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Abstract

Declining industries are privileged at the expense of new innovative ones in some

cities but not others. In order to understand why, I develop an argument about

how politics aggregates the demand for industrial rents across space. Geographically

concentrated industries produce electorates with homogenous preferences in favor

of supporting established local firms. In electoral systems where politicians are be-

holden to voters in a narrow geographic constituency, politicians will support efforts

to prop up these industries even as these measures stymie innovation. Conversely, in

electoral systems where politicians are beholden to broad party interests, politicians

will support nationally important and geographically dispersed industries. Concen-

trated industries, by contrast, are more likely to die a rapid death and leave public

resources available for new pioneering firms. Thus, the intersection between electoral

and political geography provides insight into the Schumpeterian creative destruction

needed to transform a city into a post-industrial economy. I formalize my argument

in two models: one analyzing the demand of subsidies over public goods by voters

and another exploring the tradeoff between rent-seeking and innovation by firms. I

test the resulting hypotheses through cross-country statistical regressions and two

in-depth case studies. Using firm-level data across many countries I show that po-

litical geography conditions the provision of subsidies to declining firms, and that

electorally important firms are less likely to innovate. Then, using original field data

I investigate the causal impact of political institutions and economic geography on

the provision of subsidies by utilizing exogenous shocks in Thailand and India.
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1

Introduction

The world is growing closer together. A hundred years ago approximately twenty

percent of all humans lived in a city, while the rest lived an agrarian lifestyle. Fast-

forward a hundred years, and now more than half of the world’s population are city

dwellers. By the end of 2050, if current projections are correct, over 70% of the

world’s population will be living within some sort of a city.1 This move towards

urbanization is a global phenomenon, occurring both in the developing and the de-

veloped world. In the US, nearly one in seven Americans live in one of its three

largest metropolitan areas: New York, Chicago, or Los Angeles. Counting all of the

residents in the top ten US metropolitan areas, nearly one out of every three Amer-

icans would fall within this tiny fraction of the country.2 As the world grows closer

together, the importance of cities multiplies. Today cities are the home of citizens,

culture, and economic productivity. Where a hundred years ago, most GDP was

agrarian, now approximately eighty percent of the world’s GDP generated within

1 http://who.int/gho/urban_health/situation_trends/urban_population_growth_text/

en/

2 http://blogs.census.gov/2014/03/27/a-more-and-more-metropolitan-america/

1

http://who.int/gho/urban_health/situation_trends/urban_population_growth_text/en/
http://who.int/gho/urban_health/situation_trends/urban_population_growth_text/en/
http://blogs.census.gov/2014/03/27/a-more-and-more-metropolitan-america/


cities.3 Today talking about economic policy is to talk about the production cities.

At its most basic level, every city relies upon some core economic activity. Ancient

Athens relied upon trade, Zurich on banking, Detroit on the automobile, Pittsburgh

on steel, Glasgow and Hamburg on shipping, while modern New York and London are

home to the financial sector. These core industries are the lifeblood of thriving cities.

When these core industries sell products outside the city in which they are based,

they bring in income that workers spend within the city. Investment bankers frequent

local bars, automobile workers dine at local restaurants, and software developers

patron local gyms. Without these industries, various businesses within the city

would languish. These industries are also the reason why people move to cities for

the hope of employment and why governments spend money to lure skilled workers

into their cities. Importantly, different industries create different types of cities.

Voters from the steel town of Pittsburgh will desire different things than voters from

the financial capital of New York. This begs the question: why are some industries

located together into one city?

We know from previous economics research that economic activity is not evenly

distributed across space. Every city, or state, does not have their own set of firms in

the automobile, steel, and financial sector. Instead firms in similar industries often

cluster together in space in what economics calls agglomeration economies. This

was first observed by Marshall (1890) who provided a few reasons for this behavior.

First, when firms within the same industry locate in close proximity to one another,

it benefits both employers and employees. Employers benefit from drawing on a

large pool of experienced employees when making their hiring decisions. Employees

benefit from a quasi-unemployment insurance. If one firm starts performing poorly,

there will be many other firms able to hire the employee with their specialized skill

set. Second, there are knowledge spillovers since firms within the same industry can

3 http://www.worldbank.org/en/topic/urbandevelopment/overview#1

2
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easily observe what others are doing and mimic it. Lastly, there are reduced costs

associated with inputs and distribution since suppliers can save in transportation

costs when delivering input goods and distributing the final product.

While there is strong evidence that similar industries will cluster together in

space, there is also evidence showing where any particular cluster of economic activity

locates is largely based upon happenstance (Krugman, 1991). For example, Krugman

(1991) tells the story of Catherine Evans from Dalton, Georgia whose innovation in

tufted bedspreads eventually lead to Dalton becoming the rug capital of the world.

This would be a remarkable story if it weren’t all too common. Henry Ford, a

Detroit native, is largely responsible for the agglomeration of automobiles in the

midwest after revolutionizing the production line. Bill Gates, a Seattle native, is

responsible for Microsoft locating in Washington. What is more remarkable is how

small changes in the market can lead to dramatic, and long lasting, changes in the

location of economic activity. One small innovation in an industry can completely

change the composition of the economy in the area where the innovator lived. Once

an industry starts growing, more people travel to the city for work. Smaller similar

firms sprout up around where the industry originated, creating a positive feedback

loop.

While the literature on agglomeration economies has largely focused on the pos-

itive outcomes of clustered economic activity, there is an under explored problem

with the local specialization: the problem of shared market risks. Cities reliant upon

one economic sector are like an investment portfolio with stock in only one company.

When the company is growing the portfolio is strong, but the portfolio suffers when

it declines. Cities are inherently reliant upon the economic performance of firms that

reside within their boarders. When cities with specialized economic activity have a

growing industry, these cities experience a booming local economy, more revenues for

local public goods, and increased migration. However, when this industry declines

3



there can be a dramatic a increase in unemployment, crime rates, a strain on public

budgets, a decrease of essential public goods provision, and mass exodus.

1.1 Decline – Tale of Two Cities

In the 1950s manufacturing cities with specialized economies, such as Glasgow and

Detroit, represented the new model for economic success. Both cities heavily relied

upon one core sector for their economic prosperity. Detroit was the automobile cap-

ital of the world, while Glasgow’s ship building industry employed roughly one third

of all workers in the region. Their path for economic growth was the same: foster

growth of many firms within the same thriving industry. Specialization, however,

came at a price.

Once the US and UK governments opened their economies to the world market,

the auto and shipping industries of Detroit and Glasgow declined. Inexorably tied

to their manufacturing sectors, both Glasgow and Detroit suffered from high unem-

ployment, rising crime rates, and mass exodus. Voters in both regions clamored for

protection from the government to stem the tide of economic decline. While the

auto industry in Detroit received billions of dollars in subsidies from federal, state,

and local governments, the shipping industry of Glasgow was left to die by MPs in

London.

Fast-forward to the present day and Detroit is still in economic turmoil, where un-

employment and jobless rates are some of the highest in the US. Conversely, Glasgow

has undergone an economic revitalization and is home to the third largest economy

in Great Britain. Why did these two cities suffer such different fates? Why has

Glasgow revitalized, while Detroit is stuck in reverse? The notion that economically

concentrated regions are the ones that suffer the largest collapses is nothing new.

However, little is understood about why some cities decline at different rates. I ar-

gue government plays a key role in the speed of regional decline by providing rents

4



to declining industries.

1.2 The Effect of Rents

While often politically popular, rents to ailing industries prolong the process of re-

gional decline and the potential for economic recovery. Rents to declining industries

has three main effects. First rents to declining industries slow the process of Schum-

peterian creative destruction. Schumpeter (1942) was the first economist to popu-

larize the notion economic decline is often a prerequisite for growth. The decline of

blacksmiths was ushered in by the rise of steam engines, the rise of computers meant

the decline of filing cabinets. Technological progress in some sectors of the economy

often means decline for others. Therefore, to Schumpeter, industrial decline is often

a signal of progress and not something to be feared.

Furthermore, from a societal point of view the most valuable assets of firms

are not their products, but their people. Automotive engineers can also be other

types of engineers, and if the auto industry dies these engineers can move to higher

value added activities. This would release thousands of talented workers into the

market who are able to explore other ventures. Rather than simply disappearing

from the economy, entrepreneurial engineers could start their own alternative energy

companies if GM and Ford went under. However, when governments give subsidies to

declining industries, this locks in talented people who could use their skills elsewhere

in the economy. For cities with declining industries, subsidies lock firms and workers

into outdated forms of production and prevents new companies growing from the

dissolution of old firms.

Second, rents create a moral hazard for politically important firms to move away

from innovative activities. The market picks winners and losers based upon quality

of products and individual taste. When firms fail to provide goods that people want

or do not use the most efficient means of producing a product, they will no longer be

5



able to stay in business. This creates the incentive for firms to innovate, and weeds

out ineffective firms. Without the prospect of failure, firms lose the desire to stay

at the technological frontier and become complacent. When firms know government

will subsidize their losses, it fundamentally alters firm’s incentives. Firms will make

riskier investments, move away from innovating, and invest more resources in rent-

seeking from the government. This can have disastrous consequences for cities relying

upon one industry, since all the firms in that city will slowly atrophy rather than

remaining dynamic and innovative.

Third, rents sap funds for public goods that can help growth across various in-

dustries. Industrial rents come in many forms to industries such as: direct trans-

fers, tax breaks, subsidized low-interest loans, or favorable zoning restrictions. Most

commonly, governments provide tangible benefits for firms that affect their bottom

line through tax breaks and transfers. This simultaneously decreases the amount

of revenue available for governmental expenditures and shifts the spending priority

away from providing other types of goods such as schools, health, and infrastructure.

There are two reasons that economically specialized regions will be associated with

less provision of public goods. First, voters see rents to the dominant industry as

an insurance mechanism for their jobs, especially in times of decline. In these cases

voters will support government providing rents to the dominant industry over public

goods. Second, firms in economically specialized regions find it easier to overcome

the collective action problem and use this increased political clout to lobby for goods.

Both of these aspects combine to contribute to decreased public goods provision and

increased rents to politically favored industries. A dearth of public goods in cities

only magnifies the problem of economic specialization. By eliminating important in-

puts needed for new start-up companies, as well as the possibility of attracting other

economic sectors, governments providing rents over public goods encourages a cycle

of relying upon a single industry rather than striving for broad economic growth.
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All of these consequences of rents combine to prolong the process of economic

decline in economically specialized cities. In most cases, governmental attempts to

aid declining industries will fail since the larger economic forces of technology, tastes,

and transportation costs are simply too strong for the government to effectively

combat. In these places governmental aid only prolongs the death of firms. This

leaves two possibilities for cities. In the first scenario, governments largely stay out

of privileging one industry over others. Therefore, firms and workers are consistently

competitive in the long run and cities are reinventing themselves. In the second,

governments privilege one industry over others. These firms get stuck in old forms

of production, using old technologies, and spending resources on rent seeking. When

large negative shocks hit this industry, we are left with two different outcomes. The

industry in the first scenario without governmental subsidies, the industry and city

rapidly decline. The industry dies, but leaves room for new economic growth in the

future. In the second scenario, the industry receives subsidies an slowly declines.

The industry survives, but the cities where the firms are locate slowly atrophy.

1.3 The Provision of Rents

If rents to important clustered industries are the reason for decline, we must ask: why

do some clustered industries receive rents while others do not? Why was Glasgow’s

shipping industry was left to die while Detroit’s auto industry was not? Why was

Pittsburgh’s declining steel industry given little support while Britain’s auto indus-

try was quasi-nationalized? Why can some geographically concentrated industries

receive rents while others cannot? The provision of rents to firms is not random,

as all rents involve governments picking winners and losers. The decision to fund

industries is usually hotly contested by politicians, competing industries, and work-

ers. To properly understand the effect of subsidies we must first understand why

some industries receive subsidies and others do not. Only then can we understand
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how decline within these cities stem from a deeper process. I argue the calculus for

the provision of rents lies at the intersection of economic geography and electoral

systems.

Politics at its nature is geographical; voters are located in space, and how citizens

preferences are aggregated can yield different outcomes (Rodden, 2010). Where an

industry is located will determine its political influence on citizens. An industry

located solely in Glasgow will not have support in Manchester, and vice versa. Unlike

some governmental policies that have uniform importance across space, industrial

policy is geographically biased. Where as most explanations of industrial subsidies

focus on an industry’s ability to lobby government, I focus on electoral pressures

exerted on politicians to achieve policy. Instead of conceptualizing electoral pressure

as a function of industry size, I argue it is not the size of an industry, but what resides

around it that determines electoral pressure. If a city is a “one company/industry

town then it is economically specialized; if a city has many thriving industries it is

economically diverse.

This level of economic specialization will have spillover effects on the largest block

of voters in a region’s economy: the local service sector. Local service sector workers

are distinct in that they rely upon industries around them for their own well-being.

Restaurant owners need auto workers to frequent their business just as gym owners

need software developers to purchase memberships. Therefore, the welfare of local

service sector workers is dependent upon other core industries. Service sector voters

are faced with a trade-off: support subsidies for industries they rely upon, or demand

public goods that directly benefit themselves. Which they choose will determine

the demand for industrial provisions. If voters reside in an economically specialized

industry, they will support rents to that industry more than voters in an economically

diverse area. Thus, economic geography provides the basis for demand for rents.

Economically specialized regions (like Detroit and Glasgow) produce service sector
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voters whose interest’s align with core industries. This creates electoral pressure on

politicians to provide rents to the prominent core industry over public goods.

While economic specialization provides the demand for rents, electoral systems

translate demand for rents into policy. In systems where politicians must cultivate

a personal vote, politicians are responsive to the constituencies in their geographic

electorates. In these systems, politicians will be responsive to geographically concen-

trated industries since they will affect their voters most poignantly. In this system

we will see policy reflecting the desires of various geographic regions. In electoral

systems that are party-focused, however, parties will seek to maximize their total

support across the country rather than a particular area. Therefore, in this electoral

system, parties will implement policy that appeals to a broad national constituency.

Parties in this system will wish to support industries that have a broad impact

across space, which means that they will support industries that are geographically

dispersed. A country’s electoral system, therefore, is key into understanding which

type of industries (geographically concentrated or dispersed) receive support.

My theory relies upon economic geography to explain the demand for rents within

countries, and then looks at electoral systems to explain variation across countries.

Few studies provide an explanation of both the supply and demand of rents; instead

focusing on either within or across country variation. In contrast, my theory of

demand and supply provides predictions about cross-country rents, as well as within-

country rents. By focusing on the electoral impact of geographically concentrated

industries, and a more fine tuned aspect of electoral systems, I clarify predictions

about where rents occur.

1.4 Plan for the Dissertation

In Chapter 2, I formalize my argument in two models. First, I combine voter’s de-

mands with electoral system to explain the provision of rents and public goods. I
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analyze the demand for rents by the largest constituency in almost every geographic

region: local service sector workers. Service sector workers usually have disparate

political interests. However, in economically specialized cities, what is good for the

main industry is also good for service sector workers. In these places service sector

workers will support rents for the main industry over other goods. Therefore, the

demand for rents and public goods is dependent upon economic geography. However,

the supply of rents and public goods is determined by the electoral system of the

country. Polities with electoral systems that have strong parties favor voters across

space rather than clustered in one particular place. However, polities where politi-

cians are more personalistic and have strong ties to geographic areas will support

geographically clustered economic activity.

A few observable implications can be derived from this model. First, economically

specialized regions will demand rents to prominent industries more than they will

demand increased public goods. In political systems that favor local geographic

districts, such as the US, we should see economically specialized regions providing

more rents, such as subsidies, and less spending on public goods like education or

health. Second, the electoral system of a country will determine which type of

industries will be favored. In systems where politicians are reliant upon geographic

constituents more than their place in a political party, geographically concentrated

industries will be relatively electorally important. In systems where parties dominate,

large and geographically dispersed industries will be electorally important. Finally,

economic decline increases the demand for and provision of rents. Economic decline

causes more voters to want rents to their largest industry at the expense of public

goods, and makes the provision of rents more feasible for industries.

The second half of the chapter models the model the decision of firms to engage

politically or innovate. I show that there are two important factors determining

resources devoted towards political action or innovation: electoral importance and

10



economic success. The level of economic success or decline of a firm will directly

influence innovation activity. Firms experiencing an expanding market will wish to

increase their innovative activities in the hopes of increasing future profits. Con-

versely, firms in a declining market will wish to substitute resources away from inno-

vative activities. Importantly, a firm’s electoral importance will condition the level

of investment and political engagement. Electorally important firms can lobby the

government more cheaply than non-electorally important firms, and therefore they

will substitute away from innovating towards political engagement.

Previous research investigating the connection between economic concentration

and electoral systems mainly focuses on broad categorizations the national level, such

as manufacturing concentration and manufacturing spending (McGillivray, 2004;

Rickard, 2012). The drawback with this approach is that it loses valuable infor-

mation about variation between and within industries. Industries are a byproduct

of firms, all of which are independent actors. Firms, not industries, make decisions

to innovate or lobby government. Therefore, it makes little sense to argue about an

industry doing something or manufacturing benefiting from policy. This made sense

in the old literature on industrial protection, where the main mode of governmen-

tal support was tariffs. However in the modern economy, and the ever decreasing

prevalence of tariffs, most governmental industrial policy has heterogenous effects

on firms within industries. Grants, subsidies, tax breaks, and regulations all have

various impacts on different firms within industries just as much as across industries.

This is why I attempt to utilize firm-level data whenever possible to investigate my

claims about political favoritism. Firms can share characteristics of industries, such

as geographic location or political importance, but it is increasingly firms that receive

benefits and not whole industries. Research investigating industrial political involve-

ment is increasingly identifying firm-level, rather than industry-level, variables as

important predictors of political engagement (Fisman, 2001; Hansen, Mitchell, and
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Drope, 2005; Khwaja and Mian, 2005; Faccio, 2006; Richter, Samphantharak, and

Timmons, 2009). Therefore utilizing firm-level data allows multiple levels of analysis,

controlling for important firm-level characteristics while simultaneously investigating

important industry characteristics.

Chapter 3 tests the empirical implications of my model on the provision of rents

and public goods. I test these hypotheses in two separate ways. First, to test the

effect of economic specialization on the provision of public goods and rents, I look

at empirical data across US counties and states. I show that economic specializa-

tion within states and counties is highly correlated with decreased provision of an

assortment of public goods and an increased amount of industrial rents. Second, I

use data from the World Bank’s Enterprise Survey in order to show how electoral

systems condition the type of industries receiving subsidies. I show electoral systems

that incentivize politicians to care about geographic constituents are more likely to

provide subsidies to locally prominent industries, while electoral systems that in-

centivize politicians to care about their place in political parties give subsidies to

nationally prominent industries that are geographically dispersed.

Chapter 4 uses two large datasets to look at how firms substitute between inno-

vation and political involvement. Testing this theory requires micro-level data about

firm behavior in the political and innovative realms. There are no datasets with

a comprehensive treatment of both firm political behavior and innovative activity.

Therefore, I use two different firm-level datasets in order to test my hypotheses: the

World Bank Enterprise Survey and the Eurostat’s Community Innovation Survey

(CIS). Using the World Bank Enterprise Survey I show that firms embedded within

geographically concentrated industries, in geographically favorable electoral systems,

divert resources away from innovative activities towards more efforts to lobby gov-

ernment. While the Enterprise Survey has the best data available on firm political

activity, its ability to capture firm innovation is limited. To supplement this I use
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the Community Innovation Survey’s 250,000 firms to investigate how firms change

the composition of their investments depending on their political importance. By

looking at both of these datasets separately, I am able to find broad support for

my theory: electorally important firms are more likely to engage politically and less

likely to invest in innovative behavior.

My last chapter looks at two case studies that exhibit quasi-exogenous shocks

to electoral systems and economic geography. The first case study looks at the

division of two states in India (Bihar and Jharkhand) from a previously unified state

(Bihar). The second case study looks at Thailand’s 1997 constitutional change. For

India the creation of two states from a previously unified state increased economic

specialization in both states, while Thailand’s constitutional change increased the

strength of political parties by altering the electoral incentives of politicians.

In both the Thai and Indian case, governments drastically, and immediately,

changed their spending patterns. In Thailand, the electoral system change caused a

dramatic increase in subsidies to the geographically dispersed rice industry as well as

increased spending towards important public goods (such as health). In India, gov-

ernments of the newly formed states (Bihar and Jharkhand) dramatically decreased

their spending effort for public good provision (education and health expenditures)

while they simultaneously secured subsidies for their main core sector. These find-

ings are in line with my hypothesis about how governments will respond to economic

concentration given their electoral system.

Testing the various implications of my models requires a wide range of evidence,

and therefore I take diverse empirical approach to test my claims. I use firm-level

surveys, data on governmental expenditures, and qualitative case studies to illustrate

my argument. Firm-level surveys about subsidies allow me to test my hypothesis

about the provision of rents at the micro-level. Data on governmental expenditures

allows provides insight into how governments respond to structural conditions such
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as economic specialization. Firm-level data on innovation and lobbying allows me to

investigate the tradeoff firms make between market and non-market strategies. And

finally, case studies allow me to show how sudden changes in structural variables

alter politicians behaviors in regards to rent and public goods provision. The case

of India looks at what happens to government expenditures when there is a sudden

change in the economic composition of the state, while the case of Thailand looks at

what happens to expenditures when there is a sudden change in electoral systems.

Each of these studies illuminates different sides of my arguments. Together, this

evidence builds a cohesive story about the relationship between economic geography,

electoral systems, and rents.
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2

Rents: Their Supply and Effects

In Fall of 2013 Boeing, the world’s largest aerospace company, was awarded the

largest state subsidy in U.S. history. Earlier in the year Boeing threatened to move

the bulk of its production away from its historic home of Seattle, which would have

cost thousands of jobs for Washington’s economy. Within days of this threat the

legislature approved a deal allowing Boeing to benefit from approximately $8.7 billion

in tax breaks over the next 27 years (Connelly, 2013). In the Fall of 2010, the

German government successfully petitioned the European Commission to continue

its subsidization of insolvent coal mines. Even though the German coal industry has

been steadily declining for the past decade, the European Commission allowed the

3 billion Euros in annual subsidies continue (Tait and Peel, 2010). In Quebec, the

provincial government recently provided almost a half billion dollars in order to stop

the bleeding of the rapidly declining forest industry (Press, 2013). The measure was

designed to help the declining industry continue to employ forestry workers.

Even in the “freest” of free market countries, governments routinely give massive

payouts to industries. These subsidies are justified to citizens under the banner of

“investing in the future” or “saving jobs” in declining areas. Governments picking
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economic winners and losers is of long vintage in political science and economics.

Yet, there is little consensus on why some industries are privileged over others. I

argue that two forces are fundamental to understanding the provision of rents: the

demand for rents and the supply of rents. Rent demand comes from the industries

which exert electoral pressure for rents. Certain industries can exert more political

pressure on governments, which translates into increased demands for rents. I argue

an industry’s relative geographic concentration is critical in determining the political

importance of industries. When industries are clustered in space, they are better able

to overcome collective action problems, and generate increased political support for

their industry.

While industry characteristics define the demand for subsidies, the structure of

politics determines the supply of rents. Knowing which industries politicians care

about is critical to understanding which industries will be politically favored over

others. Drawing from established literature on the incentive structures for politi-

cians, I argue politicians are beholden to different types of voters which is critical

to determining which industries receive rents. In electoral systems where politicians

care about voters in narrow geographic districts, politicians will give subsidies to

geographically concentrated industries that are important to their constituents. In

electoral systems where politicians care about their place within their political party,

parties will set policy to maximize votes across the entire country. In these systems

industries that are nationally prominent and geographically dispersed will be po-

litically favored. Therefore, different electoral systems will prefer different types of

geographically concentrated industries.

Political favoritism for these industries will have unintended consequences. First,

assuming governments face a relatively fixed budget, political favoritism to specific

industries will alter governmental spending habits. When governments want to spend

resources on industries, they spend less on items that can benefit the economy as a
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whole, such as public goods. This hinders the ability for upstart industries to thrive,

and disincentivizes other firms to locate within areas where they might be taxed for

the benefit of other industries. Second, political favoritism creates a moral hazard

for firms. Firms have two ways to obtain profits: through the market and through

the government. When firms know they are politically important, they will shift

resources away from innovative activities and towards strengthening political ties.

This leads to politically important firms slowly moving towards maintaining rents

rather than pushing the technological frontier of their industry forward.

In this chapter I outline how rents are provided and their effects on firms. In the

first section I outline how politics conditions the provision of rents. While much of

the literature focuses on the ability of firms to lobby, I argue that the provision of

rents is determined by the demand for rents and how those demands are aggregated.

While most of the literature on the provision of rents looks at the ability of industries

to lobby for rents, I investigate another avenue: the electoral importance of indus-

tries. I develop a motivating formal model revolving around to show how industries

characteristics create electoral pressure on politicians to give large industrial rents.

Importantly the demand for rents is conditioned by politics. Which firms are

politically powerful depends upon which voters politicians care about, and where in-

dustries are located. Therefore, different political systems will aggregate the demand

for rents differently. I show how in countries where politicians care about geographic

districts, they will give rents to geographically concentrated industries. Conversely,

in countries where politicians care about their place within national parties, they

will give rents to geographically dispersed industries.

Next I explore the tradeoff between innovation and rent-seeking by firms. I create

a formal model that investigates how the decision of firms to invest in innovation and

rent-seeking depends upon the firms economic performance and political importance.

When firms are politically important, they will invest less in innovative activities and
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spend more on rent-seeking.

2.1 Demand for Rents

Within political science, work on which industries are able to secure favorable policy

is derived from the work in IPE on protective tariffs.1 This work is largely divided

into two theoretical concepts: the demand for protection and the supply of protection.

The demand side holds politicians constant and focuses on which voters/workers are

motivated to seek protection, while the supply side focuses on domestic institutions

that provide protection. Both sides are needed to understand protection, yet they

are rarely considered in unison.

The demand side generally takes a two-step process to understand which indus-

tries are protected by government. First researchers specify actors’ (firms, workers,

or industries) preferences over policy, and then account for the actors’ ability to

achieve its desired policy, usually through lobbying (Grossman and Helpman, 1994;

Golberg and Maggi, 1999; Baumgartner and Leech, 2001). When determining ac-

tors’ preferences, the literature heavily draws upon two models: the Heckscher-Ohlin

(HO) model and the Ricardo-Viner (RV) model. The HO model assumes that fac-

tors of production within a country are perfectly mobile, while the RV assumes that

there is stickiness for factors of production. These different assumptions lead to dif-

ferent predictions of policy preferences. The HO model anticipates divides between

capital and labor, while the RV model anticipates divides between businesses that

are import-competing and ones that are not (Rogowski, 1989). Both models assume

policy is determined by actors’ pocketbooks; if a worker becomes wealthier from

protection, then she will demand more of it.

The HO and RV models have found mixed support within survey research (Mayda

and Rodrik, 2005; Busch and Reinhardt, 2000), but these results raise a larger ques-

1 see Rodrik (1995) for a comprehensive review
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tion. Since protected industries only contribute a small percentage of overall voters,

why do politicians adhere to these industries demands over the majority of citizens?

If policy is determined by a strict popular vote, how can industries located in one

region get special treatment while industries spread throughout the country get lit-

tle support? Furthermore, the HO and RV models imply that many industries want

protection, but we know that only some industries receive it. Why do some get pro-

tection and others do not? The standard demand side answer has been: industries

that can solve the collective action problem (Olson, 1965) will secure protection. The

literature gives a few different ways in which the collective action problem can be

solved within industries: 1) industrial concentration, 2) geographic concentration,

and 3) declining industries.

Industrial concentration deals with the percent of the market located in the total

number of firms (Olson, 1965; Baldwin, 1985), but evidence supporting its impor-

tance is relatively scarce (Hansen, Mitchell, and Drope, 2005). Geographic concen-

tration is most often proxied by an industrys spatial dispersion of production and

employment. It is argued that spatially clustered industries find it easier to mobilize

(Busch and Reinhardt, 1999) and coordinate lobbying activity than geographically

dispersed ones (Chwe, 2001). The geographic proximity of industries is theorized to

be an important factor for securing policy in the United States (Busch and Rein-

hardt, 1999), as well as around the world (McGillivray, 2004). While many theories

assume that geographic concentration yields increased protection, these theories have

ambiguous support. Some studies find a positive relationship, others find a negative

relationship, and some find no relationship at all (McGillivray, 2004; Anderson and

Baldwin, 1987; Hansen, 1990; Rickard, 2012). However, there are two important

overlooked impacts of economic geography. The first is the relative concentration

of industries within a particular space. The second is the effect of spillovers on the

dependent service sector workers.
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Lastly, the demand side finds an historical connection between declining firms

and protection (Marvel and Ray, 1983; Ray, 1991). As Baldwin and Robert-Nicoud

(2007) argue: it is not governments that pick losers, but losers that pick the gov-

ernment. As firms become insolvent, they turn to the only secure form of revenue,

which is governmental protection. Therefore, the less successful the industry, the

more likely it is to lobby. This explains the consistent empirical relationship between

declining firms and protection (Marvel and Ray, 1987). Yet, multiple industries often

decline simultaneously, which begs the question: which industries do governments

support? Politically salient industries are more likely to receive subsidies, and polit-

ical salience is determined by the interaction between the location of voters and the

politicians that represent them.

Lobbying effort by industries is the typical explanation given for policy that does

not maximize social welfare (Grossman and Helpman, 1994; Golberg and Maggi,

1999). However, I believe that the electoral impact of industries is equally important.

Specifically, I argue that the service sector – easily the largest number of voters in

the economy – is fundamental to understanding demand for industrial policy. Service

sector workers, i.e. workers in organizations that provides goods/services to the local

economy (Pred, 1966) such as insurance agents, restaurant owners, or carpenters are

highly dependent on the surrounding economy for their welfare. Voters in the service

sector will prefer different policy depending upon the economic composition they are

located within. A service sector voter from a one-company town will prefer different

policies than service sector workers in a large, economically diverse city.

There is some evidence supporting this hypothesis in the trade preferences litera-

ture. Mansfield and Mutz (2009) find that sociotropic issues are a much better proxy

for predicting mass support for industrial policy, and Mayda and Rodrik (2005) find

that individuals attached to their neighborhoods support protection in times of de-

cline. These findings suggest voters preferences depend on their surrounding area,
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and its economic condition, as well as their own industry’s wellbeing. While these

models are useful in predicting support for policies, they lack in suggesting why some

industries actually receive support over others. If the location of different industries

condition the demand for subsidies by service sector workers then knowledge about

economic geography is needed to properly understand that demand.

The political science literature on how economic geography and electoral systems

determine citizen’s preference is limited. The best example is Beramendi (2012)

which brings together economic geography and political institutions to understand

redistributive preferences and outcomes within federalist systems. Beramendi shows

that interregional income inequality and labor market risks drive citizens’ demands

for redistribution and shows how political institutions condition this demand. When

the economy of different regions of a country are homogenous, meaning all regions are

have about the same wealth, then the amount of redistribution will be low. However,

when the economy of different regions of a country are heterogenous, meaning some

regions are much richer than others, then the demand for redistribution within the

poorer districts will rise.

Beramendi investigates the preferences for redistribution, drawing insights from

the now canonical Meltzer and Richard (1981), and combines heterogenous income

distributions across political space. He shows how political institutions conditions

this increasing demand for redistribution. Beramendi argues that systems where local

politicians matter relative to national politicians, (centrifugal systems in his book)

local politicians respond to these demands for redistribution. Conversely, in systems

where national politicians matter more than local politicians, (centripetal systems

in his book) national politicians downplay cross-regional differences in redistribution

preferences and focuses on the national median voter.

Beramendi’s (2012) work is very close to the structural framework developed in

this chapter. He uses a micro-model based on income to determine the preferences
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for voters over redistribution, investigates how economic geography conditions these

preferences, and then asks how political institutions condition these demands. In

large, his results are largely congruous with my findings. However, while Beramendi

(2012) mainly investigates the preferences of individuals over redistribution, this

chapter investigates preferences over public goods and industrial rents. Further,

rather than treat all citizens identically, I argue that the type of economic activity

citizens are employed in can have dramatic consequences for policy preferences. In

the next section I focus on a key group of overlooked constituents within economics

and political science, local service sector workers, and show how their preferences

shape the incentives of politicians to provide public goods and rents.

2.1.1 Service Sector
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Figure 2.1: Percentage of Workers Employed in the Service Sector in US Cities per
Year from 1968-2000

Most research overlooks the electoral importance of industries. If an industry

only constitutes a small number of overall workers, how can it generate enough elec-

toral pressure to achieve their policy goals? Previous research focuses on the ability

of industries to lobby the government for desired policies. I argue the geographic

location of industries is key to understanding the electoral pressures that industries

levy upon politicians. Importantly, it is not how big an industry is, but what resides
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around it that determines electoral pressure. While most research studying the de-

mand for protection looks at subsidized industries, this misses the biggest sector of

the economy: the service sector.

The number of voters who work in core industries – industries that export their

product outside of the region they are located (Pred, 1966) – is strikingly low. In fact,

the overwhelming majority of workers in advanced industrial economies reside within

the service sector – i.e. workers who provide locally consumed goods. This can be

seen in Figure 2.1, where each observation represents a city’s percentage of workers

employed within the service sector for each year between 1968 to 2000.2 Figure 2.1(a)

shows the distribution of service sector workers within major Metropolitan Areas,

while Figure 2.1(b) shows the distribution of service sector works in Micropolitian

Areas (as defined by the BEA). The red line shows the 50% employment mark. Any

observation to the right of the line means that over 50% of non-governmental workers

are employed in the service sector. Large cities, e.g. Detroit, Seattle, Raleigh and

their surrounding areas (Figure 2.1(a)) are dominated by Service Sector employees,

where over 93% of observations fall above the 50% mark. Even in much smaller cities

(e.g. Mason City IA, Shelby NC, Allegan MI) service sector employment dwarfs

employment in core industries, where over 75% of all observations are above the 50%

mark. If politicians are crafting policy in order to maximize votes, it is rational to

believe policy ought to be catered to workers of the service sector.

Service sector workers are different from core industry workers in one critical

way: they are dependent upon core workers for their income. Restaurant owners

need IT workers as patrons, just like insurance agents need factory workers to buy

car insurance. This reliance upon core sectors creates symbiotic policy preferences for

service sector workers. Conceptually, voters from the service sector face two spending

decisions: subsidize core industries that they rely upon or have the government

2 Figures are derived from Bureau of Economic Analysis (BEA) data
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provide public goods they can directly benefit from. Under what circumstances will

service sector workers demand subsidies to a core industry compared to demanding

public goods? The answer to this question depends on the level of economically

concentration of each locale.

2.1.2 Model

In order to understand the preferences of service sector voters, I develop a simple

motivating model to predict when service sector voters will prefer subsidies to public

goods. The model is purposefully simplified in order to see how the preferences

of service sector workers change in response to economic concentration and decline

within their region. In this model, voters are completely defined by their vocation,

and work in one of two broad sectors: Core Industries or the Service Sector.

Core industries export their product to locations outside of the geographic area

in which they are located, while service workers are dependent on income within

the geographic area they reside. Therefore, service sector workers rely, in part, on

core industry earnings, while core industries rely upon their product sold on the

global market. Service sector workers (e.g. restauranteurs, yoga instructors, retail

outlets, etc.) depend on local patrons buying their product, meanwhile core sectors

(e.g. automotive manufacturing, steel production, logging, etc.) rely upon customers

outside the location of production. This means that income for workers in the service

sector comes from two sources: spending from core workers and spending from other

service sector workers.

To capture these two sources of income for the service sector worker, their indirect

utility is written as:

Us “ ws ` fp
N
ÿ

j“1

βjejwjq (2.1)
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where ws is a minimum wage for the sector absent all core sectors, and fp
řN
j“1 βjejwjq

is a function which captures the positive externality from the core industries. This

function consists of the wage for each industry wj, the employment level of each

industry ej and the rate of which the workers spend their money within the local

economy βj. This is done to capture the relative size and impact of each core in-

dustry within a region. Large industries, such as aerospace or oil, will bring in more

money than smaller industries. However, the spillover from these large industries is

likely to vary. Aerospace is likely to have a larger spillover on the local economy due

to its industry employing many middle-income factory workers whose income is used

to purchase local goods and services. Oil, on the other hand, employing relatively

few workers, might have a smaller impact on the local economy even if it accounts

for a sizable portion of an area’s GDP.

Politicians are assumed to have T dollars in tax revenue to distribute to either

public goods or subsidies to a core industry. To simplify the decision-making process,

assume that politicians can either spend T on a single core industry or provide public

goods to all industries. Public goods have a positive externality that benefits all

industries, but since public goods are diffuse, any given industry will benefit more

from direct subsidies than public goods. Industries receive T dollars when politicians

give them subsidies, whereas industries get λT with public goods3. Lastly, since the

service sector is not a single industry, but rather a collection of many industries (i.e.

restaurants, dry cleaners, gyms, insurance agents, realtors, etc.), politicians can only

give direct subsidies to core industries. Workers vote for the politician who offers the

policy that maximizes their utility, which is completely defined by their income.4

3 λ represents the effectiveness of government spending public goods, and since it is assumed that
public goods are never more efficient than direct transfers for one recipient, i.e. λ ă 1. However the
value of the public good to all industries can be greater than the public good, i.e.

ř

i λT ą T

4 It is important to note that due to the simplification of how money translates into financial
support, politicians have an incentive to give all of their money to the industry with the biggest
impact on the service sector workers. Therefore extending the option for politicians to give to
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2.1.3 Demand from Local Districts

Since service sector voters are a majority in nearly every city in the developed world,

it is assumed that politicians will wish to capture their votes in order to win elections.

The service sector utility function can be captured by the following equation:

Us “ ws ` lnpExternalitiesq (2.2)

The wage of the worker within the service sector without any externalities from

core industries is represented by ws, and the ln function represents the decreasing

marginal returns to the externalities from core industries. To see when voters in the

service sector will desire public goods compared to subsidies to the most prominent

core industry, I take the difference in the utilities between the utility derived from

receiving a subsidy (VSsub
) and the utility derived from receiving a public good (VSPG

).

VSsub
´ VSPG

“ws ` ln

˜

βc1ec1wc1pαc1 `
T

αc1yc1
q `

N
ÿ

j

βjejwj

¸

´

«

wsp1` λT q ` ln

˜

N
ÿ

i

βieiwiαi

¸

` lnp1` λT q

ff

(2.3)

Equation 2.3 represents the calculus of the voters of the service sector, with

VSsub
representing the utility of receiving a subsidy and VSPG

representing the utility

of receiving public goods. Subsidies (T ) are given to a single core industry, while

public goods (λT ) are given to all voters. For the sake of the modeling, it is assumed

public goods benefit core-industry workers less than a direct subsidy, i.e. that λ is

less than one. The rationale is straight forward. With λ less than one, this simply

constrains the government from spending $1 and increasing every worker’s income

multiple core industries does not change the results, since the politicians still desire to subsidize
the most important industry.
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by more than $1. Service sector wages absent all externalities is represented by ws.

The externalities of the core sector is represented by the core sector’s wages (w),

number of employees (e), and propensity to spend in the community (β). Subsidies

are assumed to go to the most important industry within the locale, denoted as core

industry c1. Lastly, the model considers the impact of economic decline, through the

growth rate of core sectors (α), on the utility of service sector workers.

It is important to note that the effect of subsidies and public goods are not sym-

metric. It is assumed that the benefit of public goods are felt by each industry

equally, including the service sector, while subsidies go to the most important indus-

try within the locale (denoted as c1). The benefit of subsidies to the main industry

are assumed to be relative to the size of the industry when subsidized (αc1yc1). The

intuition is that a small industry will benefit more from $1 million than a very large

industry. While the impact of subsidies is dependent on the size of the subsided

industry, the benefit of public goods are felt uniformly across the economy.

Using first order Taylor Series expansion5 and recombining terms for Equation

2.3, I arrive at the following formula:

VSsub
´ VSPG

« δγp
T

αc1yc1
q ´ wsλT ´ lnp1´ λT q (2.4)

where γ represents the relative externality from the most important core industry

and δ represents the size of the most important industry in relation to the economy.

A larger value of δ means the core economy in an area is the more concentrated. A

region completely reliant upon one industry would have a δ of 1, while a region with

infinite industries of equal importance would have a δ close to zero.

Setting VSsub
´ VSPG

“ 0 and rearranging terms to VSsub
“ VSPG

allows us to see

what influences service sector voters to want to switch between subsidies and public

5 For more details on the transformation, simplification, and variable creation see the appendix
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goods provisions:

δγ

αc1yc1
« λp1` wsq (2.5)

Here we see that the level of economic concentration in the local economy (δ)

influences service sector voters to prefer subsidies over providing public goods. The

more concentrated the local economy, the more service sector employees will support

subsidies over receiving public goods. Likewise, the growth or decline of the promi-

nent core industry (αc1) also changes the voters’ calculus. As the main core sector

declines service sector voters will increase their support for subsidies. Conversely, as

the main sector experiences positive growth, service sector voters will prefer public

goods.

This suggests service sector voters are responsive to the economic conditions of

their locality in different ways. The support for rents is dependent upon the economic

health and the relative economic concentration of the locality. As a locality becomes

more economically specialized, voters demand subsidies rather than public goods.

Further, as a locality moves from positive economic growth to negative economic

growth, voters demand subsidies to ailing industries over public goods that benefit

all industries. Lastly, an increase in the wage of service sector workers absent core

industries (ws) or the effectiveness of public goods provision (λ) increases service

sector workers’ desires for public goods.

2.2 Electoral Supply of Rents

The previous section focused on the electoral demand rents by service sector voters.

However, voters interests do not exist in a vacuum. Preferences for public goods

or rents to industries must be acted upon by politicians. Which voters politicians

care about will condition the effort for spending on public goods or rents for in-
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dustries. Domestic institutions aggregate citizens’ preferences and determine policy

outcomes; therefore, it is natural to believe that institutions will systematically af-

fect the provision of rents. Historically, the supply of rents also stems from the same

IPE literature, which argues that electoral systems will condition the protection of

industries across democracies.

While the literature agrees electoral systems ought to condition the provision of

industrial protection, it does not agree how. Some studies predict that PR systems

will protect industries less than majoritarian systems due to fewer lobbying avenues

and fewer electoral districts (Rogowski, 1987; Mansfield and Busch, 1995; Persson and

Tabellini, 2003), while others argue PR systems will increase the level of protection

(Rogowski and Kayser, 2002; Ehrlich, 2007).

At the subnational level, the literature has tried to incorporate geography by

looking at the size of electoral districts as a proxy for support for protection. It

argues the larger the district, or the fewer districts a country has, the more likely

politicians will support free trade over protectionism. Yet, as with electoral systems,

the relationship between number, and size, of electoral districts and protection is

muddled. Some studies find countries with smaller districts are more likely to sup-

port protectionism (Mansfield and Busch, 1995; Ehrlich, 2007), while others find the

opposite result (Nielson, 2003; Karol, 2007). One reason for the mixed findings might

be the misunderstanding of economic geography. The underlying assumption is that

as district size grows, so too does its economic diversity. This is not always the case,

and needs to be tested with the economic geography of districts.

Politicians are incentivized by votes as well as lobbying effort, yet, few studies

attempt to properly account for politicians incentives. If politicians care about their

constituents wellbeing more than lining their own pockets (Gawande and Krishna,

2003), then the question becomes: who are the constituents of politicians? Politicians

represent specific interests within countries, and rarely choose between maximizing
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aggregate social welfare and providing protection for industries. If a politician rep-

resents a district that is negatively affected by free trade, then she will support

protection. However, if the politician represents a national party, then she is more

likely to support free trade. This aspect of politics is largely ignored by the litera-

ture on protection. When it is considered, partisanship takes the un-nuanced view of

left-wing versus right-wing politics (Dutt and Mitra, 2005; Epstein and O’Halloran,

1996). This conceptual divide is extremely rough, and often provides conflicting

results (Ehrlich, 2007; Milner and Judkins, 2004). What is needed is a deeper un-

derstanding of politicians’ constituents to understand politicians incentives. Overall,

the literature on the supply of protection is rife with ambiguous findings. This is

due to the lack of geography and economic concentration as relevant characteristics.

The closest, and most comprehensive, attempt to use this framework is done by

McGillivray (2004). In her book she outlines an argument that specifies how electoral

systems, specifically party strength, condition the impact of economic geography on

protectionist policy. She argues that strong party PR systems give protection to in-

dustries in safe electoral districts, strong party majoritarian systems give protection

to industries in marginal electoral districts, and finally that weak party majoritarian

systems benefit large disperse industries (McGillivray, 2004). While conceptually in-

novative, this model has some shortcomings. First, this model does not hypothesize

about differences in aggregate protections across countries. Second, McGillivray’s

model states that parties will favor industries that have been historically important

to them. However, her own research shows that industries have been protected and

harmed by the same party6 If parties consistently favor certain industries due to

historical ties, then why do parties take inconsistent stances on certain industries?

Lastly, McGillivray’s theory does not explicitly account for the demand for protec-

tion, but rather looks at why certain industries are chosen over others. To have

6 see the steel industry in the UK in McGillivray (2004).
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a comprehensive account of why industries will receive protection, research needs

to address both the supply and the demand of protectionism. While McGillivray’s

model is an excellent starting point for understanding protection, I seek to build on

this model by incorporating a different underlying assumption about the effect of

geography and economic concentration.

Conversely, Rickard (2012) argues that pluralities are more likely to subsidize con-

centrated industries than PR systems since PR systems have incentives to cater to

narrow interests that are geographically dispersed. Likewise, Grossman and Helpman

(2005) argue that majoritarian systems favor geographically concentrated industries.

These theories, however, focus only on the incentives of politicians to provide indus-

trial favoritism. I argue economic concentration conditions the demand for industrial

protection, and this process is exacerbated by industrial decline. Unlike McGillivray

(2004), I argue systems with politicians caring about narrow constituencies produce

more support for concentrated industries, while systems focusing on broad interests

support geographically dispersed industries. And unlike Rickard (2012), I argue sup-

port for geographically concentrated industries is dependent upon electoral salience,

which varies within countries depending on economic geography. This argument has

implications for local, regional, and national industrial policy.

While voters in the service sector provide the demand for protection, this de-

mand must be translated into policy. In order to understand how this demand is

translated into policy, we must understand how politicians are incentivized by voters.

Within political science there is a large literature describing how political institu-

tions condition whether politicians cater to narrow interests or broad constituent

interests (Persson and Tabellini, 1999; Milesi-Ferretti, Perotti, and Rostagno, 2002;

Persson and Tabellini, 2003; Grossman and Helpman, 2005; Park and Jensen, 2007,

among others). This literature finds politicians privilege narrow geographic inter-

ests in countries with majoritarian, single district, or personalistic electoral systems,
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while pluralistic, multimember district, or party-centered electoral systems politi-

cians favor broad national interests. These distinctions are conceptually useful for

distinguishing the effect of a change in demand on the policy created within these

countries.

2.2.1 Supply Model

In Section 2.1.3, I argue the electoral demand for rents is largely predicated upon

the preferences of service sector voters. I show that service sector worker’s prefer-

ences are dependent upon economic concentration and the economic health of the

most important sector in their locality. As these locally important sectors start to

decline, service sector workers demand more rents for that industry at the expense

of public goods provision. While the previous section argues that demand is driven

by service sector voters, their preferences are aggregated in different ways depending

on the electoral system of the country. In this section I outline two broad types

of electoral systems. In the first electoral system (Personalistic systems) politicians

are responsive to particular geographic districts, and in the second electoral system

(Party-Centered systems) politicians are beholden to their political parties. These

two electoral systems will cause politicians to cater to different types of industries.

Below I build a model based on the decision of politicians to maximize their votes,

and show how economic concentration varies which policies politicians will support.

All politicians and parties are assumed to desire votes to win elections. The

equation describing the politician’s electorate can be written as:

V otesA,B “
N
ÿ

j

ˆ

eCj

eT
UCj

˙

`
eS
eT
US (2.6)

where
eCj

eT
reflects the percentage of citizens employed within Core Industry j, and

eS
eT

represents the percentage of citizens employed within the local Service Sector.
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Employment is normalized so that
řN
j“1p

eCj

eT
q `

eS
eT
“ 1 captures the entire relevant

electorate.

As outlined in the previous section, service sector workers’ decision over public

goods are defined by the economic specialization of their locale. The more specialized

the local economy is the more service sector voters will support rents to industries

over public good provision. Drawing from Equation 2.5 this will happen when eco-

nomic concentration of the region is significantly large (δ ě δ̄).7 Since the politicians

will wish to cater to the vote of service sector workers, the relative concentration of

each industry will be fundamental in deciding which policy governments support.

In order to understand the actions of politicians across different electoral systems,

let us construct a theoretical country. First assume that there are three districts (1,

2, and 3) within the country all of equal population. Second, assume that there

are three core industries (I, J, K) which can be distributed in different ways across

districts. For simplicity, assume each industry creates the same spillover effect on

service sector workers. Finally, assume that the majority of voters in each district

are employed in the service sector.

Let’s look at two scenarios of differently distributed economies. In the first sce-

nario, assume that each district is economically specialized in a different industry.

This means that each district relies upon one core industry for its economic liveli-

hood, i.e. δ̄ is achieved for all the districts. In this scenario service sector workers will

prefer rents to the important core industry in their district over public goods, and

public goods to rents to all other core industries. In the second scenario, each district

has roughly the same amount of each core industry. In this scenario, service sector

workers will prefer public goods to rents to any specific industry. The preferences for

7 where δ̄ is equal to:

δ̄ ą
λp1` wsqαciyci

γ
(2.7)
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Table 2.1: Service Sector Voter’s Policy Preferences and Economic Concentration

District 1 District 2 District 3

Regional Econ Con δI ąą δJ,K δJ ąą δI,K δK ąą δI,J
Policy Preferences SubI ą PG ą SubJ,K SubJ ą PG ą SubI,K SubK ą PG ą SubI,K

Regional Econ Diversity δI « δJ,K δJ « δI,K δK « δI,J
Policy Preferences PG ą SubI,J,K PG ą SubI,J,K PG ą SubI,J,K

each district’s service sector voters for both scenarios are shown in Table 2.1. While

this shows the preference for the voters in each district, how these preferences are

aggregated depends on the type of electoral system.

Consider the decisions of politicians under two different types of electoral systems.

In the first electoral system (Personalistic) each district elects a member of parliament

(MP) to represent them within a national congress. Here, all politicians will care

only about the welfare of the voters within their home district in order to maximize

chances for re-election. Keeping with the theme of the simple theoretical nation,

this creates three parliamentarians who decide between allocating money between

either public goods or rents for industries. If two or more MPs agree upon providing

public goods, then the country will spend the total amount of money T available

on public goods. If two or more MPs agree to providing rents, then T is divided

by the number of MPs who vote for rent provision and allocated according to each

MP’s desires. Since MPs only care about their district, they will respond to the

desires of voters. Since service sector workers comprise a majority of voters within

each district, politicians will cater to their desires. Therefore, the regional economic

specialization of the entire country will determine the level of rent provision.

The second electoral system (Party-Centered) politicians chances for re-election

is completely dependent upon parties. In this system, parties are in complete control

of policy platforms and attempt to maximize the national vote in order to stay in
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Table 2.2: Policy in Regionally Concentrated Economy by Electoral System

District 1 District 2 District 3

Personalistic SubI ą PG ą SubJ,K SubJ ą PG ą SubI,K SubK ą PG ą SubI,J
Party-Centered SubI ą PG ą SubJ,K SubJ ą PG ą SubI,K SubK ą PG ą SubI,J

power. Therefore, parties will want to set policy to maximize voter welfare across as

many districts as possible in order to increase the number of votes across all districts.

For simplicity, assume that there are only two parties competing to win the national

election. Parties have an identical decision to the MPs in the Personalistic system:

they can either spend T dollars on public goods or rents for a single industry. How-

ever, since parties commit to action for the entire country, rather than a particular

district like the Personalistic system, they can provide rents to one industry across

for the entire country rather than within each district.

What will determine the policy decisions within these two electoral systems?

The answer depends on the distribution of economic activities across space within

the country. First, let’s look at the first scenario where the economy is regionally

concentrated, as shown in Table 2.2. In both systems, service sector workers prefer

rents for the dominant industry within their own district over all other policy al-

ternatives. In the Personalistic system, this means that the MPs representing each

district will vote for rents in the national congress and split the money for their own

district.

In the Party-Centered system, however, parties will pursue public goods. Since

it is assumed that parties can only provide subsidies to one industry, support to any

individual industry will be a losing strategy. To understand this more clearly, let’s

assume that Party A decides between promising to provide rents to Industry J or

public goods. Drawing from Equation 2.6 we can write the Party’s vote total for
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each policy decision as:

BenefitSubJ “

řN
1 peCJ

´ eCi
q `

´

řK
1 eS ´

řN´K
1 eS

¯

eT

where BenefitSubJ represents the benefits in terms of votes for providing rents across

N districts in the country to Industry j. The value of the rents in terms of votes from

the core industries is represented by
řN

1 peCJ
´ eCi

q, where eCJ
represents the number

of voters in the core industry that receives rents and eCi
represents all other core

industries. The value of rents in terms of votes from the service sector is represented

by
´

řK
1 eS ´

řN´K
1 eS

¯

where eS is the number of service sector workers in each

district. Here K represents the number of districts where rents to core industry i is

preferred to public goods.

Since it is assumed that service sector workers compose a majority in each district,

they will determine the electoral benefit of providing rents. The only way rents in

Party-Centered systems benefit parties is if: A) the subsidized core industry is very

large, i.e. the value of eCJ
is very large, and B) the distribution of the subsidized

core industry is highly dispersed across space, i.e. K is large. If these two things

happen, the number of votes can balance out compared to providing public goods.

In places of high regional economic concentration, providing rents is a poor strat-

egy for a Party seeking to maximize votes. There are two reasons for this. First, the

value of eCJ
compared to eCi

is not large, due to each region specializing in different

activities. Second, because each region is specializing in different economic activities

(and assuming there is more than two activities), the number of districts without the

subsidized industry will be higher than the number of districts with the subsidized

industries. Again, this means that the total number of votes against the industry will

outnumber the votes for. Looking at it a different way, we can see from Table 2.2 that
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Table 2.3: Public Good v. Rents Policy by Electoral System

Regional Economic Con Regional Economic Diversity

Personalistic Rents Public Goods

Party-Centered Public Goods Public Goods
(Unless Large Industry is Geo Dispersed)

providing public goods is a great way to maximize many voters utilities across space

since it is usually the voters second most preferred option in a regionally specialized

economy.

This means that in Party-Centered electoral systems, where parties are trying to

maximize total vote across the entire country, industries that employ a lot of people,

and are dispersed across space will be favored. Conversely, in Personalistic systems,

where individual MPs are focused solely on the economic welfare of their district,

industries that are geographically clustered will be politically favored. This explains

why highly concentrated sectors in Party-Centered systems, such as the shipping

industry in Glasgow, are neglected in their time of need while their sister industries,

such as Boeing in the US, are supported. It also helps explain within country level

variation of support for industries. The state of Pennsylvania provided less support

to the steel industry, concentrated in Pittsburgh, than Michigan did to the auto

industry, concentrated in Metro Detroit. This model suggests the reason is because

Pennsylvania has other large electoral districts, i.e. Philadelphia and the surrounding

areas, that were completely independent of the steel industry, while Michigan did

not. Therefore, the relative economic geography of the states helps explain industrial

support to the industries.
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2.2.2 Hypotheses

These two different electoral systems will favor two different types of economic ge-

ography. In Personalistic systems where politicians are responsive to the narrow

interests, politicians will only care about voters within their geographic district.

Politicians in Party-Centered systems, however, will cater to interests that will in-

crease their vote share across the entire nation rather than an any individual district.

Therefore, a change in underlying demand will be aggregated differently depending

upon electoral systems. Politicians in Personalistic systems will be more sympathetic

to voters in concentrated districts, while politicians in Party-Centered systems will

be more concerned with national interests.

As Equation 2.5 notes, economic decline can alter the calculus of voters in im-

portant ways. Critically, decline in district’s most important industries lowers the

threshold for how concentrated a district must be before the service sector voters will

support rents over public goods. Assuming that economic shocks are felt nationally,

rather than regionally, this increases demand for rents across districts. This will

exacerbate the pre-existing relationship between industries and politicians. In Per-

sonalistic systems, this will mean an increased likelihood that rents will be provided

for geographically concentrated industries. In Party-Centered systems, this means

that large industries that are geographically dispersed will be more likely to receive

rents if they are declining.

In Personalistic systems where politicians cater to narrow regional interests politi-

cians will be concerned only with important industries that are declining within their

district. This leads to the first hypothesis:

H1: In countries with electoral systems that cater to narrow political interests,

locally prominent core industries will receive subsidies, especially when they are de-

clining
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Politicians will wish to provide subsidies to important ailing industries, but only

for industries that are declining in their district. To give an example: if there is a

one company town, and the core industry declines, the economic interests of core

and service sector workers quickly align. This will spur voters into action; and

they will demand politicians protect the ailing industry. Politicians will respond to

these demands in order to please their geographic base and continue to be re-elected.

Therefore, subsidies will be given to locally important and locally declining industries

in these narrow interest systems. Since politicians in these systems are responsive

to narrow geographic interests, they should be unresponsive to industries that are

declining nationally but not within their geographic district.

The effect of economic decline on the demand for subsidies is constant across

countries. Since service sector workers are dependent upon local core sectors, they

will prefer subsidies to declining core industries within their locality. The difference

lies in how politicians respond to this increased demand for subsidies. In Party-

Centered systems where politicians are responsive to broad interests, politicians will

enact policies that increase their vote share across the entire country rather than one

particular region. Unlike Personalistic systems, locally declining industries will not

be given support. Instead parties will give support to declining industries that are

important across the country. Which leads to the second observable hypothesis:

H2: In countries with electoral systems that favor broad political interests, na-

tionally prominent industries will receive subsidies when they are declining AND

geographically dispersed

Unlike Personalistic systems, countries with strong parties maximize votes by

giving to industries that have the highest impact on national service sector voters.

To accomplish this, parties will give subsidies to prominent industries only when they

are geographically dispersed. This will have the highest impact on service sector

workers around the country and reach the greatest amount of voters. Assuming
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that countries have relatively diverse economic activity within their country, support

to geographically concentrated industries will only benefit voters from a particular

region, but not service sector voters in other regions. Therefore, giving to industries

prevalent around the country will allow the maximum impact on voters for each

dollar spent on providing subsidies.

2.2.3 Provision of Subsidies & Governmental Spending Decisions

The previous sections of this chapter outline when government privileges industries

over public goods provisions. Politicians will wish to provide subsidies to important

industries within their constituencies, especially within times of decline. Assuming

politicians face a fixed budget, i.e. no ability to borrow in the present to pay off

in the future, I argue industrial rents will crowd out spending that can benefit the

economy as a whole, such as public goods.

Further, I argue governments subsidize firms in systematically different ways de-

pending upon the electoral system of their country. In countries with Personalistic

systems, politicians will provide subsidies to geographically concentrated industries.

In countries with Party-Centered systems, politicians will provide subsidies to in-

dustries that affect the largest number of service sector workers. These industries

are most likely to be geographically dispersed throughout the country. I test these

hypotheses in Chapter 3 with spending data from the US and firm data from around

the world.

While this section shows which firms are likely to be politically favored, the next

section will show how political favoritism adversely effects firms. I show that political

importance creates a moral hazard for firms. When firms are electorally important,

they shift their resources from innovating to lobbying the government. This creates

firms allocating their resources away from innovation, causing firms to be exposed

to sudden adverse shocks in the market.
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2.3 Effects of Rents

Influencing the government is costly for firms. Not only does influencing government

have a direct cost of money for lobbyists and campaign contributions, it also has an

opportunity cost of lost investment for other innovative activities. Several scholars

have argued that this tradeoff applies at the national level, where rent-giving politi-

cal institutions sway talented individuals to divest from pursuing a life of innovation

to one of rent-extraction (Baumol, 1990; Murphy, Shleifer, and Vishny, 1991, 1993;

Acemoglu, 1995). While there have been some case studies showing the tradeoff

between innovation and governmental protection in firms (Lenway, Morck, and Ye-

ung, 1996), little theoretical work has been done to show how firms tradeoff between

innovation and engaging the government.

Part of the reason is the vast and complex literature on the influence of business

on politics. One needs look no further than the diversity of terms used for political in-

volvement. There are three main research areas regarding the influence of businesses

and politics: corruption, lobbying, and rent-seeking. Corruption is linked with firms

illegally bribing officials and parliamentarians for improper benefits (Austen-Smith,

1997; Grossman and Helpman, 2002), lobbying is used for when firms spend money

attempting to legally influence government officials or parliamentarians (Austen-

Smith, 1995; Baumgartner and Leech, 1998; Hojnacki et al., 2012), and rent-seeking

is most frequently used to describe industries or firms attempting to secure policy or

procurement (Tullock, 1967; Krueger, 1974; Tullock, 1980). There is a substantial

investigation on businesses’ political involvement with regard to international trade

(Rodrik, 1995), bribery (Wei, 2000; Svensson, 2005; Harstad and Svensson, 2011),

and special interest influence more generally. The common assumption is that firms

exert effort to influence politics in exchange for some future monetary gain.

Recent research suggest firms receive substantial monetary benefits from being
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politically important. Richter, Samphantharak, and Timmons (2009) show that an

increase of 1% in lobbying expenditures decreases firm’s effective tax rates by 0.5

to 1.6%, while Hill, Kelly, and Van Ness (2011) show that S&P 500 companies can

yield up to $200 in returns for every $1 spent on lobbying expenditures. The market

also assumes that politically connected firms’ success is directly related to their

political influence. Kim, Pantzalis, and Park (2012) show firms experience an increase

in stock prices when they are located in districts where politicians are nominated

to committees of power. Conversely, Faccio and Parsley (2009) show that firms

headquartered in the hometown of recently deceased politicians experience decreased

stock prices, suggesting investors beleive important politicians use their power to aid

local businesses. Niessen and Ruenzi (2009) show that politically connected firms in

Germany had higher stock prices before Germany required open financial disclosures.

Furthermore, Desai and Olofsgard (2011) show that politically connected firms pay

lower bribes, make more money, have fewer regulatory barriers, and more access to

credit.8 Since politics can provide large benefits to firms, it is no surprise that firms

are involved in influencing politics. In fact, with all of the benefits associated with

lobbying, it is often wondered why industry spend spends relatively little money to

get a piece of the governmental pie (Tullock, 1972; Ansolabehere, de Figueiredo, and

Snyder Jr., 2003).

While the benefits of a firm’s political involvement is well established, it is less

clear why and when firms/industries engage in the political sphere. In the Amer-

ican politics literature, formal theories often focus on the link between campaign

contributions to a two-party race and the influence on legislative behavior (Denzau

and Munger, 1986; Hall and Wayman, 1990; Morton and Cameron, 1992; Snyder,

1992; Grossman and Helpman, 1994; Dixit and Londregan, 1996). At the industry

8 also see Fisman (2001); Faccio (2006); Khwaja and Mian (2005) for other benefits for politically
connected firms
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level, there has been a long line of literature starting with Olson (1965)9 arguing

that more concentrated industries – industries with fewer firms – are more likely to

engage politicly. While prominent throughout the literature on collective action, this

theory has received little empirical support (Hansen, Mitchell, and Drope, 2005). At

the firm level, there have been multiple studies showing a firm’s size, revenue, sales

to government, and susceptibility to regulation all predict a firm’s political involve-

ment (Mitchell, Hansen, and Jepsen, 1997; Hart, 2001; Desbordes and Vauday, 2007;

Macher, Mayo, and Schiffer, 2011; Weymouth, 2012). However, little theoretical

work exists to ground these findings.

Existing theoretical models focus little on the costs associated with influencing

government. The models that do incorporate costs (Choi and Thum, 2004; Harstad

and Svensson, 2011, for example) assume firms are lobbying to eliminate government

burden. However, firms often lobby to secure benefits rather than just eliminate

regulatory costs (Siegfried, 1974; Clawson, Neustadtl, and Scott, 1992; McIntyre and

Nguyen, 2000, 2004). For example, rather than just trying to lower tax rates, firms

can also lobby for procurement or regulations that allow firms to capture a larger

market. Therefore, modeling a firm’s decision to engage in politics should consider

the potential benefit of policy as well as the costs associated with influencing the

government in the first place.

I argue the decision of firms to invest in innovative activities and political rent-

seeking is conditioned by two main factors: the firm’s political importance and the

firm’s expectation for future market growth. The level of economic success or de-

cline of a firm will directly influence innovation activity. Firms experiencing an

expanding market will wish to increase their innovative activities in the hopes of

increasing future profits. Conversely, firms experiencing a dying market will wish to

substitute resources away form innovative activities. Importantly, a firm’s electoral

9 see also (Pittman, 1977; Andres, 1985)
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importance will condition the level of investment and political engagement. Elec-

torally important firms can lobby the government more cheaply than non-electorally

important firms, and therefore they will substitute away from innovating towards

political engagement. Critically, as outlined in the first part of this chapter, the elec-

toral importance of a firm is determined by the intersection of the firm’s economic

geography and electoral system. These two factors combine to explain the overall

allocation of firm’s resources between innovation and engaging politically.

2.3.1 Model

This model explains when firms will attempt influence politics or invest in innovative

activities. First, assume that a firm faces a two period profit maximization problem,

where the firm decides between three investment options for its post-tax profits from

the first period (Π). The firm can either: 1) invest its profits into a place with safe

returns (C), 2) invest its profits into an uncertain innovative activity for increased

profits the future (R), or 3) try to influence the government for benefits (L). Firms

are assumed to maximize their total expected profits.

Innovative activity, by its nature, is uncertain. Therefore, the firm’s decision to

invest current profits into technology that will yield gains in the future is based upon

some probabilistic process. I model the returns from investment in innovation in

Cobb-Douglas form with Equation 2.8:

IpRq “ Rpαθ (2.8)

where pαθ represents the expected returns to an investment in innovation in the

next period. Here p represents the likelihood of a successful investment and θ stands

for the expected return on each dollar of a successful investment. Finally α represents

the exogenous growth rate of the firm, where values greater than zero represent the
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firm’s growth and a value of zero means the firm will not exist in the next period.10

It is assumed that in a non-growing and non-declining firm (i.e. α “ 1) there are

diminishing marginal returns to investment in R, therefore pθ must be less than one.

Two things are certain in this world: death and taxes. To incorporate govern-

mental involvement in the affairs of firms, the model assumes government officials

wish to extract taxes from some industries. Politicians have incentives to tax in-

dustries in order to provide goods and regulate industries for the public welfare. To

capture this, the politician’s preferred financial burden on the firm, absent lobbying,

is represented in the model as µSQ.11

There is a wealth of literature showing how lobbying can pay dividends for a firm

in the form of smaller tax burdens (Richter, Samphantharak, and Timmons, 2009).

Therefore money spent on lobbying (L) is assumed to decrease the governmental

burden (µ) applied to the firm. It is assumed that the amount of money spent

lobbying government faces decreasing marginal returns, and to reflect this the return

from lobbying is represented by a log linear function. All money spent on lobbying

does not have the same level of effectiveness. Politicians are incentivized by votes,

not just money. Therefore, a firm that carries more electoral weight will be more

successful at influencing politics. The more important the firm is electorally, the

more effective a firm is at getting benefits from the government. To capture the

electoral importance of a firm, the model includes Φ to mitigate the effectiveness of

a firm’s political involvement. If Φ is large, this can be thought of as an increasing

probability that the government will respond to the lobbying efforts by firms.

However, this begs the question: is electoral importance and political engagement

10 For modeling purposes, it is assumed that no industry will cease to exist in the next time period,
therefore α ą 0

11 Politicians set the rate, where µSQ “ 0 means that politicians want no burden on the industry,
0 ă µSQ ă 1 is some taxation/regulation where µSQ “ 1 means the government would be taking
all of the firm’s earnings. Finally a negative value of µSQ would mean the government would prefer
to subsidize the industry.
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endogenous? If electoral importance is solely determined by political involvement by

firms, then there is no conceptual difference between being influential and spending

money to influence the government. To avoid this, as the previous section of this

chapter argues, electoral importance is determined by the interaction of economic

geography and political institutions (Rickard, 2012; McGillivray, 2004; Busch and

Reinhardt, 1999, etc.). Therefore, I assume that electoral importance of firms is

exogenous to the firm’s decision to politically engage the government.

The payoff of spending money attempting to influence politics is represented by

the equation:

µ “ µSQ ´ ΦrlnpL` 1qs (2.9)

A few things are important to mention about Equation 2.9. First, as the electoral

importance of the firm decreases to zero, the effectiveness of lobbying investment also

decreases to zero.12 Likewise if the firm spends no amount of money on lobbying,

then its tax rate will just be the status quo set by the government (µSQ). Finally,

the fiscal burden by the state (µ) can be negative, which means it is possible for

the firm to receive subsidies from the government if it is electorally important and

invests enough resources into influencing government.

Putting these two equations together provides the maximization problem for the

firm. However, there is a third option for a firm; they can also invest profits of the

first period (Π) into non-risky investment (C). For simplicity, it is assumed that if a

firm invests in non-risky investment they get a constant return β for every C dollar

they invest. Combining all of this, the equation representing the choice of a firm to

12 The partial derivative of tax rates w.r.t. L is:

µ1pLq “
Bµ̂

BL
“ ´

Φ

L` 1
(2.10)
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invest in lobbying, innovative activities, or safe investment can be written as:

L pC,R, L, λq “ βC ` p1´ µpLqqpαȳ ` IpRqq ´ λpC `R ` L´ Πq (2.11)

Equation 2.11 represents the decision of the firm while facing a budget constraint

of its post-tax profits in the current period (Π). The effective financial burden (1´µ)

is applied to the earnings of the next period which is represented by the returns from

innovative investment (IpRq) and a constant representing the expected output of

the firm times the firm’s growth rate (αȳ). Firms attempt to maximize their returns

from the endogenous choices (C, L, R) based upon exogenous factors and the budget

constraint. To understand the firm’s allocation of resources among these choices, I

derive the first order conditions from Equation 2.11 and set it to zero assuming

interior solutions for all choice variables.13

The first order conditions identify the shadow price (λ) for a firm’s investment

decision as β. This makes intuitive sense, due to the shadow price reflecting the

opportunity cost for firm investment, and β being the safe decision at any point.

Thus, the marginal returns to lobbying or innovating must be above β, or else a firm

can be better off by stashing the cash from the first period. This gives us an anchor

point for understanding the tradeoff between lobbying and innovative investment.

Therefore, a firm will only invest in lobbying or research when the marginal returns

to these choices are larger than, or equal to, β. Both of these have decreasing

marginal returns, meaning that as L or R increase, the marginal benefit of political

engagement and innovative investment will be smaller.

2.3.2 Comparative Statics

The first order conditions from Equation 2.11 create seven possible outcomes: three

corner solutions where a firm invests everything in one of L, R, or C, three “pair”

13 Derivations can be seen in the appendix
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solutions where a firm chooses to invest between two of L, R, or C, and a fully interior

solution where a firm invests some in each of L, R, and C. The comparative statics

for corner solutions are relatively straightforward. In these outcomes firms have a

dominant strategy to invest all of their profits into non-risky investments, influencing

the government, or innovative investment. While all outcomes are possible, little

insight is gained from the corner solutions. Furthermore, in the “pair” outcomes,

innovative activity or political engagement dominate until their marginal benefit is

less than that of non-risky investments.14 Therefore, the analysis only focuses on the

tradeoff between political engagement and innovative investment.

MRSL
R
“
´µ1pLqpαȳ ` IpRqq

p1´ µpLqqpI 1pRqq
“

Φ
L`1
pαȳ `Rpαθq

p1´ µSQ ` ΦrlnpL` 1qsqpαθpRαθp´1q
(2.12)

To order to capture how a firm trades off between innovative activity and govern-

mental involvement, I look at the marginal rate of technical substitution (MRSL
R

).

The marginal rate of substitution captures the firm’s ability to substitute political ac-

tivity and innovative expenditure and remain at the same level of profits. The larger

MRSL
R

is, the more valuable political engagement is relative to innovative investment

and vice versa. To understand how electoral importance (Φ) and economic growth

(α) affect the composition of political engagement and innovative expenditure, I sim-

ply take the first derivative of MRSL
R

with respect to the variables of interest. In the

interest of space, the results are provided here, although more complete derivations

are contained in the appendix.

BMRSL
R

BΦ
ą 0 (2.13)

14 Firms invest in lobbying until β ą“ φ
L`1 pR

pαθq or a firm invests in R&D until β ą“ p1´µSQ`

φrlnpL` 1qsqppαθRpαθ´1q
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BMRSL
R

Bα
ă 0 (2.14)

Equation 2.13 shows the effect of electoral importance on the marginal rate of

technical substitution for firms. Since the marginal rate of technical substitution is

greater than 0, political engagement becomes a more effective way to maintain profits

than innovative investment as a firm becomes more influential. This implies a firm

will shift resources away from innovative investment and spend more time and money

engaging politically. Conversely, Equation 2.14 implies that as a firm grows they will

divest from political engagement and spend more on innovative activities. This

represents the fact that as a firm becomes increasingly profitable, market strategies

become a more attractive option to lobbying businesses.

In order to understand the allocation of resources by firms, it is helpful to look

at the extreme cases of electoral importance and firm growth. In this case there

are four possible outcomes. Table 2.4 provides a more intuitive understanding of

the actions of firms. First, consider the case when the firm is growing but has no

electoral importance. If Φ is zero, then no amount of lobbying effort will influence

politicians to give firms financial benefits. If this is the case, firms eliminate all po-

litical engagement. Therefore, the only tradeoff firms face when politically impotent

is between innovative activities and non-risky investments. Investing in innovation

is only viable if the firm expects future profits, and therefore is dependent upon

its economic future. If the firm has no electoral influence, and believes that it will

decline in the future, then a firm will divest entirely from innovative activities and

choose only safe investments. However, if a firm expects large growth in the future

they will heavily invest in innovative activities until the marginal return is β, the

rate of return to safe investments.

Now assume that the firm is electorally important, i.e. Φ is very high. If the firm

49



Table 2.4: Conditional Relationship of Innovation and Political Engagement

Declining Firm Expanding Firm
No Electoral Importance Safe Investments Innovation

High Electoral Importance Political Engagement Innovation & Political Engagement

expects severe decline in the future then the rational action is to invest all resources

into influencing government. Even without any future expected profits it is still

possible to receive subsidies if a firm spends enough resources lobbying. If a firm

expects high growth in the future, however, Equations 2.13 and 2.14 suggest that

growth and influence will have opposing effects on spending. What the firm does

depends on its ability to extract from the government and the expected returns from

the market. Since market booms are typically larger than government handouts, it

is likely innovative investment will be more profitable than political engagement. A

firm will respond to this by investing most of their resources into innovative activities.

However, in order to secure these large profits in the future, a firm will spend some

resources to assure the government will not extract their future profits. Therefore,

a firm with high influence and high expected future growth will innovate less than

a firm with high future growth but without electoral influence. This leads to two

hypotheses:

H3: All else constant, as firms become important electorally they will invest less

of their resources towards innovation due to their ability to extract benefits from the

government

H4: All else constant, as firms experience high growth they will invest more of

their resources towards innovation
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2.4 Summary

This chapter builds formal models to investigate the provision and effects of rents to-

wards industries. In the first part of the chapter, I argue that economic specialization

of locales derives the demands for rents. As locales become more reliant upon one

type of industry, then the voters within those locales are more likely to demand rents

for influential industries rather than to demand local public goods. Therefore, the

structural economic composition of the locale is paramount to understanding policy

preferences from citizens within those locales. How those preferences are turned into

policy, however, relies upon the political structure of the country. In Personalistic

countries, where politicians are beholden to their individual geographic districts, lo-

cally prominent industries will be politically favored especially in times of economic

turmoil. In Party-Centered countries, where parties attempt to maximize the total

vote, large and geographically dispersed industries will be politically favored espe-

cially in times of decline. I test these implications in Chapter 3 by looking at public

goods expenditures of locales and the provision of rents across countries.

The second half of the chapter outlines how political importance changes the

investment decisions of firms. If firms have no political influence, they will wish to

innovate in order to increase future profits. As firms become increasingly important

politically, they will shift funds away from innovation towards trying to influence

governmental policy. Combining this insight with the first half of the chapter’s in-

sight, we can derive predictions about when firms will be innovating based upon

their location and the electoral system of the country they reside. In Party-Centered

countries geographically concentrated industries ought to innovate more than their

counterparts in Personalistic countries, and spend less resources attempting to influ-

ence government. I test these implications in Chapter 4 by looking at the propensity

of firms to innovate and lobby.
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3

Economic Specialization’s Impact on Rents &
Public Goods

The previous chapter argues that the provision of rents and public goods are deter-

mined by the interaction of electoral demand for rents/public goods and the desire

of politicians to supply them. I argue economic geography underpins the electoral

demand for rents and public goods, while a country’s electoral system conditions

these demands. My model on the demand for rents and public goods in Chapter 2

has two observable implications. First, economically specialized locales will produce

voters who will prefer rents over public goods. Second, economic decline of important

industries will increasingly desire rents over public goods.

In the second half of Chapter 2 I show how the electoral system of the country

will change which voters politicians are responsive to. I delineate between two broad

types of electoral systems: Personalistic and Party-Centered. Personalistic systems

are ones where individual politicians solely beholden to the constituents within their

geographic district. Party-Centered systems are ones where politicians are beholden

to their affiliated party. Within these electoral systems, politicians will favor different

industries depending on where they are located. In countries with Personalistic
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systems, rents will go to industries that are locally important, especially in times

of economic decline. In countries with Party-Centered systems, subsidies will go to

industries that are geographically dispersed, especially in time of economic decline.

This chapter tests these implications from Chapter 2. This chapter proceeds

as follows. In the next section I test the implications from Chapter 2’s model on

demand for rents and public goods. I do this in two ways. First, I test the associa-

tion between economic specialization and public goods expenditures within the US,

which has an electoral system that would be a “best test” for the model. I show

that economic specialization within states and counties is highly correlated with a

decreased provision of an assortment of public goods. Second, using zipcode level

subsidy data in the US, I test whether economic specialization is also associated with

an increase in the provision of rents. In line with my theory, I show that more rents

are provided to economically specialized areas, especially in times of decline. Finally,

I investigate how different electoral systems provide rents to different geographically

distributed industries. In line with my theory I show that in electoral systems where

politicians are beholden to the constituents within their geographic district, locally

prominent firms are likely to get subsidies as they decline. Likewise in electoral

systems where politicians are beholden to their affiliated party, firms in nationally

prominent industries are more likely to receive subsidies as they are declining.

3.1 Public Goods and Economic Concentration

There is a vast amount of literature that focuses on the provision of local public goods

stemming from the landmark article by Tiebout (1956). Tiebout (1956) argues that,

when citizens with heterogenous preferences are allowed to “vote with their feet”

it can lead to citizens relocating into regions with optimal public goods and tax

rates. All that is required is the free mobility of citizens, and Tiebout contends

that citizens will sort themselves into optimal situations. Tiebout’s model has been
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extended to accommodate notions of capital mobility and tax competition (Wildasin,

1988; Brueckner, 2000), and the wider literature on fiscal federalism has spelled out

the potential efficiency gains through the decentralization of public goods (Oates,

1999; Wibbels, 2006).

However, numerous studies have outlined the problems associated with Tiebout’s

model, including the multidimensional nature of public goods, the economies of scale

of public goods provision, and importantly the limited mobility of populations (Ru-

binfeld, 1987; Atkinson and Stiglitz, 1980; Alesina, Baqir, and Easterly, 1999). Fun-

damentally Tiebout’s model relies upon citizens moving to a locality that provides

their preferred tax rates and public goods. If citizens are tied to particular areas, then

various factors will lead to a diverse amount of public goods. This has lead scholars

to investigate how various factors such as demographics (Poterba, 1997; Levy, 2005)

or ethnicity (Alesina, Baqir, and Easterly, 1999; Luttmer, 2001; Habyarimana et al.,

2007) can mitigate the desire for public goods expenditures. My work speaks to this

literature by adding another factor, economic geography, that anchors citizens to a

particular area. If industries cluster in particular cities, than workers within those

industries will not be able to relocate outside of those cities. The more homogenous

the economy activity, the more likely citizens will have similar preferences in regards

to public goods and rents.

Chapter 2 shows how differences in economic specialization will determine the

demand for public goods and rents. Places that are more economically specialized

ought to spend less on public goods and more on rents than economically diverse

locales. An ideal test of this theory would focus on the preferences of voters embed-

ded within locales with various levels of economic specialization. Voters would be

asked about the relative importance of expenditures between public goods and aid

to important industries within their districts. However, this type of individual-level

data does not exist. Therefore, I rely upon a second best solution: looking at ex-
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penditure data on public goods and subsidies. If politicians are incentivized by local

geographic constituents, than they will respond to these demands by increasing the

amount of rents and decreasing expenditures on public goods.

3.2 Economic Specialization and Public Goods Expenditures

If my hypotheses are correct, economically specialized locales will demand more

rents and less public goods than economically diverse locales. In electoral systems

where local constituents are paramount, politicians will respond to these demands by

spending less on public goods in economically specialized locales. The United States

offers a perfect case to test this hypothesis due to its many subnational governmental

units possessing the ability to tax and spend, and being responsive to local voters. I

test the implications of my model by looking at the relationship between economic

diversity and expenditures on public goods and rents across states and counties in

the US. Due to data constrictions, with limited data available on public goods, rent,

and overall governmental expenditures, I am forced to investigate the relationship

between economic specialization and public goods separately from the provision of

rents.

First, I investigate the relationship between economic specialization and the pro-

vision of public goods. My model suggests that economically specialized locales will

demand fewer public goods in en leu of increased rents to politically important in-

dustries. I test this on public goods spending at both the state and county levels

within the US. At the state-level I use the most widely available expenditure data

available: educational spending.1 While at the county-level, I use three different

categories of spending considered at the county level: education, health, and police.2

1 The state data on educational expenditures, as well as other various covariates, was obtained
from Goldberg, Wibbels, and Mvukiyehe’s 2008 US state database.

2 County data come from the Local Government Census conducted by the US Census collected
every five years.
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Each of these regressions are run separately, and if my hypothesis is true, each public

good should be decreasing as the economic specialization of the region is increasing.

An ideal dependent variable for my hypothesis would compare governmental ex-

penditures towards public good compared to rents to industries. However, without

budgetary data on both public goods and business spending, I divide the amount

spent on public goods by the overall governmental budget. This captures govern-

ments’ overall effort toward public goods. An increase in the percentage of the budget

devoted to education, for example, means that the government is favoring education

over other things that they could be spending money on.

To capture a state/counties economic specialization I use an Herfindahl-Hirschman

Index (HHI) of the core economic activity of the area. The data are derived from

state and county level economic data from the BEA data in order to calculate the

level of economic specialization. My model argues that only core economic activity

ought to matter for economic specialization. Therefore, the HHI index only looks

core sectors of the economy, capturing the non-govermental economic activity not

located within local service sector.3

3.2.1 Model

The slow changing nature of economic specialization presents a problem when using

cross-sectional time series data. The use of fixed effects will absorb most of the

effects of economic specialization across polities and the use of random effects leaves

the possibility of time-invariant heterogeneity. To get around these obstacles, in line

with Bartels (2008), I employ a mixed effects approach to estimate the association

between economic specialization and public goods spending both across and within

3 All industry data is classified under the SIC classification. “Core” industries included are: Farm,
Agriculture and Fisheries, Metal Mining, Coal, Oil and Gas, Nonmetal Mining, Lumber, Furniture,
Stone, Metal, Fabrications, Electronics, Motor Vehicles, Other Transportation, Instruments, Misc
Durable Goods, Food Processing, Tobacco, Textiles, Apparel, Paper, Printing, Chemicals, Rubber,
Leather, Security and Commodity Traders, Motion Pictures, Electronic Equipment
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states/counties. This controls slow changing factors, such as economic specialization,

and captures within-unit variation of economic specialization. To accomplish this,

each variable is separated into a between-unit and within-unit component, and used

in an OLS regression with random effects. The between-unit aspect, or the “fixed

effect” aspect, is estimated by taking the mean of each variable. The within aspect

of variables (ZW
tj ) is calculated by the following equation:

ZW
tj “ Ztj ´ Z̄j

where, Z̄j represents the mean of each variable in a state/county over t years and

Ztj represents the level of concentration at year t. The full model can be written as:

Ytj “ α00 ` β1X
W
tj ` γ1X̄j ` ζZ

W
tj ` λZ̄j ` uj ` etj

where Xj represents the level of economic specialization and Zj represents a series

of control variables. The level-2 (across state/county) error is captured by uj while

the level-1(within state/county) error is captured by etj. Separating the variables into

their within and between components allows for a more useful interpretation between

the level of economic specialization of a state/county and effort spent on public

goods. The between effect of economic specialization (X̄j) captures the association

between economic specialization and spending across different states/counties, while

the within effect of specialization (XW
tj ) captures the association between economic

specialization and public goods spending spending effort within a state/county across

time. In order to alleviate concerns that the mean of economic specialization (X̄j) is

simply a proxy for all time invariant heterogeneity across states/counties, all other

variables include a time invariant component as well (Z̄j).

I also include various variables to control for confounding factors. There is ample

evidence linking demographic characteristics to the level of expenditures on educa-
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tion. Poterba (1997) and Levy (2005) show that the percentage of youths and elderly

are strong predictors of the level of educational expenditures. To control for this, I

include the percentage of the state/county that is under 19 and over 65. Further-

more, there is evidence suggesting richer polities will demand more public goods

than poorer ones (Bergstrom and Goodman, 1973). Therefore, I include the aver-

age income at the state and county level in order to account for this. Furthermore,

in struggling economies, polities might spend less on public goods. To account for

this I include a measure of unemployment at the state and county level. Evidence

within political science also suggests that partisan differences influence the demand

for public goods (Jackson and King, 1989). In order to account for this I include

the percentage vote share for the Democratic Presidential candidate in the previous

election at the state-level and the percentage vote share for the GOP candidate at

the county-level. Finally, demand for public goods spending might also be driven as

a function of population. If there are more people in a polity, or the polity has a

high concentration of people, then spending on public goods might be more efficient

(Poterba, 1997). To control for this I include a measure of total population and

population density.

3.2.2 Results

To preview, there is compelling evidence that the level of economic specialization

is negatively associated with public goods spending. At the state level there is a

strong relationship between increased economic specialization and decreased expen-

diture effort towards educational spending.4 The more reliant a state is upon one

economic sector, the less likely it will spend governmental resources on education.

At the county level the level of economic specialization is associated with a decrease

4 This result is robust to multiple specifications including fixed effects models, beta regression
models, and use of time dummies
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Table 3.1: US States Public Education Spending v. Economic Specialization – Mixed
Effects Model with Random Effects and Clustered Standard Errors

(1) (2) (3) (4) (5)
OLS with RE OLS with RE OLS with RE OLS with RE OLS with RE

Economic Specialization – Across States -0.442*** -0.481** -0.533** -0.488** -0.488**
(0.0998) (0.167) (0.171) (0.176) (0.176)

Economic Specialization – Within States -0.247* -0.187** -0.296*** -0.327*** -0.327***
(0.100) (0.0624) (0.0806) (0.0868) (0.0868)

% of Population under 19 – Across States -3.161e-03 2.953e-01 4.402e-01 4.402e-01
(5.377e-01) (5.962e-01) (6.104e-01) (6.104e-01)

% of Population under 19 – Within States 4.366e-01* 4.332e-01 2.742e-01 2.742e-01
(1.904e-01) (2.961e-01) (4.195e-01) (4.195e-01)

% of Population over 65 – Across States -6.374e-01 -3.065e-01 -7.357e-02 -7.357e-02
(5.480e-01) (6.720e-01) (6.922e-01) (6.922e-01)

% of Population over 65 – Within States -4.959e-01 -3.015e-01 -4.992e-01 -4.992e-01
(4.913e-01) (6.302e-01) (7.374e-01) (7.374e-01)

Income Per Capita – Across States -9.245e-06* -3.106e-06 -1.499e-06 -1.499e-06
(3.730e-06) (5.425e-06) (5.490e-06) (5.490e-06)

Income Per Capita – Within States 2.161e-06+ 1.531e-06 7.691e-07 7.691e-07
(1.271e-06) (2.065e-06) (2.132e-06) (2.132e-06)

Unemployment Rate – Across States -7.609e-04 1.229e-03 3.118e-03 3.118e-03
(5.800e-03) (7.637e-03) (7.724e-03) (7.724e-03)

Unemployment Rate – Within States 2.888e-03* 3.713e-03** 2.455e-03 2.455e-03
(1.299e-03) (1.293e-03) (1.784e-03) (1.784e-03)

Population Density – Across States -8.816e-05* -1.077e-04** -1.260e-04** -1.260e-04**
(3.632e-05) (3.925e-05) (4.117e-05) (4.117e-05)

Population Density – Within States -3.588e-04+ -4.022e-04 -4.375e-04 -4.375e-04
(2.131e-04) (2.806e-04) (2.848e-04) (2.848e-04)

Share of Democratic Vote – Across States 2.317e-03+ 3.187e-03* 3.187e-03*
(1.389e-03) (1.512e-03) (1.512e-03)

Share of Democratic Vote – Within States -1.541e-04 -2.877e-04 -2.877e-04
(1.943e-04) (2.123e-04) (2.123e-04)

Unionization Rates – Across States -6.083e-04 -6.668e-04 -6.668e-04
(1.724e-03) (1.697e-03) (1.697e-03)

Unionization Rates – Within States 2.004e-04 -2.093e-05 -2.093e-05
(1.122e-03) (1.211e-03) (1.211e-03)

Constant 4.377e-01*** 6.851e-01* 3.247e-01 1.900e-01 1.900e-01
(1.899e-02) (2.663e-01) (3.682e-01) (3.840e-01) (3.840e-01)

Year Fixed Effects No No No Yes Yes

Observations 1250 950 274 274 262
# of States 50 50 50 50 50
Within R2 0.03434 0.2633 0.3607 0.4178 0.4178
Between R2 0.1567 0.5281 0.5441 0.5923 0.5923
Overall R2 0.1187 0.4829 0.4919 0.5385 0.5385
σu 5.533e-02 4.164e-02 4.182e-02 4.278e-02 4.278e-02
σe 3.970e-02 2.563e-02 2.606e-02 2.583e-02 2.583e-02

Robust standard errors clustered at the state in parentheses

+ p ă 0.10, * p ă 0.05, ** p ă 0.01, *** p ă 0.001
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Table 3.2: US County Spending on Various Public Goods v. Economic Specialization
– Mixed Effects Model with Random Effects and Clustered Standard Errors

(1) (2) (3)
Education Health Expenditures Police Expenditures

Economic Specialization – Across Counties 2.214e-02+ -3.698e-02** -8.685e-03***
(1.228e-02) (1.190e-02) (1.874e-03)

Economic Specialization – Within County 1.876e-03 3.496e-04 1.915e-04
(5.647e-03) (4.719e-03) (1.161e-03)

GOP Vote – Across Counties 1.291e-03*** 4.064e-04* -1.666e-04***
(1.700e-04) (1.976e-04) (2.840e-05)

GOP Vote – Within County 2.321e-04* -2.786e-04* 4.443e-05*
(1.084e-04) (1.208e-04) (1.924e-05)

% Population Black – Across Counties -7.992e-03 4.135e-01 1.724e-01
(8.812e-01) (5.901e-01) (1.452e-01)

% Population Black – Within County 9.463e-03 8.500e-03 9.186e-04
(8.853e-03) (8.594e-03) (1.466e-03)

% Population Unemployed – Across Counties -3.690e-01 3.790e-01 1.061e-01
(6.388e-01) (4.451e-01) (1.128e-01)

% Population Unemployed – Within County 1.172e-02*** 6.899e-04 -6.353e-04
(2.347e-03) (2.331e-03) (4.409e-04)

High School Graduates – Across Counties 1.760e-02*** 7.460e-03* 3.500e-03***
(3.018e-03) (3.262e-03) (3.993e-04)

High School Graduates – Within County 1.038e-02*** -4.880e-03 -2.408e-04
(2.731e-03) (3.040e-03) (5.644e-04)

County Income – Across Counties 1.698e-08*** -2.653e-09+ -8.764e-10
(1.899e-09) (1.420e-09) (5.533e-10)

County Income – Within County 4.383e-10+ 1.578e-10 1.581e-11
(2.662e-10) (1.739e-10) (6.428e-11)

County Population – Across Counties -3.054e-07*** 3.924e-08 2.445e-08*
(3.349e-08) (2.428e-08) (1.029e-08)

County Population – Within County -6.028e-08** -1.502e-08 1.969e-09
(1.848e-08) (1.553e-08) (4.506e-09)

% of Population under 19 – Across County 4.079e-01*** 2.200e-02 -1.002e-01**
(8.676e-02) (8.050e-02) (1.390e-02)

% of Population under 19 – Within County -3.064e-01*** 1.057e-01 -2.732e-02*
(7.435e-02) (7.072e-02) (1.377e-02)

% of Population over 65 – Across County -4.232e-02 2.153e-01** -8.362e-02***
(6.248e-02) (7.207e-02) (1.135e-02)

% of Population over 65 – Within County -5.098e-01*** 3.109e-01*** -1.142e-02
(7.281e-02) (7.461e-02) (1.227e-02)

Constant 2.482e+00 -5.828e+00 -2.029e+00
(1.149e+01) (7.782e+00) (1.944e+00)

State Fixed Effects Yes Yes Yes
Year Fixed Effects Yes Yes Yes

Observations 15215 15216 15216
# of Counties 3046 3046 3046
Within R2 0.2272 0.01741 0.02580
Between R2 0.6602 0.1793 0.4907
Overall R2 0.5637e 0.1386 0.3503
σu 5.740e-02 7.763e-02 9.061e-03
σe 5.645e-02 5.807e-02 1.037e-02

Robust standard errors clustered at the county in parentheses

+ p ă 0.10, * p ă 0.05, ** p ă 0.01, *** p ă 0.001
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Figure 3.1: Specialization and Public Goods Spending

in assorted public goods spending, however this evidence is not consistent across

all public goods. Economic specialization is negatively associated with health and

police expenditures, but positively associated with education expenditures (albeit

not significant at the 0.05 level). To show the magnitude of the estimates graphical

representations are shown, and tables 3.1 and 3.2 are provided for point estimates
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and standard errors.

The substantive relationship between a state’s economic specialization and ed-

ucational spending effort is on Figure 3.1(a) which is derived from post-estimated

simulations. As the figure shows, there is a strong relationship between states that

are are economically specialized public education expenditures by state governments.

As the economic specialization of a of state increases, states are far less likely to spend

money on education. The relationship is substantial. A move from the 25th per-

centile to the 75th percentile of economic specialization is roughly associated with

a change in public educational spending from 36% to 29%. In line with my theory,

Table 3.1 also shows that economic specialization is negatively related with educa-

tional spending within states over time. However, while the relationship is statisti-

cally significant, the substantive effect is minute. Therefore most of the relationship

between educational spending and economic specialization stems from across-state

rather than within-state comparisons.

The results for county level expenditures are less clear cut. Table 3.2 shows the

association between the economic specialization of a county and various public good

expenditures at the county-level. Two of the regressions show that county economic

specialization is negatively and significantly associated with public goods expendi-

tures, the percentage of the budget spent on health and police. A movement from the

25th percentile to the 75th percentile of economic specialization is roughly associated

with a 12% reduction in health expenditures in the budget and a 5% reduction in

budget expenditures for the police. Yet economic specialization is positively asso-

ciated with education expenditures at the county level, albeit insignificantly at the

0.05 level. One possible explanation for this finding is due to the unique funding

structure of education since many funds for education come from federal and state

governments.

Overall, however, the results suggest economic specialization is associated with
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Figure 3.2: Subsidy Density in the Rust-Belt

depressed public goods expenditures. This is especially the case at the state-level,

where economic specialization is associated with dramatically lower educational ex-

penditures as a percentage of the budget. While economic specialization is not asso-

ciated with decreased in expenditure levels for all public goods, it is for several. This

lends support for the theory that in regions that are reliant upon a few industries,

that there is a depressed demand for public services.

3.3 Specialization and Local Subsidies

The previous section shows economically specialized localities spend less resources on

public goods than economically diverse ones. In my model in Chapter 2, I argue that

this is because voters would prefer government to substitute public goods spending

towards provide rents towards important core industries, especially in times of de-

cline. However, due to limitations on local expenditures, I am unable to determine

if this decrease in public goods is being allocated towards businesses.

In order to test that economically specialized areas do indeed receive more rents, I
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turn to geocoded data on subsidies from the Good Jobs First Database and economic

specialization from the BEA in the United States. The Good Jobs Database compiles

state and local subsidies for firms by scouring publicly available data as well as

submitting Freedom of Information requests. The data provides information about

grants, tax breaks, subsidies, loans, etc, and provides the value of the subsidy to the

firm. It is important to note that the subsidies data provided by Good Jobs First

are not derived from a representative sample. This is for a few reasons. First, the

quality of each firm subsidy varies drastically. For example some states, like Idaho,

provide no information about the location of firms while other states, like Hawaii,

give no information about the amount of subsidy provided to the firm. Most states

fall somewhere in between these two extremes, however most states do not have full

information for each firm subsidy. Second, the coverage over time also varies. Some

states like Wisconsin only have a few years of data (2008-2011) while other states like

Michigan have subsidy data since 1984. With such an uneven sample, care should

be taken to extrapolate the results from the subsidies data.

Utilizing data from the Good Jobs First Database, I analyze firm-level subsidy

data geocoded at the zipcode level from 2000 until 2012. Due to the uneven coverage

of the time-series data, I collapse the data into a panel in order to capture a long

term association between subsidies and specialization. This allows for a hierarchical

model where zipcodes are embedded within counties. For economic specialization I

use data from the BEA, as in Section 3.2, to measure the economic specialization of

core industries at the county level. The BEA data are measured from 1990 until 2000,

and therefore represent the average starting level of economic specialization at the

county. Since the Good Jobs First dataset is cross-sectional, I take the average of all

other county variables in order to get a snapshot of long term economic performance

and specialization as well as subsidy provision.

For my dependent variable I subtract the state average of subsidies from every
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zipcode. This means that the higher the number, the more subsidies a zipcode

receives compared to the average zipcode within the state. The lower the number,

the less subsidies the zipcode receives compared to the average zipcode within the

state. This allows me to investigate the relative importance of the zipcode in terms

of governmental effort.

It could be that subsidies are simply given to larger and more affluent locales. To

control for this I include the logged population of the county as well as the average

county income per capita as defined by the BEA. The composition of the locale

might also matter. Urban centers might receive more subsidies due to having more

industries, therefore I include a measure of the number of farms within the county to

control for this. Further, the ethnic heterogeneity of the locale might contribute to

decreased provision of subsidies, therefore I include the percent of population that is

classified as black by the US Census. Lastly, I include state fixed-effects in order to

investigate the within state variation of subsidy provision.

My theory also suggests that the provision of rents should be conditioned by eco-

nomic decline. In areas that are experiencing decline, voters should desire increased

rents for the most important industry. To measure economic growth, or decline, I

calculate the growth of core industries within the county for each year and aver-

age them over the years in the BEA’s sample. It is important to reiterate that the

observation of the dependent variable is at the zipcode while the two variables of in-

terest are at the county level. Therefore the county level variables, such as economic

specialization, can effect more than just one zipcode.

3.3.1 Results

Overall, the results provide evidence for my hypothesis: economic specialization and

economic decline of counties are associated with an increased amount of governmental

subsidies. All else equal, economically specialized counties receive more subsidies
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Figure 3.3: Economic Specialization and Subsidy Provision

66



Table 3.3: US Zipcode Relative Industrial Subsidies – OLS with State Fixed Effects

(1) (2) (3)

Economic Specialization 42.382˚˚ 56.216˚˚ 56.589˚˚

(2.702) (3.248) (3.211)
County Economic Growth 345.928˚˚˚ 227.781˚˚ 229.320˚˚

(4.724) (2.987) (2.947)
Economic Specialization ˆ County Economic Growth ´421.495˚˚˚ ´263.225˚ ´265.642˚

(´3.666) (´2.227) (´2.205)
Log(County Population) 1.825 1.848

(1.383) (1.046)
County Income Per Capita 0.002˚˚˚ 0.002˚˚˚

(6.567) (6.443)
Farms per Capita ´36.883

(´0.332)
Log(% Black Population) ´0.582

(´0.271)
(Intercept) ´13.721 ´89.163˚ ´80.437˚˚˚

(´0.423) (´2.499) (´3.299)

Observations 27254 27254 26803

Standard errors in parentheses

State Fixed Effects

+ p ă 0.10, * p ă 0.05, ** p ă 0.01, *** p ă 0.001

than economically diverse counties. Figure 3.3(a) shows this visually. On the x-

axis is the level of economic specialization of the county as calculated from the

BEA. The higher the number, the more specialized the county. On the y-axis is the

relative amount of subsidies given firms within a zipcode in millions of constant 2000

dollars. Since subsidies are provided by the state, I subtract the mean amount of

subsidies provided by the state from each zipcode to generate a relative amount of

subsidies. Positive numbers mean that the zipcode receives more subsidies relative to

other zipcodes within the state. Likewise negative numbers means that the zipcode

receives less subsidies than other zipcodes around the state.

As we can see from Figure 3.3(a), for both economically prosperous and struggling

counties, there is a strong positive association between the economical specialization

and the amount of subsidies given. The amount of economic decline of counties

had similar positive effects on subsidy provision; however, its effect is conditional

upon economic specialization. Figure 3.3(b) shows the marginal effect of economic

specialization across all values of economic growth within the model. The left side
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of Figure 3.3(b) shows that economic specialization in declining counties is associ-

ated with an increased amount of subsidy provision from governments. The right

side of Figure 3.3(b) shows that economic specialization in growing counties is not

statistically associated with increased or decreased subsidy provision. Further

I argue economic decline will increase government’s desire to provide subsidies

in economically specialized areas. However, economic decline should not increase

government’s desire to provide subsidies in economically diverse areas. We can see

an example of this on the right hand graph of Figure 3.3(a). This figure looks at the

post-estimated predicted value of subsidy provision for the average declining county

in the sample. Here we can see in the average economically declining county, the level

of economic specialization is associated with an increase of subsidies. However, at low

levels of economic specialization, declining counties are less likely to get no subsidies

from the government than the average county. This provides further evidence for

my hypothesis. Economic decline should only increase subsidy provision in places of

economic specialization, and not in places where the economy is diverse.

3.3.2 Conclusion

I argue the provision of rents is determined in part by demand for rents by voters.

When voters in locales demand more rents, politicians will be more likely to provide

them. I argue that this demand is conditioned by the economic geography of a

locale. Economically specialized locales, that is locales that have a dominant industry

supporting the rest of the economy, will prefer rents to public goods to the dominant

industry. An ideal test of this would include disaggregated surveys to voters around

the country, and their preferences over public goods and rents in times of economic

turmoil and growth. This would then be linked to politician’s votes on the allocation

of the budget, particularly the tradeoff between public goods and rents. However,

this type of disaggregated data does not exist. As a second best solution I attempt
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to look at the provision of public goods at the local level as well as subnational

provision of subsidies to industries.

I look at a system that favors local demand for rents and public goods: the United

States. The US presents an ideal test case for my theory since subnational admin-

istrative units have the ability to tax and spend resources while being responsive to

the local citizenry. If my hypothesis is true, we should see an increased demand for

rents in economically specialized locales compared to public goods provision. Politi-

cians in these locales should then trade off between public goods expenditures and

industrial rents in response to the demands of their constituents. In economically

specialized locales we should see a decreased amount of public goods expenditures

and an increased amount of rents, while in economically diverse locales we should

see the opposite.

This section showed evidence of this in two parts. First, I show that economic

specialization is associated with decreased public goods effort in both states and

counties. Second, I show that economically specialized counties are associated with

an increased amount of subsidies compared to counties that are economically di-

verse. This provides suggestive evidence of my hypothesis that economic geography

underpins the demand and provision of public goods and rents.

3.4 Electoral System & Rents

The previous section showed evidence that demand for rents is tied to economic

geography. In line with my model in Chapter 2, economically specialized locales,

i.e. locales where one industry is responsible for a bulk of the economic activity, are

associated with lower public good provision and increased rents. Where industries are

located, therefore, is critical to understanding when rents will be demanded around

the world. However, when will politicians be responsive to these demands?

I argue that the electoral system of a country conditions which voters are being
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responded to. Within different electoral systems, politicians will favor different in-

dustries depending on where they are located. This leads to two hypotheses: H1) in

countries where individual politicians solely beholden to the constituents within their

geographic district, rents will go to industries that are locally important, especially

in times of economic decline. However, H2) in countries where politicians are be-

holden to their affiliated party, subsidies will go to industries that are geographically

dispersed, especially in time of economic decline.

To test these hypotheses I use a uniquely compiled version of the World Bank

Enterprise Survey (2011), a firm-level survey conducted by the World Bank for over

125 countries around the world. The firms are chosen through stratified sampling in

order to achieve a representative sample based on geographic location, industry, and

firm size. Enterprises are surveyed in face-to-face interviews with upper management

by an independent survey firm. Finally, the sample is designed to generate precise

estimates for the industry proportions at the country level and the mean sales at

the industry level.5 The literature on industrial protection has relied heavily upon

country-level aggregate figures of subsidies. Aggregated data only provide the ability

to test hypotheses across countries, but not within countries. Rather than rely

upon country-level measures of subsidies, the Enterprise Survey provides information

about subsidies at the firm-level. This allows me to capture both cross-country and

within-country variation in order to test my hypotheses.

3.4.1 Variables

Operationalizing how politicians privilege some groups over others is notoriously dif-

ficult, with no standard practice within political economy. That said, two general

techniques have emerged within the literature. The first approach is to look at the

5 Further information about how the World Bank constructed the dataset can be found here:
www.enterprisesurveys.org/methodology
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price levels of industries (Rogowski and Kayser, 2002; McGillivray, 2004), while the

second examines national spending patterns (Milesi-Ferretti, Perotti, and Rostagno,

2002; Persson and Tabellini, 2003; Rickard, 2012). Each of these approaches have

their flaws. Data on industry price levels often miss political decisions, failing to

capture aid, and loans given to different industries. Meanwhile national spending

patterns are often aggregated as spending toward “industry” or “manufacturing”

and thus cannot be used to look across industries. To avoid these pitfalls, I draw

on firm-level responses to direct questions about subsidies. Firm-level data, unlike

national-level measures which lose information during aggregate procedures, capture

governmental action and provide information about the geographic location of sub-

sidies. Specifically I use a subset of the Enterprise Survey data, revolving around

the question:

Did the firm receive a subsidy in the last three years from EU, national,

regional or local governments?

This question is coded as a binary variable, where a “yes” equals 1. This question

is not without its faults. First, it is ambiguous about what the definition of a subsidy

is. Second an affirmative response does not clearly implicate the level of government

giving the firm a subsidy. Lastly, it gives no indication about the type or amount of

subsidy provided to the firm. An affirmative response, therefore, could mean any-

thing from tariff protection to cash-transfers to tax breaks. Ideally, to test the theory

the variable would contain information about the monetary benefit of the subsidy.

However, even with all of these shortcomings, it allows identification of government

support at the individual level. Also, since the survey provides information about

the location and industry of the firm, it allows for spatial variation and industry

variation.
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My key independent variables deal with electoral system, political importance,

geographic concentration, and industry decline. Following the literature on elec-

toral systems (Persson and Tabellini, 2003; Grossman and Helpman, 2005; Park and

Jensen, 2007; Rickard, 2012, etc.), I use countries with a low average district magni-

tude to proxy for spatially favorable electoral systems. Average district magnitude

is calculated by dividing the number of politicians by the number of geographic dis-

tricts represented in the government. Politicians elected from single member districts

are directly responsible to their constituents’ desires, and thus will support parochial

interests. I operationalize geographically favorable electoral systems as a binary vari-

able. Countries with an average district magnitude less than two, meaning that more

than 50% of all politicians represent geographic constituencies, are coded as 1 while

all other countries are coded as a 0.6 Other specifications for geographically favorable

electoral systems, such as personal vote, are less available for my sample of countries

and reduce the overall sample size by half. However, alternative specifications using

personal vote have the same directional impact but they just are not statistically

significant.7

I proxy the political importance of an firm by the most frequent industry of its

industry within each electoral system and code it as a binary variable. In systems

that favor geography, I use the most prevalent industry within each sub-national unit.

In systems that favor parties, I use the most prevalent industry within the country.

Since the Enterprise Survey stratifies its sample upon industry, rather than sales or

employees, this provides the best representation of the importance of the industry. To

determine the geographic nature of industries, I use the location of the firm within

the country. Roughly 75% of all firms in the Enterprise Survey have information

on the geographic location of the firms at the sub-national level, with hundreds of

6 The results are robust to several different operationalizations of this measurement

7 Graphs of the results can be found in Appendix A
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regions and cities in the sample. By grouping firms by their locations I am able to

tell which industries are most prevalent within a particular area. To construct all

industry-level variables, I use the fifteen different classifications of industries within

the Enterprise Survey which are based on 2-digit level of the International Standard

Industrial Classification (ISIC), Version Rev3.1.8

I also use the information on firm location to determine geographic concentration

of an industry at the national level using a Herfindahl index, which takes on a higher

value for industries that are clustered in space.9 The index is computed for each

industry in each country separately, and it is important to note that the Herfindahl

index is computed based on a sample of companies. As a consequence, the Herfindahl

index overestimates each industry’s concentration since there is no information on

the companies that are not sampled. However, since the data are representative at

the country-industry level and since information is preserved on which industry is

relatively more concentrated, this does not present a severe problem for inference. If

industry x is more concentrated than industry y, then a representative sample of x

also can expected to be more concentrated than a representative sample of y.

In order to establish whether an industry is declining, I aggregate sales data from

each firm within each industry. The Enterprise Survey records the amount of sales

for each firm, and sales information three years prior to the interview. Using this

information, I calculate the share of firms within an industry that have experienced

declining sales within the past three years. I do this at the individual level, and then

aggregate this information to create industry level measures at the sub-national and

8 The industry designations are: Food (non-agricultural firms), Garments, Leather, Textiles, Met-
als and Machinery, Electronics, Chemicals, Wood, Plastic, Automobile, Miscellaneous Manufactur-
ing, Retail, Hospitality, Miscellaneous Services, Other.

9 Denote the number of firms in industry j that are located in city l by njl. For national level
concentration, I create a geographic Herfindahl index for industry j where the formula for geographic
concentration:

HG
j “

L
ÿ

l“1

˜

njl
řL
l“1 njl

¸2
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national level.10

At the firm-level, I follow recent work on the connection between firm character-

istics and governmental goods for baseline control variables (Desbordes and Vauday,

2007; Macher, Mayo, and Schiffer, 2011). I control for age of the firm, number of

employees, percent of employees the firm employs out of total city employment, size

of the city that the firm is located within, if the firm is a manufacturing firm or not,

and the relative sales of the firm. I also take into consideration one regional factor:

the percentage of sampled firms that are declining within the city. At the national

level, I control for country GDP per capita, and percentage of population residing

within an urban setting in order to control for general industrial activity within the

country.

The Enterprise Survey, like all surveys, suffers from the problem of missing re-

sponses which, in turn, increases the problem of listwise deletion. Specifically, the

Enterprise Survey has mixed coverage of questions across time and space, making

a non-trivial tradeoff between coverage and control variables. Therefore to maxi-

mize the number of cases, only the most important firm- and country-level variables

remain in the regressions.

3.4.2 Estimation

It has become a standard practice in comparative political economy to model hier-

archical data with country fixed effects in order to account for any time-invariant

omitted variable bias. Since one of my main variables of interest (electoral system)

are time-invariant, however, fixed effects will absorb most explanatory power of the

electoral system.11 One approach to this kind of data is to use a vector decomposition

10 This creates a continuous variable ranging from 0 to 1, where 0 means that no firms within the
industry have experienced a loss of sales within 3 years, and 1 means that all firms have experienced
a loss of sales.

11 see Beck (2001) on the general point.
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model, as outlined by Plumper and Troeger (2007). Recent work by Bell and Jones

(2012), however, has shown that random effects modeling is the preferred approach

to the fixed effect vector decomposition strategy. I follow this strand of research and

employ random effects logistic regression models to determine a firm’s probability of

securing a governmental subsidy.12

To test my theoretical claims, I code a question about subsidies (more details

on measurement below) as a binary variable yij for each firm i, e.g. whether a firm

answers yes or not, nested in country j:

yijk “

"

1 Subsidy
0 No Subsidy

Given the binary form of the dependent variable and the nested data structure, I

utilize a hierarchical generalized mixed model framework for my analysis. The prob-

ability of a success conditional on covariate information P pY “ 1|Xq is connected

via a canonical link function, here the logit link, to the linear predictor η:

P pY “ 1|Xq “ µ “ gpηq

Different interaction models are needed to test the two hypotheses. H1 argues

that firms are more likely to receive subsidies in countries with geographically in-

centivized politicians if their industry is declining regionally, and their industry is

prominent. This hypothesis calls for a three-way interaction between a countries’

electoral system, and two regional characteristics. Therefore, I estimate the follow-

ing equation:

ηijk “ζk ` x1ijkγ ` zjβ1 ` djkβ2 `wjkβ3

` zkdjkβ4 ` zkwjkβ5 ` djkwjkβ6 ` zkdjkwjkβ7 ` εijk

(3.1)

12 All models were run using the lmer() package in R
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where x1ijk is firm, industry, and country level covariates, and ζk are random

intercepts for each country k. The country/industry level intercepts are modeled

identically but at different levels. The interaction of the independent variables of

interest (and their constituent terms) is captured in the rest of the equation. zk

stands for geographically incentivized electoral systems, djk stands for the rate of the

industry’s regional decline, and wjk is a dummy variable for the industry’s regional

prominence. If H1 is correct, the coefficient for the three-way interaction term β7

should be positive. This would mean that electoral systems that focus on voters

within particular geographic districts will provide subsidies to locally important firms

that are declining.

Country intercepts are modeled as draws from a common normal distribution

with an overall mean of µζ and country-level covariates ck: ζk „ N pµζ ` c1kθ, σ
2
kq.

This random intercept approach allows to account for some of the heterogeneity and

pool information across countries and industries (Gelman and Hill, 2008).

Testing H2 is more complicated. H2 claims electoral systems that favor parties

will give subsidies to firms within nationally prominent, geographically dispersed, and

declining industries. This implies a four way interaction model to properly test this

hypothesis. Again, if correct, politicians within nationally focused electoral systems

will only give subsidies to firms in industries that are both declining and electorally

dispersed. To test this hypothesis, I estimate the following equation:

ηijk “ζk ` x1ijkγ ` zjβ1 ` djkβ2 `wjkβ3 ` gjkβ4

` Interactionjkβ5´14 ` zkdjkwjkgjkβ15 ` εijk

(3.2)

where, again, x1ijk are firm, industry, and country level covariates. The random

intercepts, ζk for each country k are derived identically as Equation 3.1. Here zk again

stands for geographically incentivized electoral systems, djk stands for the rate of
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industry’s decline nationwide, wjk is a dummy variable for the industry’s national

prominence, and gjk represents the geographic concentration of the industry. The

coefficient for the four-way interaction term is represented by β15 while the coefficients

of all other constituent interaction terms is represented by Interactionjkβ5´14.

Results from interaction models with more than a simple dichotomous interaction

are almost impossible to interpret by regression tables alone. Therefore while the

regression results are provided in the appendix (Table B.1 and Table B.2), post-

estimated simulations are required to properly interpret the regression results. These

graphs are generated in line with King and Zeng (2001) and are a way to determine

the predicted probability of firms receiving subsidies based on firm, industry, and

country characteristics.

3.5 Findings

To preview, I find support for both of my hypotheses. There are systematic differ-

ences between subsidies between countries with geographic focused electoral systems

and systems with strong parties. Countries where politicians care about local con-

stituents (Personalistic systems) give subsidies to prominent firms within local re-

gions, but only when those industries are declining. Conversely, countries that care

about national constituencies (Party-Centered systems) give subsidies to nationally

prominent industries that are geographically dispersed, but again only when they

are declining.

3.5.1 Decline in Personalistic Countries

I first test H1, which argues declining, and locally important, industries are more

likely to receive subsidies in Personalistic electoral systems. While a table of the

regression results is provided in the Appendix13 the results are difficult to interpret

13 For more information see Table B.1
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Figure 3.4: Predicted Probability of Subsidies to Locally Important Firms across
Electoral Systems
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from point estimates alone. In order to ease the substantive interpretation, graphs

are provided to show the results of the post-estimated predicted probabilities.14

Figure 3.4 shows the predicted effect of decline within Personalistic and Party-

Centered countries, holding all other variables at their respective means or medians.

The y-axis shows the predicted probability of a firm receiving a subsidy from the

government, while the x-axis shows the percentage of firms within an industry that

are declining at the city level.15 Firms within the most prevalent industry in the city

level are plotted on the left, while all other firms are plotted on the right.

Three things can be derived from this graph. First, the impact of city-level

decline dramatically affects some firms more than others. Firms in the most prevalent

industry within the city are far more likely to receive subsidies. Second, this effect

is nontrivial. As the rate of decline for locally prevalent industries increases (left

side of Figure 3.4(a)), the predicted probability of those firms receiving a subsidy

drastically increases. However, firms that are not the most prevalent within the city

(right side of Figure 3.4(a)) are unlikely to receive a subsidy, even as their industry

declines at a high rate.16 Lastly, this phenomenon only occurs within systems that

favor geographic districts, since the results are not replicated within multimember

district countries (Figure 3.4(b)).

One possible explanation for these findings is that prevalent industries at the

local level and the national level are highly correlated. Thus, local prevalence and

decline of an industry could just be proxying for national conditions. To test for this,

14 Subsequent figures are derived from Equation 1 in Table B.1, but all equations in Table B.1
produce similar results

15 To make this more concrete say there are 10 firms in industry X in city Y. If 1 firm in X
was experiencing decline in city Y, the industry’s rate of decline at the city-level would be 10%.
Likewise, if 9 of the 10 firms in industry X reported a loss of sales, the industry’s rate of decline at
the city-level would be 90%

16 Likewise, when restricting the sample to only core industries, the effect is the same.
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the analysis is repeated using national level decline rather than city level decline.17

These results show no relationship between national industry decline and an increased

likelihood of subsidies. In addition, tests using a two-way interaction of prevalent

industries at the local level interacted with electoral system are also fruitless. Lastly,

tests just looking at industry decline and electoral system find no statistically signifi-

cant relationship, meaning that Personalistic countries and Party-Centered countries

are not different in terms of giving subsidies to declining industries.

These results show the location of a firm is important. Where the firm is located

across, and within countries, is crucial in determining whether it will receive a sub-

sidy. Only firms that are part of the most prevalent industry within the city are likely

to receive subsidies in Personalistic countries as their industry declines. Therefore,

if firms of the same industry are clustered together within Personalistic countries,

then they are much more likely to receive subsidies as their industry declines than

being dispersed. However, this effect is not the case for firms within Party-Centered

countries. Taking all of this evidence together, this provides support for H1 : in weak

party countries, subsidies will be given to locally prevalent and declining industries.

3.5.2 National Decline in Party-Centered Countries

The findings for Party-Centered systems are more muted. While the interaction

term is statistically significant, the results are less definitive than for weak party

systems. Yet, they still provide support for H2. While interpreting a three way

interaction is difficult even under the best circumstances, properly interpreting a four-

way interaction from regression coefficients alone is next to impossible.18 Therefore,

to ease interpretation, like above, I provide the predicted effect of decline across

17 Shown in Figure B.3(b) in the appendix

18 Although they are still provided in the appendix (Table B.2) as a reference
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Figure 3.5: Predicted Probability of Firms Receiving a Subsidy in Geographically
Dispersed Industries in MMD Countries

countries, holding all other variables at their respective means and medians.19

Figure 3.5 shows the predicted probability of geographically dispersed industries

receiving subsidies in Party-Centered countries.20 The graph on the left shows the

results for nationally prominent industries, while the right-hand side the results for

all other industries. As the graph on the right clearly shows: non-nationally impor-

tant industries are very unlikely to receive subsidies. The story is different, however,

for nationally prominent firms in industries that are declining. There is a strong

association between national decline and subsidies for firms in nationally prominent

industries. When a nationally prominent industry is relatively healthy, the predicted

19 Subsequent figures are derived from Equation 1 in Table B.2, but all equations in Table B.2
produce similar results

20 Geographically dispersed industries is based on a Herfindhal Index score of 0.10, although these
graphs can be reproduced by taking an in-sample measure of geographic dispersion
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probability of a firm receiving a subsidy is close to zero. As nationally prominent

industries decline, the probability firms within that industry receive a subsidy dra-

matically increases. With a change in the percentage of firms in the industry declining

from 0% to 25%, the probability a firm receives a subsidy rises from just over 0% to

over 35%.

These results for Party-Centered countries are not duplicated within Personalis-

tic countries. When calculating the predicted probability of firms receiving subsidies

within majoritarian systems, I find no relationship between nationally prominent

industries and subsidy provision.21 Furthermore, geographically concentrated and

nationally prominent industries are not more likely to receive subsidies in Party-

Centered countries. To test this, I rerun the identical analysis as above but using

geographically concentrated industries instead of geographically dispersed ones and

find a negligible relationship between declining industries and governmental subsi-

dies.22

These results are not without their foibles. The confidence intervals at higher

levels of decline for nationally prominent industries is quite large. These large con-

fidence intervals stem from main two reasons. First, the number of countries within

the analysis is low (below 30 countries). Fewer countries means fewer nationally

prominent industries, which means fewer observations for national rate of decline.

Second, this problem is compounded due to concentrated measurements of national

decline. While the range of decline spans from zero to 50%, it is highly concentrated

at the lower ends of the spectrum, contributing to the high amount of uncertainty

at the upper bound of the analysis. However, all of this should bias against finding

anything at all. Considering the data and the improbability of finding a significant

four-way interaction, the results are non-trivial.

21 Shown in Figure B.5 in the appendix

22 Shown in Figure B.4 in the appendix
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Taken in combination, these results suggest that industry location and electoral

systems jointly condition the ability of firms to get provisions from the governments.

Firms within nationally important industries are more able to receive subsidies in

Party-Centered countries than Personalistic countries. This provides evidence for

H4 : systems that cater to broad interests protect different types of industries due

to electoral incentives. Importantly, this relationship is conditioned on the economic

health of the industry. When important industries are declining, governments are

more likely to give them assistance. However, industry protection varies depending

upon the electoral system. In Party-Centered countries, governments support in-

dustries that are large and geographically dispersed. Yet in Personalistic countries,

governments support regionally prominent industries.

3.6 Conclusion & Further Research

I have argued that electoral systems and economic geography condition the provision

of firm subsidies. By modeling voters’ desires for industrial protection with politi-

cians’ desires to provide industrial protection, I propose two hypotheses about the

provision of subsidies. In line with my hypotheses, I show evidence that electoral

systems condition support to declining industries in different ways. In countries

where politicians care about regional voters, subsidies go to locally important indus-

tries that are declining. Conversely, in countries where politicians are incentivized

by national party interests, subsidies go to declining industries that are nationally

important and geographically dispersed.

While the literature on the supply and demand of industrial subsidies are typically

considered independently, I argue supply and demand must be considered jointly

to properly understand industrial policy. Fundamental to the demand of industrial

policy is electoral concerns, and the largest block of voters in advanced economies, i.e.

service sector workers, are typically dismissed when considering industrial policy. By
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incorporating service sector workers, and looking at how electoral systems condition

the demand for industrial policy, I create novel hypotheses about the demand for

subsidies at the local, sub-national, and national level. Empirically I compile one

of the largest cross-national firm-level datasets in order to elucidate the provision

of subsidies. The current debate about industrial policy relies on imprecise national

aggregations, such as the percent of governmental spending on industrial activities,

tariff measures, or the price levels of the industries. These measures provide limited

ability to compare across industries and make it impossible to look at variation at

the sub-national level. By constructing a firm-level database on subsidies, I side-step

some of the traditional pitfalls of using aggregate information.

At the same time, there is still much to be learned about the connection between

economic specialization and electoral systems. While this analysis takes important

steps to understand a broad correlation between electoral systems and subsidies,

it also leaves many questions to be answered. I argue economic decline increases

the support of subsidies by service sector workers to important industries in their

city. While I find indirect evidence for this, the best test of this would focus on

the level of the individual rather than the level of the expenditure. Future research

should test this through geographically disaggregated surveys or experiments. Fur-

thermore, while politicians respond to voters in predicted ways determined by their

electoral system, further research is needed to connect the economic districts with

the politicians that represent them. This will require more finely grained data than

is currently available.

These avenues for future research have a common theme: trying to connect the

demand for industrial protection with the effects of electoral systems. While pre-

vious literature has made great strides to theoretically model each of these aspects

individually, the demand and supply of subsidies need to be considered jointly to

progress our understanding of subsidy provision. One major hinderance to jointly
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understanding the demand and supply of subsidies is the lack of micro-level data.

By using a comprehensive cross-country dataset on firm-level subsidies, it is possible

to move towards a better understanding of how industry and politics work together.
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4

Geographic Concentration, Electoral Systems,
Lobbying, and Innovation

Innovation is the lifeblood of economic growth. Cities with dynamic industries push-

ing forward the technological frontier have also been the most prosperous. The liter-

ature on economic geography is full of stories about how geographically concentrated

industries leads to increased innovative activities and higher productivity. The rapid

expansion of technological firms has fostered expansion in Silicon Valley, Boston’s

Route-128, and Carolina’s Research Triangle, just as the expansion of the biomedical

industry has fostered the growth of Philadelphia and Minneapolis. Conversely, with-

out innovation, firms risk being overtaken by competing firms in the world market.

When firms and industries are not innovating, cities reliant upon those firms run

the risk of depending upon a increasingly obsolete sector. This can cause a loss in

population, a decrease in their tax base, and increasing unemployment.

Since innovation is so critical for economic success, it is natural to ask: can

government incentivize firms towards innovation? I argue that politics is fundamental

to understanding the decision of firms to innovate. Firms can gain profits in one of
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two ways: from the market or from the government. Which route they will choose will

be dependent upon their electoral importance. If firms are politically important, they

will divest from innovative activities and instead attempt to persuade the government

to give it rents. Critically, an industries economic geography is a critical component

of political importance. In electoral systems where politicians care about specific

geographic districts, geographically concentrated industries will be more politically

important. In these industries, firms will be more likely to lobby government than

innovate.

I test my claim with two micro-level dataset about firm behavior in political and

innovative realms. The first dataset I use a uniquely compiled version of the World

Bank Enterprise Survey. The Enterprise Survey has useful information on politi-

cal activities, geographic location, and coarse innovative activities for thousands of

firms around the world. However due to its small sample size, lack of performance

indicators, and limited information about innovative activity, the Enterprise Survey

provides a rough sketch of the effect of electoral importance on the tradeoff between

innovating and political involvement. To supplement this I use the Eurostat’s Com-

munity Innovation Survey (CIS) to analyze the R&D investment of over 250,000

firms across Europe. While the CIS provides enormous detail on firm innovation,

it has sparse information about a firm’s political influence or geographic location.

By looking at both datasets separately, I am able to find broad support for my the-

ories. Electorally important firms invest less in innovative behavior. Furthermore,

geographically concentrated industries are more likely to limit innovative activities

if they are embedded within political systems with politicians who favor geographic

districts.
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4.1 Electoral Importance and Firm Behavior

Chapter 2 presents a model investigating when firms innovate compared to when

they lobby the government. Since both of these activities cost money, I argue that

firms will tradeoff between these two options depending upon their circumstances.

As firms experience high growth, they will attempt to capture a larger portion of

the market and invest money for innovation. However, when firms are politically

powerful they will substitute away from innovative activities knowing that they can

rely upon the government for earnings later.

This model has two major implications: 1) all else equal, growing firms will invest

more of their resources towards innovation and 2) all else equal, electorally important

firms will invest less of their resources towards innovation than non-important firms.

The first implication is almost trivial. It states that as firms can earn more money

from the market, they will be more willing to invest their resources in innovative

activities in an attempt to capture more profits in the future. The second implication

argues that politically important firms will substitute away resources away from

innovative activities due to their ability to extract rents from the government.

Critically, the decision on how much resources to invest in innovation or influ-

encing government are not independent. Firms have limited resources to invest and

therefore must chose how to allocate resources amoung their options. Therefore firms

will expend more resources on the activity that gives them a higher expected return

in the future. Growing firms expect high future returns from the market, and there-

fore they want to capture as much of that as possible by creating innovative products

allowing them to earn more profits. Electorally important firms find it cheaper to in-

fluence policy since they are already favored by politicians, therefore they will lobby

more and innovate less than non-electorally important firms.

Which firms are electorally important? In the second half of Chapter 2, I argue

88



that electoral importance is determined by the combination of economic geography

and electoral systems. Previous research has shown how geographic concentration

can lead to increased political action and innovation. Economists since Marshall

(1890) have recognized the increased innovative activity of spatially clustered firms in

the same industry. On the political side, it is argued that geographically concentrated

industries are more likely to solve the collective action problem and mobilize workers

for political support (Busch and Reinhardt, 2000). In addition to any collective action

benefits, I argue that concentrated industries are more likely to generate electoral

support from service sector workers in the areas they are located. These combined

factors suggest geographically concentrated industries are more likely to be politically

salient, however, only in certain political systems. Politicians in different electoral

systems care about different voters. In systems where politicians mainly care about

their place within political parties, geographically concentrated industries will be less

important electorally. In systems where politicians need to cultivate a personal vote

with voters of a specific geographic district, geographically concentrated industries

will be more politically important.

Combining these insights, we are able to come up with some hypotheses about

the decisions of firms to invest and lobby. First, H3) politically important firms

will invest less in innovative activities at all levels of growth. If firms know that

they are favored by government, firms will spend less on innovative activities and

more on trying to influence government. In the first part of Chapter 2, I argue that

politically important firms will be defined by their industry’s economic geography and

country’s electoral system. In electoral systems where politicians need to cultivate

a personal vote, geographically concentrated industries will be politically favored.

However, this will not be the case in electoral systems where parties cater to a broad

national constituency. Therefore, H3a) in highly personalistic political systems

geographically concentrated industries will be less likely to innovate and more likely
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to lobby government. Finally, H4) if firms expect an increase in future sales, they

will invest more of their own resources into innovative activities. The reasoning is

straight-forward: if firms expect a larger market then they will want to capture as

much of the market as possible by having the best product.

Properly testing these hypotheses requires detailed firm-level datasets containing

a firm’s spending on innovative activities, political activities, location, and the geog-

raphy of its industry all across various electoral systems. No firm-level datasets only

have all of this information together. Therefore, I utilize two datasets to provide

leverage on different aspects of the hypotheses. First, using the same dataset as

Chapter 3, the Enterprise Survey, I test H3) and H3a). These hypotheses state

the interaction of electoral systems and the geographic concentration of an industry

will influence the tradeoff between innovation and political activities. As firms be-

come more politically important, they should increase political engagement at the

expense of investing in innovative activities. Critically, testing the fundamental polit-

ical importance relies upon an industry’s geographic locale and the electoral system.

Testing this requires a dataset with the location of firms as well as information on

innovative and political activity. The Enterprise Survey is ideal for this since it con-

tains firm-level information about lobbying activity, sub-national location, as well

as some coarse information about firm-level innovative activity and growth across

several countries. However, due to its limited information about innovation and firm

growth, it is not ideal to study the amount of resources devoted to innovative activ-

ities. Therefore, to investigate a firm’s distribution of resources towards innovative

activities under different levels of growth and political importance, we need another

dataset.

To test how firms change innovative effort depending upon growth and political

importance, the second half of the chapter utilizes the Eurostat’s Community Inno-

vative Study’s (CIS) dataset. The CIS is a collection of compulsory firm surveys on
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innovation activity administered every two years by over 15 European governments.

With over 250,000 firms over three survey waves, the CIS is the largest dataset

available on firm innovation. It has detailed questions questions about expenditures

towards R&D, total sales, industry classifications, across time and various countries.

However, it only has limited information political aspects of firms and no information

about the location of the firms within the country. Therefore, the CIS allows for a

detailed test about how firms change their level of innovation effort under different

levels of growth and political importance, but no ability to test the geographic aspect

of my hypothesis.

4.2 Geographic Concentration, Lobbying & Innovation

To test my hypotheses on the tradeoff between political engagement and innovation,

I use a subsample of the World Bank Enterprise Survey (2011). Within the survey,

firms are chosen through stratified sampling in order to achieve a representative

sample based on geographic location, industry, and firm size. The upper management

of these firms are surveyed in face-to-face interviews by an independent survey firm.

The sample is designed to generate precise estimates for the industry proportions

at the country level and the mean sales at the industry level.1 While the original

Enterprise Survey has coverage of over 125 countries around the world, questions on

political activity and innovation limit the sample size to 10 to 25 countries depending

on the analysis. Selected summary statistics are shown in Table 4.1.

To measure electoral importance, I look at the interaction of industrial geographic

concentration and electoral systems. There is a substantial literature on the incen-

tives of politicians within these systems to cater to local interests over national ones

(Carey and Shugart, 1995; Persson and Tabellini, 2003; Grossman and Helpman,

1 Further information on how the World Bank constructed the Enterprise Survey can be found at:
www.enterprisesurveys.org/methodology
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Table 4.1: Select Summary Statistics from the World Enterprise Survey

Country # of Firms Lobby R&D Avg Geo Con Personalistic Polity2 Self Innovating

Albania 94 22.34 11.70 0.14 10 9 5.13
Armenia 225 16.89 12.44 0.08 10 5 3.29
Belarus 25 20 64 0.03 10 -7 12.50
Bulgaria 146 14.38 10.96 0.06 1 9 12
Croatia 137 24.82 19.71 0.06 3 9 7.14
Czech Republic 202 10.89 16.34 0.02 2 10 15.56
Ecuador 261 19.54 59 0.11 3 6 39.66
Estonia 91 18.68 15.38 0.05 5 9 12.50
Georgia 100 17 11 0.05 10 7 30
Hungary 333 13.51 16.22 0.04 10 10 0
Kazakhstan 325 8.62 8 0.03 10 -6 4.50
Kenya 144 40.28 38.89 0.15 10 8 32.73
Kyrgyzstan 101 21.78 18.81 0.04 6 2.41 5.77
Latvia 87 10.34 10.34 0.05 3 8 0
Lithuania 95 14.74 17.89 0.05 10 10 15.38
Mauritius 111 6.31 45.95 0.05 10 10 10.94
Moldova 168 16.07 27.98 0.06 1 8 8
Peru 76 13.16 NA 0.32 5 9 25
Philippines 538 10.59 26.02 0.05 10 8 27.89
Poland 564 7.62 17.91 0.01 3 10 4.83
Russia 235 8.09 19.15 0.05 10 6 8.75
Slovakia 85 20 21.18 0.05 3 9 34.62
Slovenia 126 40.48 40.48 0.08 2 10 16.33
South Africa 404 20.54 55.94 0.16 1 9 44.31
Ukraine 233 15.88 8.58 0.04 10 6 10.20
Zambia 120 39.17 22.50 0.13 10 5 15.83

2005). Wherever politicians have a greater incentive to build relationships with local

constituents, they will be more responsive to clustered firms within their districts.

I argue these electoral systems will create politically potent geographically concen-

trated industries. I use a variety of political institutional variables to operationalize

the level of a politician’s attachment to narrow constituents, but mainly focus on

the politician’s desire to cultivate a personal vote with their constituents. In systems

where politicians are more beholden to their geographic districts, they will also be

more likely to support geographically concentrated industries and give them political

favors.

To measure personalistic vote I use Johnson and Wallack’s 2006 measure of per-

sonalistic voting from the Quality of Government dataset. The dataset is an ex-

pansion of Carey and Shugart’s 1995 measure of politicians incentives to cultivate a
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personal vote. Carey and Shugart (1995) outline various institutional aspects that

will affect how personalistic politicians are required to be. Factors such as the degree

of leader’s control over ballots, whether votes are pooled over parties, and whether

voters can cast votes for parties or candidates are all considered. Each combination

of these factors lead to different incentive for politicians to highlight their own ac-

complishments compared to towing the party line. For example, politicians elected in

systems where party leaders control every aspect of the ballot will have little incen-

tive to distinguish themselves beyond the party’s goals. However, in systems where

MPs are elected individually, independent of the party, politicians will be more be-

holden to the voters responsible for their reelection compared to the party’s general

interest.

In order to capture whether a firm engages politically, I use a question about

whether the firm has lobbied a politician in the last two years. I code this as a binary

variable, either one if the firm has lobbied or zero if it has not. A firm’s innovative

effort is operationalized in two different binary variables. First, the Enterprise Survey

asks how much each firm spends on research and development in the past year. If the

firm responds to spending a non-zero amount of money on R&D, then it is counted

as taking part of innovative activities. Approximately 30% of firms claimed to invest

a non-zero amount of money and were coded as firms participating in R&D. Second,

the Enterprise Survey asks firms to name their three most important sources for

innovation. Firms that named “within the establishment locally” as one of their

three main sources of innovation were coded as partaking in innovative activities.2

To construct all industry-level variables, I use the fifteen different classifications

of industries within the Enterprise Survey which are based on 2-digit level of the In-

2 Lastly, I code any firm that reports to developing or improving a new product line or production
process as partaking in an innovative activity which can be found in the appendix.
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ternational Standard Industrial Classification (ISIC), Version Rev3.1.3 To determine

the geographic nature of industries, I use the location of the firm within the country.

Roughly 75% of all firms in the Enterprise Survey have information on the geographic

location of the firms at the sub-national level, with hundreds of regions and cities in

the sample. By grouping firms by their locations I am able to tell which industries

are most prevalent within a particular area. I use the information on firm location

to determine geographic concentration of an industry at the national level using a

Herfindahl index, which takes on a higher value for industries that are clustered in

space.4

The index is computed for each industry in each country separately. It is impor-

tant to note that the Herfindahl index is computed based on a sample of companies.

As a consequence, the Herfindahl index overestimates each industry’s concentration

since there is no information on the companies that are not sampled. However, since

the data are representative at the country-industry level and since information is

preserved on which industry is relatively more concentrated, this does not present a

severe problem for inference. If industry x is more concentrated than industry y, then

the expected value of a representative sample of x will also be more concentrated

than a representative sample of y.

Following recent work on the connection between firm-level characteristics and

lobbying (Desbordes and Vauday, 2007; Desai and Olofsgard, 2008; Weymouth, 2012;

Macher, Mayo, and Schiffer, 2011), I include several firm-level control variables. First

3 The industry designations are: Food (non-agricultural firms), Garments, Leather, Textiles, Met-
als and Machinery, Electronics, Chemicals, Wood, Plastic, Automobile, Miscellaneous Manufactur-
ing, Retail, Hospitality, Miscellaneous Services, Other.

4 Denote the number of firms in industry j that are located in city l by njl. For national level
concentration, I create a geographic Herfindahl index for industry j where the formula for geographic
concentration:

HG
j “

L
ÿ

l“1

˜

njl
řL
l“1 njl

¸2
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is the the size of the firm, measured by the number of workers it employs. I also

control for the percentage of the firm that is owned by the government, how many

years the firm has been operational, and the firms sales. Since the sales of the firm

is in local currency units, I normalize the sales in order to compare firms across

countries.5 Due to the country-level variation of the dependent variable and key

independent variables in the Enterprise Surveys, I am constrained from introducing

additional firm-level controls due to listwise deletion. Consistent with recent practice

in the literature, I also include covariates at the country-level, such as GDP per capita

which is taken from the from the Quality of Government Institutes database (Teorell

et al., 2013).

4.2.1 Model

To examine the association between a firm’s electoral importance and how it allocates

its resources, I investigate the tradeoff between political engagement and innovation

effort. While the model suggests firms have a continuous amount of money to allocate

between these two options, due to data constraints on financial investments into

persuading the government, I can only treat these outcomes as binary. Because the

actions of participating in political engagement or innovation are interdependent,

separate logistic models are not appropriate to analyze the firm’s actions. Due to the

interdependence of the firm’s choices lends itself perfectly to multinomial analysis,

which allows for the investigation of categorical dependent variables that are also

dependent on one another.

Therefore, I model the firm’s choice the probability of a firm is in any Yi group

is in the set of M : PrpYi “ mq “ πi,m. My dependent variable (Yi) is created where

a firm can partake in one of four choices: innovative activities, political engagement,

5 Variable is Log(Sales)
Log(Median National Sales)
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both activities, or neither activities.

Yi “

$

’

’

&

’

’

%

A Innovate
B Engage Politically
C Engage Politically & Innovate
D Neither Engage Politically or Innovate

Because the action of the firm Yi is mutually exclusive, the sum of the proba-

bilities must be unity, formally:
řM
m“1 πi,m “ 1 In order to determine how a firm’s

action varies as a function of k independent variables, I write the probabilities in the

canonical exponential setup: πi,m “ exppxiβmq. In order to make this equation fully

identified, one category needs to be a baseline for the comparison for other outcomes.

In this case, a firm that does not innovate or attempt to influence the government

serves as the comparison for the other groups. Formally, this is written as:

PrpYi “ m | xiq “
exppxiβmq

1`
řM
d“2 exppxiβdq

@ m ą 1

where βm represents the effects of each covariate in each of the m outcomes indepen-

dently. Critically, this means that the variable of interest, electoral importance, can

have different effects on each outcome.

4.2.2 Results

To preview, firms within geographically concentrated industries act differently de-

pending upon their electoral system. Geographically concentrated industries in elec-

toral systems low personalistic systems, where parties matter, have firms that act

as economic theory would expect. Firms are more likely to increase their innovative

activity as they are geographically clustered. However, geographically concentrated

industries in electoral systems highly personalistic systems, where politicians need to

cater to geographic districts, are associated with a dramatic decrease in innovative

activity and an increase in lobbying activity.
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Due to the interdependence of multinomial regression results, traditional tables

with point estimates and standard errors are difficult to interpret. To ease interpre-

tation I provide graphs of the post-estimated simulations of the results.6 All graphs

are derived by taking post-estimated draws from a multivariate normal distribution,

and changing industry concentration and electoral system values while holding all

other covariates constant. All standard errors are clustered at the country level, and

the results are consistent to variable additions, and industry fixed effects.7

Figure 4.1 shows the post-estimated results of the multinomial regression where

firms are choosing between within-firm innovation and lobbying, while Figure 4.2

shows the results of firms choosing between R&D expenditure and lobbying.8 On

the x-axis is geographic concentration of industries within a country, and on the y-

axis is the predicted probability for each categorical variable. Predicted probabilities

for low personalistic electoral systems – where politicians are beholden to parties

more than local votes – are displayed on the bottom (Figures 4.1(b) & 4.2(b)) while

the predicted probabilities for high personalistic systems are displayed on the top

(Figures 4.1(a) & 4.2(a)).

The first thing to notice from the Figures is the relationship between geographic

concentration and the decisions of firms to either lobby or engage in innovative activ-

ities. Firms within industries that are geographically dispersed, across all electoral

systems, are less likely to engage in lobbying or innovative activities. In the most

geographically dispersed industries, firms are overwhelming likely to neither lobby or

innovate. Conversely, firms within geographically clustered industries are more likely

to lobby or innovate. Which activity they choose, as predicted by my hypothesis, is

conditioned by the electoral system of the country.

6 Table B.4 shows the results in the appendix

7 Estimates are derived from Stata’s mlogit command

8 Derived from equations (1) and (3) from Table B.4
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In high personalistic systems, firms in geographically clustered industries lobby

more often than their geographically dispersed counterparts. However, this is not

the case in non-personalistic systems. In systems where politicians care more about

their place within their party, firms in geographically clustered industries are much

more likely to engage in innovative behavior than their geographically dispersed

counterparts. Since highly clustered industries are known for innovative behavior,

it is no surprise to see firms within low personalistic systems innovating more as

they become closer in space. However, there is little economic reason to believe that

concentrated industries in high personalistic systems ought to be less innovative.

The same trends hold when considering the choices between R&D activity and

lobbying, as seen in Figure 4.2. In low personalistic systems, firms are no more

likely to lobby the government if they are in geographically concentrated industries.

Conversely, in high personalistic systems, firms are far more likely to lobby the gov-

ernment if they are located in geographically concentrated industries. The opposite

is true for investing in R&D. Firms in highly personalistic systems are less likely to

invest in R&D if they are in geographically concentrated industries, while firms in

low personalistic systems invest more. The effect of concentration is also substantial.

In low personalistic countries, firms are approximately 20% more likely to invest in

R&D if they are embedded within an industry in the 75th percentile of geographic

concentration rather than the 25th percentile. Firms in highly personalistic coun-

tries are almost twice as likely to lobby the government in the same movement of

concentration.

One concern is that these findings are simply a byproduct of the multinomial

regression’s constraints. An explicit assumption of a multinomial logit regression

is that the dependent variable represents the exhaustive choices for the firm. If

firms could not only lobby or innovate but also purchase new equipment or buy off

competitors, these options would not be included in the analysis and bias the results.

100



Table 4.2: Logistic and OLS Regressions on Lobbying and R&D

Lobby Lobby R&D Binary R&D % of Sales

(Intercept) 4.201˚˚ 5.555˚˚˚ -79.948˚˚˚ 5.095˚

(3.124) (3.671) (-11.903) (2.462)
Age of Firm 0.114˚˚ 0.099˚˚ -0.043 -0.102

(3.113) (2.719) (-1.366) (-1.826)
Sales 2.267˚˚˚ -5.547˚˚˚

(7.470) (-10.495)
Number of Employees 0.418˚˚˚ 0.391˚˚˚ 0.277˚˚˚ 0.319˚˚˚

(23.097) (22.493) (9.735) (6.353)
Manufacturing -0.365˚˚˚ 1.343˚˚˚ 0.462˚˚

(-5.710) (12.534) (3.160)
Government Ownership 0.088˚˚˚ 0.104˚˚˚ 0.022 0.154˚˚

(4.630) (5.582) (0.635) (2.674)
Polity2 0.000 0.000 0.287˚ -0.009

(0.005) (0.017) (2.537) (-0.154)
GDP Per Capita -0.756˚˚˚ -0.902˚˚˚ 8.050˚˚˚ 0.039

(-5.230) (-5.555) (10.787) (0.174)
Industry Geographic Con -2.178˚ -2.573˚˚ 3.868˚˚˚ 2.949˚˚˚

(-2.505) (-2.964) (5.708) (3.470)
Personalistic System -0.108˚˚ -0.128˚˚ 0.782˚˚ 0.004

(-2.682) (-2.732) (3.284) (0.071)
Industry Geo Con ˆ Personalistic 0.214` 0.245˚ -0.411˚˚˚ -0.277˚

(1.880) (2.156) (-4.555) (-2.207)

AIC 9821.885 9852.206 11649.338 70513.774
BIC 9903.137 9926.070 11738.165 70610.002
Deviance 9799.885 9832.206 11625.338 70460.708
Log-likelihood -4899.943 -4916.103 -5812.669 -35243.887
N 11926 11926 12115 12115

Country clustered standard errors in parentheses

+ p ă 0.10, * p ă 0.05, ** p ă 0.01, *** p ă 0.001

Therefore, there could be concern that the results are derived from operationalizing

the dependent variable into these mutually exclusive choices. However, as Table 4.2

shows, geographic concentration and electoral systems are important predictors even

when innovation and lobbying are considered separately. In party centered systems,

geographically concentrated industries are associated with an increase the amount of

R&D expenditures, while in highly personalistic systems they are not. The opposite

is true with lobbying. In highly personalistic systems, geographically concentrated

industries are associated with increased lobbying, but in party centered systems they

are not. However, while these results broadly support the multinomial results, they

could be taken with caution. If firms are really making these choices strategically,
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then considering lobbying and innovating as independent observations will bias the

results.

4.3 Political Favoritism & Innovative Activity

The previous section showed both where an industry is located and the electoral

system of a country condition the decisions of firms to innovate or engage the govern-

ment politically. This provides evidence for H3a), that geographically concentrated

industries are more likely to lobby government and less likely innovate in highly per-

sonalistic countries, while in more party centered systems the opposite is true. It

also provided some evidence for H3), that firms will innovate less as they become

more politically important. However, my theory argues that political importance

and firm growth will determine a firm’s effort towards innovative activity. Without

comprehensive data on the amount spent towards innovative activities and limited

information about the growth of the firm, the Enterprise Survey is unable to capture

this aspect of my theory. Therefore, to test how firm growth and political impor-

tance interact to determine the level of innovation effort, I utilize the CIS dataset on

firm innovation. With detailed information about innovation expenditures for over

100,000 firms in over 15 countries, the CIS provides a perfect dataset to test how

firm growth and political importance influences innovation.

4.3.1 Model & Variables

To investigate how firm growth and electoral importance jointly contribute towards

innovative effort, I create three important variables from the CIS dataset. My main

dependent variable looks at the relative amount of money firms spend on R&D. This

is calculated by dividing the dollar amount of total research by the total turnover

(sales of goods and services) of the firm. This gives a measure of firm effort for

innovation. The closer the number is to one, the more current resources are spent
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Table 4.3: Select CIS Summary Statistics

Country # of Firms R&D Subsidy Firm Growth Ind Growth
(% of Sales) (% of Firms) (% Change) (% Change)

Belgium 3322 2.29 8.38 7.55 15.28
Bulgaria 44555 2.96 4.59 36.58 79.88
Cyprus 2064 1.81 10.01 17.90 26.30
Czech Republic 21779 1.69 7.60 19.39 37.73
Estonia 6041 2.50 5.56 21.73 45.07
Germany 10080 2.03 4.86 8.09 16.54
Greece 1029 3.66 20.22 12.30 21.12
Hungary 14287 1.17 9.04 11.11 23.36
Latvia 5222 2.92 87.61 33.74 81.26
Lithuania 6049 1.74 6.65 30.60 52.36
Portugal 16048 1.48 6.30 7.95 17.10
Romania 28964 1.70 8.72 28.87 60.97
Slovakia 7169 1.77 7.66 26.20 51.62
Slovenia 7884 4.94 9.16 22.57 46.73
Spain 88323 1.88 2.12 11.17 26.61

on innovation.

In Chapter 3, I show that governmental subsidies are more likely to be distributed

to industries that will be politically potent. Since subsidies are often sought after

by many firms, I assume it is unlikely that politically unimportant firms would be

given preferential treatment. Therefore, I use a binary variable for if the firm has

been given a subsidy for R&D by the government as a proxy for political importance.

This measure is not without conceptual slippage. The question does not differentiate

between tax rebates, loans, or grants, all of which could have various effects. However,

it is the only question about political involvement, and therefore the best proxy

available. Most importantly, the question asks if the firm received subsidies for

innovation. Therefore it is safe to assume that some of the firm’s R&D expenditures

will come from subsidies.

Lastly for my theory, I calculate the economic fortunes of the firm in two separate

ways. Each firm gives total turnover for the surveyed year as well as two years prior.

In order to see how well a firm is faring, I take the percent change in turnover each
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year. The higher the number, the more the firm has been selling than the previous

year. However, a firm’s performance may not be indicative of the health of the

industry it resides within. A company could be experiencing modest growth while

the rest of the industry is going through a negative structural change, or vice versa.

Therefore, as a robustness check I take the mean growth rate of the industry of all

the firms within each country. Both measurements produce similar results.

In order to estimate the conditional relationship between electoral importance

and industry growth on the relative innovative of firms, I use an interactive model a

hierarchical linear model with country fixed effects.9 I model the relative effort for

R&D (ηijk) for each firm i in industry j and country k, as a function of covariates in

the following way:

ηijk “ αk ` x1ijkλ` wiζ ` zjkγ ` pwi ˆ zjkqβ ` z̄jδ ` w̄jϕ

where αj are random intercepts for each country j. The main independent vari-

ables of interest are represented by zjk, measuring the health of industry j in country

k, and wi which is a binary variable for if firm i received a subsidy from the gov-

ernment. The parameter β estimates the effect of the interaction between subsidies

and firm health (wi ˆ zjk) which is key in evaluating the hypothesis. Since I am in-

terested in between-firm variation of innovation, I simply include country, industry,

and year level fixed effects to absorb any unobserved cross-national, industry, and

time heterogeneity.

The parameter x1ijk are firm and industry-country-year level covariates included to

control for unobserved heterogeneity associated with level of R&D expenditure. I also

include several aggregated industry means derived from the Eurostat’s CIS dataset

including average R&D expenditures, average growth, mean subsidies provided, and

mean economic performance of firms. Finally, in order to control for the unobserved

9 The results are robust to varying specifications, particularly country fixed effects
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level of R&D expenditures across different industries, all regressions contain industry

fixed effects.

4.3.2 Results

Due to the sensitive nature of the CIS data, information and results from the CIS

dataset are highly censored. To assure compliance with Eurostat, and anonymity of

the firms within the survey, the results from the hierarchical model are provided in

graphical form. Figures 4.3 and 4.4 show the post-estimated simulations of predicted

effects of firm growth on innovative investment in subsidized and non-subsidized

firms.

As seen from Figures 4.3 and 4.4, in general the results support both hypotheses.

On the x-axis of the figures is the growth rate of the firm (Figure 4.3) or industry

(Figure 4.4). The y-axis of Figures 4.3(a) and 4.4(a) shows the percentage of sales

each firm devotes towards R&D expenditure, while Figures 4.3(b) and 4.4(b) shows

the difference between subsidized firms and non-subsidized firms. In these graphs,

a larger number on the y-axis translates into more amount spent towards R&D for

subsidized firms than non-subsidized firms.

In line with H4 , the Figures show firms without subsidies increase innovative

activities as they grow. Figures 4.3(a) and 4.4(a) show firms without governmental

assistance invest more in innovation when they are growing rather than declining.

The magnitude of the effect is also very large. A move from the 25th percentile to

the 75th percentile of firm growth rate is roughly associated with a 33% increase in

R&D effort (from 6% of sales to 10%). This, unsurprisingly, suggests that firms are

responsive to market forces. Yet, counter to that trend, firms that receive subsidies

decrease their effort in R&D as they grow. Non-subsidized firms start off with less

R&D investment at low levels of growth, but increase their R&D effort as growth is

high.
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(b) Effect of Subsidies on R&D Investment

Figure 4.3: R&D Investment, Subsidies, and Firm Growth Across Europe

106



0 50 100 150 200 250 300

0
10

20
30

40
50

60

R&D Investment with Subsidies

Mean Growth Rate of Industry (% of Sales)

R
&

D
 In

ve
st

m
en

t (
as

 %
 o

f S
al

es
)

0 50 100 150 200 250 300

0
10

20
30

40
50

60

R&D Investment without Subsidies

Mean Growth Rate of Industry (% of Sales)

R
&

D
 In

ve
st

m
en

t (
as

 %
 o

f S
al

es
)

(a) R&D Investment at Different Levels of Industry Growth

0 50 100 150 200 250 300

−
30

−
20

−
10

0
10

20
30

Added R&D from Subsidies

Mean Growth Rate of Industry (% of Sales)

D
iff

er
en

ce
 in

 R
&

D
 fr

om
 S

ub
si

di
es

 (
as

 %
 o

f S
al

es
)

(b) Effect of Subsidies on R&D Investment

Figure 4.4: R&D Investment, Subsidies, and Industry Growth Across Europe
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The two types of firms exhibit opposite trends in R&D effort. Subsidized firms

reduce their innovative effort as they become more profitable, while unsubsidized

firms increase their innovative effort as they become more profitable. The difference

between subsidized firms and non-subsidized firms is estimated in Figures 4.3(b) and

4.4(b), where the effect is positive at low levels of growth, and then declines for more

profitable industries.

This means, however, that H3 is not fully supported. Figures 4.3(b) and 4.4(b)

suggests subsidized firms spend a slightly larger percentage of their earnings on

innovation than non-subsidized firms when the industries/firms are experiencing low

or negative growth from two years prior. This trend reverses itself as firms grow.

If the second hypothesis was correct, we should see lower amounts of innovative

activity at all levels of economic growth. In fact, we should expect to see the amount

of innovation effort rising as the economic fortunes of firms increase.

What explains this discrepancy? It is important to remember the subsidy ques-

tion asks about governmental assistance for innovation. This likely means that part

of the money reported towards R&D investment comes from governmental assistance

for subsidized firms. This ought to bias the results upwards, and firms ought to re-

port more R&D spending than they are directly contributing. Since the survey does

not identify how much the government is providing for R&D, it is hard to know

the exact effect of subsidies. It could be that firms on the lower end of the growth

spectrum are only spending governmental money on R&D rather than their own

resources.

Taken in combination, these graphs provide some support for H3 and H4 . In line

with the prediction of the model, fast growing firms spend more of their resources on

R&D than declining or stagnant firms. However, the opposite is true for politically

important firms. Politically important firms, i.e. firms that receive subsidies, are

less likely to invest in R&D as they grow. This suggests that politically important
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firms allocate their resources differently than firms who do not have governmental

support. I argue that politically important firms divest from innovative activities en

leu of attempting to influence the government. However, this cannot be tested with

the CIS dataset, therefore we turn to a different dataset to test this hypothesis.

4.4 Conclusion

Conventional approaches to lobbying have asked: what effect does lobbying have on

government policy? Turning this question around this project asks: what effect does

lobbying have on firms? I model the tradeoff between lobbying and innovation as

a strategic choice made by firms in order to maximize profits conditioned by two

important characteristics: electoral importance and firm growth. Firms expecting

their future profits to increase will invest in innovative activities while firms with high

electoral importance will divest from innovation and engage government for future

benefits. Critically, I argue that the electoral importance of a firm will depend upon

its industry’s economic concentration and the country’s electoral system. Specifically,

firms within geographically concentrated industries will be electorally important in

electoral systems that require politicians to cultivate a personal vote.

Bringing two of the largest cross-national firm datasets on innovation and politi-

cal activity, I show evidence for my hypotheses. From the World Bank’s Enterprise

Survey I show firms within geographically concentrated industries are much more

likely to lobby government than they are to invest in innovative activities. Further-

more, using a survey of over 250,000 firms from the Eurostat’s Community Innovative

Survey database, I show that politically privileged firms are less likely to invest in

R&D than their non-politically privileged counterparts. These results suggest firms

decrease their innovative effort based upon their political importance. Where current

work on interest groups and lobbying typically focus on the impacts of lobbying on

policy, I argue the level of lobbying needs to incorporate costs as well as benefits.
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Second, policy is an outcome of both politicians decisions and lobbying input by

firms. Politicians listen to firms that are more important, and electoral systems vary

this in a systematic way.

The next step for this research is to derive better firm-level data on innovation

and firm political activity. While my analysis suggest firms increase lobbying activity

when they are politically potent, the ability to measure political involvement is lim-

ited. To gain a deeper understanding of how firms engage politically, data on firm

political expenditures is needed. This will allow a comparison between monetary

effort for governmental influence and other expenditures. One obvious place to look

for this data is within the United States, where firm-level data on lobbying expen-

ditures is publicly available through Bonica’s 2013 DIME dataset. Ideally, lobbying

expenditures could be combined with firm-level surveys on innovation, so researchers

can accurately identify the financial tradeoff between innovation and lobbying within

various firms. Second, more detailed data on firm location is needed to test how the

political system and economic geography interact to decrease innovative effort. This

can be done with the non-anonymized CIS dataset which not only has information

about firm innovative activities, but also the location of firms around Europe. There

we should see that geographically clustered industries innovate differently depending

on which electoral system they are located within.
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5

Exogenous Changes to Electoral Systems &
Economic Geography: The Case Studies of India &

Thailand

Electoral institutions and economic geography are the basis for the provision of rents

to industries around the world. In electoral systems where politicians cater to narrow

geographic constituencies, geographically concentrated industries will be politically

favored. Conversely, electoral systems where politicians care more about their place

within their party, geographically dispersed industries will be favored. Chapters 4

and 3 demonstrate evidence of this with large-n statistical tests of governmental

spending and firm subsidies.

Without the ability to randomly assign treatment, however, we cannot say if

variables of interest cause outcomes or are merely associated with outcomes. It could

be that economic geography is associated with other things that cause favoritism in

certain types of electoral systems. Or some electoral systems may actively pursue

certain geographic patterns of economic activity. When looking only at observational

data, it is difficult to determine which is the case.

To establish a causal link between their variables of interest and outcomes re-
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searchers need to randomly assign key independent variables to understand their

effect on outcomes of interest. In this case, as in most cases of social science, re-

searchers cannot manipulate the assignment of national electoral systems or the lo-

cation of industry across countries. Therefore, in order to gain some understanding

of the causal impact of these factors, we must look for naturally occurring changes in

electoral systems and economic geography in ways that are orthogonal to the process

of providing rents. If the changes to electoral systems and economic geography are

“as-if ” random way, then we can derive stronger claims about their effect on the

provision of rents.

This chapter looks at two case studies that exhibit quasi-exogenous shocks to

electoral systems and economic geography. The first case study looks at the division

of two states in India (Bihar and Jharkhand) from a previously unified state (Bihar).

The second case study looks at Thailand’s 1997 constitutional change. For India the

creation of two states from a previously unified state increased economic specializa-

tion in both states, while Thailand’s constitutional change increased the strength of

political parties through electoral reform.

Critically, I argue that these changes occurred without the involvement of business

interests and in a way that was “as-if” randomly assigned for politicians responsible

for providing rents. In India the British imposed state boundaries of Bihar had

been protested by indigenous Jharkhanis for about 80 years, even before India’s

independence (Tillin, 2011). The Jharkhanis had started a statehood movement in

the 1970s and finally in 2000, through a governmental referendum, they were able to

establish their own separate state. This created two economically specialized states

from one original economically diverse state, thus changing the economic geography

of the states while keeping the political structures largely in tact. In Thailand, the

Asian financial crisis highlighted politicians’ inability to tackle important political

issues. In the midst of economic collapse, due to weak parties, Thailand’s government
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was unable to enact policy that would help the country out of the financial crisis.

This drove a large political movement to support a committee that was reshaping the

constitution to make it more effective. Since both of these changes were largely driven

from factors uncontrollable by businesses, they allow me to trace the causal link

between economic geography and the provision of rents and public goods. Focusing

on the individual cases allows for a richer understanding of the mechanisms driving

this process.

In both the Thai and Indian case, governments drastically, and immediately,

changed their spending patterns. In Thailand, the electoral system change caused a

dramatic increase in subsidies to the geographically dispersed rice industry as well as

increased spending towards important public goods (such as health). In India, gov-

ernments of the newly formed states (Bihar and Jharkhand) dramatically decreased

their spending effort for public good provision (education and health expenditures)

while simultaneously securing subsidies for their main core sector. These findings

are in line with my hypothesis about how governments will respond to economic

specialization given their electoral system.

The chapter is as follows. In the first section I build on previous work (Barber IV

and Mazaheri, 2014) using a unique paired comparison of two Indian states that

were once part of the same federal unit: Bihar and Jharkhand. The creation of two

separate states (Bihar and Jharkhand) out of one state (Undivided Bihar) allows for

a controlled comparison and better isolates the effect of economic specialization on

government spending decisions. Next, I show how the Asian financial crisis spurred a

dramatic increase in party strength in Thailand. This change allows for a controlled

comparison between politicians’ incentive structures and the industries that are po-

litically favored. I show, in line with my theory, the increase in party strength was

associated with a dramatic increase in spending towards the geographically dispersed

sector where most of the Thai people worked (rice) as well as important public goods
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(health care).

5.1 Indian Case of Bihar & Jharkhand

I argue that an increase in a locale’s economic specialization will increase the de-

mand for rents to prominent industries. In electoral systems that favor geography,

politicians will respond to this demand. India presents a great case study for testing

the effect of economic specialization. In the early 1990s India moved to decentralize

its government by giving states increased autonomy over taxing, spending, and deci-

sions over economic policy (Saez, 2002). The thought was for each state to compete

in order grow its economy from the bottom up. This decision led state governments

to start enacting policies that would benefit the economy and help their constituents.

With politicians caring so much about local economic fortunes, like the US, India

provides a perfect case to see how economic specialization is associated with public

goods expenditures and provision of rents. The division of “Undivided” Bihar into

two states within in the same geographic space allows for a unique test of this theory.

In November of 2000, Undivided Bihar broke into two, an independent state of

Jharkhand and a state of Bihar. The separation of Jharkhand into an independent

state was a culmination of decades of the Jharkhandi people protesting the historical

British-imposed state boundaries. Indeed, there is considerable evidence of a call for

Jharkhand’s independence as far back as the 1920s (well before India’s own inde-

pendence) that emphasized the unique tribal identity of the region. As (Shah, 2010,

p 6) notes the movement “revolved around the idea that the culturally autonomous

indigenous people, or adivasis, were exploited and oppressed by the high-caste Hindu

governments that had ruled them from Patna, the capital of Bihar.” The Jharkhandi

movement was the primary reason the central government supported the bifurca-

tion of Undivided Bihar (Mazaheri, 2013). there is initial concern that economic

specialization underpinned the bifurcation of Undivided Bihar.
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Those familiar with industrial politics might assume that India’s powerful mining

industry lobbied to intentionally create a state with a high level of economic special-

ization where it could have more influence over governmental spending. However,

there is little evidence to suggest the mining industry was any type of factor in the

bifurcation of Undivided Bihar and the creation of Jharkhand. Various political ob-

servers and India experts claim the bifurcation of Undivided Bihar was the result

of an indigenous, cultural identity-based political and social movement led by the

Jharkhandi people and not industries hoping to benefit from the divide (see Prakash,

2001; Shah, 2010; Tillin, 2011). In fact Tillin (2013) argues that Indian businesses

abstained from statehood movements since their outcome was uncertain. Businesses

did not want to find themselves on the ‘wrong side’ of a demand for statehood,

which could have future impacts on their business both economically and politically.

While socioeconomic concerns helped to mobilize Jharkhandis during the 1970s and

1980s, the bifurcation of Undivided Bihar was not orchestrated by mining industries

or intentionally designed to establish a highly mineral-rich state (Mazaheri, 2013).

Finally in 2000, the Indian government passed the “Bihar Reorganization Bill” which

reallocated roughly 25 percent of Undivided Bihar’s population and 46 percent of its

land to the new state of Jharkhand (Mazaheri, 2013).

The separation of Undivided Bihar had dramatic consequences on the composi-

tion of the state’s economy. The Jharkhand region is home to one of the world’s

largest coal industries, and an estimated 36 percent of the entire world’s known

coal reserves, while Bihar mainly consists of agriculture and service sector workers.

When Jharkhand became an independent state, Bihar lost 96 percent of its natu-

ral resource base (coal, iron ore, and bauxite) and most of its industrial production

to Jharkhand overnight. This separation created two new states with dramatically

different economic compositions. Importantly for this project, the bifurcation of Un-

divided Bihar resulted in the creation of two highly-specialized economies. Whereas
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Figure 5.1: Economic Activity in Bihar & Jharkhand
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Undivided Bihar possessed a mix of agriculture, mining, and services, after the bifur-

cation Bihar was dominated by agriculture while Jharkhand was dominated by the

mining industry. Figure 5.1 shows that Undivided Bihar was relatively economically

diverse before the bifurcation with approximately 30 percent of its economy being

devoted to agriculture and industry. However, after the bifurcation, both Jharkhand

(labelled JKD in Figure 5.1) and Bihar become economically specialized. Bihar be-

comes more reliant upon agriculture which consists of approximately 40 percent of

it’s economy, while industry falls to about 10 percent. The opposite happens with

Jharkhand which has roughly 40 percent of its economy devoted to industry and just

less than 20 percent generated from agriculture.

The creation of these two separate and economically specialized states out of one

economically diverse state allows for a controlled comparison and isolates the effect

of economic specialization on government spending decisions.1 This is especially true

in the case of Bihar, which retained the same party in power before and after the

loss of Jharkhand. By holding as many unobserved factors constant as possible with

a within state change of economic geography, the bifurcation allows me to test my

hypothesis that increased economic specialization decreases public goods spending

and increases rents to core sectors.

5.1.1 State Spending

Starting in the early 1990s India experienced two parallel trends (Saez, 2002). First,

there was a large political decentralization from New Delhi in an effort to empower

states to make autonomous economic policy decisions. Second was a massive broad-

based economic liberalization initiative. Together, these changes made state level

policy paramount in shaping the economic fortunes of the states. For the first time

1 On the controlled comparison methodology see (George and Bennett, 2004, chapter 8) and Tarrow
(2010). The method of controlled comparison is particularly useful when comparing subnational
units, given the ability to hold constant many country level variables (Synder, 2001).
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State governments had real incentives, and ability, to shape policy in order to cater

to their constituents. This lead to states passing various policies in order to attract

industries, investment, and federal funding.

If it is true that economic specialization leads to decreased public goods expen-

ditures and increased subsidy provision, then there should be a dramatic change in

Indian governmental expenditures towards key public goods before and after 2000.

Undivided Bihar should privilege public goods over subsidies to either the coal or agri-

culture industry due to its low level of economic specialization. After 2000, however,

Bihar and Jharkhand ought to experience a decrease in public goods expenditures

and an increase in subsidies for their most important industry.

To test this, I analyze public finance data on public goods collected by Barber IV

and Mazaheri (2014) for Undivided Bihar, Bihar, and Jharkhand. Specifically I look

at education2 and health3 spending between 1985-2010. Importantly, I look at the

percentage of total expenditures the state governments spend on each public good.

This captures the political effort devoted to each of these activities since it incorpo-

rates tradeoffs between spending items. If public goods increase as a percentage of

governmental spending, it is assumed that the governments prioritize it higher than

other politically important activities.

Looking at educational spending data from 1985 to 2000, shows Undivided Bi-

har was steadily increasing education spending and averaged 19.8 percent of total

expenditures for education. Education spending in Undivided Bihar reached a high

of almost 25 percent of total expenditures in 1997. After the bifurcation, however,

education spending as a share of total expenditures drops in both Bihar and Jhark-

hand. From 2001 to 2009, education spending in Bihar averaged 15.8 percent of

2 In the public finance data, education spending is categorized as Education, Sports, Art and
Culture.

3 Health spending includes Public Health, Medical Services, and Family Welfare.
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Figure 5.2: Bihar & Jharkhand: Governmental Spending as a Percentage of the
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total expenditures and hit a low of 13.8 percent in 2003. In Jharkhand, education

spending averaged 12.8 percent of total expenditures between 2001 and 2009, hitting

a low of 4 percent in 2009.

Health expenditures exhibit a similar pattern. From 1985 to 2000, health expen-

ditures as a percent of total expenditures was stable in Undivided Bihar. Undivided

Bihar spent an average of 5.3 percent of expenditures towards health and never went

below 4.5 percent in any year. However, after the bifurcation, health expenditures

experienced a marked declined in Bihar and Jharkhand. From 2001 to 2009, health

spending averaged 3.6 percent of total expenditures in Bihar. In Jharkhand, health

expenditures have been much more variable but still below that of the Undivided

Bihar era, averaging 4 percent of total expenditures over the same period.

We can see in Figures 5.2, 5.2(a), and 5.2(b) which shows the various levels

of governmental spending over time with loess splines. The black lines represent

spending in Undivided Bihar, the blue lines for “new” Bihar, and the red lines for

Jharkhand. Figure 5.2(a) shows the pattern for education spending, while Figure

5.2(b) shows the pattern for health spending. With few data points, extrapolation

from these graphs should be taken with caution. However, a few patterns do emerge

from the raw data. First, the educational share of expenditures in Undivided Bihar

was clearly increasing over time, which coincides with the pattern of Undivided Bihar

getting more economically diverse. Second, Jharkhand’s public good expenditures

have much more variation than Bihar. This makes some intuitive sense; Jharkhand

was required to establish a new bureaucracy while Bihar kept their administrative

systems largely in tact. Last, and most important, there is a clear sign of decreasing

education and health expenditures in both Jharkhand and Bihar post bifurcation.

Considered together, this presents evidence that the pattern of government spend-

ing for key public goods is tied to the level of economic specialization. The govern-

ment of economically diverse Undivided Bihar committed a higher percentage of its
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expenditures to education and health than the post-bifurcation states of Bihar and

Jharkhand. However, my hypothesis argues that as economic specialization increases,

public good expenditures will decrease and support to important core sectors will

increase. Therefore, for the Indian case study to support my hypothesis, we would

need to see small levels of support for industry and agriculture during the time of

Undivided Bihar, and an increase in support after the bifurcation.

5.1.2 Subsidies to Industries

There is ample evidence showing low support for core sectors in Undivided Bihar

during the 1990s, before the two Indian states became autonomous. First, Undivided

Bihar was unfavored for subsidies for a long time by the federal government. The

federal government’s stance on subsidies was to focus on places it deemed were going

to be economic superstars, and not focus on the poorest states like Undivided Bihar

(Mazaheri, 2013). This lead to the federal government largely ignoring Undivided

Bihar for decades. Second, Undivided Bihar’s chief minister Lalu Prasad Yadav, who

was elected in 1990, was well-known for his stance against Undivided Bihar’s state’s

leading mining house, the Tatas. While previous governments provided waivers,

subsidies, and other benefits to the Tatas, Lalu Yadav chipped away at these after

his election. Among other actions, his government ended the Tatas’ tax subsidies,

instituted a criminal case against them for safety violations, and threatened to sue

the Tatas for illegal mining. Conflict between Lalu’s government and the Tatas

was often heated, particularly over the government’s reluctance to extend a mining

lease that expired in 1995 and covered 5,800 hectares of land. Lalu’s government

decided to not extend the lease, leaving the issue to be dealt with by Jharkhand

after bifurcation.

Agriculture fared little better in Undivided Bihar. As a share of total expendi-

tures, agriculture steadily declined from 6.9 percent in 1985 to 3.2 percent in 1999.
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This contrasts with an upward trajectory in agriculture’s share of expenditures after

bifurcation. Agricultural subsidies were also substantially higher in post-bifurcation

Bihar than during the era of Undivided Bihar. In 2006-07, annual agricultural subsi-

dies were 4.07 times what they were in 1990-91. Annual fertilizer subsidies increased

nearly 25 times between 1990-91 and 2008-09 (Kaur, 2012).

In line with the expectation of my theory, Undivided Bihar did not provide many

rents for the agricultural or mining industries leading up to its bifurcation. During

bifurcation, Undivided Bihar broke into two highly-specialized economies. If my the-

ory is correct, these more economically specialized states should lead to increased

support for Bihar’s agricultural industry and Jharkhand’s mining industry. Testing

how much support governments provide to their main industries is more difficult due

to the multitude of ways governments can aid industries without directly providing

funds. Therefore, I look at various governmental programs for agriculture and in-

dustry to see the relative effort towards the main industry for Bihar and Jharkhand.

First is each government’s approach towards their agriculture. One of the largest

governmental services for agriculture is the National Bank for Agriculture and Rural

Development (NABARD), which runs regional banks throughout India and provides

agricultural subsidies. In 2009, NABARD disbursed 268.8 lakh Rupees (Rs) in Bihar,

but just 4.29 lakh Rs in Jharkhand.4 By 2012, 502.53 lakh Rs were disbursed in

Bihar and 32.88 lakh Rs in Jharkhand. As a proportion of the cultivated area in

each state, this translates to nearly ten times as much in NABARD subsidies per

hectare in Bihar than in Jharkhand.5 In fact, other than a handful of small states,

Jharkhand disbursed the fewest NABARD subsidies in India.

Another source of agricultural subsidy is the recently-established Gramin Bhan-

4 One “lakh” is equal to one hundred thousand and one “crore” is equal to 10 million.

5 Data available from Indiastat.com “Selected State-wise Subsidy Disbursed by NABARD in India”
(multiple years).
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daran Yojana (GBY), which assists farmers with storage and marketing of their

goods. From 2009-10 to 2011-12, Bihar disbursed 391 lakh Rs under this scheme,

whereas Jharkhand disbursed just 14.7 lakh Rs. As a proportion of the cultivated

area in each state, this translates to over 12 times more in GBY subsidies per hectare

in Bihar than in Jharkhand.6

Bihar also provides more electricity subsidies for the agricultural sector than

Jharkhand. In 2007-08, Bihar gave 397.02 crore Rs in subsidies for the agricultural

sector whereas Jharkhand gave 39.09 crore Rs, one-tenth of Bihar’s investment. Bihar

has steadily increased electricity subsidies to the agricultural sector by 76 percent

while Jharkhand increased them by 25 percent. As of 2011-12, Bihar provided 6.5

times more in electricity subsidies per hectare than Jharkhand.7

Other data reveal a similar pattern. From 2000-01 to 2004-05, annual subsidies

under National Agricultural Insurance Scheme (NAIS) averaged 44.28 crore Rs in

Bihar and 3.03 crore Rs in Jharkhand. From 2005-06 to 2009-10, NAIS subsidies

averaged 162.11 crore Rs in Bihar but just 26.73 crore Rs in Jharkhand.8 In the

area of agricultural credit, public banks in Bihar were more generous than those in

Jharkhand. Between 2002 and 2004, credit disbursed by public banks to agriculture

totaled 1,647.65 crore Rs in Bihar but just 386.56 crore Rs in Jharkhand. After

normalizing the values by cultivated area, this means that Bihar’s public banks

provided 21 percent more credit per hectare than Jharkhand’s.

Remember that agriculture in post-bifurcation Jharkhand still consists of around

20 percent of Jharkhand’s economy, while it represents anywhere from 40 to 30 per-

6 Data available from Indiastat.com “Selected State-wise Subsidy Released to Entrepreneurs under
Scheme of Gramin Bhandaran Yojana in India” (multiple years).

7 Data available from Indiastat.com “Selected State-wise Uncovered Subsidy on Electricity for
Various Categories of Consumers in India” (multiple years).

8 Data available from Indiastat.com “Selected State/Season-wise State Government Share in Pre-
mium Subsidy under National Agriculture Insurance Scheme (NAIS) in India (2005-06 to 2009-
2010).”
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cent of Bihar’s. Yet, the level of governmental action is clearly disproportionate. This

shows that Bihar’s government has dramatically increased the amount of support to

its primary core sector, agriculture, in the post-bifurcation years.

Similarly, Jharkhand’s government committed to exploiting its vast natural re-

sources and offered a range of subsidies and concessions to attract investors in large-

scale industries. In the power sector, Jharkhand provided large subsidies to the

Jharkhand State Electricity Board (JSEB): 75 crore Rs in 2003-04, 275 crore Rs in

2004-05, and 363 crore Rs in 2005-06. The Bihar government, on the other hand, pro-

vided zero power subsidies during these years.9 Yet, in spite of the subsidies, JSEB

has accumulated about 3,000 crore Rs in arrears to the Damodar Valley Corporation

(who runs thermal coal, hydro, and gas plants in Jharkhand and West Bengal).10

The Jharkhand government’s support for large-scale industry is further evidenced

by the sheer number and size of IEMs (industrial entrepreneurs’ memoranda), LoIs

(letters of intent), and DILs (direct industrial licenses) negotiated by the government.

Between 2002 and 2009, the total proposed industrial investment in these three

categories was 14.5 times higher in Jharkhand than in Bihar.11 With respect to

IEMs alone, Jharkhand filed 581 IEMs while Bihar filed 158 between 2002-2008. On

average, the size of an IEM filed in Jharkhand was five times larger than one in

Bihar, a reflection of the state’s potential for large and heavy industries given its

vast deposits of coal, iron ore, and industrial minerals.12

9 Data available from Indiastat.com “Region/State-wise Subsidies Received by Power Utilities and
Distribution Companies in India (2003-04 to 2005-06).”

10 The Hindu-Business Line. 2012. “DVC Warns Jharkhand Utility of Regulating Power Supply.”
July 20. There is evidence that JSEB serves as a source of free power for private firms owned by
friends of politicians. In 2011, the Indian Central Bureau of Investigation charged that the JSEB
waived power bills to the tune of 80 crore Rs for favored firms, which included a 10 crore Rs waiver
for the friend of the former Chief Minister of Jharkhand, Madhu Koda. Hindustan Times. 2011.
“Koda Waived Off Aide’s Rs 10 cr Power Bill.” June 3)

11 Data available from Indiastat.com “State-wise Investment Intentions (IEMs + LOIs + DILs) in
Eastern India (2001-02 to 2009-10).”

12 Data available from Indiastat.com “State-wise Distribution of IEMs Filed in Eastern India.”
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The Jharkhand government displays a desire to attract massive industrial invest-

ments, but its reliance on subsidies and concessions as a means of doing so has drawn

terse criticism from New Delhi. As stated in a paper issued by the central govern-

ment in reaction to Jharkhand’s Annual Plan in 2008-09: “The planning (of the

state) is not only still tilted towards providing subsidy/concessions, but also depicts

an increasing trend. No subsidy-based projects should be encouraged...Jharkhand

is still heavily dependent on subsidy based regime to attract industrial investment”

(Ojah, 2008). This advice went unheeded. A few years later, over 20 Rs crore in

capital subsidies were provided to five mega–industrial units in Jharkhand (Gupta,

2011, 2010).

5.1.3 Conclusion

Typically a polity’s economic geography changes slowly. This makes it difficult to

isolate economic geography’s effect on governmental expenditures. The bifurcation

of Bihar presents a unique opportunity to study how economic specialization effects

government’s allocative decisions. Since Bihar’s division was due to a long standing

ethnic cleavage, this provides a quasi-exogenous change from a state that was rela-

tively economy diverse into two states that are economically specialized. My theory

predicts that in places where the local economy is highly specialized, governments

will shift away from providing public goods and spend more effort on the provision

of subsidies. This is exactly what we see in the case of Bihar and Jharkhand.

After the division into two states in 2000, the governments of both Bihar and

Jharkhand spend less of their resources on public goods (such as education and

While the filing of IEMs is an important indicator of the government’s ability and interest in
negotiating industrial investment in the state, actual implementation of IEMs in both states during
this time period was lower. Still, Jharkhand performed much better. Between 2002-2008, Jharkhand
implemented 35 IEMs to Bihar’s six. Total investment of implemented IEMs was 535 crore Rs in
Jharkhand. In Bihar, it was 103 crore Rs (Data available from Indiastat.com “State-wise Industrial
Entrepreneurs Memorandum Implemented in Eastern India.”).
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health) and increase the amount of subsidies to their main industry. In Bihar, this

means increased subsidies for the agricultural sector, and in Jharkhand this means

increased subsidies for the coal industry. The change in public goods and subsidies

occurs right after the division of Bihar, which is exactly what my hypothesis would

predict. This provides evidence that the composition of the economy can influence

preferences over spending. In places that are highly specialized, or where there is only

“one game in town”, voters are willing to have decreased public goods in exchange

for increased benefits for the main industry in the area.

This case study highlights the relationship between economic geography and gov-

ernmental expenditures. However, this is only one of two structural characteristics

that underpin the provision of subsidies. I argue economic geography interacts with

electoral systems to produce various governmental favoritism. To investigate the

effect of different electoral systems, I need to look at countries that change their

electoral system.

5.2 Thailand

As I outline in Chapter 2, a country’s electoral rules underpin which industries will

receive political favoritism. Most politicians want to be reelected. Therefore they

will mold their policies to please the critical voters for their reelection. To understand

which voters politicians care about, we must understand the electoral system they are

elected in. Electoral systems aggregate the preferences of voters in different ways. In

systems where politicians rely on voters within one specific district for their political

future, they will only cater to voters within that district. However, in systems where

politicians rely upon voters across the nation, politicians will cater to a broader

interest. Changes in electoral rules, therefore, should change the types of voters

that politicians care about. Since industries are located in different places, changes

in electoral systems will alter the political support of various industries. Voters in
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different parts of the country will care will care about the industries located in their

area.

The difficulty testing this hypothesis is the static nature of electoral rules. One

adopted, electoral rules infrequently change. When countries do change their elec-

toral systems, like in Italy in 2005 or Japan in 1994, it is usually due to a high level

of governmental corruption. This muddles the causal link between electoral systems

and industrial favoritism, since the change in electoral rules may be a byproduct of

industrial favoritism.

Thailand, however, offers a unique opportunity to test my hypothesis. The major

change to its electoral rules occurred in 1997 in the midst of the Asian financial

crisis, when Thailand hastily changed its constitution in order to solve systemic

political gridlock. Thailand went from an electoral system in which politicians were

incentivized to cultivate a personalistic vote to a system where politicians cared about

their place within national parties. If my theory is correct, this change in electoral

systems should increase favoritism towards industries that are nationally prominent

rather than regionally important. This is exactly what we see in Thailand’s case.

In the following section I show how the change in Thailand’s electoral system

caused dramatic shift in policy towards one of the countries largest sectors of the

economy: the rice industry. Before the electoral change in 1997 the rice industry

was relatively neglected, even though it comprised a large number of citizens around

the country. After the 1997 constitution, the rice industry turned into the “third

rail” of politics in Thailand. Both major political parties adopted multi-billion Baht

policies to cater to the rice industry. Using expert interviews collected in the summer

of 2013, as well as original budget data, I show the substantial increase in support

of the rice industry. This section proceeds as follows: first I recap the changes in

the political structure of the country and then I provide qualitative and quantitative

evidence collected from the field showing that the change in policy was electorally
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driven.

5.2.1 Asian Financial Crisis

In 1997 Thailand found itself at the epicenter for the Asian financial crisis due, in

part, to political gridlock. At the heart of the crisis were several insolvent Thai

finance companies. Facing fears of a financial collapse, Prime Minister Chavalit

Yongchaiyudh ordered the Ministry of Finance to create a report of the financial

institutions that were particularly vulnerable. However, this list quickly became a

massive political issue. As Haggard (2000, p 53) notes:

“Senior members of Chart Pattana, the second largest party in the [gov-

erning] coalition, had controlling interests in some of the 10 targeted in-

stitutions. They succeeded in vetoing the plan and ensuring that no action

was taken against the 10 companies. Moreover, the very fact that they

were permitted to remain open meant...the central bank had to provide

liquidity to keep them afloat in the face of runs by creditors and deposi-

tors.”

The opposition from the Prime Minister’s own governing coalition became a reoccur-

ring theme for the financial crisis. Even modest proposals by the Prime Minister were

blocked by members of his own coalition, leading the Prime Minister to compromise

and delay action (Haggard, 2000).

Thailand’s political ineptitude led to drastic consequences. The inability to follow

up on the most modest proposals eliminated investor confidence, and not declaring

troubled companies insolvent caused the government to waste billions by pouring

money into hopeless companies. This led to a massive speculative attack on the

Baht, whose value plummeted. At the time Thailand pegged its currency to the US

dollar, but as the crisis deepened it was evident there would be disastrous ramifi-

cations to not floating the Baht. Again due to political infighting, Prime Minister
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Chavalit declared he would not float the Baht (Hunter, Kaufman, and Krueger,

1999). Thailand’s previously booming economy ground to a halt. Citizens who had

migrated to the city left for the countryside, and foreign workers left the country

altogether. As the value of the Bhat plunged, eventually Thailand was forced to

unpeg their currency to the US dollar in an attempt to save the economy. It was too

little too late. The government’s inaction had deepened the effect of the recession

(Kahn, 2004).

5.2.2 The People’s Constitution of 1997

The Asian financial crisis highlighted Thailand’s long running political ineffective-

ness. Every government before 1997 required several parties to form a ruling major-

ity, and no administration lasted without interruption or dissolution (Malesky and

Samphantharak, 2011). The Thai government’s inability to pass legislation was no

secret, and it was clear that the defunct party system was main culprit. Parties

existed in “name only” where members of parliament (MPs) would constantly try to

distinguishing themselves from each other, creating more intra-party than cross-party

fighting (Hicken, 2006; Selway, 2011). Second, politicians and parties “tended to re-

spond to narrow rather than national consistencies” (Hicken, 2006, p 389) which lead

to rents provided to particular geographic districts rather than addressing national

issues.

The ineffectiveness of the Thai government had been known for some time, since

there were attempts to rectify the problem as far back as 1992. Two separate com-

mittees had been formed in an attempt to create effective constitutional reform, but

the governments that instituted them disbanded due to corruption charges before the

committees could complete the process (Haggard, 2000). In 1996, right before the

financial crisis, the Thai government created its third committee, the Constitutional

Drafting Assembly (CDA), to propose changes to 1992 constitution.
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The CDA was a highly democratic organization. About three fourths of the del-

egates were directly elected by the provinces, and the remainder were academic ap-

pointees. According to Dressel (2009, p 301), the “drafters were well insulated...[and]

it also meant the group of academic experts had considerable influence – indeed they

came to dominate the central drafting.” This led to a proceeding specifically designed

to keep out special interests out of government. The timing of the crisis was also

instrumental in insulating the CDA from outside influence. The drafting of the con-

stitution started well before the crisis and had no reason to be perceived differently

than the two previous failed constitutional committees. Therefore, the influence of

special interests had little impact on the content of the constitution. As Dressel

(2009) outlines, the “academics and technocrats wanted to make governance more

stable and efficient and less vulnerable to money politics” and implemented changes

that were meant to overcome Thailand’s traditionally powerful royal networks.

The CDA began disseminating its first draft right before the onset of the cri-

sis. This provided an opportunity for the CDA to revise its draft and add a “fast

track” provision that forced a Parliamentary up or down vote on the constitution

(Haggard, 2000). If the proffered constitution failed to pass the Parliament, it would

automatically be offered as a referendum to the Thai people. But it never came to

that.

The financial crisis blended political and economic problems of the country to-

gether, and Parliament overwhelmingly passed the CDA’s constitution. The oppo-

nents of the new constitution were extensive, including all governmental organiza-

tions that would lose their ability to influence political decisions (police, army, judges,

bureaucrats, etc.) as well as most political parties including the ruling coalition (Hag-

gard, 2000). If not for the massive problems highlighted by the financial crisis, it is

doubtful the 1997 constitution with such far reaching electoral consequences would

have been passed.
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What was enacted was called the “People’s Constitution”, a document that al-

lowed for the direct election of MPs and explicitly acknowledged many human rights.

The goal of the constitutional change to reduce the number of parties and increase

party strength by reducing party infighting. The main mechanism for this change

was electoral. Before 1997, senators were appointed and the House of Representatives

were elected using a system called block voting, often categorized as a majoritarian

system (Reynolds, Reilly, and Ellis, 2005; Selway, 2011). After the 1997 constitution

the Senate was directly elected without party affiliation and the House was elected

in a mixed member district system similar to Germany. A fifth of Thai MPs were

elected through a closed list PR system and the rest were elected in a first past the

post (FPTP) system. According to Malesky and Samphantharak (2011):

Thai authorities removed the block voting structure, replacing it with a

mixed-member system that allocated 400 seats to single-member districts

and 100 seats to candidates from a party list. Essentially, voters were

asked to make two selections, one for a candidate in their district and

one for a party on the list. The second vote was allocated to parties based

on proportional representation and maintained a 5 percent hurdle that

prevented small parties from taking seats.

This change simultaneously reduced the number of effective parties within Parliament

and forced parties to pursue cohesive national “brands” in order to gain voters around

the country.

In addition to electoral rules, steps were taken to increase the power of the Prime

Minister. This was done in two ways, first was to strip MPs of their ability to change

parties from election to election. Previously, MPs were able to switch allegiances

between elections without any consequence. The 1997 constitution required MPs to

be affiliated with a party 90 days before taking office and required an election 45 days
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after any dissolution of the government. This allowed the Prime Minister to dissolve

the House and call elections if she feared a defection from her own party, effectively

increasing leverage to keep her party loyal and in line (Hicken, 2006). Second, any

cabinet minister had to give up their seat in Parliament, which increased the costs of

breaking from the Prime Minister’s party. These institutional change strengthened

the MPs’ dependence upon parties since it was difficult for MPs to switch their

allegiances on a whim. (Malesky and Samphantharak, 2011)

The constitutional changes had a clear effect on Thai politics: they increased

the power of parties at the expense of individual MPs’ power. Before 1997 political

parties were parties in “name only” and after the 1997 parties became the focal point

for Thai politics. Party leaders had a strong incentive to make an attractive national

brand and had some mechanisms to keep their parties in line. With the ability to

be on the party list, senior politicians often put themselves on the party list and

placed members of their family in their local constituency in order to assure higher

party unity (Phatharathananunth, 2008). Party leaders also exercised control over

the ballot by placing weaker candidates in select districts in order to keep them more

loyal to the party (Selway, 2011).

The increased party strength laid the ground work for political parties to cred-

ibly commit and pursue national programmatic policies. I argue the 1997 electoral

changes underpin the sea change in governmental policy in Thailand. Before the 1997

constitution, MPs were forced to develop personalistic ties in their local constituency

for a chance at re-election. This created politicians whose sole desire was to benefit

their local constituency at the expense of broader national interests (Hicken, 2006).

After the 1997 constitution, this relationship reversed. Parties became more powerful

and were the focal point for policy making. Due to the change in the electoral pro-

cess, Thai parties had a strong incentive to broaden their base to cover populations

throughout the country.
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This change in Thailand’s electoral system set up politicians to care more about

broad nationalistic policies, rather than ones that catered to local constituents. If

my hypothesis is correct, this change should also change which industries are favored

by political parties. In post-1997 Thailand where national policies are paramount,

geographically dispersed industries ought to be privileged. In next section, using

qualitative and quantitative evidence I show how the change in electoral system

spurred politicians to support broad national policies, including billions of dollars

upon the nation’s previously neglected rice industry.

5.2.3 The Implications for the Thai Rice Industry

The 2001 election represented a watershed moment in Thai politics. After years

of clientalistic politics, the 1997 constitution reformed the constitution where party

platforms came to the forefront. Unlike previous elections where clientalistic ties

were the overwhelming driving force of voting, in the 2001 election 41% of voters

claimed to vote for individual MPs based on party platforms and 59% claimed to

vote for party platforms on party lists (Callahan, 2005). Thaksin Shinawatra, the

richest man in Thailand, headed up the Thai Rak Thai party (TRT) and pursued a

variety of populist policies to get broad support among the Thai people. The TRT

built its platform around two unlikely constituencies – big business and the poor.

Thaksin’s experience and credentials from leading the telecommunications industry

coalesced a previously disparate business community (Hewison, 2004). However, the

TRT’s true political base was the rural poor (Phongpaichit and Baker, 2004). The

TRT promised several policies to aid poor farmers including increased village support

and debt relief for poor farmers. With over 70% of all of Thailand’s population living

in rural areas in 2001, the TRT’s appeal to the rural areas made sense under the

new electoral format.13 Using techniques drawn from U.S. campaign and marketing

13 Data derived from the UN’s World Urbanization Prospects
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Figure 5.3: Rice Production by Region

strategies, the TRT had built its identity on aiding farmers and the poor (Hewison,

2004). According to a senior official within the Bank of Agriculture and Agricultural

Cooperatives (BAAC), he said: “Thaksin used marketing, and populist messages, in

order to be elected. Part of that promise was to raise incomes for the poorest people

within the country [farmers].” Many of these promises were aimed at the largest

occupation group in the country: rice farmers.

Rice is the economic activity of Thailand. To talk about Thailand’s rural pop-

ulation is, in a way, to talk about rice farmers. The predominant occupation for

70% of Thai citizens living in rural areas is agriculture, where over 60% are engaged

in farming rice (Isvilanonda, Ahmad, and Hossain, 2000; Isvilanonda, 2002). Thai-

land’s rice industry generates billions of dollars of GDP, and has been one of, if not
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the, largest exporters of rice in the world. Today Thailand, by itself, exports roughly

30 percent of the world’s rice even though a large amount is consumed and bought

domestically. Rice is predominately produced on small farms around Thailand. As

Figure 5.3 shows, while many rice farmers are located in the Northeast of Thailand,

rice production is increasingly being produced throughout the Northeast and Cen-

tral part of Thailand. While the Northeast produces far more rice in absolute terms,

this mostly stems from the fact that the Northeast is the most populous portion of

Thailand with nearly one third of Thailand’s citizens residing there. However ad-

justing production on a per capita basis makes the regions is similar. Using the 2000

census for each regions population, the Northeast part of Thailand produces about

0.5 million tons per resident, the Central produces 0.42 million tons per resident, and

the North produces 0.23 million tons per resident. While rice is critical both domes-

tically and internationally, Thai rice farmers are some of the poorest workers in the

country. Rice farmers face an uphill battle of natural disasters, rising cost of farming,

volatility in prices, and limited bargaining capacity (Jermsittiparsert, Sriyakul, and

Rodboonsong, 2011). All of this contributes to most rice farmers living below the

poverty line in Thailand (Jermsittiparsert, Sriyakul, and Pamornmast, 2012).

Ultimately the TRT’s policies were a major success. The TRT won in an electoral

landslide, with over 40% of the total vote, half of the districts in the country voting

in a TRT MP, and almost half of all MPs within the House of Representatives.

Responding to TRT’s promises, the majority of TRT’s support came from the rural

north, northeast, and central Thailand (Phongpaichit and Baker, 2004). After the

2001 election the TRT implemented several sweeping policies that favored a broad

national constituency rather than a regionally based constituency. One of the largest,

and immediate, changes was the flagship campaign promise of a universal health care

system. After taking office, the TRT implemented the 30-baht scheme, which was

known for its inexpensive copay, roughly a few US dollars, and was available to
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everyone within the country (Selway, 2011). Urban policy was another area that

dramatically changed. Before 1997, Thailand had an aggressive policy to combat

poverty within cities, and development money was dedicated towards urban issues.

After 1997 development policy shifted to increase broad growth across Thailand

rather than focus on traditional urban centers (Kmonwatananisa, 2008).

While there were several changes to spending, one of the largest changes is how

the government dealt with the rural poor, specifically the rice industry. A head re-

searcher at the Thai Development Research Institute (TDRI) said: “Before the 2001

election the support for the rice industry was modest...However, after Thaksin came

into power, that changed.” Once in power, Thaksin made an immediate and lasting

impact on the government’s involvement with rice farmers. Before 2001 political

support for rice was limited with the government adopting a hands off approach

regarding subsidies towards the rice industry (Isvilanonda, 2002). The one policy

aimed at helping rice farmers, the Rice Paddy Pledging Scheme (RPPS), was estab-

lished in 1992 in order to protect poor rice farmers from volatile prices. Upon its

inception, the RPPS was a relatively straightforward plan. First, the government

would purchase the rice from the farmers at a fraction of the current market price.

However, at any time, rice farmers could buy back the amount of rice they sold

and sell it on the global market. This allowed farmers immediate income from the

government during low rice prices, and then cash in on their crop when the market

rebounded.

The RPPS was/is implemented by three agencies: the Ministry of Commerce, the

Ministry of Agriculture, and the Bank of Agriculture and Agricultural Cooperatives

(BAAC). Each agency has a different role in their assistance to the rice farmers. The

Ministry of Commerce has the largest operational role of the three agencies, since it

is responsible for most of the logistical responsibilities associated with the rice paddy

pledging program. It is responsible for stocking the public rice warehouses, running
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the mills to refine the rice, and the marketing and distribution of governmental rice.

The Ministry of Agriculture’s role is mainly to provide knowledge to rice farmers but

it also helps with production, irrigation, and R&D. Its role is generally considered the

smallest of the three. Finally there is the BAAC, which is responsible for subsidizing

losses by rice farmers and also foots the bill to pay for the RPPS. The BAAC is a

state-owned enterprise that is mainly self funded, since it also acts as an independent

bank for various agricultural industries around Thailand. However, the government

provides funding to pay for the BAAC’s role with rice farmers.

While the Rice Paddy Pledging Scheme was in place for years it was unpopular

with rice farmers due to the volatility of the Baht (Isvilanonda, 2002). However,

that changed after the 2001 election when program was politically used to cater to

rice farmers. In 2001 the TRT changed the amount the government paid for rice

in the RPPS to 100% of the current market value, removing all market risk for rice

farmers. Soon, farmers started to sell all of their rice to the government, and only

“bought back” their rice if the price of rice rose dramatically. According to a senior

member of the BAAC, eventually Thaksin increased the amount paid for rice to over

100% of the market value, eliminating any incentive for rice farmers to sell their rice

to anyone other than the Thai government.

Today, the Thai government buys nearly every grain of rice produced in Thai-

land. Unsurprisingly with a governmental program this large, there are reports of

widespread corruption with regards to the rice programs. Since the Thai government

buys every grain of rice at a higher price than its market value, it cannot sell it with-

out a loss. Rather than selling all of the rice they by on the market, the government

has chose to store the rice in the hopes that the price of rice will increase in the

near future. According to the senior researcher at the KNIT, the government has

approximately 400 million tons of rice stockpiled, roughly equal a years worth of

global rice exports.
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Stockpiling the rice, rather than selling it, has been justified for a few reasons.

First if Thailand sold its rice at a reduced rate it would jeopardize the rice industries

of neighbors such as Vietnam, Indonesia, India. Therefore, these countries place

pressure on Thailand to restrain it from dumping rice onto the world market. Second,

according to the senior researcher at the KNIT, the government does not want to

sell the rice at a reduced rate and admit that outrightly subsidizing the rice industry.

Therefore, the government continues to stockpile rice even though about 20 million

tons of rice spoils a year. The RPPS has grown so large that certain swaths of the

population are calling for the government to stop paying billions of Baht to buy rice

that will never be used. However, support for the rice industry remains a cornerstone

of Thailand’s domestic policy.

Budgetary Support for Rice

After interviewing several sources close to the Rice Paddy Pledging Scheme, it is

clear that the support of the rice industry was caused by a fundamental change in

politics. In every interview I conducted I asked the question: “if the rice farmers

are so plentiful, why was Thaksin the first to cater to them?” Each time I got a

variation on the same response: “because they weren’t politically important at the

time.” A high ranking official of the BAAC said that rice farmers were one of many

groups that wanted power, but it wasn’t until Thaksin that rice farmers becoming

important.

To show this empirically, I collected data from the Bureau of the Budget to

quantitatively look at the increase in spending for rice subsidies over time. If my

hypothesis, and interviewees, are correct, spending towards the rice industry should

drastically increase after the first election under the new constitution. Recall that the

main financial mechanism for supporting the rice industry was the BAAC, which was

responsible for giving money directly to rice farmers. The BAAC is a state-owned
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independent for-profit bank, so governmental funds are usually to subsidize losses for

governmental policies. A senior official at the BAAC confirmed that the majority

of money that comes in from the government is to assist in the RPPS as well as

government subsidized loans for rice farmers to expand their crop. Therefore, if the

change in electoral system is the cause for an increase in support for the rice industry,

we should see an increase in spending to the BAAC after the new constitution came

into effect.

Figure 5.4 shows the change in spending of the BAAC before and after the first

election after the 1997 constitution. The black spending represents the amount

spent towards the BAAC by the government before Thaksin took over office, and the

spending in red (to the right of the dotted line) represents the amount spent on the

BAAC after Thaksin took office. Figure 5.4(a) shows the amount of spending in terms

of constant Baht, while Figure 5.4(b) shows the amount of spending compared to all

other spending for state enterprises. Both show a dramatic increase in governmental

spending towards the BAAC after the first election under the new 1997 constitution.

In fact the budget devoted towards rice in the BAAC in 2001, half a year after the

Thaksin election, is 1,171.5 million Baht, compared to the 163.5 million Baht in

2000. That is an increase of nearly 700% in just six months. The amount Thaksin’s

TRT devotes towards rice in his first full year of office, 2002, is even higher: 8,438.5

million Baht. This spending constitutes a little over 20% of all spending towards state

enterprises in the Thai government. This is further evidence for what interviewees

had claimed: Thaksin directed a substantial amount of money towards the rice sector

through the BAAC.

5.2.4 Constitution of 2007

One potential issue with the case study of Thailand is that its 1997 constitution

was short lived. In 2007, in the midst of a military coup, Thailand again altered
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Figure 5.4: Spending on Rice during TRT’s Rule

140



its constitution. Where the 1997 constitutional change was designed to alter how

politicians relate to their constituents, the 2007 constitutional was designed to strip

power from the Prime Minister. In this section I outline how the 2007 constitutional

change came about, and show that while electoral rules were changed, the incentive

for parties to pursue broad national policies remained constant.

In 2005 Thaksin’s TRT party won the election in a landslide. Thaksin’s TRT

eventually became the voice for the populist policies such as cheap health care,

supporting poor rice farmers, and cleaning up corruption in Thai politics. Using the

increased power for the Prime Minister’s office, Thaksin implemented his populist

policies and solidified the TRT’s foothold in Thai politics. It seemed that the once

unstable Thai government had finally found a stabilizing party.

However, Thaksin’s power created several detractors. Many believed that Thaksin,

the richest man in Thailand, was using the office of the prime minister for his own

financial gain. The accusations of Thaksin’s opponents were given credence in Jan-

uary of 2006, a few months after the election, when the Thaksin family announced

the tax-free sale of their 50% share of the Shin company (a company started by

Thaksin) for billions of Baht (Hicken, 2007). This caused the small anti-Thaksin

protests in Bangkok to grow exponentially.

Due to the political backlash, Thaksin called for new elections and eventually

stepped down as prime minister. Elections were scheduled and held in April of 2006,

but were heavily boycotted by the Democrats, TRT’s main opposition party. While

there were several demonstrations derailing Thaksin and the TRT, the Democrats

knew a large silent majority still supported the TRT due to its redistributive policies.

With the knowledge that they would likely lose the election, they opted to boycott

instead in order to stall the political process. Due to a vast number of people not

voting in April, the constitutional court ruled the election invalid. Thaksin was

chosen to remain as acting prime minister until the country could hold a new round
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of elections, scheduled for October of 2006. The election was never held.

With Thaksin still in office, protests against his regime grew in size and intensity.

To complicate matters, it was becoming clear that Thaksin’s TRT was going to win

the election in another landslide (Hicken, 2007). Under the guise of preempting large

scale civil unrest, the military overthrew the government on September 19th 2006

while Thaksin was out of the country.

Once in power the military junta, or the Council for National Security (CNS),

formed a constitutional committee to overhaul the constitution. The committee’s

main agenda was to limit the power of the prime minister’s office. Thaksin’s con-

solidation of power created a lot of opponents, from royal loyalists, to the military,

to the bureaucrats who resisted Thaksin’s agenda to professionalize the country’s

bureaucracy. The CNS gave the new Constitutional Drafting Assembly (CDA) six

months to create a new constitution for public referendum. This meant that, com-

pared to the 1997 constitution, the 2007 constitution was a hastily constructed in a

process closed from the public. Not only was this 2007 constitution a direct reaction

to Thaksin, the CDA consisted mainly of disenfranchised political actors (Dressel,

2009).

The outcome was a constitution that attempted to disperse political control in two

ways. The first was restriction on the executive by limiting the prime ministers ability

to interfere with bureaucracy, relaxing party switching restrictions, and lowering

requirements for closure motions (Dressel, 2009). The second was to reduce the

number of MPs from 400 to 380, with 20 fewer party-list MPs. Furthermore, each

geographic districts would now vote for at least two MPs. This was an attempt

to return to a form of the bloc-voting Thailand had before the 1997 constitutional

change. The goal was to increase party fragmentation and decentralize power.
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Effects of 2007 Constitution

The goal of the 2007 constitutional changes was to dramatically limit the scope of the

Prime Minister’s office within the government. This had largely been accomplished

through stripping powers of the executive, and tweaking some of the electoral rules.

Yet, there are still some important differences between the pre-1997 and the current

electoral system. First, the current electoral system is a mixed-member system. The

pre-1997 elections consisted of politicians solely responsible to their district, and had

very weak party organization. Post-1997 the electoral system implemented strong

incentives for parties to control agendas, especially for policy creation.

Ultimately, these changes had a large impact on the desire for parties to have

large national brands (Hicken, 2010). The 1997 constitution had given voice to Thai-

land’s latent cleavages of class and region when political parties started to catering

to these new constituencies (Hicken and Selway, 2012). The northern parts of Thai-

land are very poor when compared to the southern parts of Thailand. Ironically,

the change in the electoral system of 1997 that incentivized broader constituencies

allowed politicians to make this North/South cleavage politically salient. Due to the

redistributive policies of the TRT under Thaksin, the North became heavily parti-

san devoting almost all of its support to the TRT’s successor (the PPP) (Hicken,

2010). This increased party identification changed how voters related to parties. In

post-1997 Thailand, parties were expected to come with national policies that spoke

to wider audiences in order to maintain the support of the voters. This meant that

all parties kept catering to large public goods projects, such as the 30 Baht health

care scheme, in order to secure votes (Hicken and Selway, 2012). And support for

the rice industry was no different.
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5.2.5 Support for Rice After Thaksin

Due to the constitutional change of 2007 and the uniqueness of Thaksin’s regime,

one concern is that the support of the rice industry was mainly due to the TRT.

The TRT, and later the Pheu Thai party, drew its support from the North, where

most of the rice was grown, while the the Democratic party of Thailand draws most

of its support from southern Thailand. Since a majority of Thai rice farmers are

located within the north, perhaps this is just a story about regional policy rather

than broad national policy. If it was true that this was a purely regional issue then

we should expect the Democratic party to stop supporting the rice industry after it

takes power. However, the Democratic party still heavily subsidized the rice industry

albeit in a different way.

Recall that the TRT used the Rice Paddy Pledging Scheme to supplement rice

farmers income. The idea was to buy rice from farmers at a certain percentage of

the market value, and then allow farmers to resell it whenever they saw fit. However,

this eventually turned into the government paying rice farmers equal market value,

or more, for their rice. The Democrats derailed this plan saying that it caused

perverse incentives for rice farmers to grow more rice just to sell to the government.

However, when the Democrats took over government in 2008, rather than discontinue

the support for rice they just changed how it was delivered. When I asked the senior

official from the BAAC if the Democratic party was against providing income for

rice farmers, they laughed.

“No, every party supports rice farmers, just differently. When a new

party takes charge, they want to distance themselves from the previous

party. The Democratic party got rid of the rice paddy pledging scheme,

and said: ‘this was the wrong way to do it.’ In place of the rice paddy

pledging scheme, they implemented the rice income guarantee scheme.”
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Figure 5.5: History of Rice Subsidies in Thailand

The Democrats’ income guarantee scheme set a guaranteed amount of money that

any rice farmer would earn per ton of rice sold regardless of the market price for

rice. For example, say the government guaranteed farmers an income 10,000 Baht

per ton of rice sold. Therefore, if the farmer sold rice for 8,000 Baht per ton, then the

government would pay the difference. However, if the farmers earned 12,000 Baht

than the government would not pay them anything. By moving towards a income

based approach, the Democrats hoped to get the government out of the business of

being the middleman and purchasing rice from the farmers. What the Democrats

could not foresee was implementing the policy when rice prices were near an all time

high. Therefore, the income guaranteed for most rice farmers ended up being higher

than the amount they could earn by selling rice.

After the Democrats lost the 2011 election to the TRT spin off, the Pheu Thai

party, the rice industry’s support has increased. The Pheu Thai party switched

back to the Rice Paddy Pledging Scheme. Figure 5.5 shows the amount of money
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paid to the BAAC, the government’s main mechanism to subsidize the rice farmers,

from 1996 to 2014 (projected). The two dashed lines represent the two election

years where the TRT and the Pheu Thai party were elected. Their expenditures are

in red from 2001 until 2006 and from 2011 until present. As we can see, directly

after these election years, there is a large increase in spending towards the BAAC.

After the 2011 elections, when the Pheu Thai party were in power, the rates for

farmers increased significantly. Currently rice farmers earn approximately 40% over

the market value for every grain of rice sold to the Thai government. Upon the

time of interviewing subjects, the prime minister had been talking about lifting the

restriction on how much rice the government would buy from farmers. However, with

the current military coup, she never had time.

In fact, Thailand’s current coup is tied, at least tangentially, to the increased

support of rice farmers. The military organized the coup under the guise of “re-

establishing” democracy within Thailand. What is meant by this is clear: the old

guard is becoming fed up with the politically strong voting group in the north.

Before the TRT’s election in 2001 political parties had fairly even vote shares from

rural Thailand. However, the TRT’s pro-rice, pro-poor, pro-agriculture policies have

created an incredibly strong following in the agricultural north. Since most of the

Thai population lives in the north, this has created a regional voting block that has

been difficult for other parties to overcome in national elections. This has lead to a

near “one-party” system where the TRT’s strong electoral support which has been

transferred to the Pheu Thai party. Ultimately this has upset the old power brokers

of Thailand who mainly came from the south and Bangkok. Therefore, at some level,

the policies, such as the RPPS, aimed at satisfying the voters of the north by the

TRT have contributed to the fundamental divide within Thai politics today.
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5.2.6 Conclusion

Thailand presents an interesting, but complicated, case to study how electoral sys-

tems underpin the support for industries. The constitutional change of 1997 forced

parties to establish a national brand and speak to broad interests rather than parochial

ones. The consequence of this change was a dramatic shift towards supporting broad

policies such as health care and the geographically dispersed rice industry.

How can we be sure that the change in rice policy was a result of a change

in the electoral system? Could it have been a peculiarity of Thaksin, or perhaps

just a populist policy position that translates into a regional policy of north vs south

Thailand? If this were true, we would expect policies implemented by Thaksin’s TRT

to be reduced after his departure. Yet, the large policies put in place by Thaksin such

as the Thai health care scheme and the support to the rice industry have expanded,

not decreased, since the time he left office. With regards to rice, both major Thai

parties support the rice industry, When Democrats took office, rather than strip the

country of support for rice, they instead offered a complementary policy to the one

established by the TRT. This is remarkable considering the Democrats support the

rice in spite of the fact they mainly represent the rice-scarce south. Now, with the

Pheu Thai party, if anything, the rice industry has become more political potent

than it was before.

The case study of Thailand highlights how politics conditions the support for

different economic geographies of industries. When Thailand had politicians elected

by their family name or where they came from, they had no desire in supporting one of

the largest sectors in Thailand. However, when politicians had to establish a national

brand and put forth broad programmatic policies, instantly the rice industry became

a top priority. Therefore, to understand what industry is likely to be politically

favored, researchers must take into account the electoral incentives politicians face.
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6

Conclusion

When firms cluster together in space, they create vibrant regions full of innovation,

culture and production. Yet recent decades have shown that the forces of capital

mobility and trade openness represent a serious challenge to established industrial

cities, whether they be Detroit, Glasgow, Monterrey or Buenos Aires. Some of these

cities have transitioned to post-industrial economies, while others have failed. The

goal of this dissertation is to explain why. Understanding why has important impli-

cations for everything from trade policy to the level of innovation across industries

to the wellbeing of hundreds of millions of citizens in industrial regions around the

world.

I argue that the decline and occasional reemergence of industrial regions stems

from governments treatment of declining and prospective industries. Declining in-

dustries are privileged at the expense of innovative new ones in some cities but not

in others. In order to understand why, I develop an argument about how politics

aggregates the demand of geographically concentrated and dispersed voters. Geo-

graphically concentrated industries produce electorates with homogenous preferences

in favor of supporting established local firms. In electoral systems where politicians
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are beholden to voters in a narrow geographic constituency, they will support efforts

to prop up declining industries even as these measures stymie innovation. Conversely,

in electoral systems where politicians are beholden to broad party interests, they will

support nationally important and geographically dispersed industries. Concentrated

industries, by contrast, are more likely to die a rapid death and leave public re-

sources available for pioneering, new firms. Thus, the intersection between electoral

and political geography provides insight into the Schumpeterian creative destruction

needed to transform a city into a post-industrial economy.

The second chapter of this dissertation outlines my theory about the provision and

effects of industrial rents. I argue the provision of industrial rents is determined by

the interaction of electoral demand and electoral systems. Electoral demand for rents

is driven by the economic composition in each locale. Most people around the world

are employed in a locally traded sector such as restaurant owners, gym owners, or

local insurance agents. These workers depended upon larger “core” industries which

provide the customers for these service sector business. For example, insurance agents

rely upon gainfully employed steel workers in order to sell auto insurance. Restaurant

owners need employed tech workers to frequent their businesses. Therefore in places

of economic specialization, where there are few industries, service sector workers will

be more supportive of rents to “core” industries than citizens in places with a diverse

economy. Geographically concentrated industries are a main force behind producing

economically specialized locales. When firms of the same industry cluster together

in space, it creates locales reliant upon that industry for their economic fortunes.

And when locales are highly reliant upon one type of industry, citizens will demand

rents to prominent industries at the expense of demand for public goods.

While the demand for rents comes from voters, the distribution of rents is con-

trolled by politicians. Politicians are assumed to adopt policies that are popular

in order to maximize their chances for re-election. Therefore, understanding who a
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politician’s constituents are, i.e. which group politicians cater to for their re-election,

is paramount to understanding their incentives to provide rents. I argue that the

electoral system that elects politicians is fundamental to understanding which group

of voters politicians will respond to. In Personalistic systems, where politicians are

reliant upon voters in specific geographic districts, politicians will support policies

that benefit locally prominent industries. However, in Party-Centered systems where

politicians are reliant upon their place within political parties, parties will adopt poli-

cies that attempt to gain the largest voting block possible. This will mean that they

will support rents to industries that can reach the largest amount of voters, i.e. large

and geographically dispersed industries.

This describes politician’s preferences for industrial policy in each system, but it

is not complete for describing how industrial policy is enacted. In Party-Centered

systems it is self-explanatory how policies are enacted: party leaders set policy in

ways that are assumed to maximize their total vote share. However, in Personalistic

systems, policy passage is less clear. With many legislators acting independently

for the welfare of their districts, how does any individual politician get benefits for

their district? Without the support of other legislators, it will be impossible for any

politician to pass a bill that only benefits their district. Therefore the ability for

politicians to bring rents to their districts rely upon the support of other legislators.

I argue Personalistic legislator’s ability to secure rents is determined by the eco-

nomic distribution across the country. When economic activity is clustered around

the country, legislators from economically specialized districts will find allies in their

desire to provide rents to locally important industries. However, when economic

activity is dispersed across the country, legislators from economically specialized dis-

tricts will find it difficult to pass policy. The intuition is relatively straight forward.

When economic activity in the country is regionally clustered, then most legisla-

tors will have incentives to provide rents to the industry that is prominent within
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their district. Therefore, when the national legislature decides on policy, politicians

from economically specialized districts will logroll their votes on various economic

issues. However, if economic activity in the country is dispersed, then legislators

from economically specialized districts will find it difficult to find allies within the

legislature.

After providing a theory about how rents are distributed, I then derive a model

that predicts how firms will respond to the ability to receive rents. I argue that po-

litically important firms will divest from innovative activities in order to spend more

resources on political engagement. The logic is straight forward: as firms develop

more political clout, they will know their businesses will be protected by government

in lean times. This decreases the benefit from investing in innovative activities and

thus firms will spend less on uncertain investments. Taken in conjunction with the

first half of Chapter 2, this creates several hypotheses about the allocation of firm

expenses depending upon the electoral system and economic geography of the firm’s

industry. In Personalistic systems geographically concentrated industries should see

decreased innovative activity, and increased political engagement, than geographi-

cally concentrated industries in Party-Centered systems.

In the third chapter I empirically test my theory about the demand and provi-

sion of rents. First, I attempt to test the observational implications of my theory

about the demand of rents. To ideally test how the economic specialization of locales

affects citizens preferences over governmental spending would require a large survey

representative at the city-level around the country. However, since few surveys con-

tain the level of geographic detail required, I turn to the next best alternative: local

governmental spending in the United States. In the United States local governmen-

tal officials are almost wholly responsive to the demands of their local constituents.

This makes the United States a “most likely case” for my theory. If my theory is

correct then economically specialized locales should spend more on subsidies and
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less on public goods. This is exactly what I find. Economically specialized states

and counties spend less on public goods, while also receiving more subsidies than

economically diverse states and counties. This provides evidence that economic spe-

cialization underpins preferences over the composition of spending by governments.

After showing evidence that economic specialization conditions the demand for

rents, I then turn to testing how electoral systems aggregate electoral demand. I ar-

gue Personalistic systems will provide rents to prominent local industries, especially

in times of decline. While Party-Centered systems will provide rents to nationally

important and geographically dispersed industries. To test this I look at firm-level

data on subsidies around the world. There I show that electoral systems condition

the provision of subsidies in the way I predict. In Personalistic systems, subsidies

go to locally important and declining industries. While in Party-Centered systems,

subsidies go to nationally important and declining industries. These findings confirm

that different electoral systems favor different industries in systematic ways. As I

show in the next chapter, this has important implications for industry’s competitive-

ness around the world.

In my fourth chapter I investigate the impact of rents on firm’s decisions to engage

politically and innovate. Using two different firm-level datasets I investigate the

actions of firms around the world. First, using data from the World Bank’s Enterprise

Survey, I show that geographically clustered industries behave differently depending

upon their country’s electoral system. As an industry becomes more geographically

clustered in Personalistic systems, firms innovate less and lobby more. While in

Party-Centered systems as industries become more geographically concentrated firms

innovate more and lobby less. This is in line with my expectations about which

industries should receive increased political favor. Next, using data from Eurostat’s

Community Innovation Survey database, I show how the effect of political favoritism

is amplified by firms who are already successful. I show high growth firms that are
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politically connected divest away from R&D expenditures compared to their peers.

This shows that political favoritism can not only provide benefits to firms, but also

alter firms’ decision making process regarding the market. Importantly, I show how

political structures change the innovative decisions of industries around the world.

My final chapter looks at two case studies in order to show the connection be-

tween my two explanatory variables, electoral systems & economic geography, and

the provision of rents. The first case study looks at the division of two states in

India (Bihar and Jharkhand) from a previously unified state (Bihar). The second

case study looks at Thailands 1997 constitutional change. For India the creation

of two states from a previously unified state increased economic specialization in

both states, while Thailands constitutional change increased the strength of political

parties through electoral reform. In both cases governments drastically, and imme-

diately, changed their spending patterns. In Thailand, the electoral system change

caused a dramatic increase in subsidies to the geographically dispersed rice industry

as well as increased spending towards important public goods (such as health). In

India, governments of the newly formed states (Bihar and Jharkhand) dramatically

decrease their spending effort for public good provision (education and health ex-

penditures) while simultaneously securing subsidies for their main core sector. By

looking at quasi-exogenous changes, these case studies further illuminate the causal

nature of electoral systems and economic geography on the provision of rents.

6.1 Rents in a Broader Context

Following insights from established literature on how electoral systems change the

behavior of MPs (Sieberer, 2010; Martin, 2011; Hug and Martin, 2012), I argue politi-

cians will support different types of industries depending on which electoral system

they are embedded within. Personalistic systems will find politicians who support

rents to major industries within their home districts. Party-Centered systems, on
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the other hand, will support rents to large national industries. Embedded within this

argument is an assumption about which voters each politicians care about. In Per-

sonalistic systems, politicians are assumed to only care about their local constituents

while in Party-Centered systems, politicians are assumed to care about voters across

the entire polity.

Which industries politicians care about, I argue, is driven by the electoral pres-

sures generated through economic concentration. I argue that citizen’s demand for

rents is a fundamental motivator for why some industries are more likely to receive

rents than others. When citizens’ livelihood revolves around a particular industry,

they are more likely to want it protected. At the heart of the matter, I believe that

this support is more than just economic calculus. Antidotally, this is reflected in

how people define themselves around the country and the world. One needs to look

no further than the nicknames of the cities we live in. There is the Motor City, the

Steel City, the Research Triangle, Silicon Valley, Sin City, and many more. People

living within these cities take these monikers as a badge of pride. They believe that

their cars, airplanes, casinos, or whatever are the best in the world. It alters the

way people speak about their towns and themselves. Industrial towns boast about

their blue-collar grit, financial capitals treasure that their cities are the center of the

world, intellectual centers take pride in being the “Athens” of their region. Much

like nationalism, citizens connect to the region’s economic activities as foundational

to who they are as people.

At a basic level, voters support these industries because it is apart of who they are.

This is why in times of decline there is a kind of “rally the flag” effect that occurs. Yes,

there are all kinds of economic hardships that befall voters when important industries

decline, such as unemployment. However, there is also a part of citizens that cannot

stand to see the spirit of the city leave. And when these bedrock industries decline

in specialized regions, there is strong demand for governmental action. One of the
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easiest ways that politicians can score political points with voters from these areas

is support the declining industries that these areas are based around. And if they

have the ability, that is exactly what they will do. I believe that this aspect has been

largely overlooked when considering the support for industrial policy, which typically

ignores the spillover effects industries have on the larger community.

Overwhelmingly, and more typically, studies in political science have shown a

connection between lobbying and rents for firms and industries and ignore elec-

toral demand. Antidotally lobbying, and special interest groups more generally, are

thought to have large influence over politics around the world. Lobbying has become

a nebulous concept within the political science literature on special interest groups.

Lobbying is when a non-political group tries to legally influence politics through do-

nations or favors. Lobbying is usually distinguished from bribing, which is considered

an illegal attempt at securing procurement or legislation. The line distinguishing the

two concepts is often razor thin, blurred by what preconceptions of what level’s of po-

litical engagement are acceptable for industries. At its core the lobbying and special

interest group literature find that groups often secure policy through donations to

political actors. The implicit assumption within literature is that politicians would

rarely, or never, provide benefits to the lobbying groups but after receiving lobbying

donations, politicians change their minds. In line with this, several works within

political science have shown cases of increased lobbying expenditures being linked

with increased benefits for firms.

While it would be naive to think that lobbying has no effect on politics, I see

lobbying and electoral pressure as a complimentary story rather than competing

one. The story of electoral pressures helps adjudicate which industries are preferred

by politicians. Rather than politicians only supporting industries that provide them

with the most funds, industries that are politically favorable within their districts will

also be more likely supported by politicians. Furthermore, electoral demand for rents
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drives predictions on which politicians are likely to be swayed by industrial lobbying

efforts. I argue that politicians who represent economically specialized constituencies,

where electoral demand for industrial rents will be high, will be more likely to support

rents to industries even if they are not located within their districts. Finally, the

story about electoral demand also creates hypotheses about which industries are more

likely to spend resources on lobbying. If industries are more likely to have success

for politicians to champion their cause, then they will be more likely to spend on

lobbying. All of these aspects of electoral demand provide mechanisms for lobbying

expenditures to translate into policy.

When thinking about how to translate demand, or lobbying, into policy, I argue

that politicians are the main drivers of this change. By looking at countries like the

United States and India one concern could be that decentralized governments is the

true driving force behind my results. Since both the United States and India have

subnational governments which set policy at a local level, the thought is that these

subnational governments will supply more rents for their regions since they are closer

to the electorate. Therefore, my findings simply reflect the nature of decentralized

government rather than any story of electoral demand and supply of rents. However,

the reason that I choose decentralization is because decentralized governments will

amplify my story of electoral demand, which provides the easiest test for its effects.

Decentralization changes the scope of my theory, but does not alter it. As inde-

pendent administrative units, that is governmental units that have the power to tax

and spend, become smaller in scope this will change the level of economic special-

ization within these units. For example, if taxing and spending only happens at the

national level, rather than the state, county, or city level, this will alter the level of

economic specialization that each legislator faces. If taxing and spending happens at

a local level, say at the county level, then the economic specialization of the adminis-

trative unit is going to be higher. More people within the county will be engaged in
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similar economic activity, or rely upon similar economic activities, and thus demand

similar things. This is why I used subnational evidence, because it provides an easy

way to test my hypothesis at the microlevel.

6.2 Future Agenda

At the heart of my dissertation I argue voters want governmental support for busi-

nesses in their communities. Within the international business literature, there is a

large literature investigating the effectiveness and impact of governmental incentives

on attracting businesses. The economics literature argues that governmental incen-

tives to attract businesses is largely a waste of money. Furthermore, Jensen and

Malesky (2010) show that citizens will reward governmental officials for trying to

attract businesses to their area, even when these measures are largely wasteful and

fail. Assuming that politicians are responsive to citizens, this explains why politi-

cians often provide incentives to firms that do not make economic sense. Building

off of this, I assume that citizens will support industries within their district when

they are living within an economically specialized areas. Economically specialized

locales should see higher voter support for governmental intervention for companies

already within their area than economically diverse locales. While I test the implica-

tions of this theory through governmental expenditures, an ideal test would look at

individual voters preferences. This would require individual survey’s across locales

with different levels of economic specialization. My theory would also predict that

voter support for governmental incentives should increase when locales are declining.

Furthermore, this should be constant across electoral systems. Showing this would

help show that the engine driving governmental expenditures stems from economic

geography and voters demands.

I believe that the argument of economic geography conditioning demand for rents

is compatible with the lobbying story within the literature. Many studies within
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political science show firms secure sizable rents after spending money lobbying the

government. I argue that the electoral demand of rents compliments this lobbying

effect, since I argue electorally important industries ought to spend more on lobbying

due to their increased likelihood of successfully capturing politicians. However it

is difficult to empirically distinguish between these two effects. There are a few

avenues of future research that could help delineate between my electoral story and

the literatures broader lobbying story.

One test to show that electoral forces aid the provision of rents is to investigate

votes on pork-barrel spending bills. In my model I argue politicians will be more

willing to logroll votes on pork-barrel spending bills if they represent economically

specialized regions. If my argument is true, then politicians representing economically

specialized regions should be voting for pork-barrel spending bills even if their district

is not benefiting from the bill. This would provide evidence that politicians are

taking electoral considerations into account while voting on economic bills. If these

bills were solely determined by lobbying effort, there should be no difference between

the types of politicians that vote on the pork-barrel bills, since all votes are worth

the same to the lobbyists. However, if electoral forces are at work, then politicians

could be using votes as a pay-back, or investing in future votes, for bills that will

help their constituency.

In chapter 4 I show that politically important firms act differently than similar

firms without any political clout. These firms are less likely to engage in innovative

activities and more likely to increase lobbying activities. I argue that this increased

lobbying effort is due to the political importance of the firm, however, an argument

could be made that firms are politically important because they lobby. I try to

mitigate this effect by using an interaction between electoral system and economic

geography, however this is not entirely ideal. Future research ought to include a

more straightforward identification strategy. One such identification strategy could
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be leveraging the inclusion of the countries into the EU in the 2000s. Eleven countries

joined the EU in the mid 2000s, most joining in 2004, which restricted the use of state

funds to support entrenched industries. Since this move was largely exogenous to

the firms within these countries, this provides a clean change in the relation between

politically important industries and the state. Combining economic geography from

Amadeus with firm surveys from the CIS would provide a good test of my hypothesis.

If my argument is true, politically powerful industries before the inclusion into the EU

should innovate less and then increase their innovative effort after the move towards

the EU. This would show that firms are responsive to the broader political context in

which they exist, and that increased political connections dampen innovative effort.

Finally, my dissertation takes the first step to understanding the effects of subsi-

dies on declining cities. I do this in three ways. First I investigate the effect of rents

on the innovative actions of firms. I find that firms who receive subsidies are less

likely to innovate and more likely to spend funds influencing the government. Sec-

ond, I investigate the tradeoff of governmental expenditures between the provision

of rents and public goods. I find that local governments are willing to spend less

of their resources on public goods and more on rents as industries are more politi-

cally powerful. Lastly, I show that economic decline exacerbates these relationships.

As firms decline and politically powerful, they are less likely to innovate and more

likely to invest in rent-seeking. Furthermore, as industries decline, governments are

more likely to provide subsidies to these declining industries. This has unexplored

implications for the provision of subsidies that stretch beyond the firm and govern-

mental expenditures. If my theory is correct, we should see an increased amount

of subsidies flowing into politically important industries that are declining. These

subsidies should mitigate the decline of the subsidized region in the short-term, but

hinder economic performance and diversity in the medium and long term. Future

research should connect the provision of subsidies to the economic performance of
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regions. One step would be to look at the connection between EU’s structural funds,

the economic performance of regions they are provided to, and their effect on the

innovative activity of firms within those regions using the CIS database.

6.3 Conclusion

Intellectually, there are several fronts where my work advances the literature within

political economy. First, while the literature on industrial and trade policies treats

the supply and demand of policy separately, I argue they must be considered si-

multaneously to understand industrial favoritism. Second, where work on business

rent-seeking largely attributes industrial policy to lobbying, my approach argues the

electoral importance of industries is critical to determining industrial benefits. Third,

my work contributes to an emerging literature in political geography by couching lo-

cal demand within subnational and national governments. Practically, my argument

has implications for trade policy, procurement, cooperate tax breaks, local subsidies,

and the decline of industrialized regions.
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Appendix A

Chapter 2 Model Derivations

A.1 Demand for Subsidies

First we must compare the utility of service sector workers when the most important

industry is subsidized to their utility for public goods provision, defined as:

Us “ ws ` lnpExternalitiesq

It is important to note that the externalities of the Core Industries on the Service

Sector can be written multiple ways:

Externalities “ βTCore “
N
ÿ

i

βieiwiαi “
N
ÿ

j

βjejwjαj ` βc1ec1wc1αc1

The simplest way of capturing the effect of the Core Industries on the Service

Sector is to look at the total production of the core industries (Core) and multiply it

by some constant βT that captures the spillover from Core sector into the local econ-

omy. The higher βT is the more workers in core industries spend in the local economy,

and the lower βT is the less core industry workers spend in the local economy. This
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aggregate externality can also be written as the total effect of each individual core

industries (
řN
i βieiwi), where βi represents each industry’s propensity to spend their

earnings within the local economy. This can be written as the added effect of the

most influential Core Industry (c1) and the rest of the Core Industries (cj). This will

be helpful for finding the level of concentration required for service sector workers to

support subsidies over public goods.

Lastly, the model considers the impact of a declining core sector on the utility

of service sector workers. Regions that are dependent upon a few core sectors will

feel the sting of economic decline more poignantly than places that rely on many

core sectors. The model introduces a term that accounts for a core sector’s rate of

growth α, where positive values imply a growing sector and negative values imply a

declining sector.

When politicians subsidize the most important Core Sector in a locality, the

utility for service sector workers is defined as the following:

VSub “ ws ` ln

˜

βc1ec1wc1αc1p1` T q `
N
ÿ

j

βjejwjαj

¸

where ln
´

βc1ec1wc1p1` T q `
řN
j βjejwj

¯

captures the effect of the externalities

from the core industries. The externality of the core industries have decreasing

marginal returns, and rely upon the wages (wj), the level of employment of each firm

(ej), and how much workers spend within the local community (βj). The subsidy T

is given to the most important core industry, which increases its positive externality

on service sector workers.

Compare this to the utility of the service sector worker if the politician provides

a public good to the region:
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VPG “ wSp1` λT q ` ln

˜«

N
ÿ

j

βjejwjαj ` βc1ec1wc1αc1

ff

p1` λT q

¸

where p1`λT q is the effect of the public good (T ) on each of the workers. While

the politician has T dollars to spend on public goods or subsidies, it is assumed that

public goods benefit industries less than direct subsidies, therefore λ ă 1.

Through Taylor Series Expansion1 we find:

ln

˜

βc1ec1wc1αc1p1` T q `
N
ÿ

j

βjejwjαj

¸

« ln

˜

N
ÿ

i

βieiwiαi

¸

`
βc1ec1wc1αc1

βc1ec1wc1αc1 `
řN
j βjejwjαj

T

This can be simplified further once we notice that the denominator can be rewrit-

ten due to the equivalence of externalities (see above) as:

βc1ec1wc1αc1 `
N
ÿ

j

βjejwjαj “ βTCore

allowing the second part of Equation A.2 to simplify to:

βc1ec1wc1
βTCore

αc1T

This second component of Equation A.2 gives the added effect of the subsidy T

on the economy. This can be rearranged to provide two important aspects of the

1

lnpx` yq « lnpxq `
y

x
(A.1)

To properly use Taylor Series expansion we must make certain assumptions about x and y. The
largest assumption being that x must be larger than y. In this example x represents the total
economy, and y represents governmental expenditures, which is assumed to be relatively small
compared to the economy itself.
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subsidy: 1) the concentration of the economy and 2) the size of the externalities

of the subsidized industry. To capture the concentration of the economy, first we

construct the variable δ as follows:

δ “
ec1wc1
Core

This is represented by the proportion of the size of externalities for the most

important industry βc1 divided by the total externalities for the local economy βT

giving us the equation:

γ “
βc1
βT

This captures how important the subsidized industry is to service sector workers.

Using these two equations, and Taylor Series expansion, we are able to simplify

the utility of subsidies and public goods provisions to:

VPG « wSp1` λT q ` ln

˜

N
ÿ

i

βieiwiαi

¸

` λT

and

VSub « ws ` ln

˜

N
ÿ

i

βieiwiαi

¸

` αc1γδT

Combining these utilities we get:

VSub ´ VPG « δγαc1T ´ wsλT ´ λT
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We then set VSub ´ VPG “ 0 in order to see at what point voters are willing to

switch between subsidies and public goods provisions, and solve for δ:

δ̄ «
λp1` wsq

γαc1

where δ̄ represents the level of concentration in the local economy required for

service sector voters to be indifferent between politicians giving direct subsidies and

providing public goods.

A.2 Firm Behavior: Government Involvement vs. Market Investment

Comparative Statics

First start with the equation marginal rate of technical substitution, which is derived

from dividing BL pC˚,R˚,L˚,λ˚q

BL
by BL pC˚,R˚,L˚,λ˚q

BR
from the first order conditions. This

gives us the following equation:

MRSL
R
“
´µ1pLqpαȳ ` IpRqq

p1´ µpLqqpI 1pRqq
“

Φ
L`1
pαȳ `Rpαθq

p1´ µSQ ` ΦrlnpL` 1qsqpαθpRαθp´1q

The MRSL
R

provides the marginal rate of technical substitution between lobbying

and investment in R&D. This captures the firm’s ability to substitute lobbying and

research expenditure and remain at the same wealth level. The larger MRSL
R

is, the

more valuable lobbying is relative to research investment. Therefore to understand

how political clout (Φ) and economic growth (α) affect the composition of lobbying

and R&D expenditure, I simply take the first derivative of MRSL
R

with respect to

the variables of interest2. I start with political clout:

BMRSL
R

BΦ
“

R1´αpθpRαpθ ` αȳq

αpθpL` 1qp1´ µSQ ` ΦlnpL` 1qq

ˆ

1´
ΦlnpL` 1

p1´ µSQ ` ΦlnpL` 1qq

˙

2 Due to their complex nature, derivatives are obtained from Mathmetica
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The main goal is to show that
BMRSL

R

BΦ
is positive, this would mean that an in-

crease in political clout would translate into cheaper lobbying compared to research

investment ceteris paribus. The key term to determine whether or not
BMRSL

R

BΦ
is

positive or negative is:

ΦlnpL` 1

p1´ µSQ ` ΦlnpL` 1qq

If this term is greater than one then
BMRSL

R

BΦ
will be negative, if it’s less than one

then
BMRSL

R

BΦ
will be positive, and if it exactly equals one then

BMRSL
R

BΦ
will be zero.

The first thing to notice is that the numerator and dominator are virtually identical

except for the 1 ´ µSQ in the dominator. However, since I assumed that µSQ is

bounded at one, I know that ΦlnpL`1
p1´µSQ`ΦlnpL`1qq

can never be greater than one, and

therefore
BMRSL

R

BΦ
can never be negative. If governments decide to tax firms (µSQ)

for all of their future earnings, then
BMRSL

R

BΦ
would be zero. Since it is assumed that

µSQ ă 1, then I can say that
BMRSL

R

BΦ
is unambiguously positive.

Next I look at the effect of the change in economic growth (α) on the marginal

rate of technical substitution. The goal is to show that
BMRSL

R

Bα
is negative, which

shows that as an industry is growing, firms are incentivized to invest more in research

than lobbying to maintain the same levels of profit. To do this, take the derivative

of
BMRSL

R

Bα
with respect to economic growth (α) and get the following equation:

BMRSL
R

Bα
“

ΦR1´αpθ

αpθpL` 1qp1´ µSQ ` ΦlnpL` 1qq
ˆ

ˆ

pRαpθlnpRqqppθ ´ 1q ´ αȳplnpRqq ´
Rαpθ

α

˙
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The important comparison to determine whether
BMRSL

R

Bα
is positive or negative is:

ˆ

pRαpθlnpRqqppθ ´ 1q ´ αȳplnpRqq ´
Rαpθ

α

˙

If this term is positive then
BMRSL

R

Bα
will be positive, and if it’s negative then

BMRSL
R

Bα
will be negative. The key comparison to determine the sign is:

ppθ ´ 1q

If pθ is greater than 1, the marginal rate of technical substitution will be positive,

and if it is less than one it will be negative. Due to R’s diminishing marginal returns

to investment during constant industry growth that αpθ have to be less than one.

This means that as economic growth of the firm’s industry (α) increases, there is an

uniform negative effect on
BMRSL

R

Bα
. Therefore, investment into R&D will be cheaper

than lobbying the government.

167



Appendix B

Tables & Figures for Chapters 3 & 4

B.1 Chapter 3
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Table B.1: Hierarchical Logistic Model with RE: City Decline

(1) (2) (3) (4)
Firm Subsidies Firm Subsidies Firm Subsidies Firm Subsidies

(Intercept) -4.544˚ -4.849˚˚ -5.167 -5.557
(-2.443) (-2.597) (-1.784) (-1.921)

Sales -5.745 -5.677
(-1.316) (-1.306)

Mean of City Level Decline 4.131 4.430
(1.066) (1.143)

Mean Prevalent Industry in the City -1.747 -1.743
(-0.853) (-0.852)

Government Ownership 0.006 0.006 0.006 0.006
(1.793) (1.616) (1.854) (1.685)

log(Age of Firm + 1) -0.050 -0.079 -0.053 -0.081
(-0.774) (-1.151) (-0.809) (-1.179)

log(Number of Employees + 1) 0.301˚˚˚ 0.314˚˚˚ 0.298˚˚˚ 0.310˚˚˚

(7.886) (7.631) (7.818) (7.554)
City Size -0.108˚˚˚ -0.106˚˚˚ -0.108˚˚˚ -0.107˚˚˚

(-3.689) (-3.452) (-3.707) (-3.483)
Percent of City Employment 0.025 0.209 0.124 0.323

(0.024) (0.179) (0.116) (0.276)
Manufacturing Sector 0.384˚˚˚ 0.379˚˚˚ 0.383˚˚˚ 0.379˚˚˚

(3.658) (3.395) (3.642) (3.387)
Exporter 0.510˚˚˚ 0.459˚˚˚ 0.509˚˚˚ 0.457˚˚˚

(5.219) (4.429) (5.211) (4.411)
log(GDP per capita) 1.150˚˚˚ 1.118˚˚˚ 1.240˚˚˚ 1.214˚˚˚

(4.774) (4.668) (4.785) (4.707)
log(Percent of Urbanized Population) -2.329˚˚˚ -2.181˚˚ -2.338˚˚˚ -2.189˚˚˚

(-3.447) (-3.236) (-3.547) (-3.334)
Rate of Industry Decline at the City 0.005 0.014 0.002 0.010

(0.382) (0.956) (0.152) (0.678)
Prevalent Industry in the City -0.422 -0.131 -0.421 -0.125

(-1.191) (-0.352) (-1.185) (-0.337)
Personalistic -0.268 -0.208 -0.297 -0.225

(-0.656) (-0.488) (-0.704) (-0.510)
Rate of Industry Decline at the City ˆ Prevalent Industry in the City 0.004 -0.014 0.004 -0.014

(0.174) (-0.571) (0.171) (-0.580)
Rate of Industry Decline at the City ˆ Personalistic -0.018 -0.024 -0.020 -0.027

(-0.775) (-0.995) (-0.863) (-1.107)
Prevalent Industry in the City ˆ Personalistic -0.836 -0.858 -0.828 -0.856

(-1.577) (-1.532) (-1.562) (-1.526)
Rate of Industry Decline at the City ˆ Prevalent Industry in the City ˆ Personalistic 0.088˚˚ 0.091˚ 0.088˚ 0.091˚

(2.583) (2.537) (2.569) (2.528)

AIC 4279.330 3786.669 4280.684 3787.833
BIC 4406.462 3917.310 4421.941 3932.226
Deviance 4243.330 3748.669 4240.684 3745.833
Log-likelihood -2121.665 -1874.335 -2120.342 -1872.917
N 8629 7157 8629 7157

t-statistic in parentheses

+ p ă 0.10, * p ă 0.05, ** p ă 0.01, *** p ă 0.001
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Table B.2: Hierarchical Logistic Model with RE: National Decline

(1) (2) (3) (4)
Firm Subsidies Firm Subsidies Firm Subsidies Firm Subsidies

(Intercept) -7.884˚˚˚ -6.437˚˚˚ -7.243˚˚˚ -5.538˚˚

(-5.103) (-4.262) (-3.719) (-2.916)
Sales -4.129 -4.012

(-1.057) (-1.032)
Mean of Industry Decline 2.411 3.390

(0.571) (0.821)
Mean of Industry Geographic Concentration -5.685` -6.171`

(-1.712) (-1.959)
Mean Prevalent Industry in the Country -1.146 -2.546

(-0.248) (-0.592)
Personalistic 0.162 -0.453 -0.035 -0.662˚

(0.591) (-1.505) (-0.131) (-2.281)
Country’s Most Prevalent Industry -0.873 -0.345 -0.850 -0.322

(-1.572) (-0.522) (-1.519) (-0.483)
Rate of Industry Decline Nationwide 0.244 0.472 0.063 0.256

(0.252) (0.448) (0.065) (0.240)
Industry Geographic Concentration 0.465 0.103 0.859 0.734

(0.693) (0.137) (1.226) (0.921)
Government Ownership 0.009˚˚˚ 0.005 0.009˚˚˚ 0.005`

(3.885) (1.644) (3.815) (1.651)
log(Age of Firm + 1) 0.008 -0.110` 0.011 -0.107`

(0.152) (-1.835) (0.221) (-1.773)
log(Number of Employees + 1) 0.273˚˚˚ 0.317˚˚˚ 0.271˚˚˚ 0.316˚˚˚

(10.679) (9.948) (10.614) (9.919)
Economic Diversity 2.678 2.951 2.780 5.411

(1.073) (1.280) (0.334) (0.708)
City Size -0.151˚˚˚ -0.101˚˚˚ -0.150˚˚˚ -0.099˚˚˚

(-6.598) (-3.879) (-6.575) (-3.819)
Percent of Nation’s Employment 0.128 -0.394 0.200 -0.258

(0.254) (-0.657) (0.394) (-0.430)
Exporter 0.425˚˚˚ 0.457˚˚˚ 0.424˚˚˚ 0.457˚˚˚

(5.501) (5.122) (5.485) (5.122)
Manufacturing Sector 0.370˚˚ 0.436˚˚ 0.352˚˚ 0.412˚˚

(3.212) (3.245) (3.040) (3.038)
log(GDP per capita) 1.628˚˚˚ 1.372˚˚˚ 1.511˚˚˚ 1.225˚˚˚

(10.069) (7.766) (9.564) (7.038)
log(Percent of Urbanized Population) -2.730˚˚˚ -2.448˚˚˚ -2.486˚˚˚ -2.201˚˚˚

(-5.273) (-4.663) (-5.171) (-4.698)
Personalistic ˆ Country’s Most Prevalent Industry -1.770 -2.366 -1.705 -2.129

(-1.438) (-1.637) (-1.389) (-1.481)
Personalistic ˆ Rate of Industry Decline Nationwide -2.910 -1.658 -2.825 -1.783

(-1.440) (-0.735) (-1.401) (-0.792)
Country’s Most Prevalent Industry ˆ Rate of Industry Decline Nationwide 14.767` 8.443 13.299 6.408

(1.674) (0.812) (1.490) (0.607)
Personalistic ˆ Industry Geographic Concentration -1.361 0.379 -1.381 0.351

(-0.702) (0.171) (-0.720) (0.163)
Country’s Most Prevalent Industry ˆ Industry Geographic Concentration -2.919 -6.589 -2.598 -5.796

(-0.604) (-1.187) (-0.539) (-1.048)
Rate of Industry Decline Nationwide ˆ Industry Geographic Concentration 1.665 0.900 1.585 0.579

(0.653) (0.328) (0.622) (0.211)
Personalistic ˆ Country’s Most Prevalent Industry ˆ Rate of Industry Decline Nationwide 48.355˚ 71.373˚ 46.557` 66.109˚

(1.966) (2.392) (1.892) (2.220)
Personalistic ˆ Country’s Most Prevalent Industry ˆ Industry Geographic Concentration 41.524` 58.500˚ 39.963` 53.592˚

(1.903) (2.292) (1.839) (2.108)
Personalistic ˆ Rate of Industry Decline Nationwide ˆ Industry Geographic Concentration 13.877 3.764 12.856 3.056

(1.127) (0.257) (1.053) (0.215)
Country’s Most Prevalent Industry ˆ Rate of Industry Decline Nationwide ˆ Industry Geographic Concentration -5.468 42.464 -3.712 40.419

(-0.084) (0.567) (-0.057) (0.540)
Personalistic ˆ Country’s Most Prevalent Industry ˆ Rate of Industry Decline Nationwide ˆ Industry Geographic Concentration -826.721˚ -1304.943˚ -793.724` -1212.673˚

(-1.972) (-2.531) (-1.893) (-2.350)

AIC 6727.814 4907.926 6729.221 4907.264
BIC 6933.500 5108.861 6957.761 5129.728
Deviance 6673.814 4851.926 6669.221 4845.264
Log-likelihood -3336.907 -2425.963 -3334.610 -2422.632
N 15033 9665 15033 9665

t-statistic in parentheses

+ p ă 0.10, * p ă 0.05, ** p ă 0.01, *** p ă 0.001
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Table B.3: Bivariate Test of Electoral Systems and Geographic Concentration

(1) (2) (3) (4)

(Intercept) -7.416˚˚˚ -6.637˚˚˚ -6.851˚˚˚ -5.925˚˚˚

(-4.833) (-4.140) (-4.742) (-3.962)
Single Member District 0.026 -0.328 -0.071 -0.443+

(0.118) (-1.337) (-0.343) (-1.931)
Geographic Concentration 0.267 0.129 0.614 0.608

(0.528) (0.228) (1.161) (1.013)
Single Member District ˆ Geographic Concentration -0.354 -0.009 -0.525 -0.249

(-0.326) (-0.007) (-0.484) (-0.194)
Mean of Geographic Concentration -5.202˚ -5.994˚

(-2.157) (-2.386)
Government Ownership 0.011˚˚˚ 0.007˚ 0.011˚˚˚ 0.007˚

(5.435) (2.361) (5.400) (2.365)
log(Age of Firm + 1) 0.026 -0.085 0.030 -0.081

(0.569) (-1.495) (0.641) (-1.424)
log(Number of Employees + 1) 0.291˚˚˚ 0.334˚˚˚ 0.289˚˚˚ 0.332˚˚˚

(12.412) (11.138) (12.338) (11.079)
City Size -0.157˚˚˚ -0.110˚˚˚ -0.157˚˚˚ -0.110˚˚˚

(-7.449) (-4.480) (-7.428) (-4.468)
Percent of Nation’s Employment -0.292 -0.767 -0.307 -0.777

(-0.736) (-1.593) (-0.775) (-1.614)
Manufacturing Sector 0.388˚˚˚ 0.430˚˚˚ 0.376˚˚˚ 0.409˚˚˚

(5.329) (4.920) (5.147) (4.651)
Exporter 0.375˚˚˚ 0.421˚˚˚ 0.377˚˚˚ 0.427˚˚˚

(5.321) (5.038) (5.350) (5.117)
log(GDP per capita) 1.573˚˚˚ 1.385˚˚˚ 1.497˚˚˚ 1.276˚˚˚

(9.838) (7.013) (9.791) (6.965)
log(Percent of Urbanized Population) -2.634˚˚˚ -2.344˚˚˚ -2.518˚˚˚ -2.177˚˚˚

(-5.125) (-4.077) (-5.221) (-4.113)
Sales -5.228 -5.140

(-1.317) (-1.297)

AIC 7908.092 5502.858 7905.634 5499.394
BIC 8017.066 5612.357 8022.392 5616.193
Deviance 7880.092 5472.858 7875.634 5467.394
Log-likelihood -3940.046 -2736.429 -3937.817 -2733.697
N 17745 10937 17745 10937

Standard errors in parentheses

+ p ă 0.10, * p ă 0.05, ** p ă 0.01, *** p ă 0.001
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Figure B.2: Alternative Specification of Personalistic and Party-Centered Coun-
tries based upon personalistic vote
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Figure B.3: Null Findings for Party-Centered Countries and Personalistic with
National Decline
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Figure B.4: Predicted Probability of Concentrated Industries Receiving a Subsidy
in Party-Centered Countries
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Table B.4: Multinomial Regression: Electoral Importance, Innovation, & Lobbying

(1) (2) (3) (4) (5) (6)
R&D R&D New Product New Product Self-Innovation Self-Innovation

Lobby

Geographic Concentration 0.0554 -3.843 1.064 -7.430* -0.279 -1.090
(2.151) (3.936) (3.273) (3.729) (1.824) (1.993)

Personalistic System -0.0328 0.155*** -0.0613 0.0700* -0.0139 -0.0127
(0.0369) (0.0171) (0.0561) (0.0337) (0.0409) (0.0241)

Geographic Concentration ˆ Personalistic System 0.439+ 0.268 0.0142 0.657 0.319 0.0442
(0.233) (0.432) (0.410) (0.440) (0.220) (0.221)

Age of Firm 0.271*** 0.235** 0.155 0.172 0.176** 0.149*
(0.0752) (0.0742) (0.145) (0.138) (0.0624) (0.0718)

Number of Employees 0.298** 0.175* 0.369** 0.106 0.221* 0.192*
(0.0990) (0.0830) (0.135) (0.112) (0.0978) (0.0909)

Manufacturing -0.653*** -0.578** -1.007*** -0.858*** -0.753*** -0.369*
(0.180) (0.216) (0.227) (0.184) (0.184) (0.167)

Gov Ownership 0.0348 0.0349 0.0926+ 0.101+ 0.0222 -0.00506
(0.0490) (0.0459) (0.0563) (0.0568) (0.0663) (0.0593)

Sales 1.378 3.320*** 1.443 4.682*** 1.699* 2.499**
(0.880) (0.752) (1.400) (1.079) (0.692) (0.867)

Constant -4.569*** -5.911*** -4.503*** -7.673*** -3.944*** -4.519***
(0.581) (0.567) (1.045) (0.878) (0.542) (0.747)

Innovate
Geographic Concentration 3.244** 1.924 3.310+ -1.591+ 5.703* 1.255

(1.076) (1.747) (1.935) (0.947) (2.844) (1.446)

Personalistic System -0.0638* 0.457*** -0.0175 0.0307+ 0.0119 0.0325
(0.0320) (0.0366) (0.0330) (0.0175) (0.0683) (0.0233)

Geographic Concentration ˆ Personalistic System -0.325* -0.630** -0.367 -0.0270 -0.475 -0.0411
(0.163) (0.242) (0.237) (0.146) (0.386) (0.227)

Age of Firm -0.0415 -0.0790 -0.146+ -0.118 0.0946 0.0295
(0.0594) (0.0515) (0.0884) (0.1000) (0.0769) (0.0545)

Number of Employees 0.409*** 0.312*** 0.311*** 0.134* -0.0894 -0.0710
(0.106) (0.0835) (0.0738) (0.0642) (0.115) (0.0689)

Manufacturing 1.412*** 1.594*** 0.703*** 0.850*** 0.756* -0.0779
(0.271) (0.296) (0.150) (0.112) (0.317) (0.338)

Gov Ownership 0.0154 0.0224 -0.0911+ -0.0879* 0.00934 0.0807
(0.0482) (0.0405) (0.0476) (0.0447) (0.0686) (0.0684)

Sales 2.563* 4.205* 0.417 2.275*** 1.239 0.0303
(1.200) (1.717) (0.779) (0.614) (1.211) (0.582)

Constant -5.851*** -8.230*** -0.583 -2.188*** -3.358*** -1.935**
(1.191) (1.536) (0.721) (0.595) (0.835) (0.599)

Neither Innovate or Lobby
Geographic Concentration 2.186 0.940 2.474 -4.306* 1.247 -2.831

(2.452) (1.969) (2.901) (2.002) (3.246) (1.791)

Personalistic System -0.0885 0.414*** -0.0508 0.0831** -0.0992 -2.480***
(0.0545) (0.0437) (0.0472) (0.0321) (0.0791) (0.0454)

Geographic Concentration ˆ Personalistic System 0.168 -0.436 0.0214 0.273 0.350 0.106
(0.313) (0.289) (0.342) (0.246) (0.358) (0.324)

Age of Firm 0.158+ 0.105 0.0524 0.0992 0.254** 0.135*
(0.0881) (0.0947) (0.102) (0.0989) (0.0800) (0.0572)

Number of Employees 0.598*** 0.510*** 0.596*** 0.370** 0.160 0.273**
(0.143) (0.129) (0.120) (0.116) (0.140) (0.0855)

Manufacturing 0.859** 1.151*** 0.132 0.464* 0.226 0.116
(0.268) (0.271) (0.224) (0.215) (0.629) (0.688)

Gov Ownership 0.108+ 0.0869 -0.0623 -0.0703 0.0291 0.0709
(0.0630) (0.0533) (0.0563) (0.0448) (0.0969) (0.0862)

Sales 2.932** 5.432** 1.450 4.275*** 2.358 1.047
(0.925) (1.827) (1.137) (1.101) (1.524) (1.458)

Constant -8.253*** -12.08*** -4.250*** -6.600*** -6.290*** -3.254*
(0.959) (1.651) (0.840) (0.938) (1.196) (1.311)

Country Fixed Effects Yes Yes Yes

Observations 4977 4977 6214 6214 3008 3008
Pseudo R2 0.160 0.210 0.083 0.128 0.055 0.134
AIC 8334.4 7834.8 11968.1 11369.5 5991.3 5497.3
BIC 8497.3 7978.1 12129.7 11510.9 6147.5 5653.5

Standard errors in parentheses

+ p ă 0.10, * p ă 0.05, ** p ă 0.01, *** p ă 0.001
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Figure B.6: Multinomial Logit – Geographic Concentration, Electoral Systems,
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