloaded,
while micro-level community 1limitations are found

at the local level.
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IV. A Political Economy View of Federalism Models

Fiscal Federalism Models

Fiscal federalism 1is a complex system of
intergovernmental resource transfers. These
resource transfers include both national and subna-
tional tax and expenditure policies. By concen-
trating on tax and spending policy, fiscal federal-
ism provides a largely economic federalism theory.
But to a great extent, national fiscal policy
determines community policy 1limitations with
resource transfer programs.

The fiscal federalism literature in economics
has evolved within a specific neo-classical welfare
tradition. This ("first best") welfare tradition
has two important consequences for fiscal federal
theory. Fiscal federalism presumes national
authority for tax and spending policy and the
existence of a single national welfare function, so
that distributional policy is a national function.

Crucially, economic theories tend to represent
federalism as a unidirectional decision making

structure where national authorities have primary
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authority. This primary authority stems from for-
mal rules and a belief that only the national gov-
ernment should make welfare judgements.

A welfare function contains all the relevant
datum necessary to set policy goals. Policy goals
include equity, efficiency, and stability. Fiscal
federalism models generally assign equity and sta-
bility goals to national officials, in the form of
a single welfare function. Both the distributional
weighting of individuals, and the interpersonal
comparisons necessary to determine weights, are
believed national government functions. [45]

National officials are assigned the following
important policy making tasks: they must determine
the relative priorities of policy goals; they must
assign distributional rankings and aggregate indi-
vidual preferences according to the policy goals
set; and, they must enforce the redistribution of
resources, with interpersonal and intergovernmental
transfer payments, in order to maximize social well
being. Thus, redistributional policy is exclu-
sively a national function, because it requires a

highly complex operation of goal setting,
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evaluative comparisons, and enforcement mechanisms

to be successful.

Criticism of First Best Economic Theories

Fiscal federalism is deficient in two impor-
tant respects. As a conceptual theory of federal-
ism it is deceptively simple. This simplicity
comes at a price. The price is that it assumes
primitive terms, such as a national public interest
(or public goods allocation) and a single welfare
function. These primitive terms are not generally
refutable.

The first problem suggests governments attempt
to pursue policies which are in the public inter-
est. Yet a single public interest does not exist
in a general context. In those few environments
where some public interest is clear, there are
often competing policies for achieving the public
interest. Thirty years of social choice theory
research has proven that even if an unambigous
public interest exists, a democratic process may

not exist to find it. First best fiscal federalism
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is deficient because aggregate well-being is poorly
defined and prone to multiple interpretations and
approaches.

The underlying concepts defining fiscal feder-
alism are deceptively simple, in contradistinction
to the organizational process approach. Yet first
best theories rest on contradictory values. Since
these values are problematic, fiscal federalism
supplies a very limited federal structure. National
officials are solely responsible for designing and
implementing virtually all policies. BAll equity
policy goal setting responsibility and redistribu-
tional activities are given to national officials.

Yet equity goals and redistributional policies
are pursued and implemented by community officials.
Community level redistribution is less effective,
and far less elaborate, than national equity goals
for many reasons. However, some redistributional
(and stabilization) policies are undertaken at the
community level.

Given increasing community competition, and
decreasing transfer resources, we would also expect

that decreasing redistributional activities at the
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community level. Also, bargaining versus unilat-
eral dominance is rule, rather than the exception
to intergovernmental relationships. The simplicity
of (first best) fiscal federal models run counter
to the existing strategically competitive environ-
ment.

Experience dictates a political economy inter-
pretation of federal structures, sensitive to real
world competition and strategizing to obtain
resources. A political federalism theory should
allow for equity and efficiency decisions to be set

by national and subnational officials.

A Political-Economic Model of Federalism

Social choices produced by fiscal federalism
are determined by national authorities whereas
political federalism produces social choices
through intergovernmental bargaining. The inter-
governmental bargaining process is an elaborate
system of community jurisdiction service delivery.
Through those shared and concurrent powers, a fed-

eral structure distributes legal powers in order to



63

supply increasing public good demands.

Even though local autonomy exists under polit-
ical federalism, community policy discretion is
limited, since political federalism specifies a
game theoretic, rather than economic decision
theoretic, context. Community decision making is
limited Dbecause national authorities dominate
national-subnational bargaining relationships.

The intergovernmental bargaining process has
rules which favor national agents, national agents
have more resources, and local actors compete with
each other. Community officials may set equity
goals. But there is a penalty for straying from
national priorities. Other communities will bene-
fit by attracting resources from natioal authori-
ties and by using incentives to attract resources
from a community which attempts to set an indepen-
dent course of action.

In contrast, fiscal federalism severely
restricts 1local autonomy in order to set equity
goals, and to prevent destructive community compe-
tition. Redistributional and stabilization poli-

cies are considered primarily national functions.
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The national government priorities are represented
by the existence of a single social welfare func-
tion.

Political federalism allows for multiple com-
munity welfare functions. Each community may
establish equity, efficiency, and stability goals
consistent with the constitutional division of
power. This intergovernmental bargaining process
is shaped by national grant monies and community
competition for transfer resources.[46]

Political federalism consists of competitive
or non-cooperative bargaining relationships. Each
local government sets relative standards, makes
interpersonal comparisons, assigns distributive
rankings, and then enforces policies at the commu-
nity level.

The role of welfare judgements also differ in
fiscal and political federalism models. In fiscal
federal models, national autorities determine the
public interest. The national government has popu-
lar sovereignty to determine the public interest
from individual values directly, rather than via

community polities. Once public good demands are
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expressed, national authorities design and imple-
ment policies.

Modern political federalism is a kind of com-
pact or social contract theory. Communities set
policies which correspond to competitive and stra-
tegic political realities. Vertical intergovern-
mental relationships tend to allow the higher part-
ner to dominate the 1lower by having rule and
resource advantages. Horizontal relationships tend
to be non-cooperative as equals tend to compete. In
the extreme, horizontal relationships are destruc-
tively competitive. National officials aggregate
both community welfare functions, and individual
preferences. The nature and form of this aggrega-
tion mechanism is quite complex, given the enormous
difficulty of coordinating strategic behavior,
community competition, service delivery, and redis-

tributional activities.
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V. Conclusion

The Purpose of Institutions

Institutions serve many purposes. Institu-
tions determine how individuals reveal preferences
for policy alternatives. And institutions effect
collective policy outcomes. The existence of cer-
tain institutions, such as federalism, has a stabi-
lizing effect upon both state and 1local political
processes and outcomes. A federal structure per-
forms this stabilizing function by dividing power
through vertical and horizontal intergovernmental
relationships.

The fundamental social choice problem is to
fairly aggregate individual preferences into stable
group choices. Direct aggregation mechanisms, like
pure majority rule, cannot be relied upon to pro-
duce consistent group choices. Pure majority rule
institutional arrangements have proven to be unst-
able for translating diverse individual preferences
into multidimensional policy choices.

In certain situations, indirect aggregation

mechanisms can generate minimally consistent group
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choices. New institutionalism is the study of how
contextual factors, 1like structures, rules, and
procedures affect individual demand revelation and
the stability of group choices. By structurally
imposing group choices in situations where direct
majority preference exists, we can partially solve
Arrow's paradox.

Of course "institutional features...do nothing
to mitigate the (nonexistence) results of Plott,
Cohen, McKelvey, Schofield, Schwartz, and Slutsky:
it is still true that the majority preference rela-
tion is ill-behaved, and this instability underlies
and affects ultimate (group) choices."[47] In the
absence of stable preference induced equilibrium,
institutions temper the cyclicity of pure majority
rule.

Structures solve the voter paradox by relaxing
(or violating) Arrow's seldom cited nonimposition
or citizen sovereignty condition. Representation
systems, veto hierarchies, and other organizational
structures all impose stability on political
adjustment processes and outcomes. But the nonex-

istence of social welfare functions under general
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conditions, and the global instability of pure
majority rule, pose fundamental contradictions for
democratic institutions, whose normative signifi-
cance cannot be solved totally by representative

imposition of group choices.

Federal System Stability

A federal structure is a complex set of inter-
governmental rules and resource transfers mechanism
for aggregating diverse community interests into
public policies. The purpose of federalism is to
provide a stable institutional framework for making
political choices, in environments where community
interests are unclear, individual demands are div-
erse and changing, and where all interests are
often times conflictual.

By structurally dividing power, a federal
system reduces the instability and scope of direct
collective choice rules. A unitary structure,
where a single heterogeneous national community has
global policy authority, is an unstable means for

determining group choices. A federal structure
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induces stability by <creating semi-autonomous
(homogeneous) communities, and by transferring
resources in order to influence 1local Jjurisdic-
tional policy choices.

Federal system stability comes about because a
federal governmental structure divides, checks, and
balances the formal political power of elective
officials and citizen-voters. In this sense, a
federal structure imposes stability by limiting the
sovereignty of (national and community) leaders and
their constituents ability to unilaterally or
directly translate individual preferences into
group policies. A federal structure induces sta-
bility by 1limiting the scope of conflict through

intergovernmental checks and balances.
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CHAPTER THREE

THE HOME RULE REFORM PARADOX

I. Structural Reform Strategies

Progressive Political Strategies

The political strategy of reform is to play
upon some paradox which an incumbant coalition can
not resolve under a new set of rules without inter-
nal conflict. Structural reformers of any era
attempt to construct a set of rules in the form of
"a trap so clever that no matter how the opponent
responds, the response itself would give a future
victory."[1l] Losing coalitions can either introduce
new issues or change the rules of the game in order
to divide winning coalitions. Internal strife
among the winners will then lead to a new winning
coalition forming thus upsetting status quo insti-
tutions and policies.

Revolutionary local institutional changes took
place during the progressive reform era. Progres-
sive municipal reformers sought to gain control of

local government from political party machines.
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Radical institutional changes were necessary for
the reformers to upset the status quo. The pro-
gressive reformers' ©political strategy was to
change institutional arrangements in order to place
party machines at an electoral disadvantage.

The widespread institutional changes of the
era are a testimony to the progressive reformers'
political success. Examples of progressive reforms
included 1) shorter ballots 2) primary elections 3)
non partisan elections 4) at-large legislative
constituencies 5) civil service criteria 6) appoin-
tive 1local executives 7) improved budgeting and
accounting systems, and most importantly, 8)
expanded state provisions for 1local self govern-
ment. While many of these reforms were instituted,
progressive candidates often failed to win elec-
tions. But this lack of electoral success cannot
detract from the reformers lasting impact on commu-
nity politics.

The progressive reformers were not adept can-
didates. Their amateur view of political leader-
ship and institutions precluded personal success.

But they were highly effective political
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strategists because they changed the rules govern-
ing local politics. Progressive reformers struc-
tured the rules of community politics so they could
upset the status quo party machines and begin
implementing policies.

Progressive reformers were able to build a
winning coalition by one, fostering inter-ethnic
group conflicts, thus dividing the immigrant voter
bloc; and two, by asserting that party machines
could not "maintain public order, protect private
property, and improve the wurban quality of
life"--platforms that mobilized middle class voters
to join the progressive coalition.[2]

Expanded state provisions for local self gov-
ernment, home rule, created a dilemma for party
machines because home rule increased local auton-
omy. Increasing autonomy benefitted all 1local
governments, including those cities dominated by
party machines. However party machines were depen-
dent upon the state legislature for enforcing their
policies over areas not controlled by the machines.
Once all communities had greater 1local autonomy

over internal affairs, no central city could
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dominate across jurisdictions.

Party machines depended upon immigrant voters.
The fragmentation resulting from home rule created
political opportunities for immigrants by increas-
ing the number of cities. With home rule immigrant
voters had more service options available. Frag-
mentation also provided opportunities for ethnic
leaders and voters to exercise direct influence
over local government. This enabled some communi-
ties to achieve an equal position within existing
party machines while others were able to assert
independence.

Prior to home rule, party machines utilized
selective incentives and exclusionary devices to
form winning state legislative, central core city,
and metropolitan area coalitions. But the combina-
tion of a organized urban middle-class and diverse
ethnic groups, created the potential for winning
reform coalitions to emerge. Progressive reformers
played upon both intra-city and inter-community
differences by formulating successful election and
administrative reform proposals under the aegis of

home rule.
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The machine era is normally described as cor-
rupt, yet administratively and electorally stable.
However no unitary party machine "captured" 1local
government. Party machine leadership and organiza-
tional structures were always changing. But party
machines did take advantage of existing rules and
resources to win in an unstable environment.

"It (was) not that the foreign born voter...

preferred to vote...blindly (for) some politi-

cal faction. 1If (the immigrant voter) had too
often proved to be the tool of the exploiter,
it (was) largely because a system of partisan

(electoral rules) had given the latter a

redoubtable position."[3]

If uniform immigrant support for party machines

had existed, progressive reforms would not have had

widespread voter appeal.

Progressive Influence on Community Organization

The governmental structure in existence prior
to home rule favored vertically integrative politi-
cal organization. Furthermore, given the horizon-
tal concentration (or central city monopoly provi-
sion) of 1local services, immigrant voting blocs,

and special legislative acts were necessary to
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maintain integrative organizations. Party machines
were successful because they were integrative orga-
nizations.

For the progressive organizations to begin
winning, they needed to reform structures in order
to produce a different political environment. "And
this 1is what political strategy is all about,
structuring the world so you can win."[4] The new
structures created an environment with the follow-
ing characteristics being important to coalition
formation: large numbers of local service options,
middle class voters, and general law charters.

Once home rule produced a new environment,
fragmented progressive style 1local organizations
were required to win elections and to implement
policies. Thus the progressive strategy was suc-
cessful even though progressive candidates did not
always win. Party machines did continue to win
elections, but policies were made within progres-
sive structures. The progressive coalition used
home rule to create an environment favorable to
their style of political organization.

Thus progressives attacked party machines from
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two directions. First, home rule reduced access to
outside resources (i.e. state money) and limited
direct state intervention in local decisions. Sec-
ond, home rule allowed reformers to attack machines
within a community by changing both the local elec-
toral and service rules. The following is a histor-
ical review of home rule instituted by the progres-

sive coalition in Michigan.

II. The Origins of Metropolitan Fragmentation

Special Act Incorporation: 1805-1908

From 1805 to 1908 the Michigan State Legisla-
ture had the power to pass special legislation
affecting 1local governments. City incorporation
acts were one form of special legislation.

In "Michigan's first constitution, in effect
from 1835 to 1850, (there was) no mention of the
organization and incorporation of cities. During
this period no cities and only five villages were
incorporated; Detroit had been incorporated in 1815
by a special act of the territorial 1legisla-

ture."[5] In the period from 1850 to 1895, under a
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new constitution, 89 cities and 297 villages were
incorporated by special acts of the state legisla-
ture. (6]

The party machines in Michigan were influen-
tial from around 1875 to 1908 under the 1850 Con-
stitution. Party machine influence was bolstered
by special act 1legislation. Special acts bene-
fitted the party machines by permitting state
monies to be allocated on a case by case basis for
local projects.

Progressive reform organizations began, in
part, as a protest to the corruption associated
with direct state legislator involvement in 1local
projects. Home rule altered this relationship
between state legislators and cities by augmenting
local autonomy. With the expansion of local auton-

omy cities were better able to resist annexation.

The Threat of Annexation: The Delray Proposal

In 1905, the City of Detroit annexed 22,000

people from unincorporated territories: 9,000 resi-

dents of Delray Village, 7,000 in Woodmere Village,
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and 6,000 people from Springwell Township.[7] The
area contained over ten million dollars worth of
property, including twelve factories and brick
yards. The area lay southwest along the Detroit
river.

The Delray annexation involved a reform mayor
in Detroit and a suburban party machine. Progres-
sive reformers supported annexation in order to
improve local services to the middle-class Woodmere
area and to break the Delray machine. Detroiters
also favored annexation as a means to increase the
industrial tax base. Suburban communities per-
ceived the annexation as a threat to their politi-
cal independence and economic resources.

For 1905 the annexation of 22,000 people was a
dramatic political event. The case had a greater
symbolic than practical effect. The annexation
signalled Detroit's ©proclivaty for expansion.
Given the uncertain future for progressive rule in
Detroit, and the potential suburban tax base losses
associated with industrial strip annexation, the
Delray case revealed the credibility of Detroit's

annexation strategy. After Delray, suburban cities
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premised their incorporation decisions upon a cre-
dible annexation threat.

In a front page story titled, "Delray Failed
Them" The Detroit Times described the wild elec-

toral scene:

"In vain did the 'antis' of Delray fight
against the odds established in Woodmere. The
river town was expected to pull a majority of
400 against the annexation to offset the known
predilections of Woodmere and Springwells
(township), but this anti-majority dwindled to
79. "Rah for Jimmy Burns, and to hell with
annexation," yelled one of the 2,000 in the
middle of Woodmere road with his burden of
beer and sorrow. Confiding habitues of the
road houses spoke feelingly of "Jimmy" Burns
and his decaying power in the pastures. "Just
six more months boys, whooper up," (as) all
along the west end pike that joins the three
villages could be heard the merry round of the
slot machine."[8]

Between the unincorporated territories of Woodmere
Delray and Springwells Township, the combined vote
was 1124 to 610 in favor being annexed to Detroit.
Both Detroit residents and the combined vil-
lage population were allowed to vote on annexation.
Delray and Woodmere village and Springwells town-
ship residents' votes were added together. Hence a

faction within a single community could pass (or

reject) annexation proposal for several
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jurisdictions' residents within an affected area
under the 1850 Constitution.

Annexation to increase the industrial tax base
created strife within the progressive coalition.
Suburban progressives feared the precedent set by
Detroit expansion. Suburban communities faced tax
base loss, and the prospects of being dominated by
political leaders and organizations responsive to
Detroit constituencies. Furthermore, the suburban
leadership all faced a loss of political influence.
Annexation by Detroit would have eliminated a num-
ber of 1local township supervisor, village presi-
dent, and small city mayor jobs.

The Delray annexation divided urban progres-
sives from small town and suburban progressives.
The Delray incident mobilized the structural reform
wing of the progressive coalition. Political lead-
ers on all sides began calling for home rule to
limit future annexation attempts.

After the Delray annexation experience, the
1908 Constitutional delegates provided for three
separate voting constituencies on annexation pro-

posals. First, the residents inside a proposed
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annexation voted separately. If residents are
contained in three 1local political units (i.e. a
village or township), then three independent elec-
tions are held for residents within a proposed
annexation. Second, residents in the city propos-
ing annexation vote as a unit. Third, the resi-
dents inside a political unit not included but
affected by a proposed annexation must also vote.
The 1908 Constitutional home rule provision limited
annexation by requiring annexation proposals to be
approved by all three separate constituencies. An
annexation fails if one constituency rejects the
proposal.

The 1908 voting rule would have changed the
Delray annexation outcome. First, Delray and Wood-
mere village and Springwells township residents'
votes would have been counted separately. Since a
majority of Delray residents voted against the
proposal, they would not have been annexed to
Detroit. Second, the remainder of Springwells
township residents outside the proposed area would
have had to vote on the annexation because Delray

and Woodmere village residents were contained
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within Springwells township. Even though Woodmere
village and Springwells township residents inside
the proposed annexation area voted to join Detroit,
Springwells township residents outside the area
could have vetoed the whole annexation by voting
against the proposal. After the 1908 Constitution,
proposed city annexations had to obtain majorities

in three separate voting constituencies.

The 1908 Constitutional Reform Strategy

In the 1908 Convention, progressive reform
organizations changed the rules of 1local politics
to put party machines at a strategic disadvantage.
The progressives passed articles which were vigo-
rously protested by party machines because they
placed machine organizations at strategic electoral
and policy disadvantages.

Progressive officials gained an advantage
because they controlled 1local government in many
suburban areas, and virtually all the rural 1local
governments in the lower penisula. Machines won

local elections in a few of the largest cities,
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while progressives dominated in a large number of
small cities and townships.

Progressive (republican) reform organizations
benefitted from increasing home rule. They were
given independent autonomy to make policy decisions
at the 1local level, at the same time governmental
fragmentation decreased the influence of partisan
machines.

Local officials and Republican party members
still benefit from home rule. Greater autonomy and
fragmentation is generally to the Republican
Party's advantage because they control a larger
number of small cities and a majority of the (par-
tisan) elected township positions. Passage of home
rule at the 1908 Constitutional Convention was not
neutral with respect to political organization's

electoral and policy strategies.

Central Core Annexation Votes from 1905-30

Detroit's 1legal boundaries have not changed

since 1926 when Detroit tried to annex Macomb

County residents. Table 3.1 describes Detroit's
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annexation votes from the Delray proposal in 1905
to the cross-county Hazel Park Village annexation
proposal of 1926.[9] The percentage favoring
annexation are broken down for city and township
voters residing inside or outside the territory
proposed for annexation.

TABLE 3.1

VOTE PERCENTAGE IN FAVOR OF DETROIT
ANNEXATION BY CONSTITUENCY AND YEAR

YEAR DETROITS TOWNSHIP
INSIDES$ OUTSIDES%
1905 65
1915 82 68
*82 30
83 87
83 83
83 86
83 86
1917 83 83 59
*87 30 63
87 79 80
83 65 62
87 86 77
87 84 76
1918 86 78 64
1922 71 90 56
1926 67 85 70
* e 78 32
Average .82 .74 .64
Deviation .06 .18 .13
Skewness =-.44 -.41 -.35

Kurtosis .33 <27 .39
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Thirteen of the seventeen proposals occured
from 1915 through 1918 during World War 1I. The
average Detroit support for annexation was 82%,
fully thirteen of the fifteen Detroit elections
were over 80% in favor of annexation. In these
fifteen elections, Detroit residents' favorable
support for annexation was all within plus or minus
6% of the 82% average.

Consistent Detroit support for annexation does
not fall until the 1922 and 1926 proposals invol-
ving fringe villages 1located far from residential
Detroit areas. The simple correlation between
Detroit annexation vote's and time is equal to -.64
indicating moderately strong negative downward
trend. Detroit support for annexation dropped to
76% and 67% because the proposals required higher
costs for extending services to residents in Red-
ford vVvillage and Hazel Park Village. The 1land
between Detroit and these two villages was largely
rural with few services or industrial and commer-
cial activity. The less consistent support for
these proposals was caused by city resident's

unwillingness to expand into high service cost and



90

low property value territories.

Voter support for annexation within the terri-
tories differs slightly from the Detroit prefer-
ences revealed. The average support for annexation
was 74% for residents within a proposal area.
Hamtramck Village residents rejected Detroit annex-
ation proposals in 1915 and 1917. In the 1917
election, Hamtramck voters rejected the proposal by
a 70% margin while the rest of Hamtramck Township
approved the detachment by a 63% vote. The stan-
dard deviation for territories being annexed was
four times larger than the average deviation for
the Detroit votes, indicating a 1less consistent
support for annexation by affected territory vot-
ers.

The average level of support among township
voters for detachment was 64% with a standard
deviation of 13%. The number of voters residing in
a township, but not included in the proposed annex-
ation, was wusually very small. Voters within a
proposal normally 1lived within a a subdivision
constituting a small part of the township 1land.

Voters within a proposal were essentially the first
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suburban residents in metropolitan Detroit while
detachment voters 1lived in small (agricultural)
villages.

Further statistical evidence suggests that
only minor differences in city, suburban, and small
village resident support for Detroit annexation
existed. A nonparametric test for sample indepen-
dence is appropriate given the lack of information
about individual voter's preferences for (or
against) annexation. The Kruskal-Wallis test for
sample independence 1is equal to 15.22 which is
approximately equal to a chi-square distribution
with two degrees of freedom with a probability
value of .0005.[10] The observed K-W test value
rejects a null hypothesis that the annexation vote
results are drawn from statistically independent
populations. Voting occured under legally indepen-
dent constituencies yet the aggregated electoral
outcomes indicate a degree of underlying preference
homogeneity supporting Detroit annexation.

In only one situation did an area favor annex-
ation while the remainder of a township voted

against detachment. Hazel Park Village approved
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Detroit's annexation proposal 85% to 15% while the
rest of Royal Oak Township voted against detachment
68% to 32% in 1926. Since this annexation proposal
cut across Wayne into Oakland County, Royal Oak
Township resident's feared the potential future
ramifications of <cross-county annexation. The
Hazel Park Village defeat and the subsequent Warren
Township (Macomb County) court challenge ended
further cross-county Detroit annexations.

The 1922 Gratiot Township and the 1926 Redford
Village annexations extended Detroit's boundaries
in a northeastern and northwestern direction to
their present locations. Both of these areas have
recently attempted to detach themselves from
Detroit in order to be joined with the City of
Harper Woods and Redford Charter Township. During
this period of Detroit annexation, Highland Park
became the first suburban Detroit village to incor-
porate in 1917 under the 1908 Constitution. Ham-
tramck Village incorporated as a city in 1922.
Thus, within a decade the strategic impact of home
rule limited Detroit boundary expansion. Highland

Park and Hamtramck responded to Detroit's
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annexation threat by defensively incorporating,
Warren Township prevented future cross-county
Detroit annexation, and the last Detroit boundary

expansions occured with lowered levels of support.

Defensive Suburban Home Rule Incorporation: 1918-68

From 1918 to 1940 sixteen cities incorporated
on Detroit's boundaries. Twelve cities of these
cities incorporated in Wayne County. This series
of municipal incorporations effectively blocked off
all future Detroit boundary expansion. From 1945
to 1968 thirty eight more suburban cities incorpor-
ated. At the same time the City of Detroit's popu-
lation decreased from two to nearly one million
residents.

The post World War II housing supply expansion
increased development of commuter municipalities.
With the housing supply expansion, new communities
could incorporate their property tax base and pro-
vide 1low cost 1local public services. Suburban
incorporation granted these "municipalities a prop-

erty right to all the resources they (could)
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squeeze into their corporate boundaries, while
similarly benefiting all those cities that (could)
squeeze out of their boundaries those groups of
individuals who put a strain on municipal resources
through their redistributional demands."[11]

These second tier municipalities were both
industrial and commuter suburban communities. None
of these municipalities shared boundaries with the
central core City of Detroit. Second tier munici-
pal incorporations surrounded the older (first
tier) suburbs coterminuous with Detroit. Second
generation suburban incorporations reflected a
desire to block strip annexation threats from older
suburbs and a need to provide more services to
fringe metropolitan residents.

The 1908 Constitution had encouraged municipal
incorporation by providing low entry barriers to
potential cities and by providing restrictive bar-
riers to existing cities. Existing cities could
not easily manipulate their territorial boundaries
to reflect service demands and delivery areas.
Home rule did grant 1local self government to all

general purpose municipalities. Municipal entry



95

was not highly regulated so that community forma-
tion became a local rather than state legislative
decision. Thus home rule encouraged 1large scale
defensive incorporation and 1limited all existing
municipal changes by assigning each city a property

right-annexation veto.

II1I. State Regulation of Metropolitan Fragmentation

The 1949 Charter Township Act

Until 1949, Detroit expansion in northeastern
and northwestern directions was still feasible.
After all, strips of both Gratiot and Redford town-
ships had already been annexed into Detroit. Fur-
ther Detroit encroachment would have involved vir-
tually all of the remaining township areas. Urban
township residents' all across the state demanded
some rule to protect these areas from being "swal-
lowed up" in either a single large proposal or a
series of small proposals.

Township officials and residents also were
increasingly concerned about the structural limita-

tions constraining township government in all areas
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of the state. The Michigan Township Association
lobbyied the Legislature for structural reform.
The 1legislators' response was the 1949 Charter
Township Act.

The 1949 Charter Township Act had very little
initial impact upon Detroit metropolitan fragmenta-
tion. Warren Township became the only township in
the whole state to approve "charter"™ status in
1949. Only three charter townships were in
existence before the 1961 Michigan Constitutional
Convention. But the charter township act did serve
a fundamental purpose: township residents could
deliver more services and charge higher taxes to
pay for them. Townships could charter themselves
in response to the threat of strip annexation. But
without a means to satisfy resident service demands
at low prices, they could not hope to compete
against existing municipalities in an annexation
election.

The three urban townships adjacent to Detroit
all took action to prevent further annexation.
Gratiot township incorporated as the City of Harper

Woods, and Redford and Warren Townships became
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charter townships. The Charter Township Act
increased the number of choices available to unin-
corporated residents. The Charter Township Act was
intended as a way to modernize urban township ser-
vices yet the intent was to bloc munipal consolida-
tion in metropolitan areas.

Home rule chartering for towﬁships was an
incremental reform procedure for slowly altering
local governmental structures. Urban townships
were supposed to use the Act to change from rural
to urban governments. The State Legislature
intended the chartering process to create a addi-
tional halfway point between rural township and
home rule urban city government. The 1long term
effect has been to incorporate all urban townships
as (minimal) fiscal policy actors without requiring
them to go through a state regulated incorporation
process. The Charter Township Act provided the
option of defensive incorporation to any (formally
unincorporated) township residents threatened by
strip annexation. At the time of the Act, there
were 1,200 townships in Michigan but only 100 con-

tained populations over 5,000. Most of the heavily
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populated townships were 1located in metropolitan
areas.

The State legislature strengthened the Charter
Township Act prior to the 1961 Michigan Constitu-
tional Convention. The degree of fiscal policy
discretion and organizational flexibility was
increased with the 1960 revision. 1In the Detroit
metropolitan area many townships had already become
incorporated suburban municipalities. But most
second tier cities had not followed township bound-
aries: for instance, Ecorse township became the
cities of Ecorse, Melvindale, Lincoln Park, Allen
Park, River Rouge, and Woodhaven.

According to the 1960 census, 200 of the 1200
townships in Michigan contained over 5,000 resi-
dents. Between 1960 and 1977 18 townships became
chartered under the revised Act. The remaining
urban townships in the metropolitan Detroit area
are all charter townships. During the 1970's Red-
ford Township became the 1largest "minimal"™ city
-township- government in the country with over
80,000 people.

The Charter Township Act of 1949 and it's
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subsequent revisions provided a compromise.
Charter townships can offer more local public goods
and charge higher tax prices than rural (unincor-
porated) townships. And these tax prices and ser-
vice offerings purportedly cost 1less than what
residents would pay if they became a city. Town-
ships
"which choose this form of government do
not actually adopt a charter as cities or
counties may do. The Act itself is a charter,
and it requires the same organization of gov-
ernment as for general law townships. Charter
townships do have additional taxing powers and
may levy up to five mills without a vote of
people...They have a better credit rating for
borrowing, the same ordinance-making power as
cities, and more flexibility in administra-
tion. The more urban townships in Michigan
have opted to become charter townships because
this increased flexibility facilitates provi-
sion of the urban kinds of services required
by their constituents."[12]
In a single act the Michigan legislature incorpor-
ated a whole third tier of minimal cities. By
passing this 1law, the state 1legislature institu-
tionalized a continuoum of home rule which
subsequently increased metropolitan fragmentation.

At this point it is worthwhile to note that a

highly differentiated metropolitan governmental
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structure had evolved in Michigan's urban areas.
Laizzez-faire community entry had produced first,
second, and third tier «cities. The effort to
increase inter-community competition by increasing
structural fragmentation was a stunning success.
The first tier consisted of areas blocking central
core expansion; the second tier defensively incor-
porated to block the threat of first tier strip
annexation and to provide services; the third tier
involved no formal incorporation, but was motivated
by a desire to protect existing township boundaries
and increase services without increasing taxes.
The cumulative impact of unrestrictive state regu-
lation (including the state's recognition of town-
ships) produced a fragmented metropolitan govern-

mental structure.

The State Boundary Commission Act in 1968

The 1908 Constitutional home rule provision
had decentralized community formation decisions.
Enforcement of state entry barriers limiting munic-

ipal incorporation was very low. Low entry
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barriers and decreasing community formation costs
enabled many suburban communities to take advantage
of the home rule tax and service options. Home
rule incorporation lead to a proliferation of com-
munities in metropolitan areas. The State Legisla-
ture responded to calls for metropolitan reform by
passing the Boundary Commission Act.

The Boundary Commission Act established an
agency to regulate new community formation and to
arbitrate existing community boundary adjustments.
The Commission's primary function was to regulate
incorporation rather than annexation decisions.
The Act stated that the Boundary Commission

"must review and approve petititons proposing

the formation of a new city or village. If

the Commission finds that the petitions are in
order, it must then set a date for a public
hearing to be conducted in the affected area

within 180 days. Thereafter, on the basis of a

number of criteria provided in the act, the

Commission may take one of three actions. It

may: 1) deny the petition for an election on

incorporation to be held, thus terminating the
case; 2) approve the petition and order the
election to be held; 3) revise the boundaries
of the proposed incorporation and order an

election on the incorporation in accordance
with the revised boundaries." [13]

The principal focus was on new municipal
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incorporation proposals. The Boundary Act granted
the Commission full responsibility for implementing
(strict) regulations governing incorporation deci-
sions. But the Commission was not given the same
authority over annexation decisions. The Boundary
Commission was cast in an advisory role, in the
sense that it could provide technical information
or arbitrate non-binding solutions. The Boundary
Commission thus regulates new incorporations and
provides advice on annexation decisions.

By 1968, most boundary disputes involved
charter township incorporation and annexation deci-
sions. Third tier boundary disagreements affected
fringe residents and township officials dispropor-
tionately. Given the status quo advisory role of
the Boundary Commission, it is perhaps not surpris-
ing that township residents perceived that the
Commission was biased against them in favor of
second tier municipal incorporations. The Commis-
sion had more control over community entry rather
than community boundary decisions. The Boundary
Commission strictly limited charter township incor-

poration into cities at the same time existing
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cities began proposing strip annexations of indus-
trial and commercial 1land developments in charter
townships. The 1legislation's intent seemed to
favor strict regulation of incorporation while
providing only 1limited oversight of annexation.
The idea was to limit the number of new cities and
provide a mechanism for arbitrating the large num-
ber of metropolitan annexation disputes between
second tier suburban cities and the minimal city-
charter township fringe areas.

The first case brought to the Boundary Commis-
sion involved three urban townships bordering the
City of Flint. Mount Morris, Burton, and Flint
townships all wished to incorporate. The City of
Flint had annexed large strip of property cutting
Flint township into two discontiguous pieces.

Flint had also strip annexed parts of Mount
Morris and Burton townships. The Boundary Commis-

sion report stated that
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"annexation by the c¢ity of Flint has been
highly selective. The only territories which
the city of Flint has been able to annex are
primarily high value commerical and industrial
properties in which there were no residents.

In spite of several attempts to annex terri-

tory of diversified land uses and in spite of

affirmative votes by the voters of the central
city, each such annexation proposal has been
rejected by the voters of the suburban commu-

nities."™ [14]

The Boundary Commission report included exten-
sive service benefit and cost analysis associated
with incorporating a new city in the Flint area.
The Commission redrew the potential community
boundaries before it allowed residents to vote on
community boundaries.

The Commission rejected one proposed incorpo-
ration, and revised the potential boundaries for
the other two. One of the two revised petitions
was defeated by voters under the redrawn bound-
aries. Voters approved the incorporation of Burton
township into the City of Burton under the Commis-
sion revised boundaries. All three proposals were
altered by the Boundary Commission before they were

submitted to community residents for electoral

approval. In this first controversy the State
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Boundary Commission provided explicit cost, bene-
fit, externality, and discounting <criteria for
regulating community incorporation decisions.

After Burton's incorporation there were no
major incorporations from 1968 until 1977. Some
villages were incorporated within rural townships
during this period but these decisions were
inconsequential for metropolitan structures. of
course most primary and secondary defensive incor-
porations had already taken place in the metro-
Detroit and outstate metropolitan areas. Since the
Boundary Commission could not retroactively regu-
late community formation or boundary adjustment
decisions, many controversial incorporation and
annexation decisions were not subject to Commission
oversight or regulation.

Between 1971 and 1984, "the Boundary Commis-
sion processed 294 requests from cities that wanted
to annex land, and it approved 182, or more than 60
percent of them."[15] Many existing community
strip annexations did not require a vote because
less than 100 residents were affected. The most

difficult political conflicts brought before the
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State Boundary Commission involved second tier
Detroit suburban strip annexations of third tier
urban charter township commercial and industrial
property.

Harrison and Shelby charter townships in
Macomb County, Avon and Commerce charter townships
in Oakland County, and Brownstown charter township
in Wayne County represent the development of a
third tier of Detroit metropolitan fragmentation.
These five charter townships represent a dispropor-
tionate amount of the industrial and commercial
growth in the metropolitan Detroit area. Present
boundary conflicts are between the second tier of
suburban communities incorporated from 1945-1968
and township residents "incorporated" under the

1949 Charter Township Act.

The 1978 Charter Township Revision

From 1949 to 1960, three wurban townships
"incorporated"™ themselves as charter townships.
Many other townships incorporated as (parts) of

cities in the post-war wave of suburban community
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formation. By 1977, there were 21 chartered town-
ships.

In 1978, the state 1legislature revised the
charter township act in response to the Michigan
Township Association's lobbying the state legisla-
ture for a procedure to sidestep the Boundary Com-
mission. The Township Association appealed for
relief from the boundary decision process because
the restrictions limited the Commission's authority
to new incorporations. The Boundary Commission
tended to favor second tier annexations of township
property; the Township Association argued that
strip annexation of valuable township land conti-
nued with minimal Commission oversight. Given the
advisory role of the Commission, it was difficult
for the Commission to oversee annexation decisions.

At the very least, the Commission did not have
the formal authority to regulate annexation. In
practice, the Commission appeared to favor contigu-
ous city annexation over the Charter Township pro-
vision. Under the 1978 law, charter townships have
some although, not complete, immunity against

annexation. In a 1985 State Supreme Court deci-
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sion, the Court ruled against a charter township in
an annexation case. While the issue is still un-
resolved, it seems that townships cannot continue
to utilize the township chartering rule 1like an
incorporation rule. The township chartering rule
does not appear to grant urban township residents
an annexation veto.

After the 1978 revision 21 more townships
became charter townships.[16] There are presently
80 charter townships. These charter townships
supply a greater range and variety of local public
goods, at higher tax-prices and costs than unchar-
tered townships. But township supplied 1local pub-
lic good costs, prices, quantities, and product
differentiation are lower than comparable municipal
incorporation service levels.

Charter townships provide metropolitan fringe
residents with another option between city and
rural township status. The charter township home
rule option greatly increases metropolitan fragmen-
tation by de facto incorporating all of the remain-
ing third tier fringe residents. The Charter Town-

ship Act institutionalizes minor general purpose



109

jurisdictions. These minimal cities provide fringe
residents with a home rule option in addition to
annexation or incorporation. At the same time,
these charter townships compete with central cities
and first and second tier incorporated suburban

communities for resources.

IV. Phases of Metropolitan Structural Fragmentation
Phase 1: 1805-1908

The Regulated Monopoly Structure

Detroit was the dominant supplier of 1local
public goods from 1805 to 1908. Detroit community
boundaries contained a high percentage of the
metropolitan population. The City had primary
responsibility for supplying local public goods to
metropolitan residents even though very few local
services were available and those services avail-
able were offered in very limited supply.

The early central core dominance period con-
stituted a regulated monopoly structure. The regu-
lated monopoly period fostered a non-competitive

vertically integrated metropolitan community
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structure. In 1805, Detroit was granted its' mono-
poly position under the Northwest Territory Ordi-
nance. Detroit's charter was redesigned by the
territorial Michigan 1legislature in 1815. The
regulated monopoly structure was continued under
the 1835 Constitution which had no provision for
the incorporation of general purpose cities and
villages.

The 1850 Constitution specified that the state
legislature shall provide for the incorporation and
chartering of cities and villages. But from 1850
till 1908, the state closely regulated local public
goods monopolists through special act legislation.
Special acts regulated Detroit policies as if the
city were a public utility corporation. All city
governments were treated like special administra-
tive districts where the supply decisions were
subject to direct state legislation.

By 1908 in Michigan it was clear that the
special legislative act-- monopoly regulation sys-
tem -- had very high transaction costs and that
party machines had taken advantage of the city's

monopoly supply position. Horizontal and vertical
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community competition achieved the progressives
efficiency goal to limit rents available to 1local
political organizations. In this manner progres-
sive municipal reformers were very similar to the
corporate "trust busting"™ progressives at the
national level. Home rule provisions were like the
Sherman Anti-Trust Act because they intended to
limit monopoly supply power by both increasing
horizontal (metropolitan) fragmentation and
decreasing vertical (state to city) integration.
Thus the 1logic of breaking the monopoly power of
large firms extended to the breaking up of verti-

cally integrated non-competitive party machines.

Phase 2: (1908-1950) The Oligopolistic Structure

The home rule concept was implemented by gen-
eral law incorporation and chartering rules. This
second phase of institutional development was
marked by an increasing number of communities and
by an absence of state entry barriers. A large
number of first tier and a few second tier suburban

communities incorporated in order to prevent
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central city (strip) annexation by taking advantage
of the negligible state regulation of community
formation. Community formation was encouraged with
minimal artificial barriers.

Under low entry barriers and credible annexa-
tion threats, community proliferation induces a
strategic form of metropolitan competition. Stra-
tegic interdependencies between contiguous 1local
governments are caused by the fact that benefits
and costs spillover jurisdictional boundaries.
Existing cities strategically compete by strip
annexing valuable commercial and industrial prop-
erty while potential cities defensively incorporate
resources.

Visable patterns of metropolitan fragmentation
appear from 1917 to 1930 as new municipalities took
advantage of low entry barriers in response to the
success of Detroit's annexation proposals. Stable
long term metropolitan fragmentation patterns
emerged from the strategic behavior of central
cities and first tier suburbs during this period.
The strategic bilateral annexation and incorpora-

tion decisions affecting central city and first
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tier suburban city play a large role in determining
fragmented metropolitan structures.

The small number of communities directly com-
peting 1leads to interdependent central city and
first tier suburban public goods supply and bound-
ary decisions. Bilateral metropolitan competition
causes the strategic design of local service deliv-
ery areas. Oligopolistic competition exist in
spillover contexts where interdependencies causes
existing and potential communities to strategically
define their boundaries. Strategic community
competition generates fragmented oligopolistic
metropolitan structures through a bargaining pro-

cess over spatial fiscal policy areas.

Phase 3: (1950-1987) The Monopoly Competition

Structure

In the Detroit area a less strategically
interdependent more competitive environment begins
to emerge after the second and third tier suburban
communities and charter townships incorporate.

These incorporated communities compete with 1local
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property taxes in order to attract households and
firms. The degree of intra-metropolitan competi-
tion remains imperfect because of the type of goods
being provided by local government. A monopolistic
competition structure describes an environment
where a large number of communities are imperfectly
competing to provide 1local public goods and ser-
vices.

In this environment the central core city may
still be a dominant actor in metropolitan service
delivery. But the degree of competition among
suburban communities and between the suburban com-
munities and the central core city is quite sub-
stantial. A monopolistic competition structure is
literally a situation with a large number of mono-
polists. The structural analysis can be modified
to allow for differences in the relative size of
monopolists. The dominant service delivery posi-
tion of any community is limited by the large num-
ber local public good suppliers, regardless to the
differences in sizes.

The incorporation of townships via the Charter

Township Act 1is a primary cause of increasing
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metropolitan competition. Like the Lakewood Plan
in metropolitan Los Angeles the Charter Township
Act had the effect of immediately creating a large
of cities in the economic growth areas of metropo-
litan Detroit. These minimal cities are in a posi-
tion to compete with central cities and older
(first tier) suburban cities since they can consti-
tutionally guarantee permanently low tax-prices for
services because township millage rates are manda-
torily limited to nominal tax rates lower than city
millage rates.

Charter townships can also fend off hostile
strip annexations by nearby incorporated suburban
communities seeking to augment their tax base. The
The Charter Township Act and the constitutional
home rule provision for townships passed in 1961
increased the degree of metropolitan fragmentation.
This structural fragmentation greatly expanded the
number of alternative 1local service delivery
options available to metropolitan residents.

The proliferation of communities under home
rule incorporation and chartering procedures

restructured the nature and degree of intra
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metropolitan competition. Today Detroit and the
older first tier suburbs are keenly competing with
second and third tier cities and townships to pro-
vide jobs and 1local services. The development of
an institutional arrangement (like charter town-
ships or Lakewood Plan cities) in metropolitan
fringe areas 1is <crucial for understanding the
increasing degree of (monopolistic) community
competition.

State home rule options cause the direction
and magnitude of this fragmentation induced compe-
tition. The home rule arrangement originated in a
conflict between party machine organizations and
progressive reform organizations vying for the
control of municipal government. Progressive fram-
ers of constitutional home rule provisions intended
to divide the "top and bottem" party machine coali-
tion by increasing the number of forums. Middle
"class representatives who did not share in the
spoils but had to pay for them through property
taxation complained bitterly about graft and pro-
vided the political base for the municipal reform

movement."[17] The net result was to institute a



117

political structure favoring metropolitan fragmen-
tation by the creation of a large number of inde-

pendent general purpose local governments.

V. Fragmentation Induced Metropolitan Stratification

Inter-Community Stratification

Fragmented metropolitan structures correlate
with stratification patterns inside and among com-
munities. Home rule reinforces income stratifica-
tion and racial segregation by institutionalizing
collective location choices. Class stratification
is maintained within metropolitan political struc-
tures accompanying home rule induced fragmentation.

Table 3.2 describes the income and racial
sorting in the five largest cities outside Detroit
within Wayne County according to the 1980 Cen-
sus. [18] The five major suburban cities are col-
lectively less than one percent black (Total A).

Charter and rural townships are excluded from
the non-Detroit Wayne County total and total black
population calculations. These five cities contain

46%, of the total (non-Detroit) Wayne County
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TABLE 3.2

1980 SUBURBAN CENSUS DATA

CITY NAME TOTAL POPULATION TOTAL BLACK
Livonia 104814 108
Westland 84603 2200
Taylor 77568 1266
Dearborn 90660 83
Dearborn Hts. 67706 63

A Total 425351 3720
Ecorse 14447 5675
River Rouge 12912 4218
Inkster 35190 19994
Romulus 24857 4333
Highland Park 27909 23443
Hamtramck 21300 2751

B Total 136615 60415

population but only 6% of the total (non-Detroit)
black population. The relevant comparison is thus
the degree of stratification among blacks living in
incorporated Wayne County suburbs.

The second half (total B) of Table 3.2
describes the suburban Wayne County cities with
higher proportions of black residents. The average
percentage black is 44% in these five cities.
Ecorse, River Rouge, Inkster, Romulus, (and the

Detroit enclaves of) Highland Park, and Hamtramck
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contain 15% of the total population and 91% of the
total black population of the non-Detroit incorpor-
ated Waynce County population.

Table 3.3 profiles the fifteen cities and two
townships adjacent to the City of Detroit. Table
3.3 includes two Macomb County cities (Warren and
East Detroit), four Oakland County cities (Hazel
Park, Ferndale, Oak Park, and Southfield) and a
township (Royal Oak Township).

According to the 1980 Census Detroit is 63%
black with a $13,981 median income. For the con-
tiguous cities the average percentage black is 13%.
Clearly a wide range exists, from 84% to .1%, among
these first tier suburban municipalities. The
standard deviation for these communities 1is 24%,
and the average median income is $22,013 with an
$8,219 standard deviation, reflecting this wide
range. Yet Detroit is socio-economically isolated
from most of its incorporated neighbors and these
fragmented incorporation patterns appear dynami-
cally stable.

Racial and income differences between Detroit

and contiguous communities exists. Perhaps even
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TABLE 3.3

STRATIFICATION OF CITIES CONTIGUOUS WITH DETROIT

CITY NAME % BLACK MEDIAN INCOME

Wayne County

Detroit .63 13981
Highland Park .84 $10298
Hamtramck .13 11432
Harper Woods .001 21436
Grosse Pointe Farms .002 38400
Grosse Pointe Park .002 29644
Grosse Pointe Woods .001 32434
City of Grosse Pointe .01 31514
Dearborn .001 22135
River Rouge .33 14242
Redford Township .002 24746

Oakland County

Southfield .09 26451
Oak Park .18 22215
Ferndale .005 17592
Hazel Park .001 17409
Royal Oak Township .581 8836

Macomb County
East Detroit .001 21578
Warren .002 23857
more striking is the degree of segregation among
blacks 1living in suburban communities. While home
rule was not passed with an intent to segregate

blacks from whites in suburbs, home rule
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institutionalizes a system of political units cor-
related with racial segregation. Racial isolation
remained constant between 1950 and 1980 and, if
anything, slightly increased while relative income
stratification actually decreased. Intra-Community
Stratification

A simple indicator of internal community stra-
tification is a an income score. An income score
measures the relative dispersion of the income
distribution within a community. The income scores
used here equal the sum of the squared proportions
of each city's families within each income
class.[19]

The procedure for determining an income score
is quite simple. First, find the income categories
dividing the whole metropolitan areas income into
roughly three (upper, middle, and 1lower) income
classes. Second, given the income categories for
the whole metropolitan population, determine how
many residents fit in each category for all commu-
nities. Third, determine the proportion of commu-
nity residents in each income "class" within the

community then square and sum the proportions.
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Forth, notice that if a community's population is
equally divided into the three categories then it's
income score will be equal to .33 reflecting the
same division as the metropolitan population. 1If
all of a community's residents fall in one category
the income score equals one.

A community is stratified to the degree of
income concentration in one of the categories. 1If
the income distribution is evenly mixed within all
communities in a metropolitan area, then the degree
of metropolitan stratification would be low. Per-
fect stratification occurs when each community has
an income score of one. Perfect dispersion occurs
when each community has the same degree of disper-
sion as the metropolitan area or .33.

The metropolitan area score always equals .33
because we have selected categories dividing the
income groups into three classes. If we presume
that a metropolitan areas are heterogeneous with
respect to income distributions, and if presume
that communities are subsamples of the whole metro-
politan population, then the difference from .33

tells us how much more homogeneous a community
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income distribution is relative to the metropolitan
(base) income distribution.

The income score measures also provides a
indication of the relative changes affecting commu-
nities over time. Increasing income levels make
any specific income classifications irrelevant in
very short periods of time. Since the index starts
with categories selected for the for the whole
metropolitan area, the relevant comparison is
within a community with respect to the whole metro-
politan population, not Jjust a simple internal
distribution measure. Even though a metropolitan
income base may be changing over time, income
scores are not contingent upon absolute income
levels. The indicator measures community disper-
sion relative to the metropolitan distribution.

For instance older wealthy or "exclusive"
suburbs will have income scores near one. They
will tend to stay (upper income) homogeneous even
though absolute income 1levels are constantly
increasing. Income scores essentially identify
outlier income distributions.

Table 3.4 above presents the income score
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results. Each cell contains the number of cities
in that cell. The results for 1950 can be obtained
by reading across, similarly the results for 1980
are read down. I distinguish between heterogeneous
and homogeneous communities with an arbitrary
income score cutoff of .37. Those communities with
income scores greater than .37 are considered
homogeneous and they are further broken down by
which income category they are homogeneous.
TABLE 3.4

INCOME CLASS HOMOGENEITY FROM 1950-1980

1980
Heterogeneous Homogeneous
Low Upper
1950
Het. 2 3 1
Hom.
Low 1
Middle 1 [Hazel Park]
Upper 24 1 10

For example Hazel Park was a homogeneous
middle income suburban community in 1950. By 1980

Hazel Park is a heterogeneous community with an
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income score less than .37. There were six heter-
ogeneous communities in 1950 whereas by 1980 there
are twenty seven.

The results in Table 3.4 are exactly the oppo-
site of those found for the Los Angeles area. [20]
The existing cities in metropolitan Los Angeles and
the newly incorporated cities became relatively
income homogeneous over time. All of the new
Lakewood Plan "minimal cities" resembling charter
townships were upper income homogeneous.

Only ten cities remained income homogeneous in
the Detroit area. Hamtramck went from being upper
income homogeneous in 1950 to low income homoge-
neous in 1970 while Royal Oak township remained low
income homogeneous in both years. Unlike the City

of Los Angeles, Detroit became more homogeneous

(poor) over time. Only Riverview went from a rural
income heterogeneity to an upper income homogeneous
community out of the 43 Wayne County cities in
Table 3.4. Over half of the cities (24) went from
upper income homogeneity to income heterogeneity
during this thirty year period.

Unlike Los Angeles communities the cities in
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the metropolitan Detroit area are increasingly
becoming less homogeneous with respect to income
distribution differences. Furthermore the central
core city is becoming increasingly homogeneous (or
isolated) with respect to the income distribution
and racial composition of the metropolitan popula-
tion. The existence of fragmented metropolitan
governance has, at the very least, institutional-
ized collective 1location choices tending to rein-

force patterns of class stratification.

VIi. Dynamic Coalition Formation and Structural

Reform Strategies

Structures are not neutral with respect to the
participants. Institutional design features affect
political organizational "flow" charts. A success-
ful organizational structure in one institutional
context may be completely useless in another. The
ability to change or maintain a set of existing
rules makes a crucial difference between politi-
cally winning and losing. Losing coalitions will

continuesly attempt to introduce new issues. But
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oftentimes it is necessary to change the rules or
(structurally reform the environment) before intro-
ducing new policy alternatives because an incumbant
coalition uses existing structures to regulate the
formal entry of new issues. When a losing coalition
proposes structural changes they will likely select
alternative institutional designs which best suit
their organizational strengths and characteristics.

The Jacksonian populist structures benefitted
those organizations and 1leaders which controlled
the state legislature, the central core city in a
metropolitan area, and a large number of satellite
villages (or townships). Home rule benefits those
organizations and leaders which control the largest
number of local governments. And home rule tends to
work against those organizations which control
population centers; those central cities and older
suburbs dominated by partisan machines. Over time,
both progressive reform and republican party lead-
ers and organizations found it to their strategic
advantage to implement and enforce home rule
through the state constitution. Coalitions manipu-

late constitutional conventions in order to produce
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a set of favorable rules. At times, structural
reform proposals or the threat of holding a consti-
tutional convention, is an effective means for
bringing about changes in policy outcomes.

Progressive reformers utilized home rule and
other structural changes in order to divide and
conquer Jacksonian party machine organizations.
Structural reform is generally an effective politi-
cal strategy for upsetting a status quo coalition,
by creating new institutional devices structuring
the agenda formation process. Fragmented metropo-
litan political structures are an intentional by
product of the progressive home rule provisions in
state constitutions, which were implemented by
progressive organizations in order to begin defeat-
ing party machines electorally and to gain influ-
ence over local policies.

These institutional changes correspond to the
dynamics of <coalition formation. Structural
reforms do not always correlate with economic
growth cycles but they may be spurred by various
economic organizations. Institutional reformation

is proposed by losing coalitions in order to
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destabilize a winning coalition or to structure a
more favorable environment for the 1losing coali-
tion. The direction and magnitude of institutional
change will vary with the relative coalition sizes,
the diversity of policy preferences, and the dura-

tion of coalition structures.
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CHAPTER FOUR

A THEORY OF IMPERFECT COMMUNITY COMPETITION

I. The Fragmentation Hypothesis

Metropolitan Competition

Chapter one reviewed the federal structure as
it defines vertical and horizontal intergovernmen-
tal relationships. Chapter two described the ver-
tical structure of state home rule provisions which
generate metropolitan fragmentation. This chapter
will explore the competitive nature of horizontal
intergovernmental relationships within fragmented
metropolitan areas.

Widespread interest in a public choice analy-
sis of the competitive nature of metropolitan frag-
mentation began with simple exposition of the Tieb-
out model.[1l] However empirical research following
the Tiebout model of metropolitan fragmentation has
not produced consistent results.[2] Although it is
well recognized that community competition affects
local public good tax-prices, costs, product

quality, and output levels, the evidence 1linking

132
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community competition to metropolitan fragmentation
is both inconsistent and incomplete. This chapter
argues that state generated metropolitan fragmenta-
tion spurs community tax competition to attract

resources.

Tiebout's Perfect Competition Hypothesis

Tiebout's general equilibrium model of an
economy with 1local public goods provides an key
insight to metropolitan fragmentation. Tiebout
hypothesized that "local government represents a
sector where the allocation of public goods...,like
a general equilibrium solution for a private spa-
tial economy, is the best that can be obtained
given preferences and resource endowments."[3]
Recent general equilibrium analyses of the Tiebout
model show that a general equilibrium exists under
perfect community competition, and profit maximiza-
tion goals for city managers.[4] The Tiebout model
solves the free rider problem in a highly restric-
tive public sector environment.

Will these <conditions be satisfied wunder
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metropolitan fragmentation? Bish and Ostrom sug-
gest that only "ample" or "sufficient" competition
must exist to make local government more responsive
and efficient.[5] But ample competition need not
imply perfect community competition.

Bish and Ostrom argue that competition comes
from four sources: 1) Tiebout "voting with feet",
2) multiple clubs or jurisdictions providing over-
lapping services, 3) private firm supply of public
goods, and 4) entrepreneurial competition for local
government leadership.([6] Still, they admit these
forms of competition will only "alleviate some of
the most adverse consequences of monopoly behavior
in the public sector."[7] Monopoly public sector
behavior is observed because home rule induced
fragmentation generates an imperfectly competitive

structure for local government.

Tullock's Imperfect Competition Hypothesis

In Towards a Mathmatics of Politics, Gordon

Tullock makes a similar argument about the imper-

fect nature of political competition.[8] The
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motivation for applying imperfect <competition
theory to metropolitan fragmentation is twofold.
First, metropolitan fragmentation does not meet the
assumption of perfect competition. Second, imper-
fect competition theory explains the kind of allo-
cational patterns one sees under fragmented metro-
politan government. Community competition to pro-
vide public goods is imperfect because there exist
a small number of communities where each general
purpose local government retains a (near) monopoly
over service delivery within the community's legal
boundaries.

Imperfect competition describes a structure
with either a small number of (limited scope) non-
interdependent jurisdictions or a large number of
communities that each have a monopoly position
within their service boundaries. Imperfect compe-
tition theory describes an intermediate degree of
competition where the number of communities is
large enough to preclude strategic interdependence
(oligopoly) and small enough to falsify the assump-
tion of perfect competition.[9]

The advantage of an analysis using imperfect
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competition is that unlike Tiebout's assumption,
imperfect competition is a more realistic modeling
of the conditions facing metropolitan areas where a
large number local governments sustain a degree of
monopoly tax-pricing power. Monopolistic competi-
tion limits the ability of communities to sustain
excessively high intra-community tax prices for
services. Imperfect competition in turn predicts
the type of public good allocations and community

formation patterns one sees in metropolitan areas.

II1. An Imperfect Community Competition Theory

Basic Axioms

These basic assumptions produce a very spe-
cific kind of community competition applicable to
fragmented metropolitan polities. Specifically,

Al: A large number of small communities exist,
producing differentiated 1local public good pack-
ages.

A2: City managers and community electorates
are non-strategic actors; they cannot enforce com-
pliance with collusive arrangements.

A3: States regulate community entry decisions
efficiently. Community jurisdiction patterns are
efficient; but each city manager has a limited
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monopoly pricing and supply position within the
community.

Assumptions one through three outline a theory of
imperfect community competition. By developing a
theoretical basis for understanding the type of
community competition induced by metropolitan frag-
mentation we are able to explain and predict a
variety of situations (which will be illustrated in

case studies later in the chapter).

The Role of Non-Price Competition

Welfare losses depend on both the levels price
and non-price competition. Non-price community
competition consists of differentiating local pub-
lic goods packages. This non-price competition can
take one of two forms. First, if consumers have
imperfect knowledge of community packages, then
city managers may reduce consumer information costs
by providing (perhaps biased) advertisements. In
this case, local governments spend money to promote
various community services.

Second, if consumer-voters have complete
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information then city managers may (over) differen-
tiate their local public goods package. Each city
manager has an incentive to differentiate the local
public goods package, in order to rotate a commu-
nity demand curve up and to the right. This rota-
tion increases 1losses by wasting resources on
slight package differences and by reducing the num-
ber of substitute packages.

Imperfect competition theory drawns attention
to non-price community competition and the proce-
dures for creating new communities. Efficient com-
munity replication probably cannot take place in
metropolitan areas, because municipal governments
slightly differentiate their 1local public service
packages, and because state procedures for creating
new communities are inefficient. Imperfect compe-
tition theory "suggests that a lack of price compe-
tition among adjacent (communities), when combined
with ease of entry, may result in overdiversifica-
tion and overproliferation of small, high cost

(community) jurisdictions."[10]
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Social Welfare Costs of Metropolitan Competition

A number of social welfare losses result from
imperfect community competition. Welfare 1losses
occur because long run equilibrium tax-prices are
above marginal costs. Increasing tax-price compe-
tition will not reduce this form of waste. A com-
munity's residents could be made better off if the
city manager would provide a greater quantity of
local public goods. That means long run average
costs are not minimized so the aggregate public
goods quantity supplied is too 1low. Therefore
resources are underutilized in imperfect community
competition equilibrium.

The social costs of metropolitan fragmentation
are predict by imperfect competition theory.
Metropolitan areas usually contain a large number
of communities providing slightly disimilar 1local
service packages at high cost. Failures at the
state level to regulate community jurisdiction pat-
terns create incentives for 1local governments to
engage in non-price competition. Product differen-

tiation and excessive tax competition result in the
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welfare losses associated with imperfect community
competition. 1Increasing community tax-price compe-
tition will not any of the alleviate wastes stem-
ming from product overdiversification.

The theory of imperfect competition is a use-
ful way to interpret and understand metropolitan
fragmentation. Fragmented metropolitan areas are
characterized by community competition to provide
jobs and to attract resources. Non-price competi-
tion, in the form of product differentiation and
advertising (like the "say yes to Michigan" cam-
paign), are becoming increasingly prominant fea-
tures of state and 1local politics. In the next
section two public 1laws are described that
increased the degree community tax-price competi-

tion.

I11. The Rules Inducing Tax Competition

Michigan Public Act 198

Tax competition exists under Michigan Public
Act 198. The plant rehabilitation and industrial

development districts act was passed by the state
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legislature in 1974, PA 198 "is designed to main-
tain existing jobs and create new job opportunities
for Michigan residents by providing substantial
property tax incentives to industry to renovate and
expand aging manufactoring plants or to build new
plants in Michigan."[11] The purpose is to provide
jobs and maintain employment within communities.

The law was not intended to promote tax compe-
tition. Yet several recent studies suggest that
community tax competition to attract resources and
jobs has greatly increased under PA 198. Legisla-
tive commitments to extending PA 198 appear to on
the wane for a variety of reasons.

PA 198 applies to both obsolete and new indus-
trial plants. The industrial plant facilities eli-
gible are

"those which primarily manufacture or process
goods or materials by physical change. Related
facilities, such as offices, engineering,
research and development, ware-housing or
parts distribution are also eligible for
exemption. The exemption applies to build-
ings, building improvements, machinery, equip-
ment, furniture and fixtures."[12]

The eligibility requirements contain a number of

categories. The categories cover a broad spectrum
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of industrial facilities. And the eligibility
requirements have been 1liberally interpreted by
local officials and the state tax commission.

The actual abatement formulas differ for new
and obsolete facilities. "For an obsolete plant
that is being replaced or restored, the Industrial
Facilities Tax is determined 1like an ad valorem
property tax except the assessed value of the plant

is frozen at the level of the obsolete facility

prior to improvement."[13] The intent is to pro-

vide a one hundred percent abatement for improve-
ments on obsolete facilities.

A general analysis of the obsolete tax abate-
ment formula would show that the provision simply
grants incentives to make minor plant scale changes
or to underwrite marginal production costs. At the
same time, firms utilize these provisions to keep
older facilities in wuse longer than they would
otherwise without the abatement. Thus the timing
of innovation 1is (probably inefficiently) dis-
torted.

The actual physical location of technological

innovation is also distorted since production
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technologies are constantly changing. Technologi-
cal innovations occur over time at spatial 1loca-
tions. Presumably technological innovation is
least likely to be located in obsolete facilities.
Michigan is underwriting marginal production costs
in obsolete facilities so that a company can use
these resources to pay for innovation in newer
plants located in other states.

By definition, if the plant is technologically
obsolete, then marginal improvements cannot dramat-
ically increase the profitability of a given facil-
ity. Small tax abatement increments cannot drive a
sufficient wedge to offset inefficient marginal
rates of technical transformation. If marginal
changes cannot bring a plant into the 21 century
then the state is placing an extremely high value
on present Jjobs (or an extremely low value on
future discounted employment).

Only technological innovation 1located within
the state can increase discounted future employ-
ment. Yet PA 198 grants a smaller abatement to new
industrial facilities. "For a new plant the indus-

trial facilities tax is also determined 1like the
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property tax (abatement for obsolete facilities)
but only half the millage rate is applied; this
amounts to a fifty percent reduction in property
taxes on new construction."[14]

For both new and old plant facilities, the tax
abatement certificate lasts for up to twelve years.
Although there is nothing sacrosant about twelve
years, virtually all the abatements have been
granted for the full twelve year period. This sug-
gests that the twelve year period is too short for
industrial plant investment, the officials misper-
ceive producer factor demands, and that the offi-
cials utilize the tax abatement to compete with
other communities for mobile resources.

PA 198 mandates that either a rehabilitation
or an industrial development district must be
created before any tax abatement certificates can
be 1issued. After creating the district, the
"applications are filed, reviewed, and approved
locally and then are reviewed by the State Tax Com-
mission and the Michigan Department of Commerce;
the State Tax Commission grants final approval and

issues the exemption certificates."[15]
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Michigan Public Act 255

Public Act 255 (1978) and revised Public Act
252 (1983) are no longer in effect. All certifi-
cates granted under the act are still in valid. But
no new certificates will be granted in the future.
The suspension of the Commercial Redevelopment Dis-
tricts Act followed political charges by state leg-
islators that the act induced destructive community
tax competition.

PA 255 was "designed to assist communities in
commercial redevelopment efforts by granting tax
benefits to companies which rehabilitate obsolete
commercial facilities or build new commercial
facilities in previously developed areas or areas
characterized by obsolete property."[16] Like PA
198 improvements on an obsolete facility were
granted a one hundred percent exemption, new or
replacement facilities were granted a fifty percent
exemption from the ad valorem property tax.

Commercial activities were broadly defined as
being "the operation of a commercial business

enterprise and other facilities related to them
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such as offices, engineering, research and develop-
ment, warehousing, parts distribution, and retail
sales."[17] Prior to granting commercial busi-
nesses a tax exemption certificate a 1local juris-
diction had to establish a commercial redevelopment
district.

The key difference between PA 198 and PA 255
is the application process. Industrial certifi-
cates are scrutinized and subject to veto by both
the State Tax Commission and the Department of Com-
merce. The State Tax Commission can oversee certi-
ficates by directly investigating cases, or it can
indirectly allow county assessors to report on
industrial tax exemptions.

However the application process for commercial
certificates was far more decentralized. By decen-
tralizing the application process to 1local clerks,
the tax abatement mechanism resembled a competitive
pricing system. Local clerks filed certificates
with the State Tax Commission and local assessors
after issueing the certificate. State officials
received copies of the certificate but could not

veto or disapprove exemptions.
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The state had only a record keeping function
for commercial exemptions. The state records from
local reports to the Tax Commission were very
incomplete and quite outdated. Many communites
failed to comply with the minimal post hoc filing
procedures. Furthermore, the remaining files have
been destroyed since the commercial tax certificate
program has been discontinued. Precise estimates
for the projects percentage of community tax base
exempted under the Commercial Act (PA 255) are
unavailable. The existing commercial tax certifi-
cates have been combined with the industrial certi-
ficate statistics. Under these circumstances case
studies are a useful tool for exhibiting the degree
of community tax competition.

The following case studies describe the pro-
jects and their dollar figures. The plant act was
designed for large scale investment while the com-
mercial act was supposed to be used by core cities
to maintain central business districts and by small
towns (in rural areas) to attract investment and to

promote small Michigan businesses.
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IV. Evidence Measuring Community Tax Competition

Detroit

Detroit certificates are 1listed by project
name and dollar figures in Table 4.1.[18] The col-
umns are for existing, investment, replacement, and
new facility exemptions. Altogther Detroit has
granted 181 certificates as of 1985. The Detroit
figures lead the state. Only Grand Rapids (148) and
nearby Wyoming (104) are close to Detroit's total
number of certificates. The 181 certificates con-
stitute 35% of the new development within Detroit
and 11% of the aggregate tax base.

The tax expenditures are fairly reasonable
amounts considering the type of project. For
instance, $198,550 in existing facilities, and
$350,000 in new facilities, were granted a certifi-
cate for the Kingsway Department Store. This is a
ballpark figure for a city attempting to revitalize
shopping within the city limits.

But the $18,000,000 for the Millender Center,
the $19,000,000 for the Renaissance Center, the

16,000,000 for the Marquette Office Building, the
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TABLE 4.1

DETROIT TAX ABATEMENTS

Company Existing
Facility

New Center

Metro Garage 43,264

Brockman Equip. 74,308

Henderson Glass
Renaissance Center
Marquette Blg. 113,900
A.T.O. Industries 117,500
Wallick Lumber 628,000
Virginia Pk. Comm.

Det. Ball Bearing

Parker Harris Gr. 17,350
Kingsway Dept. 198,550
Trappers Alley 169,900
Church's Lumber 53,400
Atlantis Prop.

422 W. Congress 26,500
Entruspan Corp. 41,000
E.H. Associates

Millender Center

400 Monroe Ass. 4,500
Frantera & Sons 26,950

Williams Blg. Inv. 34,450

Central MCI 117,650
GTB. Ass. 46,350
Livernois-7 mile 30,500
Curis Big Boy 84,350

DGRS. Holding Co. 249,300

Crowley-Milner 144,400
G.A.R. Ltd. 14,900
New Tech.Dev. 534,400

Wolverine Mailing 31,700
Lopiccolo Bros. Produce
Stack Wholesale Groc.
Post Newsweek 102,450

Investment New

Facility
27,500,000
200,000
77,160
55,000
19,000,000
1,600,000
50,000
1,300,000
996,100
65,000
350,000
740,000
175,000
292,500
281,180
2,322,500
5,000,000
18,000,000
4,500,000
195,000
425,000
115,000
1,750,000
254,500
425,000
750,000
70,100
112,500
2,000,000
155,000
388,900
400,000

299,050 3,230,850
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$27,500,000 for the New Center project, and the
$3,630,850 for Post Newsweek Stations (The Detroit
News) hardly qualify as small commercial invest-
ments. The state legislatures intent was to give
metropolitan core areas the ability to attract
resources. But the state legislature and the state
tax commission did not intend for Detroit (or any
other city) to underwrite major community develop-
ment projects with state certificates.

The shear size of these projects is far beyond
the legislature's intent. The number and size of
the Detroit projects indicate how central cities
already at a resource disadvantage immediately
granted commercial certificates for major community
development projects. The problem was exacerbated
by the national government cutting back on inter-

governmental (urban action development) grants.

Flat Rock, Auburn Hills, and Orion Township

Table 4.2 contains the new facility tax exemp-

tions for Flat Rock, Auburn Hills (formerly Pontiac

Township), and Orion Township. Flat Rock is
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located in the far southwestern corner of Wayne

County.

Auburn

Hills,

and Orion

located next door to each other, and

SUBURBAN INDUSTRIAL and COMMERCIAL DEVELOPMENT

10.
11.
12.
13.
14.
15.
16.
17.

Auburn Hills:

Existing
Mazda Motors

1.

TABLE 4.2

Longhorn Tool
Multi Precision Detail
Redco Company
Foamade Ind.
RE-Steel Center Corp.
Recycled Bugs
Automated Systems
ICI Corp.
Truesell Company
Hydrazorb Company
R&O Mfg.
Jamco Mfgqg.
Penisula Plastics
Torca Products
Morrell Inc.
Liberty Paper & Bag
Tru-Mill Enterprises

Corp.

New Fac

1,

Orion Township

Sherwood Investment 1,
Andrews & Associates

Kay Loreen Printing 1,
General Motors Co.
Kelsey Hayes

269,

Flat Rock

New

18,506,670

ilities

109,750
318,560
426,213
010,000
489,066

64,746
234,000
281,118
367,143
647,050
836,800
221,500
756,000
811,890
705,578
700,000
449,450

894,200
467,500
399,325
373,000
534,000

Township

are

363,500,000
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the central core City of Pontiac, in (suburban
Detroit) Oakland County.

Orion Township granted a $269,373,000 plant
certificate to the General Motors Company, for
locating a modern plant within the township. This
certificate amounts to approximately 50% of Orion
townships present state equalized value. The plant
location within Orion township, thus, represented a
50% increase in state equalized value given the 50%
exemption rule for new industrial investment.

Meanwhile nearby Auburn Hills granted 17
certificates for 5.28% of its state equalized
value. This percentage does not include the
$20,551,000 certificate for the Comerica (banking)
office headquarters. The City of Auburn Hills
incorporated in 1983 in response to strip annexa-
tion threats from the (economically depressed) City
of Pontiac. Present Orion Township officials are
concerned that Auburn Hills will attempt to strip
annex the General Motors Assembly Division within
the project area.

In downriver Flat Rock Mazda Motors obtained

an $18,506,670 certificate for rehabilitating



153

existing facilities, and a $363,500,000 certificate
for investment in a new plant. The Mazda plant
exemption represents 81% of Flat Rock's present
state equalized value. The remaining 19% is, of
course probably greater in absolute value than 100%
of the state equalized value prior to the project
because of the multiplier effects caused by the
Mazda plant 1location. In addition to jobs being
provided to community residents, the Flat Rock tax
base is stabilized for the near future.

In each of case a suburban community has
willingly exempted a substantial tax base percent-
age to guarantee future revenue stability. All
three communities are 1located in the competitive
fringe areas of metropolitan Detroit.

Both Detroit's and Pontiac's resource bases
are affected by this suburbanization of industry.
Metropolitan core areas are losing the competition
for resources to third-tier minimal cities. With
the successful abatement of these major projects
central core areas must compete harder to attract
investment in new or existing plants. The success

of minimal «cities hinder future central core
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efforts.

This success may also prove to be a mixed
blessing for these minimal cities. The certificate
decisions made by these suburban officials will
impact upon both their own and nearby communities'
long term resources.

In the short term many public infrastructure
goods and services must be provided without the
property tax revenue from the plants. Water
resource access 1is a particularly important 1local
public service that community residents must pro-
vide for these plants. Suburban officials appear
to count on metropolitan water resources which are
controlled by the City of Detroit. Detroit offi-
cials have quite understandably been reluctant to
extend costly water services to competitive metro-
politan fringe areas. Since these plant sites
involve a large amount of acreage located near
Detroit, the communities also lose whatever revenue
was previously generated by the 1land. In some
abatement cases this revenue 1loss is substantial
for a small jurisdiction.

Also the 1long term multiplier effects are
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often much smaller than anticipated. Community
residents may not be the principle beneficiaries of
jobs or spillover business. Some Flat Rock offi-
cials complained that the Mazda Corporation reneged
on an informal agreement to locate parts suppliers
in Flat Rock. Instead subsidiary business invest-
ment has either occured in other nearby communities
or not at all.

Thus suburban officials are involved in large
scale industrial decisions affecting public and
private resource allocations throughout the metro-
politan area. Areas with public infrastructure are
becoming blighted centers of underdevelopment at
the same time prime agricultural 1land (without
supporting a infrastructure) is being transformed
into heavy industry. Rather than stemming the
competition for the flow of resources,

State officials intervened on behalf of Mazda
to increase the abatement and reduce the guarantees
demanded by Flat Rock officials. Even though
Michigan authorities were concerned about 1losing
the plant to another state in the Mazda case, one

wonders if minimal city officials can effectively
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negotiate tax agreements for major industrial

investments without state bargaining assistance.

Ada Township and Benton Harbor

Ada Township is an wurban charter township
outside of the city of Grand Rapids. The Grand
Rapids area exhibits competition levels similar to
the Detroit area even though there are fewer commu-
nities. In Kent County 467 industrial and 110
commercial certificates were issued prior to 1985.

The cities of Grand Rapids, Kentwood, Rock-
ford, and Wyoming exempted 9%, 20%, 3%, and 20% of
their respective state equalized values. The Amway
Corporation headquarters located in Ada township
were granted 18 certificates constituting 22% of
the township property value.

While Ada township is a part of the rural-
suburban fringe of Grand Rapids, Benton Harbor is a
depressed core city within a semi-rural county in
outstate Michigan. Table 4.3 contains the Benton
Harbor project names and tax expenditures. There

are 31 certificates amounting to exemptions for 25%
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of Benton Harbor's state equalized value.

TABLE 4.3

A CENTRAL CORE CITY IN A RURAL COUNTY

New Facilities in Benton Harbor

1. Batson Printing Inc. 21,850
2. F.A. Long 176,250
3. Harbor Metal Treating 66,417
4. Krisman Finishing Inc. 139,196
5. Harbor Metal Treating 492,500
6. Krisman Finishing Inc. 80,762
7. MI Fruit Canners 857,428
8. Quality Packaging Prod. 144,004
9. Burch Printers 468,869
10. GM Brass & Aluminum 213,750
11. Tech Lab. Corp. 112,069
12. Krisman Finishing Inc. 229,395
13. United Die Cast 231,989
14. Harbor Graphics 197,500
15. Krisman Finishing Inc. 278,500
16. Al Reco Metals 2,510,000
17. Wm. Bros. Paper Co. 177,500
18. Action Garment Rental 290,810
19. Batson Printing 88,527
20. Whirlpool Inc. 2,776,375
21. Burch Printers 417,884
22. Triax Tube Co. 125,000
23. MI Fruit Canners 1,021,393
24. Graphic Services 34,700
25. Sumitec Inc. 1,072,728
26. L.P.I. Corp. 164,500
27. L. Martin Bros. Mill 317,500
28. Burch Inc. 700,501
29. Whirlpool 1,680,708
30. Sumitec 598,765

Nearby Benton township granted 34 industrial
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certificates and one commercial certificate. The
City of S8t. Joseph granted 12 industrial and 2
commercial certificates. Berrien County is essen-
tially a rural-small town area yet fully 200 indus-
trial certificates and 53 commercial certificates
were issued within the county. Berrien County
issued more certificates than Macomb County in

suburban Detroit.

Case Study Summary

All communities in Michigan are tax competing
to one degree under these Public Acts 195 and 255.
Rural Berrien County tax competition is as fierce
and extensive as that within parts of the metropo-
litan Detroit area. Central cities, suburban
cities, and the rural-small town metropolitan
fringe communities are all using the industrial and
commercial certificates to attract (future)
resources.

The central core cities tend to grant a very
large number of certificates. In Detroit's case,

the certificates tend to be for central business
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district, rather than neighborhood business, devel-
opment. The central core cities exempt smaller
aggregate percentages than suburban cities. But
the percentage of new growth exempted from taxes is
far higher in central cities.

Newer suburban communities used commercial
exemptions more than industrial certificates. For
instance, Taylor spent $500,000 for Taylortown
Shopping Center and over $900,000 for Eureka-75
Plaza. Another Detroit suburb, Livonia, exempted
over $9,000,000 to the Wonderland Shopping Mall.
Suburban shopping centers and mall developments
received a great deal of commercial certificate
action. These particular tax exemptions were cited
by state legislators as reasons for discontinuing
the commercial act. The commercial act was
intended to assist central business districts yet
these mall projects contribute to the further
deterioration of central business district shop-
ping.

The rural or small town fringe tends to grant
a small number of abatements but the abatements

tend to be for large industrial development.
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Townships, charter townships, and small cities
(like Flat Rock) are granting large plant exemp-
tions. These home rule Jjurisdictions have the
highest aggregate percentage of state equalized
value exempted. A hidden consequence of this
competitive process is that the highest cost pro-
ducers of public goods and services are effectively
those being required to make the greatest absolute
and relative infrastructure commitments over time
while central core city's infrastructure become

more and more underutilized.

V. Further Analysis of Community Tax Competition

Metropolitan Detroit

The case studies suggest some general patterns
of community tax competition. Table 4.4, Table
4.5, and Table 4.6 contain the aggregate percentage
of state equalized value exempted for all cities,
charter townships, and townships in the metropoli-
tan Detroit area. The communities are grouped by
county and the degree of home rule.

The average percentage 1is 6%; the standard
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deviation equals 12%; and, the values range from 0
to 81%. Charter townships are listed first, cities
second, then rural townships and villages. There
are one hundred and seventeen communities in the
sample. The degree of home rule is important
because community monopoly pricing power is con-
strained by state home rule limitations.

When population change and contiguity with
Detroit are controlled for less than 7% of the tax
exemption variation is explained. After control-
ling for population change and proximity to Detroit
the statistical relationship between percentage
black and the percent community tax base abatement
is significant at the .05. The partial correlation
between percentage black and percentage tax exemp-
tion is .18.

The partial correlation between a community's
percentage black and aggregate tax exemption per-
centage is likely to occur only five times out of
one-hundred by chance yet the statistical explana-
tory power of this variable is quite 1low. The
variations in aggregate tax exemption percentages

for the metropolitan Detroit area are not explained
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TABLE 4.4

WAYNE COUNTY TAX EXEMPTION PERCENT

Townships Percentage
Canton 2.26
Grosse Isle .74
Northville .70
Plymouth 7.35
Redford 4.63
Van Buren 6.64

Cities
Dearborn 21.70
Detroit 10.58
Ecorse 36.19
Flat Rock 81.04
Garden City .63
Hamtramck 25.12
Highland Park 7.30
Inkster .29
Lincoln Park 1.71
Livonia 18.04
Melvindale 6.98
Northville .26
Plymouth .11
River Rouge 19.49
Rockwood 6.46
Romulus 30.09
Southgate 1.60
Taylor 2.11
Trenton 23.51
Wayne 3.83
Westland 1.50
Woodhaven 8.06

Wyandotte 9.52
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TABLE 4.5

OAKLAND COUNTY TAX EXEMPTION PERCENT

Townships Percentage
Commerce 1.15
Highland .46
Holly .25
Milford 11.91
Orion 52.88
Oxford 4.47
Royal Oak .71
Springfield .49
Waterford .93

Cities
Auburn Hills 5.28
Farmington .36
Ferndale 2.64
Hazel Park .61
Madison Heights .80
Oak Park 2.75
Pontiac 26.45
Rochester 16.17
Rochester Hills 5.98
Royal Oak 1.61
South Lyon 30.27
Southfield .02
Troy 1.64
Wixom 26.21
Holly Village 1.28
Leonard Village 9.16

Oxford 11.10
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TABLE 4.6

MACOMB COUNTY TAX EXEMPTION PERCENT

Townships Percentage
Bruce 5.63
Chesterfield 4.08
Clinton 1.73
Harrison 4.22
Macomb 10.59
Richmond .45
Washington .39

Cities
Centerline 4.65
East Detroit <37
Fraser 20.79
Mount Clemens 3.09
New Baltimore .93
Richmond 3.56
Roseville .76
Sterling Heights 25.87
Warren 14.85
Armada Township 1.25
New Haven Village 19.90
Romeo Village 9.34

by socio-economic differences between communities.
Since all communities are using certificates to
increase and to maintain state equalized (property)
value, tax competition is invariant with respect to
socio-economic differences.

Indicators measuring the internal social
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economic status and racial composition of the
community were statistically unrelated to the tax
exemption percentage measure. Recalling the case
study results, suburban communities often have
higher aggregate percentage tax exemptions in
relation to central core cities. The key variable
is proximity to other communities utilizing these
public act to attract resources. Clearly further
study of the empirical correlations between tax
exemption percentage and internal community strati-
fication patterns is neccessary.

Surprisingly even constitutional 1limitations
on local governments pricing power is uncorrelated
with tax abatement variations. The classifications
of home rule are statistically unrelated to tax
exemption percentages. There are no significant
differences in mean percentage exemptions between
cities, charter townships, and rural townships.
When rural and charter townships are combined, and
compared to city percentages, there is still no
significant difference between the average percent-
age exemption.

Given these results, we can infer that state
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constitutional limitation do not serve to constrain
the competitive inclinations of local governments.
Once nearby communities begin utilizing abatement
programs, all the communities in the area must
compete or lose (existing and new) resources.
State exhortations to discontinue the more exces-
sive local practices cannot be enforced after some
communities are rewarded with 1long term private
sector resource investments. Direct state control
of the tax-pricing mechanism also fails to the
extent Michigan is competing with other states for

resources.

The State of Michigan

The results obtained in metropolitan Detroit
generalize to a sample of 162 communities through-
out the State of Michigan. The degree of home rule
varies slightly with tax abatement percent competi-
tion. Cities are positively related to higher tax
exemption percentages while rural townships are
negatively related to tax exemption percentages.

Again, however, the correlation is statistically
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insignificant.

Even nominal community tax rates are statisti-
cally unrelated to total property tax abatement
percentages. The simple correlation between nomi-
nal tax rates and tax exemption percentages is only
.15 meaning that as nominal tax rates increase the
exemption percentage increases slightly.

Interestingly enough, the simple correlations
between tax base abatement percentages and percent-
age of new growth and per capita value of abate-
ments are .81 and .85. These are very high corre-
lations for cross sectional indicators. But the
correlations are not surprising because the indica-
tors are essentially measuring the same concept:
the degree of tax competition. Furthermore we can
infer from this high correlation that the degree of
competition is highest for future rather than
present resources.

The present success of suburban communities
attracting new resources with tax abatements sug-
gests the long term difficulties confronting metro-
politan core cities. Core cities are 1losing the

battle slowly to maintain existing (outdated)
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resources while the competition for new resources
is being decisively won by the low tax minimal city
fringe areas. The resource limitations facing
Detroit, Benton Harbor, and even Grand Rapids is
likely to get worse in the near future before
things get better, unless the State of Michigan
copiously regulates the destructive aspects of

community tax competition.

VIi. Policy Implications

Past research has produced inconsistent empir-
ical analysis because it has often (implicitely)
assumed perfect community competition. Because the
provision of local public goods is associated with
some degree of monopoly power, a perfectly competi-
tive metropolitan structure 1is impossible. The
theory of imperfect competition is a more accurate
representation of horizontal metropolitan relation-
ships. Based on the evidence presented future
studies of metropolitan fragmentation should assume
imperfect competition.

Imperfect competition theory provides an



169

important insight into why metropolitan fragmenta-
tion fails to achieve either the progressive reform
or public choice efficiency goal. At one extreme,
consolidation creates administrative, representa-
tion, and service delivery inefficiencies. On the
other extreme, fragmentation leads to oddly shaped
service districts, spillover effects, and area-wide
welfare losses.

The public choice thesis that fragmentation
induced competition results in social welfare gains
is incorrect in the sense that nonprice competition
or local public good differentiation is as impor-
tant as tax-price competition. The range of local
service packages is the primary way communities
compete. Product differentiation 1is a 1largely
ignored form of community competition. The frag-
mentation thesis does not emphasize the diversity
of 1local public good packages, even though all
communities' packages differ to some degree.

Tax-price competition is a major constraint
upon 1local policy making. In Michigan central
cities began abating large community development

projects. At the same time core cities attempted
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to revitalize central business districts, suburban
communities utilized exemptions for shopping mall
developments. One recent study estimates that 37%
of the state equalized new value had been exempted
from local property tax bases.

The aggregate tax base exemption percentage
can be used as a valuable measurement of community
tax competition. It can be inferred from this
measure that the industrial and commercial develop-
ment acts promoted tax competition between communi-
ties to attract resources. The fact that the
Michigan State Legislature passed and then repealed
the Commercial Revelopment Act 1is evidence that
state officials recognize such tax competition as
destructive.

Future redevelopment efforts should be cau-
tious not to promote tax competition in an effort
to attract resources. Increased tax competition
will not remove the waste associated with metropo-
litan fragmentation. To the contrary tax competi-
tion leads to high abatement percentages without

the desired effect of attracting resources.
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CHAPTER FIVE

STATE ECONOMIC DEVELOPMENT POLICY CHOICES

I. Community Development Policy

Development policy increases the value of a
community's factors of production: land, labor, and
capitol. By increasing factor values, development
policy increases the size of a 1local economy.
Private sector growth has been the major emphasis
of state policy.

State government uses development policies as
incentives for attracting new and expanding exist-
ing community resources. By increasing the values
of factors of production, "developmental policies
enhance the (strategic) economic position of a
community in its competition with others" for
scarce resources.[1l] Developmental policies
"strengthen the 1local economy, enhance the 1local
tax base, and generate additional resources that
can be used for the community's welfare .... devel-
opmental policies enhance the local economy because
their positive economic effects are greater than
their cost to community residents...but in return
for costs, the community may gain new employment
opportunities, increased demand for 1locally pro-

vided services, increased land values, and higher
local government tax revenues."[2]
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Development policies increase the value of
factors of production, by decreasing factor prices.
Development policy tools have communities under-
writing market costs of production. By decreasing
market costs of production, or increasing factor
values, development policy increases productivity.
Increasing productivity increases the size of local
market; by adopting development policies, communi-
ties are attempting to (re)develop the 1local eco-
nomic structure.

Infrastructure or productivity growth gener-
ates the results cited above. These positive eco-
nomic results are the intent of development policy.
Development policy is a hybrid public policy type.

Public policies are grouped into three general
types: allocational, (re)distributional, and stabi-
lization. These types are differentiated on the
basis of policy goals. Allocational ©policies
achieve efficiency goals; distributional policies
satisfy equity goals; and, stabilization policies
accomplish stability objectives.[3] Development
policy 1is a hybrid public policy type because

developmental policy objectives simultaneously
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attain equity and efficiency goals.

II. A Development Policy Typology

Development policy attains equity and effi-
ciency goals, as both allocational and distribu-
tional policy; but developmental policy represents
a distinct category.|[4] How can we distinguish
development policy from allocational and distribu-
tional policies? Figure three illustrates a devel-
opment policy typology. Development policy choices
are divided into two classifications and four sub-
classifications. These classifications are based
upon the degree of state intervention. Government
intervention may be direct or indirect.

Direct government intervention measures state
efforts to manage development policy. These devel-
opment policies are further divided between regula-
tory and public production policies. In the next
four subsections, I will describe each development

policy classification.
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FIGURE 5.1
A STATE DEVELOPMENT POLICY TYPOLOGY
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Direct State Intervention

Regulatory policies contain licensing, permit-
ting, land use and zoning, and 1labor regulations.
State regulations increase productivity by relaxing
standards, decreasing factor costs, forming benefi-
cial property rights, or reducing entry barriers.
These policies increase market productivity through
directly regulating factor values and costs.

Factor values are raised from direct state
management of development policies. Public produc-
tion policies include physical improvements, public
infrastructure, business councils and consulting,
and research and development. Some public infras-
tructure items are highways, sewers, transporta-
tion, school buildings, and other site improve-
ments. Economic development corporations provide
centralized assistance and consulting services to
businesses through: management and labor training
programs, marketing research, and location selec-
tion studies. These public production efforts
increase factor values by: a) lowering firm loca-

tion search costs, b) increasing land and 1labor
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skills, c) providing seed money for risky long-term
projects, and d) wunderwriting high fixed market
entry cost decisions.

Direct state intervention policies differ
greatly from indirect market incentives. Market
incentives attempt to drive a wedge between compet-
itive market factor costs and prices. Factor dis-
tortions are utilized to promote state development

policy goals.

Indirect State Intervention: Market Incentives

Market incentives are subcategories into tax
and expenditure policies. Of all four subclassifi-
cations, tax structures are the most important

development policy tool, because

"virtually all for-profit enterprises pay some form
of state and local taxes. Depending on the state,
the type of firm, and its financial status, a firm
is potentially subject to business income taxes,
property taxes on land and structures and in some
states, on equipment and inventories, sales and use
taxes, excise taxes, 1license fees, and payroll
taxes. Abatements, exemptions, and moratoriums on
any of these taxes are (market) incentives to
firms. From the firm's perspective, however, the
greatest tax incentive is the absence of a tax."[5]
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Given the presence of a tax, a tax incentive
can be used like a programmatic expenditure. A tax
expenditure "refers to the fact that many of the
provisions of the United States tax laws are
intended, not as necessary structural parts of a
normative tax, but rather as tax incentives or
hardship relief provisions; these provisions are
thus really spending measures."[6]

Tax structures can promote economic growth by
their absence or presence. When taxes are present,
state's may use tax incentives or subsidies to
increase productivity. Productivity increases in
land, capitol, or 1labor result from these tax
"expenditures". Tax policy becomes an expenditure
on development. Development tax incentives come in
several forms: tax abatements, exemptions, deduc-
tions, or moratoriums. Various provisions influ-
ence firm employment, investment, and 1location
decisions.

Firm employment decisions are particularly

important to state officials, because
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"most states place a high priority on the creation
of new Jjobs for instate residents. Often, the
credit applies to the corporate income or equiva-
lent tax. The amount of credit is usually deter-
mined as a flat amount per new employee or as a
percentage of the wages paid new employees for a
limited start-up period."[7]

Job creation tax incentives are spending measures
to increase new and existing employment opportuni-
ties for state residents.

In contrast, state businesses benefit from
investment tax credits. Investment tax credits
increase entrepreneurial activities; the investment
"credit may cover the costs of purchase or con-
struction of a new plant and equipment expenses
aimed at research and development, the moderniza-
tion of a company's facilities, or other expenses
designated by the state's tax code."[8] Investment
tax credits encourage capitol investment by giving
firms tax bill relief for specific actions result-
ing in productivity growth.

Similar policy actions constitute property tax
bill relief. Since 1local government is reliant

upon property tax revenues, property tax incentives

greatly effect state to city intergovernmental
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relationships. Table 5.1 below describes state
property tax abatement policies in sixteen states.
Property tax bill relief is most systematic in

these sixteen states.

TABLE 5.1

PROPERTY TAX BILL INCENTIVES FOR BUSINESS

State Agent Max. Voter Eligible

Yrs. App. Recipients
Florida Both 10 Y ind. and comm.
Illinois Local 10 N industrial
Iowa Both 5 N industrial
Michigan Both 12 N ind. and comm.
Louisana State 10 N industrial
Miss. Both 10 N ind. and comm.
Montana Both 10/5 N industrial
N.Jersey Both 5 N ind. and comm.
New York Local 10 N ind. and comm.
N.Dakota Both 5 N industrial
Oklahoma Both 5 N industrial
Tenn. Local 10 N ind. and comm.
R.I. Local 10 N ind. and comm.
S.C. Local 5 N industrial
S.Dakota Local 5 N ind. and comm.
Vermont Local 10 N industrial

In Table 5.1, the first column lists the prin-
ciple institutional agent handling tax abatement;
the 1list also describes whether state government

officials must approve 1local tax abatements. In
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eleven of sixteen cases, local governments conduct
property tax abatement policies without direct
state supervision.

The next column 1lists the maximum number of
abatement years feasible. All sixteen states limit
abatement periods to a maximum of ten years.

Property tax abatements allow either tax rate
percentage or total tax bill reductions. These
reduction provision forms take into account the
fixing and maintenance of: a) the value of real and
personal property, b) the tax rates, c¢) the total
tax bill, and d) the discounting of a), b) and c)
over a specific time period. The discounting pro-
vision can involve any single property tax aspect;
or, discounting may involve one or more provision
simultaneously. Property tax abatements constitute
a specific package of tax stabilization provisions
for the firm.

Property tax abatement influence on business
decisions are limited by administrative procedures.
Only Florida and Vermont require voter approval of
tax abatements. Eight states grant property tax

abatements for both industrial and commercial
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firms; recipients are defined by the standard
industrial classfication code (SIC).[9] New York,
North Dakota, and Rhode Island abate taxes on land
(real property). Oklahoma and Pennsylvania abate
taxes on property improvements. Illinois, Iowa,
and Michigan abate taxes on manufacturing facili-
ties.

Several states distinguish between new and
existing firms; existing firms receive abatements
for expanding operations. North Dakota requires
"new businesses must create jobs for in-state work-
ers (where) ...the business must: a) not compete
unfairly with other existing businesses, b) meet
state and local pollution guidelines, c¢) not create
a burden for the taxing district or other property
owners, d) have reasonable expectations for conti-
nued existence, and e) apply for the abatement
prior to the beginning of construction."[10]

North Dakota's criteria are very specific,
while Louisiana's eligibility are quite general.
Louisiana abates industrial buildings, equipment,
machinery, real property, and other improvements.

Administrative procedures for voter approval,
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recipient eligibility, and project eligibility
define the variations across states. States vary
from quite general to specific procedures (and
criteria) for administering property tax abate-
ments.

Tax incentives are the major policy tool for
promoting community development. Community devel-
opment policy expenditures also promote economic
growth. Market growth takes place with less conven-
tional development expenditures. Community expen-
ditures take the form of grants, bonds, and loans.
Like tax incentives, these subsidies create posi-
tive factor market distortions. Both tax and sub-
sidy policies cause distortions to attract new and
to improve existing land, 1labor, and capitol

resources.

A Description of Policy Choices

Figure Two contains a list of all development
policy choices used in this study. Since state
policies are very recent, little comparative analy-

sis has been undertaken at the state level. The
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policy typology is a useful way to describe various
development policies.

There are six expenditure policies in Figure
Two: state industrial bonds, industrial revenue
bonds and grants, umbrella bonds for small business
projects, 1loan guarantees, equity venture finan-
cing, and free enterprise zones. These six expen-
diture policies constitute public enterprise; pub-
lic enterprise refers to situations where govern-
ment takes on a private entrepreneurial role.
Public enterprise underwrites 1long term projects,
risky ventures, location costs, information search
costs, transportation costs, fixed costs, high
entry costs, and a myriad of other business costs
which provide positive social benefits.

Positive social benefits, or positive produc-
er-consumer externalities, are not taken into
account under competitive market behavior. Compet-
itive firms produce less than the socially desir-
able outcome, because they do not benefit from
producing the positive externality. In these situ-
ations, public enterprise organizations (economic

development corporations) or public expenditure
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FIGURE 5.2

STATE DEVELOPMENT POLICY CHOICES
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policies (bonds, grants, loans) reward firms that

produce socially beneficial externalities.

II1I. Model Specification

Aggregate Expenditure Decisions

In traditional budgetary models, expenditures
are regressed on fiscal capacity, political, and
need variables. Equation one represents the

EQ 1: E = C + B1*(I) + B2*(A) + Bi[Zi] + U
traditional approach. In equation one, E repre-
sents state expenditures. I stands for income.
Income is measured per capita, and as median indi-
vidual or family income. A is intergovernmental
aid received from the national government. Income
and Aid measure a state's fiscal capacity.

Fiscal capacity determines a community's bud-
get. Income measures a state's ability to pay for
different policies. Income and aid measures proxy
for a community wealth; and, these measures sepa-
rate own from transfer income influences on expen-
diture decisions.

The political science and economic literatures
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find that fiscal capacity measures are highly
related to expenditure policy decisions. Fiscal
capacity resource measures statistically explain
policy choices.[11] There is a great deal less
evidence demonstrating the significance of politi-
cal variables on expenditure decisions.

Zi is a vector of need or political variables.
The inclusion (or exclusion) of any specific mea-
sure 1is usually ad hoc. The significance of need
and political wvariables differs across policy
areas. Generally, political variables are less
significant than fiscal capacity measures; and,
they do not exhibit consistent patterns across
expenditure decisions.

The approach used here differs from the tradi-
tional expenditure model. I focus on a qualitative
decision or policy choice, rather than an aggregate
quantitative expenditure decision. Initiating
decisions often create more visible political dis-
putes than aggregate year to year public budgeting
changes.

However, the policy choice model presented

here 1is comparable to the traditional expenditure
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decision model. This facilitates easy comparison
with traditional approaches, even though the stat-

istical methodologies differ.

Community Policy Choices

For comparative purposes, recall the state
expenditure function model specified in equation
one. The specification of my discrete policy choice
model closely follows equation one. To contrast
equation one with equation two below, understand
that expenditure decisions are continuous, rather
than discrete, policy choices.

The influence of political variables on total
expenditure decisions is often slight relative to
economic determinants. Marginal expenditure deci-
sions, and all-or-nothing discrete choices, should
exhibit a greater degree of political process
influence. Equation two specifies the discrete
policy choice model used here.

EQ 2: PC = C + P1*(I) + P2*(A) + P3*(Zi)

Like the expenditure decision model, I and A

measure the community budget 1line. I is personal
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income per capita. This measures own income, or a
state's wealth.

A measures transfer income, or exogenous aid.
Two measures are utilized: aid per capita, and
federal tax to expenditure ratio. Aid per capita
measures gross federal to state income transfers.
The latter measures the ratio of taxes paid by
state residents to federal spending within the
state. Zi measures various need and political

variables.

Fiscal and Political Models of Development Policy

Development policy choices are a function of
preferences and resources; or,

Eq. 3: Qualitative Welfare Decision =
F (Preferences, Resources)

Fiscal federalism models differ from political
federalism models by specifying different func-
tional relationships. I will now specify one fis-
cal federal and three political federalism models.

Fiscal federal theory implies equation four:

Eq. 4: Policy Choice = W [Need, Resources]
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Policy choices are determined by need and
resources. W stands for the national welfare func-
tion; the national welfare function contains infor-
mation about individual preferences, distributional
rankings, and a budget 1line. The budget 1line or
resources limit policy choices to a feasible set of
alternatives. The alternatives are very simple
zero or one, adopt or not adopt, qualitative policy
choices.

I use three variables to measure need: 1) the
black percentage of a state's population, 2) the
state's population percentage below federal poverty
standards, and 3) the state's population percentage
poor below the federal income definition. While
imperfect, these are standard measures of a state
"need". This functional specification in equation
four represents the unitary model of community
policy making.[12]

We will now develop and then test alternative
political federalism models against the fiscal
federal wunitary model. Three models, a median
voter model, a dominant party model, and a regula-

tory model are specified below in equations 5,6,7:
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Eq. 5: Policy Choice = W [A Median Voter's
Preferences, A Median Voter's
Resources]

Eq. 6: Policy Choice = W [Dominant Party
Preferences, Resources]

Eq. 7: Policy Choice = W [Organized Group
Preferences, Resources]

Each equation specifies the policy choice as a
welfare function of preferences and resources. The
general functional form, listed in figure two under
political federalism, is contained in equation
eight: Eqg. 8: Policy Choice = W [ C (U}, Resources]

In equation five, community welfare is defined
by the median of the community polity's electorate.
The median voter tastes are measured as revealed
preferences, by using an index measuring the median
tax bill for state residents. The median tax bill
is constructed by multiplying the income tax rate
for the state's median family income times median
family income; this median income tax bill is added
to the estimated median state sales taxes paid
contained in the 1985 1040 federal tax form.[13]
The median tax bill estimates a median voter's
policy preferences. The median voter model speci-

fies a policy choice as a function of the median
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tax bill, median family income, and population.[14]

In equation six, I model community policy
choices as a function of resources and the dominant
party or the policy agenda setting party within the
community. Dominant community party's are measured
three ways: 1) the Ranney party competition index,
2) the 1982 Democratic state legislative party seat
share, and 3) the state's average 1982 Congressio-
nal Democratic candidate vote percentage. Since
state political party systems vary across the pol-
icy spectrum, I will also use the state's average
1982-84 Congressional ADA (American's for Demo-
cratic Action) policy rating to control for state
ideological differences. The dominant party model
specifies the development policy choice as a func-
tion of dominant party strength and community
resources.

Finally, policy choices are sometimes regula-
tions, instead of fiscal policies. Regulations are
designed and implemented to favor some coalitions
over others.[15] These coalitions organize into
groups; groups influence state electoral and party

system decision making.
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Community development policy choices can be
viewed as regulations to favor pro-business groups.
State interest group strength is measured by 1) the
state's percentage labor union membership, 2) the
state's average 1982-84 Congressional COC (Chamber
of Commerce) policy rating, 3) the Morehouse index
for state interest group strength, and 4) 1local
republican and democratic party organization
indices.[16] Thus, the regulatory model specifies
community policy decisions (regulations) as a func-
tion of interest group organizational strength, and
community resources.

Four models are derived from fiscal and polit-
ical federal theories. The wunitary model is
derived from fiscal federalism; the unitary model
represents the conventional, need and fiscal capac-
ity, welfare economic approach to explaining commu-
nity policy choices. The unitary model utilizes a
single national welfare function to make policy
choices; community policy choices are specified as
functions of need and resource or fiscal capacity
variables.

The median voter, dominant party, and
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regulatory policy models are derived from political
federalism. Political federalism assigns each com-
munity welfare function; each community is allowed
to pursue equity and efficiency policy goals.
Political federalism hierarchically aggregates
community welfare functions into social policy
choices. At the community 1level, policy choices
are specified as functions of (individual, politi-
cal party, group) preferences and resources or

fiscal capacity measures.

IV. Research Design

The Estimation Technique

Community development policy choices are lim-
ited dependent variables. Policy choices are lim-
ited dependent variables because they represent all
or nothing welfare judgements. The problems with
limited dependent variables are well docu-
mented.[17] Several statistical models exist to
estimate equations with discrete dependent vari-
ables.

Equations five, six, and seven above represent
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situations where such a statistical model is neces-
sary; each equation specifies a discrete choice as
a function of several variables. The utility
framework for using a normal probability curve is
also well documented.[18] I use a normal probabil-
ity curve for transforming the discrete policy
choice variable; this transformation is the probit

statistical model.[19]

The Hypothesized Relationships

Federal aid and personal income per capita are
indicators of a state's resource or wealth base.
Increases in own or transfer resources increase the
community budget line. The greater the community
budget line, from internal or external sources, the
less need for development policy. A need based
development interpretation suggests richer communi-
ties have 1less need for promoting development.
Development choices are hypothesized to be either
unrelated or negatively related to resources:

Hl: 1Increases in transfer (federal aid) income

decrease the 1likelihood of adopting development
policy choices.
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H2: Increases in own (personal) income decrease the
likelihood of adopting development policies.

Resource wealthy communities are 1less likely
to need, and therefore adopt, development policies.
Conversely, poorer communities should be more
likely to pursue development policies. Thus, a
negative relationship between community resources
and the likelihood of pursuing development policies
is implied.

The median voter, dominant party, and regula-
tory policy models all contain revealed preference
measures. The median voter model uses a direct
indicator to measure the median voter's revealed
policy preferences. The dominant party and regula-
tory models use indirect indicators measuring party
and pressure group organizational strength.

If development policies increase community
welfare, then the community will adopt the policy.
Increases in policy preferences increase the like-
lihood of adopting development policies. Thus,

H3: 1Increases in the median voter's tax bill
decrease of likelihood of adopting development pol-
icy choices.

H4: Increases in community need increase the like-
lihood of adopting development policies.
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H5: Increases in dominant party strength increase
the likelihood of adopting development policies.

H6: Increases in pro-business organization strength
increase the 1likelihood of adopting favorable
development policy regulations.

A positive relationship between policy prefer-

ences and the 1likelihood of pursuing development

policies is implied.

V. The Results

Estimated Equations

Six estimated equations are presented in Table
5.2 below. The development policy choices are
customized industrial training {CIT}, state indus-
trial bonds {SIB}, free enterprise zone {(FEZ},
investment tax credits {ITC}, Jjob creation tax
credits {JTC}, and property tax abatements {PTA}.
The probit coefficients are maximum 1likelihood
estimates. The maximum likelihood estimate divided
by its standard error is asymptotically equal to a
t-distribution with forty eight degrees of free-
dom. [20] T statistics are noted in parens below

the probit coefficients for statistically
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significant estimates.

In the free enterprise 2zone -equation, we
reject the null hypothesis that personal income per
capita is unrelated to the likelihood of adopting
free enterprise zone legislation. However, notice
that the coefficient is positive. Unlike H2 above,
increases in personal income (community resources)
increase the likelihood of adopting the development
policy. The personal income coefficient is posi-
tive in five of the six probit equations.

We can reject, at the .05 1level, the null
hypothesis that federal aid per capita is unrelated
to the likelihood of adopting investment tax cred-
its. The federal aid per capita coefficient is
positive in all six estimated equations. As fed-
eral aid increases, the 1likelihood of adopting
development policies increases.

Therefore, the evidence confirms an interest-
ing preliminary result. As the community resources
increase, the community is more 1likely to adopt
development policies. The evidence runs counter to
substantive hypotheses one and two above. The

greater the community budget 1line, the greater the
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TABLE 5.2

ESTIMATED STATE DEVELOPMENT POLICY CHOICES

CUSTOMIZED INDUSTRIAL TRAINING=

-.04 - .002*PIN + .003*FAN - 1.13*DSL% + 28.22*BLK%
R = .87 X = 19.59 [.01]
Rc = .45

FREE ENTERPRIZE ZONES=
-3.18 + .004*PIN + .005*FAN - 2.29*PCI - 5.55*LUM

(2.33)*
R = .41 X = 12.16 [.02]
Rc = .46

STATE ISSUED INDUSTRIAL BONDS=

-7.81 + .003*PIN + .006*FAN - 2.37*BLK% + 5.4*LUM
R = .65 X = 29.65 [.001]
Rc = .66

INVESTMENT TAX CREDITS=
-2.43 + .0004*PIN + .007*FAN - 2.66*PCI + 5.67*LUM
(2.05) (-2.17) (2.08)
.39 X = 13.84 [.01]
.49

R
Rc

JOB CREATION TAX CREDITS=
-2.6 + .003*PIN + .0004*FAN - 5.96*POV

+ .0004*MTB - 1.54*PCI - .02*ADA
R = .41 X = 13.62 [.05]
Rc = .25

PROPERTY TAX ABATEMENT =
-3.23 + .0008*PIN + .005*FAN - .001*MPV + 1.6*DSL%
(2.78)
+ 2.55*ADA
(2.12)

R = .55 X = 16.96 [.01]
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chances of adopting development policies. Develop-
ment policies are positively, instead of nega-
tively, related to resource or fiscal capacity
measures.

The party competition index, and percentage
labor union membership are statistically signifi-
cant in the investment tax credit equation.
Increasing party competition decreases the 1likeli-
hood of adopting investment tax credits; also,
increasing labor union membership percent increases
the likelihood of adopting investment tax credits.

Notice that party dominance and group organi-
zation levels are statistically related to invest-
ment tax credit adopting. Increasing party compe-
tition is negatively related to development policy
choices. Greater party competition is negatively
associated with passing development policies. In
comparison, labor organization strength is posi-
tively related to investment tax credits and state
industrial bond policy choices; but it 1is nega-
tively related to free enterprise zone legislation.

In the property tax abatement equation, both

the ADA policy rating and median tax bill are
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statistically associated with property tax abate-
ment choices. The ADA rating is positively related
to adopting property tax abatement choices, while
the median tax bill 1is negatively related tax
abatement policy choices. As the median tax bill
increases, the likelihood of a state adopting prop-

erty tax abatement legislation decreases.

Goodness of Fit Measures

The chi-square statistic enables us to test
for the existence of a statistical relationship
between the set of independent variables and the
dependent variable. Interpretation of the chi-
square statistic is analogous to an F-test in mul-
tiple regression analysis. The significance 1level
is obtained by comparing two times the log of the
likelihood function to theoretical chi-square dis-
tribution with the appropriate degrees of freedom.
Degrees of freedom equal the number of coefficients
to be estimated minus one; the degrees of freedom
equal the number of independent variables in the

probit equation.
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The set of coefficients in the free enterprise
zone equation are significant at the .02 1level.
The estimated r-square is equal to .41, indicating
a moderate goodness of fit. The rank order corre-
lation between predicted (or estimated) values and
actual values of the free enterprise dependent
variable is equal to .46. Finally, notice that the
free enterprise is balanced between correct one and
zero predictions. The statistical relationship
between free enterprise zones, (as a function of
resources, party competition, and labor union mem-
bership percentage), correctly predicts 73% of the
policy choices. Seventy-three percent of the free
enterprise decisions are accurately predicted.

The set of coefficients in the customized
industrial training equation are significant at the
.01 level. The estimated r-square is equal to .87,
indicating a very strong goodness of fit. The rank
order correlation between predicted (or estimated)
values and actual values of the customized indus-
trial training dependent variable is equal to .45.

Customized industrial training is statistically
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associated with percentage black of a state's popu-
lation, own and transfer income resources, and
Democratic state legislative party seat composi-
tion. Customized industrial training is a function
of resources, need, and dominant party strength;
this statistical functional relationship accurately
predicts 81% of the customized industrial training
choices.

The set of coefficients in the state issued
industrial bond equation are significant at the
.001 1level. The estimated r-square is equal to
.65, indicating a strong goodness of fit. The rank
order correlation between predicted (or estimated)
values and actual values of the state industrial
bond policy choice is equal to .66, indicating a
strong correlation between actual and predicted
values. State industrial bonds are statistically
associated with percentage black of a state's popu-
lation, own and transfer income resources, labor
union organization, and the average ADA policy
rating for incumbent congressmen. State issued
industrial bonds are a function of resources, need,

organized group strength, and general ideological
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-policy- differences; this statistical relationship
accurately predicts 83% of the state industrial
bond decisions.

The set of coefficients in the property tax
abatement equation are significant at the .01
level. The estimated r-square is equal to .55,
indicating a moderate goodness of fit. The rank
order correlation between predicted (or estimated)
values and actual values of the property tax abate-
ment policy choice is equal to .58, indicating a
strong correlation between actual and predicted
values.

State property tax abatement policies are
statistically associated with own and transfer
income resources, the median tax bill, the Demo-
cratic party percentage in the state legislature,
and the average ADA policy rating for the state's
Congressmen. Property tax abatements are a func-
tion of resources, the median voter's preferences,
dominant party strength, and general ideological
-policy- differences; this statistical relationship
accurately predicts 83% of the state property tax

abatement policy choices.
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The set of coefficients in the investment tax
credit equation are significant at the .01 level.
The estimated r-square is equal to .39. The rank
order correlation between predicted (or estimated)
values and actual values of the investment tax
credit policy choices is equal to .49, indicating a
moderate correlation between actual and predicted
values.

State investment tax credit decisions are
statistically associated with own and transfer
income resources, partisan competition, and 1labor
union membership. Investment tax credits are a
function of resources, and party and group
strength. Increasing party competition is nega-
tively related to investment tax credits, whereas
increasing group strength is positively related to
investment tax choices; this statistical relation-
ship accurately predicts 77% of the investment tax
credit decisions.

The set of coefficients in the job creation
tax credit equation are significant at the .05
level. The estimated r-square is equal to .41.

The rank order correlation between predicted (or
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estimated) values and actual values of the job
creation tax credit policy choices is equal to .25.
State job creation tax credit policies are statis-
tically associated with own and transfer income
resources, partisan competition, percentage of
state residents below poverty, median tax bill, and
the average ADA policy rating for a state's Con-
gressional representatives.

Job creation tax credits are a function of
resources, and party strength, need, median voter's
revealed preferences, and general policy orienta-
tions. Increasing party competition is negatively
related to Jjob <creation tax credits, whereas
increasing median tax bills are positively related
to investment tax choices; this statistical rela-
tionship accurately predicts 67% of the job cre-

ation tax credit decisions.

Residual Analysis

Residual analysis is an examination of predic-

tions to find systematic error patterns. Correct

predictions can also reveal systematic patterns,
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excluded from the model. Residual analysis of
correct and incorrect predictions is a technique
for analyzing a model's explanatory power while
diagnosing systematic errors.

Errors are divided into two categories. The
first category is an error occurring from predict-
ing a one, when the actual value is a zero. The
second error occurs when the model predicts a com-
munity to not adopt a policy (a 2zero) when the
actual value is a one. I will only discuss errors
greater than 75%.

In the free enterprise zone equation, we pre-
dict New York (78%) and Wisconsin (77%) to adopt
free enterprise legislation. In New York's case,
other state development policies cover New York
City proper. Wisconsin is incorrectly predicted in
four of the six equations.

On the flip side, Kentucky (81%), Mississippi
(79%) , and Oregon (71%) are all states predicted to
not adopt free enterprise zones; each state has
enacted free enterprise 2zone legislation. Two
correct predictions are above 95%: Washington and

Wyoming are states correctly predicted to not adopt
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free enterprise zone legislation.

In the customized industrial training model,
Nevada (81%) and Wisconsin (76%) are incorrectly
predicted to have adopted customized industrial
policies. Eighteen correct state predictions are
above 95%: Arkansas, Delaware, Florida, Georgia,
Illinois, Louisiana, Maryland, Michigan, Missis-
sippi, Missouri, New Jersey, New York, North Caro-
lina, Ohio, Pennsylvania, South Carolina, Ten-
nessee, and Virginia. These eighteen southern,
border, and industrialized midwestern states are
all correctly predicted to adopt customized indus-
trial training policies with a 95% probability.

The state issued industrial bond model incor-
rectly predicts adoption values for Pennsylvania
(90%), Washington (84%), and Wisconsin (79%) .
These states do not issue industrial bonds at the
state level. Nevada (82%) is incorrectly predicted
as a zero, when in fact it does issue state indus-
trial bonds.

Northeastern and midwestern states which issue
industrial bonds are consistently correctly pre-

dicted: Connecticut, Massachusetts, Michigan, New
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York, and Rhode 1Island are all states issuing
bonds, predicted correctly above 95%. Southern and
western states are correctly predicted to not issue
state industrial bonds: Alabama, Georgia, Idaho,
Louisiana, Mississippi, New Mexico, South Carolina,
Utah, and Wyoming are all correct 95% zero predic-
tions.

The investment tax credit model incorrectly
predicts non-adoption values for Florida (93%), and
Oklahoma (87%). These states have investment tax
policies. New York is correctly predicted to have
adopted investment tax credits. Only two of the
eleven incorrect investment tax credit predictions
are over 75%.

The job creation tax credit model incorrectly
predicts an adoption value for Florida (83%); Flo-
rida is incorrectly predicted in both the invest-
ment and job creation tax credit equations. Ala-
bama, Arkansas, Minnesota, and Mississippi are
correct non-adoption predictions above 95%.

The property tax abatement model incorrectly
predicts non-adoption values for Delaware (82%),

Washington (90%), and West Virginia (86%). These
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states have property tax policies described in
Table 5.1. Five northeastern states are 95% cor-
rect predictions to adopt property tax abatement
policies: Connecticut, Massachusetts, New Jersey,
Rhode Island, and Vermont are 95% correct adoption
predictions. Two western states, Idaho and Utah,
are 95% correct non-adoption predictions.

The residual analysis reveals two important
pieces of information. First, the errors across
these six equations are not generally systematic.
Certain states, 1like Kentucky and Wisconsin, are
consistently missed. But there are no consistent
regional errors. Second, the correct predictions
reveal a high degree of accuracy. Regional pat-
terns emerge in the correct predictions. Since
states compete for resources and share some prefer-
ence and resource characteristics, this result is
not surprising.

To summarize, most development policy choices
are recent decisions. Many programs have not been
in existence 1long enough to publish expenditure
decisions. Expenditure decisions represent more

elaborate measures of a state's commitment to pro-
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business policies. But the discrete policy choice
model exhibits high statistical explanatory power
for job creation tax credits, investment tax cred-
its, state industrial revenue bonds, free enter-
prise, customized industrial training, and property
tax abatement decisions. While evidence is never
complete, or conclusive, I can offer two insights

about community development policy choices.

Vi. Policy Implications

Wealthier States Adopt Development Policies

The personal income per capita probit coeffi-
cient sign is positive for five of the six equa-
tions reported in Table 5.2 above; the federal aid
or transfer income coefficient is positive in all
six equations. Positive signs for the probit coef-
ficient confirm the following substantive resource
or fiscal capacity hypotheses:

H7: Increases in transfer (federal aid) income
decrease the 1likelihood of adopting development

policy choices.

H8: Increases in own (personal) income increase the
likelihood of adopting development policies.
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Hypotheses one and two, postulating a negative
relationship between resources and development
policy choices, are rejected.

Further evidence was obtained by estimating
fourteen development policy choice equations. The
development policy choices are custpmized indus-
trial training, right to work laws, private devel-
opment corporation act, human rights commission
act, investment tax credits, job creation tax cred-
its, property tax abatement acts, state issued
industrial bonds, free enterprise zone legislation,
industrial park development, industrial site loca-
tion services, state land use planning commissions,
and state zoning ordinance assistance for business.
The coefficient patterns are consistent across
development policies and across models.

The 1least squares coefficient for personal
income per capita is positive in thirty five of
forty two development policy choice equations.
Personal income is positively related to develop-
ment choices: a) in 13 of 14 of the unitary model
equations, b) in 10 of 14 regulatory model equa-

tions, and c¢) in 12 of 14 dominant party equations.



214

The least squares coefficient for federal aid
per capita is positive in thirty six of forty two
development policy choice equations. Transfer
income 1is positively related to development
choices: a) in 13 of 14 of the unitary model equa-
tions, b) in 12 of 14 regulatory model equations,
and c¢) in 11 of 14 dominant party equations.

The results consistently support a positive
relationship between promoting development and
community resources. The greater the community's
(resources) budget, the more it can afford to adopt
on wealth increasing economic growth policies.
Higher own and transfer income states are more
likely to adopt development programs; federal aid
or transfer income exhibits the same coefficient
sign patterns.

Thus, increases in the average voter's wealth,
or increases in the state's average wealth,
increase the chances of community development pol-
icy adoption. Community development policy choices
are determined by resources. The evidence consis-
tently supports a positive relationship between

fiscal capacity and development policy choices.
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Political Variables Determine Community Choices

Political variables are statistically associ-
ated with community development choices. In the
six probit equations, party competition, 1labor
union membership, democratic state legislative seat
percent, average state Congressional ADA rating,
and median tax bill are all statistically related
to development policy choices. Community policy
decisions are significantly related to political
variables.

Interestingly enough, the average ADA rating
is positively related to development policy choices
in 35 of 42 equations estimated by the method of
least squares. The ADA results confirm the impor-
tance of policy variations among state political
parties. "Liberalness" is positively related to
development policy adoption.

The Ranney partisan competition index, the
democratic seat share percentage, and the average
Congressional democratic vote percentage measures
are evenly divided between positive and negative

coefficient signs. The coefficient signs tend to
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vary according to the development policy typology,
with democrats tending to favor direct intervention
policies (positive signs) and republican tending to
favor market incentives. The importance of direct
partisan influence is diminished when the ADA pol-
icy rating is included.

In the median voter model, the median tax bill
is negatively related to development policies in 10
of 14 least squares equations; population is posi-
tively related to 10 of the 14 development deci-
sions. Development policies are positively related
to population size; population size measures crowd-
ing effects. Public goods, including development
policy, exhibit positive population size effects.
The results replicate directional findings from
other median voter model findings.[21]

A final test of political and fiscal develop-
ment policy models is provided in Table 5.3 below.
Table 5.3 lists the r-square goodness of fit stat-
istical results for development policy choices
involving customized industrial training, right to
work laws, private development corporations, human

rights commissions, investment tax
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credit, jobs creation tax credit, property tax
abatement, state issued industrial bonds, indus-
trial revenue grant, free enterprise 2zone, indus-
trial park planning, industrial park development,
state land use services for local communities, and
state zoning services for local communities deci-
sions. The three political models statistically
explain development policy choices as well, if not
fit the data better than, the unitary fiscal fed-
eral model.
TABLE 5.3

MODEL COMPARISON WITH GOODNESS OF FIT RESULTS

Policy Unitary Regulatory Dominant Median
Choice Fiscal Party Voter
CI1iT .25 .08 .21 .18
RWL .35 .50 .43 .18
PDC .05 .03 .06 .02
HRC .17 .11 .15 .10
ITC .22 .19 .15 .02
JTC .17 .14 .13 .06
PTA .09 .06 .13 .13
SIB .30 .41 .43 .17
IRG .04 .06 .21 .00
FEZ .34 .27 .25 .16
IPP .11 .22 .19 .06
1PD .12 .21 .25 .03
SLU .18 .07 .13 .06

SZs .15 .09 .10 .14
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Political federalism, and not fiscal federal-
ism, explains community development policy choices.
The unitary model consists of need and fiscal
capacity resource variables. Fiscal capacity
(resource) variables exhibit consistent patterns
across equations, and own and transfer income mea-
sures influence specific development policy
choices. On the other hand, development policy
choices are not generally related to need vari-
ables. Need variable influence is neither system-
atic across equations or significant within indi-
vidual equations. Both the coefficient patterns,
and the significance of individual coefficients,
support the claim that community policy choices are
determined by political federalism.

Political and fiscal federalism are two com-
peting explanations of community decision making.
The evidence supporting political federalism con-
sists of 1) significant individual coefficients, 2)
coefficient patterns across a variety of develop-
ment policies, 3) probit and least squares esti-
mates measuring the influence of political vari-

ables on individual development policies
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(ie; Customized Industrial Training, State Issued
Industrial Bonds, Free Enterprise Zones, and Tax
Incentive Choices), and 4) the goodness of statis-
tical explanatory power. Each test provides stat-
istical evidence that political models explain
community policy decisions. The evidence confirms

that politics influences policy decisions.

VIiI. Conclusion

The purpose of this paper is twofold. First,
community development policy is not usually studied
from a state perspective. Yet states are taking on
a greater role in community development policies.
Future research on state, as well as city, govern-
ment limitations and their effect on economic
development policies is called for.

Second, the development policy typology and
discrete choice methodology represent an alterna-
tive to studying aggregate expenditures. This
paper adopts a community decision making perspec-
tive in order to understand comparative state pol-

icy issues. While this approach contrasts with
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past research, I believe that it will 1lead to a
greater understanding of state policy decisions, by
synthesizing the comparative state policy
approaches with urban research traditions.

Future research efforts should concentrate on
the linkages between state political organizations
a development policy outcomes. Policy outcomes
include growth rates in addition to the discrete
choices studied here.

Development policy outcomes have a distribu-
tional impact upon states. If greater resources
place wealthier states at a competitive advantage
over other states, the national policies will
involve an even more complex set of intergovernmen-
tal transfers, taxes, and subsidies. Development
policies also influence intra-state resource dis-
tributions. We expect that various political lead-
ers and groups organize to influence development
policy formation and implementation. Further
research upon both inter-state and intra-state
redistribution of resources promoted by state
development policy competition will be at the cen-

ter of future comparative state and local research.
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CHAPTER SIX:

COMMON INTEREST ACCUMULATION AND SUBSYSTEM POLITICS

I. Economic Performance in a Federal System

The <causal relationship between political
system variables and economic policy outcomes has
been the subject of considerable attention over the
last two decades.[l] There has been a resurgence
of interest in the connection between political
system variations and the rate of economic system
growth. [2] Much of this renewed interest in the
political economy of growth stems from the recent
observation that the degree of technological inno-
vation and productive activity in several Western
European nations and the United States is stagnant
relative to the performance of West Germany, Japan,
and other countries. [3] The growth rates of eco-
nomic systems with Western style democratic politi-
cal systems are increasing at decreasing rates and
they are at times actually decreasing.

In this paper we will specify and test two

models for explaining slow economic growth rates.
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The evidence supports the conclusion that a complex
dynamic functional relationship between federal
political system characteristics and economic sys-

tem growth exists.

I1. Theoretical Framework

Collective Action and Long Term Growth

In the Logic of Collective Action (1965),

Mancur Olson provides a static public goods model
of political organization.[4] Unlike individual
entrepreneurs, rational groups seek to attain com-
mon interests which take the form of public goods
to group members. Voluntary individual action
results 1in socially inefficient amounts of the
public good being supplied.[5] As the group size
increases the tendency to underprovide increases.
[6] Collective action 1is required for rational
groups to achieve the common interests of constitu-
ent members. Small groups with heterogeneous
interests and 1large groups attempting to supply
public goods will generally fail to organize. 1In

this way political organization is itself a public
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good because coalition formation requires costly
individual provision of Jjointly consumable bene-
fits.

In The Rise and Decline of Nations (1982),

Olson extends his previous model of collective
action in order to explain the factual existence
and consequences of political organizations.
Rational individuals may form coalitions over time
because they find cooperative organization to pro-
vide public goods rational in a repeated (pris-
oner's dilemma game) situation or because common
interests and political organizations are not pure
public goods.[7] Political organizations are not
generally pure public goods because many common
interests exist where some rationing of benefits
and costs is both feasible and desirable. That is,
political organizations form with the intent to
supply impure, not pure, public goods. If the
common interest involves an impure public good, of
if rationing devices are readily available, then
the public goods dilemma for coalition formation is
greatly limited.

The degree of "impurity" is related to the
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internal and external distribution of benefits and
costs to individuals. Rationing devices, such as
selective incentives, 1limit the degree of public-
ness associated with political organization by
distributing benefits and costs to coalition mem-
bers. The impurity of the common interests 1is
related to the external or social distribution of
benefits and costs associated with providing col-
lective goods. Efforts to form coalitions to pur-
sue impure public goods where costs are diffuse and
benefits are narrow are more likely to form than
coalitions attempting to supply diffuse or narrow
cost and diffuse benefit coalitions.

Furthermore, once the coalition forms, the
narrowness of benefits and diffuseness of costs
decrease the problems associated with maintaining a
political organization. The existence of impure
public goods and rationing devices enhances the
likelyhood of <coalitions forming and political
organizations succeeding in their quest to attain
the common interests of group members. The
existence and effectiveness of organized coalitions

is naturally intertwined with the nature of the
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common interest being pursued.

Coalition formation occurs when rationing of
the impure good(s) is both feasible and desirable
such that some (individualized) division of bene-
fits is possible and that some (privitized) exclu-
sion of benefits to group members is possible.
Effective political organization is most likely to
occur when the common interest benefits are narrow
and costs are diffuse so that a natural benefit
rationing device exists prior to formal organiza-
tion. Coalitions will form to supply impure public
goods where the impurity results from narrow bene-
fits, diffuse costs, and feasible rationing or
where the situation encompasses diffuse benefits,
narrow costs, and rationing is desirable.

The number of coalitions formed to provide
impure public goods will increase over time pro-
vided that some rationing device exists to distrib-
ute benefits and costs to group members. Coali-
tions distributing "privitizing" benefits to group
members and "socializing" costs to non-group mem-
bers will form at a higher rate over time relative

to other interests. Other coalitions trying to



229

provide impure public goods with diffuse benefits
and costs to large numbers of individuals or to
small heterogeneous groups will organize at very
slow rates (if at all) over time depending upon the
existence (and effectiveness) of selective incen-
tive rationing devices.

The effectiveness of political organizations
over time depends upon their ability achieve common
interests which increases with the impurity of the
good and the existence of rationing devices. In
addition, successfull coalition formation to
achieve common interests increases the effective-
ness and likelyhood of future coalition formation.
Thus, coalition formation to attain common inter-
ests increases slowly in the beginning time periods
and then more rapidly over time.

While in principle all groups in a society
have a stake in economic system growth, only some
coalitions form to pursue benefits derivable from
growth. These organized common interests can
achieve gains from politically distributive poli-
cies which may reduce overall economic performance

because benefits are received principally by a
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narrow group while costs are diffusely distrib-
uted. [8] Olson further suggests that high 1levels
of organized common interest group activity result
in an overproduction of distributive political
goods such as tarrifs, tax loopholes and subsidies
that reward well defined special interests at the
expense of the rest of the society. Organized
common interest groups provide selective incentives
and impure public goods to coalition members.
Rational group pursuit of these common interests
is, however, socially inefficient.

Olson goes beyond most social science models
by hypothesizing a negative long term relationship
between collective action within a political system
and economic system growth. Olson hypothesizes
that the rate of common interest organization to
provide impure rationable public goods increases at
an increasing rate over time.[9] The speed of
coalition formation might presume either swiftly
increasing monotonic or slowly increasing oscillat-
ing rates of common interest group accumulation.
Olson implicitely assumes a slowly increasing at an

increasing (oscillating) rate of accumulation in
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order to predict sluggish growth rates. The expla-
nation is simply that stagant growth rates are
caused by collective action over time, where eco-
nomic growth rates are increasing at a decreasing
functional relationship with the increasing (at a
slowly increasing) rate common interest---
coalition--formation and organization.

Two long run macro-economic system phenomena
are predicted. First, the economy is expected to
perform in a stagnant manner as coalitions form in
increasingly large numbers. Second, the economic
growth is expected to sluggishly increase if not
absolutely decrease as political organizations
achieve their common interests. 1In the long run,
economic growth rates go to zero (and perhaps
become negative). The Olson model is thus both an
organizational capture and a life cycle explanation
of how dynamic coalition formation affects 1long
term economic performance.

One reason this portion of Olson's model 1is
intuitively appealing is that the description of
organizational inefficiencies that results in

special interests being pursued to the neglect of
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social efficiency is not inconsistent with politi-
cal science descriptions of interest group liberal-
ism or subsystem politics.[10] 1In particular sub-
system politics explains the over-production of
distributive political goods as a function of

internal political system characteristics.

A Production Function Approach

Equation one formalizes a simple macro-
economic production possibilities curve which we
will use to compare a subsystem political model of
growth with Olson's static and dynamic collective
action models of growth. In equation one, we posit
a tradeoff between a pure private good (aggregate
real income) and an impure publicly provided good
(from government purchases of goods and services)
[11] The possible combinations of outputs of the
private and impure public goods are a function of

EQl: Y/G = A*F[K,L]
a constant state of technology, and capital and
labor resource inputs.

The slope of the production possibilities
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curve defines the "amount of private goods we have
to give up to obtain one more unit of public goods
(which) is called the marginal economic rate of
transformation...that takes into account the costs
associated" providing impure public goods, as well
as the conventional rate of technical transforma-
tion required to produce combinations of outputs.
[12] Equation two defines the level of public good
output
EQ2: G = f[O(t)]

(from governmental expenditures) equal to a compos-
ite function of common interest organization over
time. We can use these two equations to derive a

simple model of growth.

The Olson Model

Olson argues that as we increase levels of G,
such that we are moving outward along the horizon-
tal axis, that organizational activity begins
increasing at some rate. Increasing resource
inputs and technological innovations increase

political organizational activity by expanding the
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production frontier outwards, which increases the
output level of G. At each successive private
sector induced expansion, political organizational
activity increases at an increasing rate. 1Indeed,
common interests will begin to attempt to capture
the processes increasing output levels of (G) pub-
lic goods.

Private economic success thus breeds increased
organizational capture of resource inputs and tech-
nology. The interaction of outward input and tech-
nological expansion, increasing public and private
good output levels, and increasing common interest
organizational activity feedback on each other at
increasing rates.

Clearly, growth rates are decreasing in each
successive time period, such that the line segments
connecting each output combination covers a shorter
distance. As we reach some level of G (and Y),
resulting in some high 1level of organizational
capture, the production frontier either 1) becomes
stagnant with very low growth rates so that it is
virtually "stuck" at some point along the path or

2) it begins to very slowly contract. Contraction
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would occur slowly at the initial contractions and
it would presumably continue until all the inputs
are wasted or organizational capture is complete.
Negative growth might or might not retrace--
contract--along the (E) path.

Olson clearly intends to provide a model gen-
erating stagnant growth rates which are typically
increasing at sluggish positive rates. Yet time
presumably continues to increase with corollary
increases in common interest organizational accumu-
lation. The limiting case of high common interest
group organization produces a counterintuitive
outcome. We might wonder about the existence of a
"sticky" E-point corresponding to a high level of
impure public good outputs that corresponding to
near perfect organizational capture. Furthermore,
it is difficult to believe the implication that
gradual contractions (or incremental expansions)
along the E-path (or any stable path) would be
stable with respect to existing common interest

organizations in the long run.
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A Political Subsystem Model of Economic Growth

Again the production frontiers represent com-
binations of resource inputs and provision costs
producing public and private good output combina-
tions. Finding an initial equilibrium is more
problematic because presumably some common interest
groups always exist, such that a zero organiza-
tional activity level has no substantive meaning.
We presume outward expansion and similiar func-
tional relationships expressed in equations one and
two.

Given stable institutional structures,
arrangements, and procedures, democratic polities
accumulate interest groups which make demands upon
government for distributive policy benefits. Allo-
cative inefficiences will therefore accumulate as
socities come to be plagued by organized groups
providing public goods to their members, resulting
in diminished economic growth and a further decline
of a social efficiency.

Given a stable political system there is rea-

son to believe that the distances will tend to be
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incremental and may very well decrease 1like those
in the Olson model. But it is also 1likely that
irregular oscillations will occur around equili-
brium points, so that actual growth rates are some-
what capricious measures of true growth distances
from one production curve to the next.

Nonetheless the rate of institutional change
is incremental in stable political systems. The
same political economy mixture delineating between
public and private combinations and fostering eco-
nomic growth may also be a victim as well as a
beneficiary of 1long term institutional stability.
Some institutional stability is clearly vital to
guarantee politico-economic organization and compe-
tition, but too much stability reinforces socially
inefficient patterns terns of allocation over time.
Institutional drag is visable in stable parliamen-
tory and presidential political systems but consti-
tutional amendments and new constitutions are
adopted which may produce significant institutional
change across a whole political system-and among

subsystem relationships.
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Criticisms of Olson model

There are two important technical criticisms
of the Olson model. These problems make empirical
hypothesis testing more difficult. Sample informa-
tion cannot be utilized to falsify various model
assumptions because there are functional form and
variable list problem with the Olson model.

Olson conceptualizes interest group organiza-
tional formation and activity as a 1long term or
dynamic process. Whenever explaining 1long term
phenomena, one needs to clearly state the direc-
tional, magnitudinal, and durational hypotheses
governing the dynamic process. Precise functional
relationships, such as those in equations one and
two above, must be defined.

Given the production or organizational func-
tions, conditional assumptions must be made about
the relationships among variables. Assumptions
regarding change, rates of change, and rates of
rates of changes must all be specified. The Olson
model is particularly imprecise when discussing the

acceleration of interest group accumulation.
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Without precise second order conditions, no solu-
tion to the Olson model is possible.

A second crucial functional form problem
regards the (G) public good output function. In
equation two, we posit the output combination to be
a composite function: a function of organizational
formation over time. Output is thus a function of
a function. Again, all of the conditions need to be
precisely hypothesized in order to conduct an ade-
quate empirical test.

The Olson model is also incomplete with
respect to specifying political system variables.
Organizational activity affects capital markets and
technological innovation in addition to labor mar-
kets. Common interest accumulation influences
other aspects of the political system besides the
pressure dgroup or sub-system relationships among
special interests and government.

Common interest organization happens within
the party system and conversely some group competi-
tion occurs within the pressure system. The degree
of political competition within a political system,

the institutional characteristics of the political



240

system, and the development of the political party
system in organizational and competitive terms need
also be modeled in order to explain the effect of
interest group organization (of resource and tech-
nological inputs) on output combinations and growth
rates over time.

In addition to other measures of political
system influence, the question of how interest
group activity gets translated into government
inefficiencies is not adequately addressed. The
subsystem politics literature points to a number of
political system characteristics which encourage
inefficient distributive policy. These include the
activity and resources of interest groups; decen-
tralization of 1legislative and executive branches
of government levels of interaction and exchange
among interest groups and government officials and
the strength of party systems.[13]

The research findings reported here argue that
Olson's model is not so much wrong as it is incom-
plete. In fact, the process focus of the subsystem
politics provides usefull insights to the interest

group processes which should permit a more adequate
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test of Olson's hypothesis that interest group
politics leads to the economic decline of society.
One way of conceptualizing federal system charac-
teristics, such as political competition, organiza-
tion, and institutional fragmentation, are as an
intervening variable which may enhance or retard
the process of organizational schlerosis.

To date Olson's model has not been sucessfully
intergrated into subsystem theories to explain the
economic consequences of subsystem politics within
a federal structure. This analysis attempts to
fill this research lacuna by first, replicating
Olson's origional analysis to explain state growth
rates and second, expanding this model to include a
number of organizational process variables relating
to subsystem politics. Before describing the meth-
odology, the rationale for examining economic

growth at the subnational level is discussed.
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III. Research Design

The Dependent Variables

The analysis examines three indicators of
absolute changes in state economies and two mea-
sures of <changes 1in growth relative to other
states. Employment is measured by the percentage
increase in the number of persons employed in non-
agricultural positions from 1973 to 1983. Employ-
ment 1is measured as an absolute change (ABS.
EMPLOYMENT) and change in 1levels divided by
national averages (REL. EMPLOYMENT) for the same
years.

Earnings are measured by changes in indicators
measuring earnings from both capital and 1labor.
Absolute change in income from wages and propriet-
erships was calculated from 1973 to 1983 (ABS.
EARNINGS*) and from 1981 to 1985 (ABS. EARNINGS-).
In addition, a relative measure was constructed for
the 1973 to 1983 period based upon the state per-
cent increase divided by the national average (REL.
EARNINGS) . The source for the measures for the

1973 to 1983 period was the Commerce Department,
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published in The Survey of Current Business. _The

1981 through 1985 growth measures were obtained

from the Joint Economic Committee of the United

States Congress (1986).[14]

The Organizational Schlerosis Index

Despite the complimentary descriptions of
interest group distributive politics provided by
the Olson model and subsystem theory, many politi-
cal scientests have been reluctant to embrace the
Olson growth theory. One reason is the neglect
political institutions and process in Olson's for-
mulation. Olson simply argues that organizational
sclerosis is a function of time. The greater the
duration of stable democracy, the greater the
accumulation of specialized interests, which
results in more inefficiency and ultimately eco-
nomic decline.

While this formulation is parsimonious, parsi-
mony is achieved by ignoring the intervening role
that political institutions and processes play in

the production of distributive policy. Using the
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amount of time which has elapsed since the most
recent constitution was adopted as a measure of
interest accumulation has been critisized by a
number of scholars:
"Linking relative growth patterns to between 1965
and 1974 to events occuring more than a century
before, when industrialization was not far
advanced in any of the states is a dangerous
procedure unless one can gain some evidence that
intervening events did not greatly influence cur-
rent growth patterns."™ [15]

The time periods within which we choose to
measure growth rates and organization formation
rates and activity 1levels are somewhat arbitrary
formally. Empirical growth and organization rates
deviate from analytically pristine model solutions,
in the same way that observable unemployment and
inflation rates deviate from "true" rates. The
actual solutions and paths deviate from individual
points and a trace of points (or growth path) in
certain idiocyncratically systematic ways (ie. an
unemployment rate at "full employment"™ deviates
from calculated unemployment rates). The deviation
of actual observations from derived solutions is

not troubling so long as the connection is main-

tained in a generalizable way.
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Short term perturbations alter 1long run time
paths. The truism that "nothing is constant except
change" 1is particularly germane to the problem of
measuring 1long term organization accumulation
influences on long run economic growth rates. But
the constancy of change enables us to use formal
models to predict actual outcomes.

The organizational schlerosis index measures
long run common interest accumulation as a function
of time. The construct is based upon equation two
presented above, where the form of £ is presumed to
be logistic.[16] A logistic functional form is a
conventional specification for analysis of dynamic
growth models. Of course, the index is time depen-
dent. The selection of time is arbitrary. We use
the time from a state's adoption of their first
constitution as the measurement of time. It is
worthwhile to compare this index with a schlerosis
index constructed for time from present or latest
state constitution adopted. No statistical rela-
tionship was found between the latter index and
economic growth rates.

The schlerosis indicator increases in



246

percentage units. When the index reaches one
hundred, interest group capture is presumably "per-
fect". The percentage of schlerosis increases at
increasingly slower rates with time because of the

specification of a logistic functional form.

The Unit of Analysis: State Economies

The choice of states as the units of analysis
is based upon a number of substantive and methodo-
logical considerations. 1Increasing recognition is
being given to the role the states play in shaping
the economy.[17] Because states have traditionally
been reponsible for economic development and regu-
latory functions, state policies can be directed to
the enhancement collective growth as well as the
provision of economic benefits to more narrow con-
stituencies. Most recently states have exper-
ienced a revitialization in their responsibilities
for service provision and policy development.[18]
Since the United States is a large federation com-
posed of seperate states, often with very different

histories and policies, a disaggregated test of
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Olson's model is possible.[19]

Theoretical understanding of the political
economy of economic growth is enhanced when extant
propositions are applied to the states. For many
theories state units are superior for hypothesis
testing because of their inherent wvariability
across a number of salient dimensions. Moreover,
comparative analysis necessitates standardized data
and large samples to make statistical inferences.
Cross-national studies have produced nonsignificant
results at 1least in part because non-equivalent
data gleaned from nations that have fundamentally
different ways of measuring their economies and
governments.

In addition, the difficulty in obtaining vari-
ous types of data from diverse nations has promoted
the use of small, non-representative samples. In
comparison, standardized data from the fifty Ameri-
can states provides generalizable data for testing

hypotheses about economic growth.
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IV. The Results

The analysis of growth rates will be presented
in two stages. The first stage will report a
relplication of Olson's earlier analysis. The
second stage will present a model which includes
political system factors associated with subsystem
politics in addition to a measure of organizational

schlerosis.

Stage One: The Olson Model

Organizational Schlerosis and Growth

As reported in Table 6.1 below, we find that a
statistically significant relationship exists
between the organizational schlerosis index and the
growth rate measurements in all five estimated
equations. Notice that the degree of association is
fairly low in all five cases. When we utilized the
index constructed for the duration of present state
constitution, we found no statistical relation-
ships, suggesting that different schlerosis indeces

produce different results.



249

The substantive directional hypothesis that
organizational schlerosis is negatively related to
the rate of growth is satisfied in four of the five
equations. In equations one and two, a one (per-
cent) unit increase in organizational schlerosis
decreases the absolute economic growth rate by
about 5\1000's. Recalling that the schlerosis index
is measured in percent units, and noticing that the
constant term 1is roughly equal to 44, whenever
organizational schlerosis equals 100 (or there is
100% schlerosis) the model predicts zero growth.
The coefficient for employment is slightly larger
than the coefficient for earnings suggesting a
faster convergence for employment to the =zero

growth outcome.

The Additional Impact of Labor Organization

The pervasiveness of interest group membership
within a state should indicate the level of demands
placed upon the political system. Unfortunately,
the only special-interest organizations for which

reliable state by state membership statistics are
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TABLE 6.1

THE EFFECT OF ORGANIZATIONAL SCHLEROSIS ON
ECONOMIC GROWTH

Independent

Variable constant b F
Abs. Employment 43.05 -.44 14.79
.000 .24

Abs. Wages and Profits* 36.92 -.34 3.92
.078 .08

Abs. Wages and Profits- =25.37 2.21 4.92
.030 .09

Rel. Employment 307.27 -3.14 16.02
.000 .26

Rel. Wages and Profits* 296.47 -2.80 7.01
.011 .13

NOTE: *1973-1983 -1981-1985
NOTE: sig. of F and r-squared listed below
independent variable
readily available are 1labor unions. "In view
of the widespread neglect of the parallels between
labor unions and other special interest groups it
is important not to attribute all the distributive
effects of special interest organizations to labor
unions. It is probably appropriate, however, to

treat labor union membership as a proxy measure for

membership and strength of of all common interest
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groups".[20] The proportion of the non-
agricultural workforce in each state which is uni-
onized (UNION) will be the indicator of special
interest membership and strength in the Olson
model.

A statistically significant relationship
exists in each equation. The directional hypoth-
eses are satisfied in four of the five equations:
labor organization, and organizational schlerosis
are negatively related to growth rates. Interest-
ingly enough, the directional hypothesis concerning
organizational schlerosis is not satisfied during
the Reagan Presidency--increasing organizational
schlerosis is positively related to growth.

There exists a high goodness of fit between
the organizational information and growth rates.
These trivariate results are consistent with other
reported results one half of the absolute and rela-
tive state economic growth rates variation corre-
lates with organizational activity. The results
replicate Olson's conjecture that organizational
activity correlates with growth rates; the statis-

tical relationships are remarkably strong given the
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TABLE 6.2
THE EFFECT OF ORGANIZATIONAL SCHLEROSIS AND
UNIONIZATION ON ECONOMIC GROWTH RATES

Dependent Independent sig.
Variable vVariable b t of t
ABS. EMPLOYMENT .51

Unionization -7.14 -5.27 .000
Schlerosis Index -.38 -4.14 .000
constant= 54.77

F= 25.55 sig. of F= .000
ABS. WAGES AND PROFITS: 1973-83 .38
Unionization -.11 -4.67 .000
Schlerosis Index -.26 -1.78 .081
constant= 53.50

F= 13.77 sig. of F= .000
ABS. WAGES AND PROFITS:1981-85 .23
Unionization -.38 -2.75 .009
Schlerosis Index 2.53 2.69 .011
constant= 37.59

F= 6.58 sig. of F= .003
REL. EMPLOYMENT .53
Unionization -.48 -5.18 .000
Schlerosis Index -2.73 -4.32 .000
constant= 387.38
F= 25.96 sig. of F= .000
REL. WAGES AND PROFITS:1973-1983 .47
Unionization -.68 -5.44 .000
Schlerosis index -2.23 -2.67 .011

constant= 407.59
F= 20.45 sig. of F= .000
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simplicity of the information.

The results in equation 1981-85 growth rate of
annual wages and profits are inconsistent with the
Olson models predictions. There are three plau-
sible explanations for this contradiction. First,
the time period is shorter (five years) than the
other wages and profits growth rate measure. As
discussed earlier, the selection of individual time
periods and the selection of a single time path is
somewhat arbitrary and idiosyncratic. The connec-
tion between analytical and synthetic growth rates
is imperfect. Second, the model specification
for all the equations is imperfect, such that indi-
vidual measures, the 1list of variables included
(and excluded), and the functional form are suspect
the original analysis and subsequent replications.
Third, there has been a political and economic
change during this period.

The change in sign from minus to plus associ-
ated with the influence of the organizational
schlerosis index upon growth provides evidence that
a substantive political and economic change has

occured. The growth of annual wages and profits
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were negatively related to organizational activity
in the earlier (and 1longer) 1973-83 period, and
they are positively related to the same growth rate
in the later and slightly overlapping 1981-85
period. In more recent period, organizational
organizational organizational schlerosis is posi-
tively related to the rate of growth which appears
to falsify the Olson hypothesis that the increasing
accumulation of common interest groups over time is

negatively related to growth.

Stage Two: The Subsystem Model

The Party System

As discussed above, a number of prerequisites
for subsytem politics have been suggested. These
include weak and or non-competitive political
parties, penetration of bureacratic agencies by
specialized interests, and the functional decen-
tralization of 1legislatures. Each of these con-
cepts and their operationalizations are discussed
below.

The development of the modern party system
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has paralleled the predominance of subsystem poli-
tics. A structural model of the party system con-
sists of three major variables: party competition,
organization, and opportunity structure.[21] Party
competition is a dynamic phenomena requiring
measurement of turnover by office over time. Party
competition varies by office, by time, by state, by
electoral rules and representation systems, and by
party. There exists an asymmetry between the
majority (democratic) and minority (republican)
parties in competitiveness for offices during vari-
ous time periods.

These asymmetries affect competition at the
individual seat level and competition at the legis-
lative majority turn over level. Most situations
are non-competitive at both levels of analysis. 1In
addition duopoly party competition is imperfect;
the effective monopolization of opposition and
duopoly cartelization of government leadership and
opposition produces indeterminate and sometimes
collusive (rather than competitive) policy out-
comes.

Organization of political parties within a
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presidential system differs from a parliamentory
system. Party discipline is less prevalent. Fewer
enforcement mechanisms are available to party lead-
ers to mandate compliance of party officials with
the pursuit of common party organizational inter-
ests.

Political parties are organized around the
individual office and they are horizontally struc-
tured by the office seeking behavior of individual
candidates. Party organizations are vertically
structured by career opportunity patterns. The
interaction of ambitious politicians seeking
offices within institutionally fragmented and ver-
tically arrayed offices produces a hierarchical
pattern of political party organization. Institu-
tional structures dividing and separating power
among branches of government and levels of govern-
ment shape party competition and organization.
State electoral procedures also regulate the devel-
opment and pattern of party competition and organi-
zation. Career opportunity structures are defined
within instititional arrangements assigning value

to offices.
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The structural relationships within the party
system provide an important framework for under-
standing the central place of political parties in
the united states political system. Party competi-
tion measures political action between parties
while party organization is concerned with politi-
cal action within a party. Both purposive actions
ultimately affect governmental activity through
office holders operating within an institutional
context.

The existence of traditional party machine
organizations has been well documented.[22] We
posit a strong negative relationship between tradi-
tional party organization and pressure group orga-
nization 1in states.[23] The evidence suggests
that party competition may have an counterbalancing
effect, while traditional party organizational
strength increases the effect of subsystem pressure
group influence on government policy making acti-
vity.

The social inefficiency stemming from 1long
term pressure group influence will tend to be

enhanced by party organizational development. The
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exigent concerns for party organizational develop-
ment are not antithetical to the desires of pres-
sure group organizations. Opposing common inter-
ests can be articulated by the through existence
and activity of party and pressure group organiza-
tions. Organizational activity in either the pres-
sure or party system can bias output combination
levels and thus decrease economic growth. The
degree of organizational development existing to
articulate common interests within the pressure
system will face countervailing organizational
activities and competitive incentives within the

party system.

The Penetration of Agencies

Bureaucratc agencies provide an important
access point for interest groups. 1In states with a
highly decentralized executive branch, agencies may
form alliances with groups. State agencies
frequently pursue an independent view of the public
interest defined more by their own need than by

directives of elected officials. Because interest
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groups tend to benefit from the services and regu-
latory practices of state agencies, they are often
the allies of agencies in promoting agency goals
and independence.[24]

These "cozy" alliances may encourage the pro-
duction of distributive policies.[26] Interaction
between interest groups and bureaucratic agencies
is measured by an index of the level of interaction
of state agencies with interest groups developed by
Glenn Abney and Thomas Lauth (1986). This measure
is dervived from a survey of 778 department heads

in the 50 states.

Functional Decentralization of Legislatures

Decentralization and specialization among
state legislatures may also provide institutional-
ized access for interest groups pursuing distribu-
tive policies. At the national level an extensive
literature has developed which examines the impact
of decentralization of the committee system. in
Congress with the success of interest group

demands. [26]
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Recent evidence support similar relationships
at the state level. Most depictions of subsystem
politics suggests that triangular relationships
develop Dbetween interest groups, bureaucratic
agencies and specialized congressional committees.
[27]

Legislative specialization is measured based
upon a factor score developed by Ann Bowman and
Richard Kearney in their effort to index state
government capability (1986).[28] This score is
derived form two measures: the number of committees
in the state legislature and the number of commit-
tee assignments. This score which the authors call
legislative specialization provides and excellent
measure of decentralization and specialization of
state legislatures.

Increasing levels of party competition is
associated with increasing growth rates. The use
of lagged party competition is justified because
economic growth is occuring within the existing
competitive structures. The degree of party and
pressure system competition shapes economic system

growth. Political system competition is one



261

TABLE 6.3a

THE EFFECTS OF SCHLEROSIS AND SUB-SYSTEM POLITICS
ON STATE ECONOMIC GROWTH

Dependent Independent sig.

Variable Variable b t of t

ABS. EMPLOYMENT

party organization -2.34 -2.33 .025
legislative specialization 1.60 1.21 .232
group/bureau interaction -4.13 -0.76 .453
party competition 17.79 2.55 .015
schlerosis index -.30 -2.54 .015

constant= 28.80 F= 8.07
sig. of F= .000 r2= .49

ABS. WAGES AND PROFITS: 1973-1983

party organization -1.50 -1.06 .294
legislative specialization 1.65 0.89 .380
group/bureau interaction -9.30 -1.46 .125
party competition 46.02 4.69 .000
schlerosis index -.29 -1.76 .085

constant= 8.50 F= 7.54
sig. of F= .000 r2= .47

ABS. WAGES AND PROFITS: 1981-1985

party organization -15.93 -1.63 .112
legislative specialization 9.81 .73 .470
group/bureau interaction -8.93 -.17 .870
party competition 40.23 .44 .661
schlerosis index 3.19 2.62 .012

constant= -76.13 F= 1.79
sig. of F= ,136 r2= .17
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TABLE 6.3b
REL. EMPLOYMENT
party organization -16.14 -2.33 .025
legislative specialization 1.09 1.20 .238
group/bureau interaction -0.32 -.84 .401
party competition 118.25 2.44 .019
schlerosis index -2.17 -2.66 .011

constant= 210.69 F= 8.27
sig. of F= ,000 r2= .50

REL. WAGES AND PROFITS: 1973-83

party organization -13.68 -1.57 .125
legislative specialization 1.28 1.11 .274
group/bureau interaction -.48 -1.02 .315
party competition 251.98 4.14 .000
schlerosis index -2.15 -2.09 .042

constant= 131.10 F= 7.95
sig. of F= .000 r2= .49

determinate shaping the environment for short run
business activity and its resultant long run growth
rates.

The evidence in Table 6.3 supports a hypothes-
ized relationship between political system competi-
tion and economic system growth. The Ranney party
competition index for 1956-70 is positively corre-
lated to absolute and relative employment and earn-

ings growth rates. A statistical relationship
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exists in the sample information, and we can infer
a strong possitive association from the evidence
estimated for all five growth rate equations.

The existence of traditional party (machine)
organizations 1is negatively related to growth
rates. The Mayhew index is positively and statis-
tically related to the labor unionization measure.
Traditional party organization exhibits a strong
negative association with employment growth rates
and a moderate negative relationship with wages and
profits. Both party system competition and organi-
zation are significantly related to economic system

growth.

V. Conclusion

Organizational activity in both the party and
pressure system can have reinforcing negative
effects on economic system growth. But these
influences are not unbalanced. The degree of
political system competition can mitigate and redi-
rect the impact of common interest organizations,

such as pressure groups and political parties, upon



264

long term economic system performance.

As the model comparison reveals, the Olson
models are incomplete in several respects. The
Olson model only considers organizational activity
within the pressure system. Clearly, organiza-
tional activity within the party system is also an
important determinate of growth rates. Political
party (and presumably pressure system) competition
influences growth by shaping the development of
organizations and their activities within both the
pressure and party systems. Both the power of
existing subgovernment relationships, and the
development of future organizations, are influenced
by political competition. The absence of political
competition as a measure of political system influ-
ence on economic growth is a crucial omission and
limitation of the Olson approach.

Furthermore, the party system can (imper-
fectly) balance the influence common interest orga-
nizations or pressure group. The statistical ela-
boration of political competition, and specifically
party competition, enhances our understanding of

economic system growth processes. In general,
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political parties have a central dynamic role in
the development and maintainence of economic sys-
tems and subgovernment relationships between common
interest organizations and government officials.
The existence of a significant negative relation-
ship between traditional party organizations sug-
gests that party system activity can decrease as
well as increase economic growth; in the same
light, pressure group accumulation has a delere-
tious effect upon growth rates which can be par-
tially checked by political (party and pressure)
competition.

As Olson argues, pressure group competition is
imperfect. Left alone the pressure group system
will produce socially inefficient levels of public
goods and impose costs on unorganized groups in the
long run traditional party organizations can
enhance the 1long run influence of pressure groups
in situations where the party organizations are
captured or aligned with common interest organiza-
tions. Thus, our formulation of an organizational
capture hypothesis is more general than Olson's,

yet it allows for more complex federal subsystem
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relationships. The model comparison results are
remarkably similar. All of the sets of variables
are statistically related to the growth rate mea-
sures for both models. Both the Olson and subsys-
tem models exhibit a moderate to high degree of
statistical explanatory power for cross sectional
data. Political variables explain close to one
half of the variation in state economic growth
rates. This result is consistent for both absolute

and relative economic growth rates.

TABLE 6.4

COMPARISON OF THE OLSON AND SUBSYSTEM MODELS

Olson Subsystem

sig. sig.

r2 F of F r2 F of F

Abs. Employment .49 25.55 .000 .42 8.07 .000
Abs. Wages*¥* .35 13.77 .000 .41 7.54 .000
Abs. Wages- .23 6.58 .003 .08 1.79 .136
Rel. Employment .51 25.76 .000 .46 8.27 .000
Rel. Wages* .44 20.45 .000 .43 7.95 .000

*1973-1983 -1981-1985

For model comparison purposes, the degree of
association between party system characteristics
and economic system growth are similar to the total

effect of unionization on growth. Institutional
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fragmentation measures add 1little statistical
explanatory power, yet they are neccessary for a
more accurate political system model and precise
test of the long run pressure system bias conjec-
ture. [29] Institutional fragmentation measure the
structure of opportunities and potential for access
to policy decisions.

The most correct specification of a political
subsystem model would require measures of political
(party and pressure group) competition and organi-
zation. These dimensions would need to be aug-
mented with measures of institutional fragmentation
that define individual and coalitional opportuni-
ties and access to influence policy decisions.
Simply asserting the existence of organizational
capture without evidence of interest group interac-
tion with government is an insufficient test (and
measure) of common interest organizational acti-
vity. Clearly further measurement of common inter-
est group activity, organization, and competition

in states is called for.
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