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 Local governments do not operate in a vacuum. Instead, they are part of a complex 

“polycentric” system of governments where politically autonomous and self-ruled cities compete 

with one another over taxable wealth. Missing from the scholarship on metropolitan governance 

is an understanding of the factors driving competition among local governments. The purpose of 

this dissertation is to fill this gap by examining how interjurisdictional competition over 

economic development impacts a city’s choice of strategies for attracting business and residential 

investment and how those strategies affect revenue collection.   

First, this dissertation examines whether cities, knowing the economic development 

strategies of their neighboring cities, pursue similar types of businesses? Or do cities strategically 

target different types of businesses as a way to avoid the negative consequences of competition? 

Second, this dissertation explores what impact the decision to pursue similar or dissimilar 

businesses has on the revenue collection of local governments. Using spatial data analysis to 

analyze a sample of 2,299 cities, this dissertation finds general support for both theoretical 

frameworks presented. Overall, the findings from both analyses provide unique insights into 

metropolitan governance and interjurisdictional competition.  
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CHAPTER 1 

COMPETITION AMONG CITY GOVERNMENTS 

Introduction 

Local governments operate in a complex metropolitan ecology where the consequences 

of their decisions are not fully internalized. The choices made by one local government ripple out 

to affect neighboring governments, the regional economy, and even overlapping state and federal 

governments. This fact is not lost on local government managers. While referencing the 

decisions made by neighboring jurisdictions, local government managers make strategic 

decisions to maximize the long-term benefits that accrue to their jurisdictions (Frant 1996; 

Agranoff and McGuire 2001). The resulting metropolitan ecology is characterized by 

collaboration, conflict, and competition among local governments.  

 The purpose of this dissertation is to gain a greater understanding of the American 

metropolitan ecology by examining how interjurisdictional competition over economic 

development impacts a city’s choice of strategies for attracting business and residential 

investment and how those strategies affect revenue yield.     

Understanding the nature of local government competition is paramount to understanding 

metropolitan governance. The theoretical consequences of competition between local 

governments form the foundation for current metropolitan scholarship and normative governance 

recommendations. First, competition between local governments over economic development is 

at the heart of many metropolitan governance issues like interjurisdictional collaboration, 

environmental regulations, urban sprawl, school quality, social equity, employment, government 

size, public debt, local politics, and local government fragmentation. The pressures that drive 
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competition affect a local government’s capacity and willingness to pursue non-economic policy 

goals (Peterson 1981; Oates and Schwab 1988; Krueger and McGuire 2005).  

Second, under certain conditions, local government competition results in beneficial 

normative outcomes like the efficient provision of public goods (Tiebout 1956; Oates 1969), and 

lower government expenditures (Brennan and Buchanan 1980; Schneider 1989; Craw 2008). 

However, these assertions have been challenged (Lyons and Lowery 1989; Berry 2008; 

Hendrick, Jimenez, and Lal 2011). For instance, Berry (2008) found that increased vertical 

fragmentation resulted in higher per capita revenue, which is the opposite result from what 

Ostrom, Tiebout and Warren (1961) had predicted. The conflicting findings indicate that the 

specific mechanisms driving competition between local governments are not fully understood. 

By thoroughly investigating local government competition, a richer theory of metropolitan 

governance and more defensible policy recommendations can be formulated. 

One area that warrants greater scholarly inquiry is competition among local governments 

for taxable wealth. Local governments competing for economic development rely on a 

competitive bidding process to persuade mobile households and businesses to locate within a 

city's borders. Local governments use a variety of incentives and strategies to lure households 

and businesses away from other locations. Such strategies include tax incentives (Stokan 2013), 

highway developments (Minkoff 2012), cultural districts (Carr and Servon 2008), low interest 

loans (Hawkins and Andrew 2010), parks (Bradshaw and Blakely 1999), and school districts 

with reputations for quality education (Schnieder, Teske, and Mintrom; 1993) to name a few. 

Many scholars have argued that economic development is the primary policy concern of local 

governments (Peterson 1981), and that economic development competition is uniformly strong 

across local governments (Rubin and Rubin 1987; Rubin 1988; Peterson 1981).  
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However, this perspective fails to acknowledge the varying ways local governments 

“compete,” and the various strategies used to lessen the consequences of being in direct 

competition. This study argues that local governments are in direct competition with other local 

governments only sometimes, but other times they are not in competition at all for similar 

businesses. What determines the type of business that local governments pursue? Do local 

governments fight for similar businesses, or do they strategically differentiate themselves to 

recruit businesses that limit direct competition with their neighbors? What impact does pursuing 

the same type of businesses or household have on a city’s financial outcomes such as revenue 

collection? What happens to revenue yields when cities pursue different types of businesses and 

households? Answers to these questions can offer a richer explanation of competition between 

local governments from a perspective and level of detail that has not heretofore been undertaken.  

 

The Bigger Picture 

This dissertation is part of a larger dialogue regarding the efficiency and effectiveness of 

governance in metropolitan areas. Based on Tiebout’s (1956) hypothesis, Ostrom et al. (1961) 

argued that a polycentric system of government (i.e. government with many decision making 

centers like a metropolitan statistical area [MSA]) is an efficient way to provide government 

goods and services compared to gargantuan governments (i.e. large consolidated local 

government units).  A polycentric system of governments is the aggregate of two or more 

decentralized and legally-independent governments within a single geographic region (Ostrom et 

al. 1961). Compared to gargantuan governments—centralized regional governments—a 

polycentric system of governments results in cheaper government due to (1) collaborative efforts 
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that allow local governments to benefit from scale economies and internalize regional spillovers 

and (2) local government competition over a mobile tax base.  

Furthermore, when there are many autonomous local governments, citizens and private 

firms are more likely to find a location that better matches their preferences for public goods and 

services at an acceptable tax rate (Tiebout 1956). In turn, local governments are forced to 

compete with each other to attract mobile households and businesses, which results in lower 

government expenditures and an efficient allocation of public goods. In short, polycentric 

systems of government allow citizens and private firms to hold governments accountable by 

creating a local market for public goods where households and businesses “shop” by freely 

entering and exiting those local governments. From this perspective, local government 

competition facilitates socially beneficial outcomes like efficiency and preference matching.  

However, polycentricism fails to acknowledge the policy priorities of local governments 

in a polycentric system. Cities are constrained by their limited financial resources, and thus local 

government managers are concerned primarily with increasing or stabilizing their jurisdiction’s 

economic position through economic development initiatives (Peterson 1981). However, 

economic development policy does not always trump all other policy concerns in all cases. 

Generally speaking, a city’s focus on economic development is explained as a function of 

economic and political concerns (Goetz and Kayser 1993; Pagano and Bowman 1995; Wolman 

and Spitzley 1996; Minkoff 2012). Given the right political or economic conditions, economic 

development policy will be a policy priority to local government managers.  

In a polycentric system, local governments are interdependent and recognize the benefits 

from participating in collaborative solutions to regional problems (Feiock 2013; Minkoff 2013). 

However, competition surpasses polycentric policy priorities for economically distressed or 
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politically motivated local governments. Understanding competition is central to understanding 

the American metropolitan ecology because (1) competition results in efficient delivery of 

government services and increased city-citizen preference matching, (2) competition for a 

region’s taxable wealth is the central concern of local governments under certain circumstances, 

and (3) competition for taxable wealth may lead to adversarial relationships rather than 

collaborative relationships. The next section dives further into the complexities of competition. 

 

The Question 

The central question of this dissertation is in some ways a question whose luster has worn 

off. When do cities compete? The general determinants of the prioritization of development 

policy can be generally stated as a function of economic distress and political pressure (Goetz 

and Kayser 1993; Pagano and Bowman 1995; Minkoff 2012). However, development 

prioritization is not the same as development competition. A city that expends large amounts of 

resources to attract high-end clothing outlets and another that expends large amounts of 

resources to attract car manufacturers are not directly competing with each other. A more 

relevant question asks, when does a city target similar types of development to that of its 

neighbors?  

 Businesses use a variety of tactics to differentiate their product from competitors, thereby 

minimizing direct competition and reducing price sensitivity. Using the same logic, local 

governments may find it advantageous to pursue an economic development strategy that 

identifies and targets a niche industry in the polycentric system. A follow up question is 

generated from this line of inquiry: When does a city strategically target different types of 

development to that of its neighboring cities? 
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Economic development strategy is determined by necessity, opportunity, and strategic 

decisions by management. Using product differentiation theory, chapter 4 examines the different 

rationales for pursuing an economic development strategy where neighboring cities pursue 

similar businesses and where they pursue different types of businesses. Using product 

differentiation theory, the chapter explores why cities pursue different economic development 

strategies. Do cities, knowing the economic development strategies of their neighbors, pursue 

similar types of businesses? Or do they strategically target different types of businesses as a way 

to avoid the negative consequences of competition? The purpose of this study is to better 

understand when and why cities compete over similar business investment. The findings of this 

study fill an important gap in the field’s understanding of economic development practices. 

 Chapter 5 follows by asking a pragmatic question: What impact do these decisions have 

on a city’s total own-source revenue collection? The decision to pursue similar or dissimilar 

businesses is important, but more important to the practitioner is the financial impact these 

strategic decisions have on revenue collection. Cities that pursue similar business will be 

competing with each other over a similar tax base, and are more likely to be financially 

constrained because of that competition. However, cities that pursue businesses that are different 

than those in the metropolitan region are less likely to compete with their neighboring cities. 

They can, therefore, increase their revenue collection, relative to that of their neighbors, with less 

fear of businesses being lured away. 

 Chapter 5 looks at the impact of residential and business differentiation on financial 

outcomes subject to local government competition. Using a spatial durbin model [SDM] to 

analyze a sample of 2,299 cities, the study finds that household income differentiation and 

manufacturing differentiation are important in a city’s revenue collection, and both types of 
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differentiation limit head-to-head competition among local governments. Additionally, the 

results indicate that entry barriers and collaboration affect a city’s revenue while the number of 

cities in an MSA does not influence its revenue collection. This study provides insight into the 

ultimate effects of price competition and consumer preferences on local government revenue 

collection.  

 This study enhances our understanding of the American metropolitan ecology by 

explaining some of the mixed research findings regarding the effects of competition on various 

outcomes from previous studies. In addition, this study proposes a theory that predicts when 

cities are likely to pursue similar or dissimilar businesses compared to their neighbors. The 

insights gleaned from the analyses presented in this study will help both scholars and 

practitioners gain a more complete understanding of the causes and consequences of competition 

between local governments.  

 

Rethinking Competition 

This study fills an important gap in the knowledge of how local governments compete. 

While previous research has explored the determinants of general economic development 

prioritization (Peterson 1981; Pagano and Bowman 1995; Geotz and Kayser 1993; Johnson and 

Neiman 2004; Minkoff 2012) and determinants of the types of economic development incentives 

used (Rubin and Rubin 1987; Hawkins and Andrew 2010; Zheng and Warner 2010; Zheng and 

Warner 2013; Stokan 2013), no study has examined why local governments pursue certain types 

of businesses. The implicit assumption found in recent economic development research argues 

that as economic development is increasingly pursued competition increases. While reasonable, 
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this assumption is flawed because it does not acknowledge that local governments pursue 

different types of businesses than their neighbors--and do so rationally.  

In fact, when a local government strategically differentiates the type of business it 

pursues, the effect dampens the negative consequences of competition. In the “race-to-the-

bottom” model, municipalities continually undercut competing municipality’s business 

incentives in order attract businesses, which eventually shifts the costs of location (e.g. increased 

tax burden, greater pollution, etc.) away from the private business and to the residents and 

community as a whole (Oates and Schwab 1988). When cities are not going after the same types 

of business, then there is no race, or at least, the runners have entered different races. 

In short, previous work has assumed that competition between local governments over 

taxable wealth is intense and ubiquitous across local governments (Peterson 1981; Rubin and 

Rubin 1987). Do cities, knowing the development strategies of neighboring cities, pursue similar 

types of businesses?  Or do they strategically pursue different types of industries in order to 

reduce the negative effects of price competition? Economic development can be highly pursued 

among neighbors in a common metropolitan area, but if they each pursue a different type of 

business, direct competition is simultaneously low. In other words, prioritization and competition 

are not intrinsically linked. By investigating these questions, a better understanding of when and 

why cities compete is gained.  

Because this study links development strategies to the competitiveness of a metropolitan 

region, the theory generated will give important insight into the limitations of relying on local 

government competition to achieve accountable government spending. What impact does 

pursuing different businesses or similar businesses as neighboring cities have on a city’s revenue 

collection? This study not only accounts for these strategic decisions but also looks at the 
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complex elements that determine how competitive cities in a region are with one another. The 

theoretical frameworks generated in this dissertation have far reaching consequences in terms of 

predicting a variety of governance outcomes including government service quality, 

environmental degradation, and public pandering to private interests. 

 

The Plan 

In the next chapter, the literature forming the theoretical and empirical foundation about 

local markets for public goods is reviewed. Specifically, three major issues about local markets 

for public goods are critically evaluated: quasi-market limitations, the policy priorities of local 

government officials, and product differentiation theory applied to local markets for public 

goods. The chapter concludes with six assumptions and justifications for these assumptions that 

form the foundation of the theories presented in the remainder of the dissertation. 

 Chapter 3 discusses the methodology used in the remainder of the dissertation. First, the 

unit of analysis and the sample selection process are justified. The sample was selected 

purposefully to account for various institutional rules that limit or promote competition between 

local governments. Second, the data used has missing observations of key variables. The method 

employed is explained and the efficacy of the imputations is evaluated. Finally, the central 

methodology used in chapters 4 and 5 is introduced giving the reader a clear idea of how to 

interpret the results in chapters four and five.  

 In chapter 4, the central question of the dissertation is empirically addressed: Do cities, 

when considering the economic development strategies of neighboring cities, pursue similar 

types of businesses, or do they strategically target different types of businesses as a way to avoid 

the negative consequences of competition? A novel theory is presented based on the risk 
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avoidance by city officials and the role of political entrepreneurs in mitigating the risk of policy 

failure. Overall, the analysis generally corroborates the theoretical propositions presented in the 

chapter. 

 In chapter 5, the analysis looks beyond the reasons why cities differentiate and into the 

financial consequences that result when a city pursues a differentiated strategy for household and 

business investment. Specifically, what impact does household and business differentiation, in 

addition to competition between local governments, have on a city’s revenue collection? This 

chapter investigates the unexplored determinants of competition between cities like entry 

barriers, differentiation, and collusion. The results suggest that only certain types of 

differentiation lead to the predicted outcomes, and that many of the common methods of 

addressing competition between cities are inadequate measures of competition in a local market 

for public goods. 

Finally, this dissertation concludes in chapter 6 with a summary of the important findings 

from the research.  These findings are used to generate insights for future research with the aim 

of identifying their theoretical implications. Next, lessons for practitioners are presented. 

Although important theoretical questions are addressed in this dissertation, the results have 

important implications for city officials looking for practical guidance from scholarly research. 

Finally, direction for future research is presented with a focus on what can be done to 

corroborate the findings in the paper and how the theories presented can be applied to other areas 

of inquiry. 
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CHAPTER 2 

LOCAL MARKETS FOR PUBLIC GOODS: A REVIEW OF THE LITERATURE 

Introduction 

The broad goal of this dissertation is to better understand the factors that affect the 

economic development decisions made by cities and the resulting impact those decisions have on 

the local market for public goods. This chapter begins by defining a local market for public 

goods followed by a discussion of the theoretical benefits of interjurisdictional competition. 

Next, three complicating aspects of the local market for public goods are reviewed including a 

focused review of product differentiation theory and agglomeration economies. Finally, the 

chapter discusses and justifies the underlying assumptions of the dissertation research.   

 

Local Markets for Public Goods 

A local market for public goods is analogous to a private market where cities in a 

polycentric system of governments compete to attract households and businesses. Local 

governments, including counties, cities, and special districts, act like producers in a private 

market but provide local public goods, which are public goods with geographically bounded 

benefits (Jean and Myles 2006; Bland and Overton 2014). Households and businesses “shop” for 

public goods by exiting communities that do not match their preferences for public goods and 

entering communities that do match their preferences (Tiebout 1956).   

The merits of competition among cities in a local market for public goods is a matter of 

fierce debate among scholars. On the one hand, some believe that competition between local 

governments results in the efficient provision of government services (Tiebout 1956; Kotler, 

Haider, and Rein 1993). On the other hand, critics argue that the theoretical assumptions made 
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by polycentrists are unrealistic (Orbell and Uno 1972; Lyons and Lowery 1989; John, Dowding, 

and Biggs 1995), that total tax liability actually increases as the number of local governments 

increases (Berry 2008; Hendrick, Jimenez, and Lal 2011), and that consolidated governments 

(i.e. large non-overlapping governments) are cheaper, more democratic, and less wasteful than 

fragmented or polycentric systems of government (Carr and Feiock 2004).  

Under certain conditions specified by Tiebout (1956), local government competition over 

a mobile tax base (households and businesses) allows citizens or businesses to reveal their 

preferences for public goods by exiting communities whose service-tax package they do not 

prefer (Tiebout 1956), and entering communities whose bundle of goods align with their unique 

preferences (Teske, Schneider, Mintrom and Best 1993). Evidence suggests that individuals do 

enter and exit communities based on the specific service-tax package offered (Bickers, Salucci 

and Stein 2006; Percy and Hawkins 1992; Dowding and John 1996), and businesses are sensitive 

to both a city’s tax rate and the tax incentives it offers (Hanson and Rohlin 2011; Overton and 

Bland 2014), especially when making their final location decisions (Bartik 1991; Fisher and 

Peters 1998).  

In addition, public choice scholars have argued that competition prevents abuse of power 

by government officials, and prevents governments from behaving like private sector monopolies 

(Brennen and Buchanan 1980). The Leviathan hypothesis argues that local governments behave 

like monopolistic private firms, and given the revenue maximizing behavior of bureaucrats 

(Niskanen 1971), will naturally spend more than is preferred by the median voter (Brennan and 

Buchanan 1980). However, local government competition over taxable wealth (i.e., 

interjurisdictional competition) can mitigate the monopoly power held by one local government 
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through market-like competition (Buchanan 1977; Brennan and Buchanan 1980; Schnieder 1989; 

Craw 2008). 

Empirical evidence is mixed on whether competition limits government expenditures. 

Some find evidence in support of lower government expenditures and collected revenues from a 

polycentric system of governments (Zax 1989; Forbes and Zampelli 1989; Oates 1985; 

Schneider 1989; Stephens and Wikstrom 2000; Carr and Feiock 2004; Craw 2008). Others have 

found evidence that polycentric governments are no more efficient than less fragmented regions 

(Epple and Zelenitz 1981; Lowery and Lyons 1989; Berry 2008; Hendrick, Jimenez, and Lal 

2011).  

Why are there conflicting results? Craw (2008) found that once the political process or 

“voice” was taken into account, local government competition resulted in lower spending levels. 

Yeung (2009) concluded from a meta-review that the unit of analysis mattered when determining 

decentralization’s impact on revenues and expenditures. Studies where decentralization was 

measured as fragmentation (e.g. Berry (2008) were more likely to find that increased competition 

results in increased government expenditures while studies utilizing local governments as the 

unit of analysis are more likely to find that increased competition results in decreased 

government expenditures (e.g., Craw 2008). 

While these authors provide valuable insight for the divergent findings, I believe that the 

matter is far more complex. Specifically, I believe there are three major issues that lead to these 

divergent findings. First, public markets are quasi-markets and not perfectly efficient markets. 

There are inefficient aspects of the local market for public goods, but they are not as detrimental 

as critics have previously argued. Second, economic development is not always an overriding 

policy priority for city governments. When modeling local markets for public goods, a common 
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assumption is that all cities give top priority to economic development initiatives. However, 

empirical evidence indicates that prioritization of economic development varies among cities 

(Goetz and Kayser 1993; Pagano and Bowman 1995). Third, even when cities give priority to 

economic development, they can strategically act to mitigate the negative consequences of 

competition by differentiating the types of businesses and residents they pursue. In marketing 

and economics, this production strategy is called product differentiation. These three issues are 

discussed at length in the following section. 

 

Conflicts and the Unaccounted Wrinkles of Local Markets for Public Goods 

Quasi-Markets 

While a local market for public goods approaches the competitiveness of a private 

market, many of the idiosyncratic characteristics of local markets for public goods limit the 

efficiency of the market, reducing it to something closer to a quasi-market (Schneider 1989). 

First, cities produce public goods and certain private goods for which there is market failure or 

are otherwise unable to be produced in a competitive market. In 1954, Samuelson first articulated 

the distinction between private goods and public goods. A pure public good is non excludable 

(i.e. it is difficult to prevent individuals from consuming the good or service) and non-rivalrous 

(i.e. one person’s consumption of the good or service does not prevent another person’s 

consumption of the good or service) while a private good is excludable and rivalrous. Samuelson 

(1954) posited that public goods, unlike private goods, cannot be provided at a Pareto optimum 

level because pure public goods are indivisible. Thus, governments cannot provide varying 

quantities of pure public goods in order to accurately meet consumer demand.  
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In addition, pure public goods present other challenges that limit efficiency. Because pure 

public goods are non-excludable and non-rivalrous, rational citizens hide their true preferences 

and attempt to free-ride on other taxpayers in order to enjoy their benefits (Olson 1971). Markets 

for public goods are inefficient resulting in their under provision relative to consumer demand 

because no mechanism for accurate preference revelation exists in a local market for public 

goods.  

In response to Samuelson (1954), Tiebout (1956) argued that, as long as citizens can 

move freely between local municipalities and have accurate information, citizens will move to a 

municipality that best approximates their desired mix of public services and taxes --otherwise 

referred to as a bundle of goods. The idea is simple: no price mechanism is needed to achieve an 

efficient local market for public goods because citizens reveal their preferences by “voting with 

their feet.” If a citizen is dissatisfied with the level or type of services being offered, they can 

relocate to a different municipality--a municipality that offers a bundle of goods and services that 

parallels a citizen’s unique preferences. In short, the Tiebout-hypothesis was a solution to the 

problem of preference revelation and allocative efficiency in a local market for public goods.  

Second, local governments provide bundles of goods and services, which limits consumer 

choice. While some goods and services provided by local governments can be purchased on a 

traditional fee-for-service basis, other services such as emergency preparedness, public safety, 

trash collection, local road and traffic equipment, school quality, and park services are 

“purchased” as an aggregate unit. A new business cannot choose to purchase roads, police 

protection, and exclude education. Instead, taxes paid by households and businesses are used to 

pay for the whole bundle of goods and services.  

17 



Yet, bundles of goods and services can, and do, vary to a greater degree than is often 

conceded by critics because of vertical fragmentation and voice. Vertical fragmentation refers to 

overlapping local governments in a metropolitan area. Ostrom et al. (1961) argued that increased 

vertical fragmentation in a metropolitan area would increase the number of different bundles of 

goods that a household or business can purchase. Consequently, increased vertical fragmentation 

results in an increase in preference matching. While the bundle of goods and services offered by 

a city may not vary within the city, the bundle of goods a citizen consumes is the sum of all 

bundles of goods offered by vertically overlapping governments. Since one city might have 

multiple overlapping special districts and counties, citizens can alter their bundle of goods by 

moving around within a city in order to take advantage of the variety of goods and services 

offered by overlapping governments (Oakerson and Parks 2011).  

To make matters more complicated, recent empirical work suggests that increased 

vertical fragmentation leads to increased total expenditure levels (Berry 2008; Hendrick et al. 

2011). These findings point to a tradeoff that results from vertical fragmentation: increased 

preference matching versus a lower cost for government goods.  

Citizens and businesses in a democracy do have avenues of contacting and influencing 

local legislatures—referred to as voice (Hirschman 1970). If aspects of a bundle of goods are 

unsatisfactory, a citizen can always contact their representative or the bureaucracy directly. 

Citizens or businesses can use 311 lines, complaint services, and direct contact with their local 

representative to facilitate minor alterations to their bundle of goods. Overall, while bundling 

goods and services limits consumer choice in a local market for public goods, vertical 

fragmentation and voice provide additional avenues for closer matching of consumer 

preferences. 
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Third, an efficient local market for public goods is predicated on households and 

businesses freely entering and exiting different municipalities. Moving should be a frictionless 

activity—costless to households. However, moving involves considerable costs both in the 

physical process (i.e. packing, transporting, etc.) and in the decision-making process (i.e. where 

does one relocate to, when to relocate, how to do it, etc.), direct monetary costs (i.e. the hiring of 

a moving truck, movers, a new place to live, storage), and social capital costs (Bicker et al. 

2006). The lesson is simple—exit is costly (Orbell and Uno 1972; Lowery and Lyons 1989; Stein 

1987; Teske, et al. 1993).  

However, by comparison, entry is relatively costless (Lowery and Lyons 1989; Stein 

1987; Teske, et al. 1993). Most of the costs associated with moving are considered barriers to 

exit. Once the decision to exit is made, however, entry into a community is essentially free 

because it is the natural and necessary consequence of exit. In short, exit is associated with 

considerable transaction costs that are not necessarily associated with entry decisions.  

 Forth, entry and exit decisions are made in light of many factors—not just satisfaction 

with a community’s bundle of goods. Given the prior discussion, entry or exit is unlikely to 

reveal a household or business’s true preferences due to the high costs associated with actually 

exiting a community. But the empirical evidence is mixed on the subject.  

Some argue that exit is rarely motivated by Tiebout (1956) rational behavior (Orbell and 

Uno 1976; Lowery and Lyons 1989; John et al. 1995). There are various constraints like the cost 

of moving, employment, and social capital that must be weighed against the benefits of leaving a 

municipality with an unfavorable service-tax package, which make exit due to service-tax 

package dissatisfaction unlikely (Orbell and Uno 1976; Lowery and Lyons 1989). Motivations 

rooted in socioeconomic and social capital theory are more likely to a affect a citizen’s decision 
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to move including motivations like dwelling characteristics, changes in employment, purchasing 

a first home (John et al. 1995), and length of time that a citizen has resided in a given community 

(Bickers et al. 2006). The Social Stratification-Government Inequality theory proposes that 

individuals spatially sort not because of their preferences for public goods but because they want 

to live by others with the same demographic characteristics such as income level, racial heritage, 

religious beliefs, and education levels (Hill 1974; Neiman 1976; Lyons and Lowery 1989; 

Bishop 2009).   

Using survey data from five Kentucky cities, Lowery and Lyons (1989) find that citizens 

are more likely to respond to dissatisfaction with municipal services and taxes by using voice 

and contracting mechanisms than by their intentions to exit. Considering the high costs and 

alternative explanations for a citizen’s exit from a community, it is likely that if citizens leave a 

community because they are dissatisfied with their service-tax package, they do so only when 

that dissatisfaction becomes extreme.  

 On the other hand, there is empirical evidence indicating that households exit a 

community when dissatisfied with their bundle of goods. Bickers et al. (2006) find that a positive 

change in the evaluation of local government services (e.g. fire protection, personal safety, and 

neighborhood satisfaction) resulted in a negative change in a resident’s intention to move. 

Dowding and John (2008) find corroborating evidence that geographical exit increases as 

dissatisfaction increases using data from an internet survey in the UK. In addition, Percy and 

Hawkins (1992), using survey data from a sample of recent movers in the Milwaukee, Wisconsin 

MSA, find that recent movers citied public schools (53.6%), crime (65.8%), and high property 

taxes (57.4%) as the most important reasons for moving.  
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Dowding and John (1996) argued that looking at the motivations for intra-jurisdictional 

moves as well as cross-jurisdictional moves could provide insight into the moving motivations of 

citizens. Using logit models from a sample of four London Boroughs, they find evidence that 

cross jurisdictional moves are motivated by dissatisfaction with the municipality previously lived 

in more than with the attractiveness of the new municipality’s bundle of goods. This finding 

implies that exit occurs for reasons described in the Tiebout (1956) hypothesis and that exiting 

behavior is more likely to be based on Tiebout (1956) rational incentives than entry behavior.  

 Entry and exit decisions are made for a variety of reasons. However, household 

satisfaction with local government’s services and tax rates do, at least, partially influence 

location decisions. Yet, they are not the only deciding factors, thus limiting the ability of entry 

and exit to accurately reveal household preferences for public goods in a local market. 

Fifth, an efficient local market for public goods requires that households and businesses 

have accurate information about their tax burden and the bundle of goods offered by local 

governments. However, it seems unlikely that citizens will incur the cost of gathering, 

processing, and using knowledge about their current bundle of goods and then search out 

alternative bundles of goods that could substitute for their current package (Lowery and Lyons 

1989). However, an efficient market does not require that the average consumer have accurate 

information. Instead, only the marginal consumer (i.e. a small group of highly informed, mobile, 

movers) needs to be informed because the marginal consumer sets the market price. Teske, et al. 

(1993) show that high-income residents who had recently moved into Suffolk County were more 

likely to have correct information about their local schools, local municipal services offered, and 

various information regarding tax rates. 
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Teske et al. (1993) findings have been challenged on two grounds: the actual number of 

informed consumers present in a public good market place, and the number of informed 

consumers needed to create a competitive public good market (Lowery, Lyons, and Dehoog 

1995). Lowery et al. (1995) argue that the initial findings of Teske et al. (1993) are biased due to 

the empirical focus on citizen knowledge about schools.  Schools are a best-case scenario—

citizens are more likely to be well informed about school performance than any other local 

public service. Moreover, the school district from which the survey sample was taken has school 

spending referendums. In other words, citizens directly vote budgets into law, which forces 

citizens to become more knowledgeable about school spending. Thus, the sample is likely to be 

biased in favor of the desired outcome of Teske et al. (1993). This criticism is dismissed because 

education spending is considered one of the most important public goods, and because education 

expenditures are very large compared to other local expenditures. The focus on public education 

is justified and appropriate (Teske, Schneider, Mintrom, and Best 1995).  

Lowery and Lyons (1989) argue that gathering information is a costly process and 

citizens have an incentive to be rationally ignorant (Stigler 1961). In other words, citizens are 

unlikely to have encyclopedic knowledge of a municipality’s service-tax package due to the 

costs associated with information. Schneider, Teske, Marschall, and Roch (1998) also find 

evidence that average consumers (and particularly low income families) are not well informed 

about objective school performance. But information for entry decisions is relatively costless and 

easily accessible due to various services aimed at enticing movers to certain communities (Teske 

et al. 1993). This rationalization does not explain away a mover’s incentive to be rationally 

ignorant—it only argues that information is more likely used when making entry decisions rather 

than exit decision. 
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Instead of detailed factual knowledge, citizens use “heuristics” to store and process 

information. Through these heuristics, citizens can accurately assess a municipality’s service-tax 

package and make locational decisions that are Tiebout (1956) rational (Bickers and Stein 1998). 

There is empirical evidence corroborating this theory. Using a regression analysis on a survey of 

Harris County, Texas, Bickers and Stein (1998) find statistically significant evidence that the 

interaction between home ownership and recent moving is positively associated with school test 

scores while controlling for factual knowledge of test scores. Schneider, Marschall, Roch, and 

Teske (1999) found empirical evidence corroborating that citizens use heuristics instead of 

“encyclopedic knowledge” to make judgments about public services. Visual cues were found to 

correlate with a school’s relative safety and reading scores, which indicate that visual cues serve 

as heuristics that citizens can use to make accurate judgments about a school’s performance.  

 In addition, Schneider et al. (1998) find that those parents who were actively involved in 

choosing the specific school their children eventually enrolled in were positively associated with 

accurate knowledge of the school in question. These parents act as marginal consumers in a 

public service market. In sum, average citizens and marginal consumers do not need 

encyclopedic knowledge to make accurate locational decisions (Bickers and Stein 1998; 

Schneider et al. 1999). Instead, the marginal consumer can use informational heuristics to make 

location decisions that effectively match their preferences for a municipal service-tax package 

(Schneider et al. 1998).  

 Overall, the local market for public goods is not a perfectly competitive market, but it 

does approximate one. The various concerns associated with a local market for public goods are, 

in general, not as bad as critics have made them. There is a great deal of variation in bundles of 

goods, exit is relatively costless, citizens do enter and exit communities because of the public 
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goods and services offered, and the information barriers described by critics are not nearly as 

prohibitive as some would argue.  

 

Economic Development as a Policy Priority 

There is a strong tradition in metropolitan governance that assumes city governments 

always prioritize economic development. Peterson (1981) argues that all cities wish to maximize 

their economic position through the use of development expenditures, which are expenditures 

where the (eventual) benefits outweigh the costs. There are certainly many benefits to increasing 

a city’s economic position. Local officials and administrators are motivated to improve their 

community’s economic position because increases in economic prosperity lead to a larger tax 

base (Peterson 1981), are politically popular (Peterson 1981, Buss 2001, Clingermayer and 

Feiock 2001), and increase the economic well-being of a city’s residents (Peterson 1981).  

In seeking to maximize a city’s economic position, cities compete directly over private 

business location because business investment increases city revenue and employment 

opportunities for residents. Cities use such tools as direct subsides, tax incentives, lower tax 

rates, infrastructure development, and information to entice business investment into their 

jurisdiction’s boundaries.1 In this conception of metropolitan competition, all potential gains in 

economic prosperity through business location come at the expense of other cities—economic 

development competition is a zero-sum game (Porter 2000). In other words, increases in the tax 

base from business investment are expected to be completely internalized by the city and no 

benefits spill over into neighboring jurisdictions.2  

1 Bartik (1991) and Fisher and Peters (1998) both argue that business location decisions are sensitive to local 
government economic development incentives. 
2 This is an unrealistic assumption, but is dealt with later. 
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 From this perspective, city governments in a metropolitan area always have an incentive 

to pursue economic development policies because there is, according to Peterson (1981), always 

a return on investment. Since economic prosperity through business location is a zero-sum game, 

cities are forced to compete with each other to improve their economic position. Thus, cities, 

whether knowingly or not, are always in competition with each other over private business 

investment. In short, an important implication from Peterson’s (1981) work is that cities share a 

strong and homogeneous motivation to pursue economic development, which results in 

ubiquitous competition in metropolitan areas among local governments.  

Some have argued that local development competition effectively causes a “race-to-the-

bottom” (Oates and Schwab 1988). In the “race-to-the-bottom” model, municipalities continually 

undercut competing municipality’s business incentives in order attract businesses. Eventually, 

this iterated behavior shifts the costs of location (e.g. increased tax burden, greater pollution, 

etc.) away from the private business and to the residents and community as a whole. Some have 

gone as far to say that economic development incentives are simply corporate welfare (Howard 

1994).  

Yet, there is good reason to doubt the doom and gloom scenario presented by Peterson 

(1981) and the “race-to-the-bottom” model. First, the “race-to-the-bottom” model depicts local 

governments as single-minded seekers of economic growth. This depiction grossly overstates the 

power private businesses have over local governments because local governments do not always 

make economic development a priority. Konisky (2009) found no evidence supporting the 

environmental behaviors predicted by the “race-to-the-bottom” model. Sharp (2004) found that 

the primary determinant of a city taking action to restrict sex industries was the city’s value 

system not economic concerns. What this study reveals is that cities are willing to limit negative 
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community externalities despite the almost certain economic benefits. A city, acting in 

accordance with the “race-to-the-bottom” model, would not have restricted the sex industry from 

entering its borders. Instead, non-economic factors played an overriding role in the economic 

development decisions of cities. 

Second, due to the political dominance of the homevoter in local elections, a city’s 

exclusionary zoning powers, the capitalization of public goods into home values, and the not-in-

my -back-yard syndrome [NIMBYS], local governments actually participate in a race to the top 

(Fischel 2001). Fischel (2001) argued that the dominant voting group in a local political 

economy is the homeowner. Homeowners' most valuable asset is their home. Since local 

government policy is capitalized (i.e. the value of an asset shifts up and down due to extraneous 

factors) into home values, homeowners are active participants in local development decision.  

NIMBYS is a phenomenon where individuals are generally in favor of a particular 

program except when the program is in close approximation to them. NIMBYS mobilizes the 

politically dominant homeowner group against any action that might result in decreases in home 

value. The end result is that local governments faced with these pressures use exclusionary 

zoning authority to prevent businesses from locating in their district that would result in a 

decrease in homeowner property values. Instead, environmental policies and improved schools 

are often sought in a race to the top because these policies are capitalized into improved home 

values. 

An alternative perspective to Peterson's (1981) argues that local governments only pursue 

economic growth to satisfy the preferences of the median voter (Feiock 2002) or median-value 

homeowner (Fischel 2001). From this perspective, economic development is highly competitive, 

until the median voter/homeowner’s preferences are satisfied. After that, a jurisdiction may be 
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more selective in the firms it pursues (Fischel 2001) or it may limit its economic development 

(Feiock 2002; Pagano and Bowman 1995). Competition over economic development is still 

important. However, in situations where the median voter’s economic development preferences 

are met, it is not a policy priority.  

Specifically, two factors drive the prioritization of economic development policy: 

political pressure (Bartik 2005; Betz, Partridge, Kraybill and Lobao 2012) and economic distress 

(Rubin and Rubin 1987; Fieschmann, Green and Kwong 1992; Zheng and Warner 2010). First, 

political factors3 fundamentally define a local government’s prioritization of economic 

development. That economic development policy manages and minimizes political and 

bureaucratic risk (Splinder and Forrester 1993). Politicians are primarily motivated by a desire 

for reelection (Mayhew 1974) and, despite the lack of economic rationale when using certain 

economic development incentives, these policies are good politics (Buss 2001). For example, 

local politicians in unreformed cities (i.e. cities with strong mayor forms of government and 

ward elections) are more likely to funnel economic rents to constituents through targeted 

economic development policy (Clingermayer and Feiock, 2001; Hawkins and Feiock 2010).  

In addition, pursuing economic development policy, even when that policy is ineffective, 

is politically popular (Feiock and Clingermayer 1986; Buss 2001; Feiock 2002; Bartik 2005). In 

a study of 1756 US counties in 2007, Betz et al. (2012) found that counties where one party 

dominates issued fewer economic development incentives. Put another way, as political 

campaigns become more contested, politicians put pressure on bureaucrats to extend more 

3 While local political ideology, specifically, Democratic Party affiliation, leads to less economic development 
effort, it plays a role in a local government’s economic development effort (Lewis 2002; Jenkins, Leicht, and Wendt 
2006; Betz et al. 2012), the focus of this section is the political and institutional incentives that drive economic 
development effort. 
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economic development incentives, regardless of their economic efficacy, in order to gain 

electoral benefits.  

The proximate polity theory states that economic development policy is provided at a 

level determined by politicians to decrease their risk of policy failure (Minkoff 2012). 

Specifically, these decisions are made in light of the economic development policy endeavors 

provided by neighboring cities. Because politicians fear the exit options of citizens and 

businesses, they will provide a level of economic development policy approximating the level 

provided by their neighbors. A neighboring city that provides a lot of economic development 

programs is interpreted by city officials as economically and politically risky. The provision of 

economic development policy is increased to mitigate the risk associated with a city’s tax base, 

population, and business base migrating to neighboring cities (Splindler and Forrester 1993; 

Minkoff 2012). 

Empirical evidence has validated the relevance of the proximate polity theory repeatedly 

(Rubin and Rubin 1987; Fieschmann et al. 1992; Goetz and Keyser 1993; Anderson and 

Wassmer 1995; Johnson and Neiman 2004; Minkoff 2012; Stokan 2013). From a survey of 109 

municipalities in the Twin Cities metropolitan area, Goetz and Kayser (1993) determined that a 

city’s level of perceived competition increased the likelihood that it would need to pursue more 

aggressive economic development policies. The study found that a city’s greatest perceived 

competitors were those cities with shared borders, similar absolute revenues, and similar 

population sizes (Goetz and Kayser 1993). 

Using survey results from 319 California cities in 2000, Johnson and Neiman (2004) 

found that the number of economic development activities a city undertakes has a statistically 
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significant relationship with the number of perceived competitors that city listed and the number 

of cities that listed that city as a perceived competitor.  

In addition, using spatial regression analysis on a sample of 1,500 cities, Minkoff (2012) 

shows that local government development spending is associated with their neighbor’s 

development spending (gross spending, not per capita), median income, and population. These 

results imply that local governments make development decisions in light of the development 

decisions of their neighbors in order to minimize the risk that mobile businesses and residents 

will relocate to competing areas.  

Additionally, a city might decide to engage in economic development as a result of a city 

official’s desire to rebrand a city (Pagano and Bowman 1995). From this perspective, local 

officials consider their city’s position relative to other cities in a shared metropolitan area. When 

local officials want to increase their city’s relative position or want to prevent their city from 

losing its current reputational position, then these local officials pursue economic development 

activities in order to achieve a desired level of prestige. Though the argument by Pagano and 

Bowman (1995) is convincing, it is difficult to distinguish this particular motivation from a 

purely electoral motivation. 

Second, a city’s economic distress shapes the prioritization of economic development 

policy. Economic distress refers to the deteriorating or dilapidated fiscal conditions of the 

residents of a city or the city government itself. Pagano and Bowman (1995) suggest that a city’s 

increased provision of economic development policy is not only the result of political 

aspirations, but also due to a fiscal imbalance from rising taxes, decreasing services, or both. 

This framework suggests that economic development is prioritized by local governments when 

there is a need for increased revenue.  
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Empirical evidence corroborates this theoretical assertion. Using a survey of 178 Illinois 

cities in 1986, Rubin and Rubin (1987) found that assessed valuation of property per capita was 

negatively associated with economic development incentive adoption. This finding suggests that 

as a city’s tax base weakens, greater efforts are made to increase local economic development.  

Another example of local government economic distress comes from the amount of 

intergovernmental revenues received. Intergovernmental revenue are unstable and, over the long 

run, unreliable. Various empirical studies suggest that local governments depending on 

intergovernmental revenue are much more likely to pursue economic development activities in 

order to develop a stronger own source tax base (Lobao and Kraybill 2009; Minkoff 2009; 

Minkoff 2012).  

Despite the theoretical importance of a local government’s fiscal distress, little work 

outside of Pagano and Bowman (1995) has been done that examines the impact of a city’s fiscal 

distress on their economic development prioritization. In fact, few scholarly studies that have 

examined economic development policy adoption and have included variables for local 

government fiscal distress or adequately accounted for local government fiscal distress.4  

A second type of economic distress is that of a city’s residents, which is associated with 

the prioritization of economic development policy (Rubin and Rubin 1987; Fieschmann et al. 

1992; Hawkins and Andrew 2010; Minkoff 2012). For example, Rubin and Rubin (1987) found 

that decreasing median income, increasing percentage of the city’s population in poverty, and 

increasing unemployment rate result in increased economic development effort. Using a survey 

of 206 cities from 12 MSA’s, Hawkins and Andrew (2010) found that cities with a low median 

4 It should be noted that many variables regarding the economic distress of a community’s residents are included and 
these serve as acceptable proxies. 
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income were more likely to adopt many different types of economic development incentives. 

Overall, the evidence is clear that the economic need of a local government’s residents is an 

important element of a city’s economic development effort. 

In short, economic distress to both residents and the city government itself are important 

predictors of economic development prioritization. The distress of residents affects local 

governments through political influence (i.e. influencing politicians to improve the business 

environment) or through bureaucratic means by indirectly weakening the tax base. A city 

government’s own fiscal distress is a driving force propelling them to increase their economic 

development efforts. However, those local government that are the most distressed are also the 

one’s least likely to have the financial resources to pursue businesses. However, 

intergovernmental revenue provides local governments that are fiscally distressed an avenue to 

increase their economic development efforts without decreasing public services. 

Despite the widely held assumption that local governments give top billing to economic 

development policy over all other policy issues, there is considerable theoretical and empirical 

evidence suggesting that local governments do not always prioritize economic development. 

Economic development is costly and, when it fails, it can be politically disastrous for local 

government officials (Splindler and Forrester 1993). If the political or economic benefits are not 

available to local government officials, then it is unlikely that economic development will be a 

policy priority.  

 

Product Differentiation 

Based on Peterson’s (1981) logic, it is easy to conclude that local governments are 

always in competition over business investment. However, this conclusion fails to acknowledge 
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the varying ways in which local governments “compete.” Product differentiation theory, which 

explains how and when private firms compete for a market share, can be used to explain how 

local governments compete for new business and residential investment to add to their tax base.  

Product differentiation is a production strategy used by private firms in order to 

maximize profits. Firms produce products that have varying degrees of similarity and 

dissimilarity to the products of their competitors. The degree to which differentiated products act 

as perfect substitutes determines the amount of differentiation (Beath and Katsoulacos 1991). 

The closer the products are to becoming perfect substitutes, the more undifferentiated the 

products. Intense price competition is a hallmark of highly undifferentiated products, because 

similarities in characteristics and quality allow an informed consumer to easily substitute one 

undifferentiated good for another. In an undifferentiated product market, customers make their 

purchase based on the lowest price.  

However, as a firm produces a product that is increasingly different from that produced 

by competing firms, they are producing a differentiated product. Differentiated products are not 

perfect substitutes for each other. Highly differentiated product markets result in imperfect price 

competition because firms are no longer competing with other firms over a single consumer 

preference; thus, firms in an undifferentiated product market take on monopolistic tendencies. 

The more differentiated a product, the less sensitive a firm is to price changes in competing 

firms, and conversely the less impact one’s own firm has on competing firms. By differentiating 

their product, a firm lowers the amount of price competition for their product and thus have 

greater control over pricing decisions.  

A market where firms can choose whether or not to differentiate themselves operates in a 

specific way. The agglomeration effect implies that firms will enter a market looking to 
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maximize profits. Since the largest market has the largest consumer base, many firms will create 

products in an attempt to capture this large market. These firms produce the same, 

undifferentiated products because they are pursuing a homogeneous subset of consumers. 

Through innovation and price undercutting, producers can then take market share away from 

their undifferentiated product competitors (Beath and Katsoulacos 1991). Yet, undifferentiated 

products must be sold at lower prices in order to gain market share over competitors. 

Differentiated products will be sold at higher prices because differentiated products have fewer 

substitutes and, subsequently, less price competition. Firms have incentives to offer both 

differentiated goods (so they can sell less of their product at a higher price) and undifferentiated 

goods (so they can sell more of their product at a lower price).  

When applied to local economic development practices, local government officials 

identifying new business investment have an incentive to pursue either the same businesses as 

their neighbor (i.e. an undifferentiated market) or different businesses (i.e. a differentiated 

market) depending on the level of risk and the potential economic benefits. Pursuing a certain 

type of business is a strategic action by local government managers. When acting strategically, 

public managers seek partnerships with non-public entities that maximize the benefits to their 

jurisdiction (Agranoff and McGuire 2001). But public managers have limited time and energy 

and cannot pursue all potentially beneficial partnerships and economic development options 

(Torenvlied, Akkerman, Meier, and O’Toole 2012). So, public managers must make strategic 

decisions regarding the type of business and household investment to pursue.  

This dissertation asks two primary questions based on product differentiation theory. 

First, what drives local governments to compete for similar businesses, and what drives local 

governments to strategically differentiate themselves from their neighbor? (Chapter 4) Second, 
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what effect does a differentiated strategic for economic development have on a city’s revenue 

collections? (Chapter 5) 

While some authors have accounted for product differentiation in a local market for 

public goods (Schnieder 1989; and Craw 2008), their approach focused on the type of public 

goods supplied. As discussed previously, citizens are provided bundles of goods and cannot 

selectively unbundle the goods supplied by their city. Because cities offer only bundles of goods, 

differentiation in a local market will be difficult to infer if we only look at what cities supply. 

This dissertation looks at how differentiated a city’s businesses and households are from their 

neighbors, which accounts for differentiation in the demand for a city’s bundle of goods. By 

examining how differentiated a city’s households and businesses are from their neighboring 

cities, a clearer understanding of the success and effects of differentiation can be gained. 

 A potential criticism of this research method for exploring differentiation is that 

businesses and households make location decisions for a variety of reasons not associated with 

the bundle of goods being offered. While that is true, most of those determinants are heavily 

influenced by the city or are mistakenly assumed to bind a household or business to that city. For 

example, on the surface a business might move to a place because of great foot traffic. Who 

designed and paid for the roads? Who planned a walkable area of the city? Through purposeful 

planning, city officials enabled the greater foot traffic. On the flip side, often people move to a 

location because of job opportunities. While the job opportunity limits the range of cities a 

person will move to, the job does not dictate which of those cities the person will locate in.  

 

Agglomeration Economies 

Up to this point, this literature review has focused on the role of local governments in 
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attracting, retaining, and competing for business and household investment. However, business 

location cannot be fully understood without an examination of the exogenous economic causes 

of agglomeration economies. Agglomeration economies are clusters of similar businesses that 

benefit by geographically grouping together. It will be used in later chapter as a way to 

operationalize business differentiation. Business location patterns have been primarily thought to 

be the consequence of economic drivers, specifically, economic drivers that lower supply costs 

by allowing businesses to take advantage of economies of scale in the production process 

(Rosenthal and Strange 2001). Furthermore, agglomeration and coagglomeration (i.e. the 

tendency for supporting businesses to group around similar businesses) effects vary greatly 

across industries (Ellison and Glaser 1999).  

 In some instances, businesses agglomerate to capture the benefits of close proximity to a 

natural resource (Puga 2010). There are two reasons why the importance of natural resources 

should not be overemphasized. First, natural resources matter at the state level but are not as 

important at the county and zip code levels, implying that agglomeration will occur regionally, 

but sorting within that agglomeration is not affected (Rosenthal and Strange 2001). Second, 

natural resource advantages do not fully explain industrial agglomeration patterns (Ellison and 

Glaeser 1999; Henderson 1997). To further explain industrial agglomeration patterns, the 

theoretical literature has established three broad determinants of agglomeration: sharing, 

matching, and learning (Puga 2010).  

Sharing refers to cost reduction from the joint use of a fixed asset, which results in 

increasing returns from economies of scale. Sharing can take on many forms. First, there are the 

dual gains that originate from sharing of infrastructure. Burchfield, Overman, Puga, and Turner 

(2006). By agglomerating, businesses are able to capture economies of scale in production. For 
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example, many studies cite transportation costs as a key variable affecting agglomeration 

economies (Rosenthal and Strange 2001) 

Second, proximity to intermediate supplies reduces the costs of production for all nearby 

businesses (Rosenthal and Strange 2001; Overman and Puga 2010). However, the benefits 

gained from proximity to suppliers decrease quickly (Amiti and Cameron 2007), indicating that 

the advantages gained from this type of sharing is spatially limited. In addition, Ellison, Glaeser, 

and Kerr (2010) find that proximity to suppliers is the top motivation for coagglomerating 

industries. 

Third, agglomeration economies form due to labor market pooling (Rosenthal and 

Strange 2001: Ellison et al. 2010; Overman and Puga 2010). Labor market pooling increases 

private firm resiliency to exogenous shocks by enabling these firms to expand and shrink 

production levels without causing large fluxuations in wages (which hinders flexibility in 

production levels) (Krugman 1991). Labor pool sharing is particularly advantageous in industries 

where production levels are highly volatile (Overman and Puga 2010).   

 Matching refers to the efficiency advantages businesses gain from being better able to 

find “the right” employee and finding “the right” customer base. In other words, matching is the 

increased ability firms have to find employees with the right skill set and the increased ability 

employees have to find a job that utilizes their skillset without considerable retraining (Helsley 

and Strange 1990). For instance, college educated couples are more likely to locate in denser 

metropolitan areas because couples are more likely to both find jobs that match their skill sets in 

when more employer options are available (Costa and Khan 2000). 

Learning refers to knowledge spillovers that occur when similar industries share the same 

labor pool. Audretsch and Feldman (1996) show that innovations geographically cluster. Ellison 
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and Glaeser (1997) find that innovative industries are more geographically concentrated than 

other industries. Furthermore, various measures of knowledge spillover, like the number of 

patents where the inventors are from the same city (Jaffe, Trajtenberg, and Henderson 1993), 

regional R and D expenditures (Meliciani and Savona 2014), and communication levels between 

workers (Charlot and Duranton 2004), all indicate that knowledge spillovers are statistically 

significant predictors of business agglomeration.  

Overall, sharing infrastructure (Burchfield et al. 2006), labor market pooling (Overman 

and Puga 2010), proximity to suppliers (Amiti and Cameron 2007), the higher likelihood of 

employee-employer matching (Costa and Khan 2000), and knowledge spillovers (Audretsch and 

Feldman 1996) are all theoretical (Puga 2010) and empirical (Ellison et al. 2010; Meliciani and 

Savona 2014) drivers of location choices by businesses. 

 

Assumptions 

The final section of this chapter outlines the assumptions underlying the theory and 

hypotheses of chapters 4 and 5. The following section presents six assumptions used to build a 

theory explaining the spatial context of local government competition.  

Assumption 1: Development patterns in cities are established purposefully through local 
zoning policies and are not only the result of economic choices. 
 

Land-use patterns are not only the result of natural economic advantages and returns on 

investment. They are also affected by the zoning policies of local government managers, officials 

and politicians. 

 American zoning laws are ordinances (generally administered at the municipal level of 

government) that permit a designated area of land to be used for specific purposes due to the 

suitability of a particular kind of development (Evans 2008). Generally, a master plan is formed 
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that designates all acceptable land-uses in a city. However, this master plan is malleable. Zoning 

laws can be altered at the municipal level through limited discretionary authority or through 

wholesale changes in zoning law (Fischel 2001). 

 Zoning gives local leaders control over the land-use patterns of their city (Evans 2008; 

Fischel 2001). Different zoning motivations can be identified and are important for 

understanding city land-use patterns. Historically, land-use planning through zoning has been 

used to maximize a city’s civic design and efficient use of public infrastructure, while 

minimizing environmental externalities (Evans 2008). But, this view fails to acknowledge the 

financial ramifications to both the city and its residents. Zoning may be used to protect the 

economic interests of certain income classes through exclusionary practices that target low 

income households (Pogodzinski and Sass 1991; Evans 2008; Fischel 2001) or to enhance the 

local property tax base (Hamilton 1975; Fischel 2001). 

 While urban economics provides theoretical insight into the organization of the urban 

metropolis, it fails to account for economically inefficient zoning practices (for more see 

O’Sullivan 2008). According to urban economics, zoning is a blunt instrument for controlling 

externalities and maintaining an equilibrium between public services and the revenues generated 

from that tax-base (O’Sullivan 2008). Yet, zoning laws make local land-use patterns subject to 

social, political, and bureaucratic reasoning. Because zoning laws are written for reasons other 

than controlling externalities and maximizing the efficient use of public infrastructure, these laws 

have consequences that are not accounted for in urban economics.   

Assumption 2: Local government managers are revenue maximizers…up to a point.  
 
The primary motivation of local government managers—those individuals that create and 

implement land-use policy for a municipality—is to maximize their jurisdiction’s revenue 
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through increases in the tax base (Brennan and Buchanan 1980; Niskanen 1975; Lewis 2001). 

Without adequate levels of revenue, no other goals—no matter how noble—can be achieved. 

Thus, civic design, the prevention of environmental externalities, infrastructure provision, and 

social welfare optimization are secondary goals to local government planners and managers who 

are primarily concerned with tax base growth and stability.  

Where this specification of the rational bureaucratic actor differs from leviathan models 

of local government is that, in this model, the marginal benefits of revenue maximization have 

diminishing returns. In other words, the marginal benefits of pursuing a larger tax base decrease 

as a city’s revenue increases. Where Niskanen (1975) argued that bureaucrats would use 

information asymmetries to maximize revenue in order to increase job-related perks, 

bureaucratic behavior should not be limited to such self-interested motives. In fact, a 

considerable literature seems to argue that public service attracts altruistic individuals (Perry 

1996; Houston 2000). However, the first goal of a bureaucrat is to ensure that adequate resources 

are available to their employer. Otherwise no self-interested or altruistic motives can be realized.  

Assumption 3: Local government managers do affect business location decisions through 
the economic development strategies they use. 
 

 There is conflicting evidence regarding the efficacy of tax incentives on business location 

decisions. On the one hand, some find little evidence supporting the use of tax incentives for 

business location decisions (Buss; 1999; Buss 2001; Peters and Fisher 2004).  On the other hand, 

some scholars argue that tax incentives do affect business location decisions (Bartik 1991; Fisher 

and Peters 1998; Hanson and Rohlin 2011) and that development strategies are chosen 

strategically (Stokan 2013). Hanson and Rohlin (2011) found that empowerment zones had an 

effect on the business location decisions of firms in certain industries and, as a consequence, 

affected the industrial mix in the empowerment zones location. Although many other factors are 
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said to influence business location decisions more than tax incentives, firms are sensitive to these 

incentives once they have narrowed down their location possibilities to a few cities (Bland 

2013).  Despite the criticisms, sufficient evidence exists to safely assume that, at some point, 

economic development incentives do affect the location decisions of businesses. 

Assumption 4: All costs to the primary local government associated with economic 
development actions are internalized within each city. 
 
Assumption 5: Both business firms and local governments have perfect information 
regarding the economic costs and benefits of business location decisions.  
 
Assumption 6: In a metropolitan area, each city will have multiple potential investment 
opportunities from private businesses. 
 

 Assumptions 4, 5, and 6, collectively establish a local government economic 

development marketplace. By eliminating externalities (assumption 4), information asymmetries 

(assumption 5), and giving local governments many potential suitors (assumption 6), local 

government economic development decisions are made in the context of an efficient quasi-

competitive market. Assumptions 1 through 6 provide a market foundation (assumption 2, 4, 5, 

and 6), managerial rationale (assumption 2), and the necessary tools for local government 

managers (assumptions 1 and 3) to pursue an economic development strategy that will provide 

long-term benefits to the city’s budget. 

 Now that the relevant theoretical and empirical literature has been reviewed, it will be 

prudent to discuss the methods employed to study the research questions presented in this 

dissertation. The next chapter explains the spatial regression analysis employed in chapters 4 and 

5. In addition, chapter 3 gives a detailed explanation of the sampling procedure and missing data 

imputation techniques used in the following empirical chapters. 
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CHAPTER 3 

SAMPLE SELECTION, MISSING DATA IMPUTATION, AND SPATIAL DATA ANALYSIS 

Data and Sample 

In order to test the hypotheses in chapters 4 and 5, US cities in a sample of MSAs5 are 

utilized as the unit of analysis. Only cities within MSAs are included in the sampled population 

because cities in an MSA are considered legally independent but economically interdependent. 

Cities in an MSA share a local market for public goods. Cities outside of an MSA are less 

economically interdependent to the extent they are not part of a local market for public goods. 

The data are taken from three sources: the 2007 Census of Government Finance, the 2007 

Economic Census, and the 2005-2009 American Community Survey.  

The MSAs in ten purposefully selected states were the subject of analysis. California, 

Delaware, Florida, Louisiana, Montana, North Carolina, Oklahoma, South Dakota, Tennessee, 

and Texas were chosen because they provide a wide range of population sizes, industrial bases, 

demographics, environmental endowments, and sales tax administration procedures. Census of 

government data from 2007 for all cities in the MSAs in these ten states were used to test the 

hypotheses.6 The resulting sample contains 2,299 cities from 115 MSAs. 

Institutional rules affect the behavior of actor’s within those institutions (North 1990). 

States vary in their laws and procedures governing sales tax administration and collection, and 

these “institutional rules” affect the behavior of actor’s within those institutions (North 1990). 

Depending on those state-level policies, a state’s sales tax may encourage interjurisdictional 

5 MSAs are defined as one or more contiguous counties containing a core urban area with a population of at least 
50,000 people. The urban core is adjacent to territories that are strongly linked to the core urban area economically 
and socially (Blair 1995). The strength of integration between an urban core and its surrounding jurisdictions is 
determined through commuting patterns (Blair 1995). 
6 Cities not incorporated in the 2000 census but listed in the 2007 Census of Governments were dropped from the 
sample.  
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competition. California and Texas, for example, were chosen because they represent states 

whose sales tax policies create optimum conditions where interjurisdictional competition is most 

likely to occur.  

Three institutional rules encourage competition in these two states: (1) all cities in these 

states collect a local sales tax, (2) state law sets a maximum rate for the local-level sales tax that 

effectively creates a uniform rate of taxation statewide, and (3) city sales tax revenue is 

generated from point of sale as opposed to point of residence. First, since all cities in both states 

collect a sales tax, all cities can benefit from an economic development strategy that focuses on 

increasing its sales tax base. While a city might not choose this route, the option remains.  

Second, California mandates a 1% sales tax in all cities (with a .25% local option for 

transportation), and Texas allows cities to have a 1% general purpose sales tax and up to another 

1% for various reasons. The full 2% addition to the state's 6-1/4% rate is utilized by most Texas 

local governments. The tax limitations instituted by both California and Texas result in nearly 

uniform local sales tax rates with no local discretion to increase the sales tax rate. When cities 

reach the maximum sales tax rate, any desire to increase sales tax revenue must come from 

increasing the sales tax base. A sales tax base increases as the number of retail outlets that 

facilitate taxable transactions increase. Thus, cities will attempt to increase sales tax revenue by 

attracting and retaining retail businesses (Lewis 2001).  

Third, sales tax collection is based on a point of sale methodology. Using a point of sale 

methodology means that sales tax collected from transactions goes to the city where the 

transaction took place. Purposeful increases in a sales tax base are completely internalized. In 

other words, when a city attracts a retail business to their city, none of the sales tax revenue spills 

over to neighboring jurisdictions. The internalization of sales tax revenue from retail business 
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location creates a zero-sum game for cities in economic development competition. Thus, 

competition over business location will be high as the sales tax benefits of that business location 

are internalized.  

 Since the sales tax policies in California and Texas possess all three provisions, these 

states provide optimum conditions to account for intense competition among cities over retail 

business location. Consequently, 49.2% of the sample is comprised of MSAs from these two 

states. 

Oklahoma, Louisiana, Florida, North Carolina, Tennessee, South Dakota, Delaware, and 

Montana represent states with sales tax administration and collection policies that limit 

interjurisdictional competition. These eight states possess a wide range of institutional rules that 

discourage interjurisdictional competition. Delaware and Montana, for example, do not allow 

their local governments to collect a sales tax. Thus, cities in Delaware and Montana are the least 

likely to display sales tax base competition behaviors.7  

Florida and North Carolina allow cities to collect revenue from sales tax, but city sales 

tax revenue is not generated solely from transactions within the city. Counties levy a sales tax, 

but then revenue is allocated among cities in the county based on their pro rata share of the 

population or taxable property values, with the residual amount of revenue going to the county. 

This sales tax administration procedure deters city governments from competing over business 

location because sales tax revenue is shared among cities based on population rather than the 

point of sale. This regional approach results in limited interjurisdictional competition for 

business location.  

7 In the US, 24% of the states (all smaller states) do not give local government’s access to sales taxes. The selection 
of two states for this study means that the sample mirrors the population of cities that do not levy a general sales tax.  
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Oklahoma and Louisiana represent states where the sales tax laws are similar to those in 

California and Texas with one exception--cities in Oklahoma and Louisiana set their own sales 

tax rate from a fairly wide range of possibilities. Cities have more flexibility to increase sales tax 

revenue by increasing rates rather than relying solely on increases in their sales tax base. As 

such, this discretion reduces the pressure on city leaders to increase the sales tax base and thus 

reduces interjurisdictional competition for new business investment. 

South Dakota has the broadest sales tax base in this sample, and includes services in 

addition to transactions on goods (Tax Foundation Staff 2011). A sales tax base this broad means 

that a wide range of industries in addition to retail sales will enable South Dakota cities to 

increase their sales tax base. Thus, competition over retail should not be as intense as it would be 

in cities in California and Texas. Interjurisdictional competition in Tennessee is limited because 

the sales tax levied by counties overrides any sales tax levied by cities in the county. Thus, as a 

whole cities in Tennessee cannot rely on sales tax revenue. 

There are a variety of reasons sales tax policies limit, deter, or eliminate sales tax base 

competition. Oklahoma, Louisiana, Florida, North Carolina, Tennessee, South Dakota, 

Delaware, and Montana provide a broad cross section of administrative and collection 

procedures that limit interjurisdictional sales tax base competition between cities.  

 

 

 

 

Cities in the 10 states are nearly evenly split between those that allow for optimum sales 

tax base competition (California and Texas,) and those where sales tax procedures limit sales tax 

Table 3.1 Sample Breakdown        
State TX CA DE MT SD LA FL NC OK TN Total 
MSA Cities 699 432 35 13 50 121 324 273 192 160 2299 
Percent of 
Sample 

30% 19% 2% 1% 2% 5% 14% 12% 8% 7%   
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base competition (Delaware, Florida, Louisiana, Montana, North Carolina, Oklahoma, South 

Dakota, and Tennessee). The sample is close to evenly divided between the two extremes, with 

49.2% of the sample in states that enable optimum competition for sales tax base and 50.8% of 

the sample in states that enable less than optimum competition.  

 

Discussion of Terms 

The theories posited in this dissertation are analyzed using spatial econometric 

techniques. While these estimation procedures share many similarities with more common 

techniques, the spatial aspects of the analysis adds analytical complexity. To lessen that 

complexity, a discussion of two terms is included: focal city and spatially lagged variables. 

These terms do not refer to a specific set or subset of observations from a sample. Instead these 

are terms employed to help understand the various coefficients in the regression estimates.  

 In spatial analysis, the attributes of a city are analyzed in conjunction with the attributes 

of its neighbors. Spatial estimation techniques allow researchers to see how the attributes of a 

city’s neighbors affect the city itself. In the context of spatial analysis, "focal city" refers to all 

non-spatially lagged outputs from a spatial regression. Focal city is used to identify the internal, 

non-neighboring, attributes of a city. Thus, the population of a focal city can be thought of as the 

internal population of cities in the sample.  

 In spatial analysis, the effect of neighboring cities on the focal city is taken into 

consideration. A spatially lagged variable is the average value of all neighboring cities. By 

accounting for the spatially lagged variable, a different set of questions can be posed and 

investigated. For example, does the spatial lag of a city’s population affect the (focal) city’s 

revenue collection? Again, the terms “focal city” and “spatially lagged variable” do not refer to 
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specific observations in a sample. All observations in spatial data analysis are simultaneously 

estimated as focal cities and neighboring cities. The important distinction is in how these two 

variables are estimated. One refers to the internal value of a variable (i.e. the focal city), and the 

other refers to the average value of a neighboring variable (the spatially lagged variable).  

 

Spatial Weighting 

Central to this study is a theory that articulates spatial dependence—a city’s economic 

development decisions are strategically made given the strategies of neighboring cities. To test 

spatial dependence, a spatial weights matrix [SWM] is employed that spatially relates cities to 

other cities in the sample. For this study, the SWM used is a distance-based inverse weights 

matrix [ID-SWM]. A city’s neighbors are classified as all cities within 100 km of the focal city. 

In addition, neighbors are row-standardized in this analysis meaning that each row element for 

each observations sums to one.8 Row standardizing creates proportional weights across 

observations with different numbers of neighbors, otherwise, cities with more neighbors will be 

weighted heavier in the analysis. 

Though all cities within 100 km of the focal city are considered neighbors, not all 

neighbors are weighted equally. An ID-SWM weights neighbors 1/(distance), which means that 

as distance from the focal city increases, a neighboring city is weighted less. Since proximity is 

often associated with a city’s perceived level of economic development competition (Geotz and 

Kayser 1993; Minkoff 2012), an ID-SWM weighting scheme fits the reality of economic 

development competition.  

8 This criterion allows each observation to have at least one neighbor. 
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 This weighting scheme allows for variables to be spatially lagged. Spatially lagged 

variables are the average value of neighboring cities that have been spatially weighted for a 

given variable. For example in Figure 3.1 Diagram 1, we have a hypothetical arrangement of 

cities around a focal city. While the focal city’s population is 9, the focal city has 8 neighbors 

each 10 miles away. The spatially lagged population for the focal city is the spatially weighted 

average of the neighbor’s populations (the average is 4). This means that the spatially lagged 

population is .4.  

Figure 3.1 Diagram 1 
      
5 4 3 

3 Focal City: 
Population 9 5 

5 3 4 
 

A more complex scenario is presented in Figure 3.2 Diagram 2. Assume that the first row 

contains cities 10 miles away, and the second row contains cities 20 miles away. The value of the 

spatial lag of population is the spatially weighted average of all cities 10 miles (.4) away plus the 

spatially weighted average of all cities 20 miles away (.35) for a total spatially lagged population 

of .75.  

Figure 3.2 Diagram 2 
          
8   7   6 
  5 4 3   

6 3 Focal City: 
Population 9 5 8 

  5 3 4   
8   6   7 
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When using spatially lagged variables in a regression, substantive interpretations of the 

effects of spatially lagged variables are possible, but beyond the scope of this particular 

dissertation. When spatially lagged variables are presented, they are used to indicate a variable's 

statistical significance and the direction of the relationship between the dependent variable and 

the spatially lagged dependent variable. By allowing for tests of relationship direction and 

statistical significance, hypotheses can be tested.    

 

Missing Data 

Any time a spatial pattern is present, complete data are needed or else the possibility of 

biased estimates increases with every missing observation. In addition, imputation methods 

allow for the inclusion of spatially lagged data in datasets with missing observations (LeSage and 

Pace 2004). While the imputed observations are of limited inferential value, imputation does 

allow for non-imputed values in an observation with missing data to be spatially lagged. Thus, 

information that is otherwise lost can be used to great effect. 

In chapter 4, a total of 86 missing observations were identified across all of the 

independent variables, or .12% of the observed independent variables. Because the dependent 

variables come from the economic census, a considerable amount of the observations are missing 

because the economic census only provides data for cities with a population of 2500 or more. 

There are 1712 missing values for the manufacturing location quotient [LQ], and 1208 for the 

retail LQ.9  

9 In the economic census, sometimes precise numbers are not given, but instead a range is provided in order to 
prevent divulging proprietary information. When a range was provide the median number was used, for the HHI 
median values were used and then proportional increased and decreased based on home much the HHI over or 
undervalued total employment. 
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In chapter 5, there are no missing dependent variable values. Out of the independent 

variables a total of 5.93% or 4229 observations are missing. However, the majority of these 

missing observations come from just three variables. There are 1712 missing values for the 

manufacturing LQ, 1208 for the Retail LQ, and 1220 for the HHI. Outside of this only 89 

variables or .14% are missing from the dataset. To overcome this issue, the imputation method 

MissForest is employed. The missing variables for both chapters were imputed at a single time 

creating one uniform dataset from which all variables were drawn.    

Though imputation methods based on Maximum Likelihood estimation (MLE) and 

Markov Chain Monte Carlo MCMC estimation exist for spatial data (LeSage and Pace 2004), 

these techniques are limited. MLE runs the risk of type 1 error from deflating standard errors by 

fitting the missing data through a given distributional assumption. MCMC estimation requires 

parametric assumptions that might not be present in the actual data. For this study, a relatively 

new imputation technique is used called MissForest. MissForest makes no parametric 

assumptions, can account for unspecified interactions and non-linear relationships, and 

outperforms other methods regardless of the number of missing values or the number of 

variables in a dataset (Stekoven and Buhlmann 2012). 

MissForest is an iterative process that utilizes random forests. A random forest is a 

random subset of variables chosen from a data frame used to create a prediction tree for a 

missing variable. Then, these random trees are combined to create a random forest. This random 

forest is then trained on observed data, and next the trained random forest is used to predict 

missing values. This process is iteratively looped until the new imputed dataset performs worse 

than the new imputed dataset based on a specified stopping criterion (Stekhoven and Buhlmann 

2012). This procedure was used to impute the missing independent variables.  
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However, this method requires a few adjustments in order to make it appropriate for the 

estimation of dependent variables from chapter four and the independent variables used in 

chapter five that have theoretical spatial autocorrelation. Since spatially lagged values of the 

dependent variables are required to correctly estimate a dependent variable with spatial 

dependence, these predictors must be included in the MissForest process. Yet, imputation of a 

missing dependent variables instantly changes the values of spatially lagged dependent variables, 

which then changes the imputation of the dependent variable, etc. I employed the following 

algorithm to overcome the issue of simultaneous estimation.  

1) Create dataset that includes spatially lagged independent variables, but does not 
include spatially lagged dependent variables. 

2) Run initial MissForest procedure on data from step 1. 

3) Use imputed data from step 2 (or step 5 if this is an iterated step) to calculate spatially 
lagged dependent variable. 

4) Merge spatially lagged dependent variable from step 3 to dataset from step 1. 

5) Run MissForest on dataset from step 4. 

6) Repeat steps 3 through 5 until stopping criteria is met. 

This procedure allows for spatially lagged dependent variables to enter into the 

imputation procedure. MissForest out performs other common methods (Stekhoven and 

Buhlmann 2012; Richards, Starr, Miller, Bloom, Butler, Brink and Crellin-Quick 2012). The Out 

of Bag [OOB] error estimates provide a good measure of imputation accuracy (Stekhoven and 

Buhlmann 2012) where values close to 0 indicate good performance and values close to 1 

indicate bad performance (Stekhoven 2011). The OOB for the IV imputation was .00201356 and 

the OOB for the DV’s (estimated at the same time) was 7.08e-08 indicating excellent 

performance for both imputations. 
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Specification Tests: Moran’s I 

Before any spatial analysis is employed, a Global Moran’s I test will be run to test for 

spatial autocorrelation. This statistic tells us whether a spatial pattern is observed in a variable. A 

Global Moran’s I statistic tests for spatial autocorrelation in a variable by testing its linear 

association with the variable’s spatial lag (i.e., the average neighboring value of a variable that is 

spatially weighted). Using the ID-SWM specified early, the Global Moran’s I statistic shows if 

there is a relationship between a city and the average of its neighboring cities for some variable. 

Four Global Moran’s I statistics are offered: the LQ for retail establishments, and the LQ for 

manufacturing establishments, Total Revenue and Per Capita Revenue.   

Table 3.2 Global Moran's I           
Chapter Four   Chapter Five 

                  
Retail LQ Manufacturing 

LQ 
  Total 

Revenue 
Per Capita Revenue 
(1000's) 

0.1939 *** 0.167 ***   0.2083 *** 0.1076 *** 
 

Table 3.2 presents the results of the Global Moran’s I test statistic. All four variables are 

statistically significant at a 99% confidence level.10 This indicates that there is indeed a spatial 

relationship in each of the key dependent variables. However, Moran’s I test statistics are not 

directly interpretable, instead they just indicate that there is a positive spatial relationship in each 

variable. 

While these findings indicate that there is a positive spatial relationship in each of these 

variables, the type of spatial relationship cannot be inferred because there is a lack of control 

variables to account for the various types of spatial autocorrelation. In addition, the significance 

10 Statistical significance is determined using the permutation method. The permutation method uses Monte Carlo 
simulations (100 draws in this study) against a null hypothesis of randomization to test for spatial patterns in a 
variable. 
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of Moran’s I test statistic indicates that autocorrelation is present and thus assumptions of the 

Ordinary Least Squares [OLS] model are violated. Spatial durbin models [SDM] are employed to 

account for various specifications of spatial autocorrelation. 

 

Spatial Durbin Models 

To test the central hypotheses of this dissertation, a statistical method is needed that 

allows for the values of neighboring cities to impact the focal city. To accomplish this goal, a 

SDM will be used. OLS estimation procedures require that the errors be independent and that 

there are no omitted variables. However, these assumptions are violated when the value of the 

dependent variable is spatially correlated with its neighbors. The SDM accounts for spatially 

lagged dependent variables allowing for efficient and unbiased estimation. In addition, the SDM 

allows for the estimation of spatially lagged independent variables.  In short, the effects that 

neighboring jurisdictions have on business location in another jurisdiction can be tested with the 

SDM model. 

 The SDM model is formally stated as follows:  

  𝑌𝑌 = 𝛽𝛽0 +  𝜌𝜌𝜌𝜌𝑌𝑌 + 𝑋𝑋𝛽𝛽 + 𝜌𝜌𝑋𝑋0𝛾𝛾 +  𝜀𝜀   

where Y is the dependent variable, 𝛽𝛽0 is the intercept, 𝜌𝜌 is the coefficient of the spatially lagged 

dependent variable (Y) weighted by a spatial weights matrix 𝜌𝜌, 𝛽𝛽 is the coefficient for the 

vector of independent variables (X), 𝛾𝛾 is a vector of the spatially lagged independent variables 

(𝑋𝑋0) weighted by a spatial weights matrix 𝜌𝜌, and 𝜀𝜀 Is the error term. A spatial weights matrix 

relates each city to its neighboring cities. While all cities are treated as neighbors in a spatial 

weights matrix, the strength of the relationship between cities decreases with increasing distance 
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from the focal city. The spatial weights matrix allows for efficient and unbiased estimates of the 

impact that neighboring cities have on the focal city.  

The SDM models presented in Chapters 4 and 5 are estimated using maximum likelihood 

estimation procedures to avoid inflation of standard errors from the correlation between 𝑌𝑌 and 

𝜌𝜌𝜌𝜌𝑌𝑌 (Lesage and Pace 2009). In addition, Bruesch-Pagan tests for heteroskedasticity indicated 

that heteroskedasticity was present in the estimated models presented in Chapters 4 and 5. 

Robust standard errors are used for all models across Chapters 4 and 5 in order to overcome the 

problem of heteroskedasticity. 

In chapter 4, two models are estimated for each dependent variable: SDM with state fixed 

effects, and SDM with a composite fixed effect (i.e., optimum competition). The state fixed 

effects are just dummy variables for each state with the baseline variable being Delaware (a state 

with no sales tax). The composite fixed effect is optimum competition, which is a dummy 

variable that is coded 1 if the city is in either Texas or California (i.e., states with optimum sales 

tax competition), and 0 otherwise. In chapter five only state fixed are estimated because the 

composite measures added no additional inferential power or insight.  

SDM with state fixed effects: 𝑌𝑌 = 𝛽𝛽0 +  𝜌𝜌𝜌𝜌𝑌𝑌 + 𝑋𝑋𝛽𝛽 + 𝜌𝜌𝑋𝑋0𝛾𝛾 +  𝛿𝛿 +  𝜀𝜀   
SDM with a composite fixed effect: 𝑌𝑌 = 𝛽𝛽0 +  𝜌𝜌𝜌𝜌𝑌𝑌 + 𝑋𝑋𝛽𝛽 + 𝜌𝜌𝑋𝑋0𝛾𝛾 + 𝛼𝛼 +  𝜀𝜀.  

 

Chapter References 

Blair, John P. 1995. Local economic development: Analysis and practice. Thousand Oaks, CA: 
Sage. 

Goetz, Edward G., and Terrence Kayser. 1993. Competition and cooperation in economic 
development: A study of the twin cities metropolitan area. Economic Development 
Quarterly 7 (1): 63-78. 

LeSage, James P., and R. Kelley Pace. 2004. Models for spatially dependent missing data. 
Journal of Real Estate Finance and Economics 29 (2): 233-54.  

60 



Lewis, Paul G. 2001. Retail politics: Local sales taxes and the fiscalization of land use. 
Economic Development Quarterly 15 (1): 21-35.  

Minkoff, Scott L. 2012. The proximate polity: Spatial context and political risk in local 
developmental goods provision. Urban Affairs Review 48 (3): 354-889. 

North, Douglass C. 1990. Institutions, institutional change and economic performance. 
Cambridge, U.K.: Cambridge University Press.  

Pace, R. Kelley, and J.P. LeSage. 2009. Introduction to spatial econometrics. Boca Raton, FL: 
Chapman & Hall/CRC.  

Richards, Joseph W., Dan L. Starr, Adam A. Miller, Joshua S. Bloom, Nathaniel R. Butler, 
Henrik Brink, and Arien Crellin-Quick. 2012. Construction of a calibrated probabilistic 
classification catalog: Application to 50k variable sources in the all-sky automated 
survey. The Astrophysical Journal Supplement Series 203 (2): 32.  

Stekhoven, Daniel J. 2011. “Using the MissForest package.” Swiss Federal Institute of 
Technology Zurich: Seminar for Statistics. May 13th, 2011. 
http://stat.ethz.ch/education/semesters/ss2013/ams/paper/missForest_1.2.pdf 

Stekhoven, Daniel J., and Peter Buhlmann. 2012. MissForest--non-parametric missing value 
imputation for mixed-type data. Bioinformatics (Oxford, England) 28 (1): 112-8. 

Tax Foundation Staff. 2011. A sales tax word of warning in Hawaii, New Mexico, South Dakota, 
and Wyoming. Tax Foundation. September 30th, 2011. 
http://taxfoundation.org/blog/sales-tax-word-warning-hawaii-new-mexico-south-dakota-
and-wyoming 

 

 

  

61 



CHAPTER 4 

MARKET DIFFERENTIATION AND THE ADOPTION OF ECONOMIC DEVELOPMENT 

STRATEGIES 

Introduction 

While previous research explores why local governments pursue economic development 

initiatives (Peterson 1981; Pagano and Bowman 1995; Geotz and Kayser 1993; Johnson and 

Neiman 2004; Minkoff 2012) and why they adopt various types of economic development 

incentives (Rubin and Rubin 1987; Hawkins and Andrew 2010; Zheng and Warner 2010; 

Warner and Zheng 2013; Stokan 2013), these studies have left unaddressed why local 

governments strategically pursue certain types of businesses.  

Previous research has argued that competition for business investment is intense and 

ubiquitous across local governments (Peterson 1981; Rubin 1988), resulting in the implicit 

assumption that as the provision of economic development incentives increases, competition for 

business investment increases. While reasonable, this assumption is flawed because it fails to 

acknowledge that local governments may pursue different types of businesses from those of their 

neighbors--and do so rationally.  

In this “race-to-the-bottom” construct of economic development, municipalities 

competing for the same business investment continually undercut each other by offering 

increasingly better incentives (i.e. tax breaks, public infrastructure support, etc.) (Oates and 

Schwab 1988). However, when a local government strategically targets business investment that 

is unlike that of their neighbors, the negative consequences of competition are dampened. When 

cities pursue different types of business, then there is no race, or at least, the runners have 

entered different races. 
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Do cities, knowing the economic development strategies of their neighboring cities, 

pursue similar types of businesses? Or do they strategically target different types of businesses as 

a way to avoid the negative consequences of competition? Although neighboring cities may 

aggressively pursue economic development initiatives, if each pursues a different type of 

business development, then direct competition is low. Aggressively pursuing businesses and 

competition are not intrinsically linked. The purpose of this study is to better understand when 

and why cities compete over similar business investment and when and why they don’t. The 

findings of this study fill an important gap in the field’s understanding of economic development 

practices. 

This chapter is organized as follows. First, the theoretical basis of the study is developed 

and hypotheses are generated. Second, operationalization of the variables is discussed. Third, the 

results are presented followed by a brief conclusion and summary of the findings.   

 

Theory 

Differentiation in Economic Development 

Politicians and bureaucrats are risk averse and prefer economic development strategies 

that reduce risk (Spindler and Forrester 1993; Mayhew 1974). In order to minimize the risk of 

failure and of alienating voters, politicians and bureaucrats default to an economic development 

strategy centered on attracting undifferentiated business investment—pursuing business 

investment similar to that of neighboring cities. 

An economic development strategy that focuses on attracting undifferentiated business 

investment—referred to as an undifferentiated development strategy [UDS]-- is a lower risk 

proposition than pursuing differentiated business investment—pursuit of business investment 
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different from that of neighboring cities. An UDS reduces risk to local government officials by 

(1) minimizing political fallout should the initiative fail to produce the promised benefits, (2) 

decreasing design and implementation costs of the strategy, and (3) maximizing chances of 

success in attracting new business investment. 

The first advantage of an UDS -- minimizing political fallout from opponents who 

contend that the initiative will yield few benefits -- obviates the threat of residents becoming 

disillusioned with their city. Residents evaluate their city’s performance by comparing it to the 

performance of neighboring cities (Shleifer 1985; Ladd 1992; Besley and Case 1992; Heyndels 

and Vuchelen 1998; Buettner 2001; Brueckner 1998; 2003). A city that pursues business 

investment substantially different from that of its neighbor’s business base (i.e., the composition 

of a city’s private sector) carries the risk of not only outright failure of its efforts but of 

underperformance relative to that of neighboring cities. By using an UDS, cities minimize the 

differences among their current business base and their neighbor’s business base. An UDS 

reduces the differences in relative performance among neighboring cities, which decreases the 

chance for negative political fallout.  

The second benefit of an UDS -- decreasing the costs of creating and implementing an 

economic development policy -- reduces the learning curve for the focal city. Previous studies 

have shown that a local government’s choice to offer a type of economic development incentive 

is linked to adoption of the same incentive by neighboring local governments (Anderson and 

Wassmer 1995; Betz et al. 2012). Such a strategy lowers the legal costs to design the policy and 

the cost of employing both in-house experts and consultants to implement it. By implementing 

an UDS, these costs are substantially reduced. 
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The third benefit of an UDS is that it increases the chances of success for the economic 

development initiative. Such initiatives operate in a highly uncertain environment where the 

strategies and outcomes are unknown (Ostrom and Ostrom 1971). By adopting an economic 

development strategy similar to a neighboring city, the chances of failure are reduced because 

the strategy’s success has been previously demonstrated. Furthermore, a city can use the 

previous experience and lessons acquired from their neighboring cities in order to modify the 

strategy, thereby increasing their chances of success (Berry and Berry 2007; Bland and Overton 

2014). 

In short, local government officials are risk averse and consequently prefer economic 

development policies that limit risk. An UDS will be the preferred strategy of local government 

officials because it limits negative citizen evaluations, minimizes design and creation costs, and 

maximizes the probability of success. Given the benefits of an UDS, the default policy 

preference of local governments will be an UDS.  Other things being equal, local governments 

pursue the same type of business investment as their geographic neighbors. This leads to the 

following testable hypothesis.  

H1: As business agglomeration in neighboring cities increases, business agglomeration 
 in the focal city increases.  

 
 

Differentiation 

While an UDS offers political advantages, it also carries economic baggage. When local 

governments adopt an UDS, product differentiation theory predicts that price competition among 

these local governments will be high. That is, contiguous cities with similar business bases will 

compete through incentives for new investment. This type of competition is costly to local 

government managers because it results in more incentives and lower tax rates. In fact, all else 
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being equal, local government managers would prefer to have a monopoly in their region on a 

business sector in order to maximize revenue (Brennan and Buchanan 1980). But city leaders’ 

aversion to taking risky initiatives trumps an analysis that suggests a strategy other than an UDS. 

Some cities do pursue business investment that is different from that of their neighbors--a 

differentiated development strategy [DDS]. A DDS enables local governments to limit 

competition by pursuing business investment with fewer competitors. What turns risk averse 

politicians into risk takers? How do cities overcome the barriers to adopting a DDS? 

A city will adopt a DDS when (1) the political risk of differentiation is minimized, (2) the 

costs for the differentiated strategy are low, and (3) the chances of success are high. These three 

conditions can be met when the city, as a whole, takes on the characteristics of a political 

entrepreneur. Traditionally, political entrepreneurs are bureaucrats or politicians that find 

unfulfilled public preferences and capitalize on latent demand for those preferences (Schneider 

and Teske 1992). These political entrepreneurs overcome collective action problems by bearing 

the costs associated with mobilization of an unorganized group whose preferences differ from 

the status quo (Schneider and Teske 1992). For this theory, no single political entrepreneur is 

needed. Instead, the role of the political entrepreneur is diffused throughout actors in the city 

government or interacting with the city. They form what will be referred to as an institutional 

entrepreneur in a public goods market.  

Institutional entrepreneurs play a key role in the establishment of a DDS: (1) they bear 

the risk associated with failure of the economic development initiative and (2) they identify and 

articulate an alternative strategy. First, they play an important role in bearing the initial risk 

associated with adopting a DDS. Institutional entrepreneurs, like political entrepreneurs, 

organize political coalitions in support of a DDS. By organizing a previously unformed coalition 
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in support of a DDS, initiating a DDS actually provides politicians an opportunity to reap 

political benefits and avoid political fallout.   

H2: As the focal city’s population enables the formation of political coalitions that can be 
used by political entrepreneurs, business agglomeration in the focal city will increase. 
 
Second, institutional entrepreneurs bear the costs of designing an alternative strategy to 

the UDS. By initially articulating, and eventually organizing, an alternative to the UDS, 

institutional entrepreneurs are able to decrease the costs of formulating an original strategy. By 

allowing lower level bureaucrats, chambers of commerce, or outside consultants to identify an 

alternative economic development strategy, city officials limit the design costs associated with 

formulating a new economic development strategy.  

Third, institutional entrepreneurs also increase the chances of success by being aware of 

the local market for public goods. A DDS is only successful when a public goods market is fairly 

undifferentiated. Otherwise there is no real benefit to differentiation. The success of a DDS is 

increased as more neighboring jurisdictions become undifferentiated because there is more likely 

to be a latent demand that a DDS can fill. Like a political entrepreneur that is sensitive to the 

latent demand of a citizenry, institutional entrepreneurs are sensitive to the latent demand of a 

public goods market. The discussion of an institutional entrepreneur leads to the following 

hypothesis: 

H3: As the focal city’s racial composition increasingly diverges from the MSA’s racial 
population, business agglomeration in the focal city will increase. 
 
Overall, the institutional entrepreneur is vital in the political calculation that determines 

whether a city uses a UDS or DDS. The ability of an institutional entrepreneur to bear political 

risk and mobilize a coalition minimizes the political fallout associated with a DDS. In addition, 

the institutional entrepreneur identifies an alternative economic development strategy and is 
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sensitive to the public goods market, which serves to decrease the costs of a DDS and increases 

the probability of a successful DDS. While it is certainly possible that one individual could do all 

of these tasks, it is not necessary for this theory. As long as each action is taken, the political 

benefits associated with an UDS are minimized, allowing the economic benefits of a DDS to 

gain significance.  

 

The Role of Benefits 

A negative DDS refers to the adoption of a DDS where the focal city ignores or outright 

avoids a business base other than that prescribed by the UDS. Economic development is not a 

costless endeavor. Local governments must make strategic choices about which businesses they 

pursue. Sometimes businesses are too costly to pursue because the incentives needed to attract 

them are too great (Feiock 2002). Other times “not-in-my-back-yard” [NIMBYism] syndrome 

makes the pursuit of a certain business base too politically costly (Fischel 2001). The decision to 

pursue a positive or negative DDS is a straightforward decision dependent on the relative costs 

and benefits of pursing a specific business base.  

When pursuing a specific business base, a positive DDS is adopted when there are 

benefits to city officials. City officials – either elected politicians or career bureaucrats -- have 

distinct motivations. Bureaucrats seek to maximize revenue while politicians maximize electoral 

benefits.  

For bureaucrats motivated by maximizing revenue, a city's revenue structure will 

determine the relative benefits of business relocation and the merit of adopting a positive DDS. 

For example, a city’s reliance on sales tax impacts the relative benefits of pursuing business 

investment that increases sales tax revenue. A city’s reliance on sales tax revenue increases the 
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benefits of pursuing retail investment, and decreases the benefits of pursuing manufacturing 

investment. Thus, when a city relies heavily on sales tax revenue, they will receive greater 

benefits from pursuing retail investment. 

Unlike bureaucrats that adopt a positive DDS to maximize revenue, politicians adopt a 

positive DDS in order to maximize electoral benefits. Specifically, politicians are concerned with 

increased employment (Clingermayer and Feiock 2001). When unemployment is high, the 

relative benefits of a business relocating to a city are high compared to a city with high 

employment because politicians gain electoral benefits by claiming credit for the job growth 

(Mayhew 1974). When a city has high employment, then benefits associated with business 

location for the purposes of job growth decrease.  

Though bureaucrats and politicians face different incentives, both are more likely to 

adopt a positive DDS when the relative benefits of pursuing a business base are higher. When the 

relative benefits are high, there is a greater incentive to bear the political risk, and the increased 

costs associated with a DDS. This leads to testable hypotheses. 

H4a: As a city’s revenue from a type of business investment increases, business 
agglomeration in that city will increase. 
 
H4b: As a city’s electoral benefits from a type of business investment increases, business 
agglomeration in that city will increase. 

 

The Role of Competition 

Cities adopt a negative DDS as the costs of pursuing specific types of business 

investment increase. Specifically, entry costs and competition costs incentivize adoption of a 

negative DDS.  
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Entry costs are monetary or non-monetary expenses that must be paid before a city can 

compete for a specific type of business investment. These costs prevent local governments from 

freely entering into the market for specific types of business investment. For example, cities 

occasionally must invest upfront in infrastructure before it can attract a certain type of business. 

Manufacturing industries sometimes require specialized public utilities. Entry costs will 

incentivize local governments to adopt a negative DDS.  

Competition costs are those costs associated with incentives used to lure business 

investment into a city. Costs from competition for business location will increase as more cities 

pursue the same types of businesses. Competition begets greater incentive use to attract a 

specific business base, which results in greater competition costs. As a city’s neighbors receive 

higher relative benefits from pursuing a certain business base, then competition costs will 

increase because that city is willing to pay more in order to attract that business base. This 

regional pattern incentivizes local governments to adopt a negative DDS rather than a UDS 

because the competition costs get too high.  

For example, assume there is a region where ten cities rely heavily on their sales tax 

revenue, and two cities rely on other revenue sources. The two cities that rely on other revenue 

sources are willing to pay far less to attract a retail business than the other ten cities because the 

two cities have alternative revenue streams. The competition costs, catalyzed by the ten cities 

that rely on sales tax, prices the other two cities out of the market.  

As more local governments adopt a UDS or pay the entry costs associated with a business 

base, the competition costs will increase—decreasing the relative benefits of an UDS. When the 

costs are too high, cities will pursue a negative DDS. This leads to the following testable 

hypothesis. 
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H5A: As the entry costs paid by the focal city increase, business agglomeration in that 
city will decrease. 
 
H5B: As the entry costs paid by neighboring cities increase, business agglomeration in 
the focal city will decrease. 
 
H6: As competition costs increase, business agglomeration in the focal city will decrease. 

 

 
Data and Analysis 

Dependent Variable 

The dependent variable is business agglomeration--the geographic clustering of similar 

businesses. This concept is operationalized as the location quotient [LQ] of retail employment 

and of manufacturing employment in each city, a common measure of business agglomeration in 

the economic geography literature. A location quotient is an index that measures the 

agglomeration of an industry in a city relative to the regional sorting of that industry. 

Specifically, a location quotient uses industry employment data to calculate the ratio of the share 

of the focal city’s employment comprised of a specific industry compared to the MSA’s share of 

an industry’s employment relative to total MSA employment.  

The LQ of industry i in geographic area j is calculated using the following formula: 

𝐿𝐿𝐿𝐿𝑖𝑖𝑖𝑖 = 
𝑋𝑋𝑖𝑖𝑖𝑖 𝑋𝑋𝑖𝑖∗⁄

𝑋𝑋∗𝑖𝑖 𝑋𝑋∗∗⁄  

where 𝑋𝑋𝑖𝑖𝑖𝑖 is the total number of full time employees in industry i  in geographic area j, 𝑋𝑋𝑖𝑖∗, is the 

total number of full time employees in industry i  in the smallest geographic area that contains all 

geographic areas in the sample *, 𝑋𝑋∗𝑖𝑖, is the total number of full time employees in all industries 

*  in geographic area j, 𝑋𝑋∗∗, is the total number of full time employees in all industries *  in the 

smallest geographic area that contains all geographic areas in the sample *. When a city’s LQ is 

greater than 1, then industry i is geographically clustered in area j.  
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The LQ measure requires employment data, which was collected from the 2007 

Economic Census.11 Sectoral employment is determined using the North American Industry 

Classification System [NAICS], which groups businesses with similar products or services into 

the same category. The classification is divided into NAICS codes with various levels of 

classification detail. Two digit NAICS codes are the broadest classification and group businesses 

by sector (i.e. manufacturing, retail, entertainment, etc.). Manufacturing and retail employment is 

designated as the two digit NAICS code in a city because this specification provides the most 

encompassing definition of industrial classification. 

Retail and manufacturing agglomeration are selected to test the hypotheses because each 

industry provides distinctly different benefits to city officials. Retail businesses are attractive 

when the goal of an economic development policy is increased sales tax revenue—a bureaucratic 

rationale for business development. Manufacturing businesses are beneficial when the goal is 

increased employment—a political rationale for business investment. 

Bureaucrats are motivated by low powered incentives and politicians are motivated by 

high powered incentives (Frant 1996). In the context of economic development, there are many 

different benefits to pursuing business investment. For the purposes of this study, however, the 

primary benefits for pursuing business investment are (1) increased city revenues and (2) 

increased employment. While both are beneficial to a city, they are each beneficial to a subset of 

decision makers. Since bureaucrats are modeled in this study as revenue maximizers 

(Assumption 2), bureaucrats are most likely to pursue businesses that can increase tax revenue. 

Retail employment is used to capture this motivation. In the right institutional environment, retail 

11 Employment data are only provided for cities with a population of 2,500 or greater, and the statistical technique 
used to analyze the data requires complete data on all cities for a geographical area. The method for addressing these 
missing observations is discussed in Chapter 3 
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sales allow for tax exportation, which greatly increases both the costs and benefits of retail 

business location.  

Politicians are motivated by electoral incentives, and increased employment from 

business investment allows them to claim credit for increases in job opportunities for residents 

(Mayhew 1974). Most retail businesses employ a small number of employees, minimizing the 

political benefits from that types of business development. On the other hand, manufacturing 

firms offer large amounts of long-term employment opportunities. Politicians play a key role in 

attracting these firms (Clingermayer and Feiock 2001), and gain the most electorally from the 

location of a manufacturing firm. But manufacturing firms offer little in the way of direct 

increases in revenue and thus are primarily attractive to politicians and not bureaucrats.  

This argument is not to suggest that politicians only pursue manufacturing firms and 

bureaucrats only pursue retail firms. It is only positing that manufacturing firms are more 

sensitive to the electoral calculations of politicians, and that retail firms are more sensitive to the 

revenue maximizing calculations of bureaucrats. By using the agglomeration of both 

manufacturing and retail sectors in a city, this study can account for the various motivations of 

city officials in adopting a DDS. 

 

Independent Variables 

Benefits 

The key independent variables in this study are the relative benefits, the entry costs, and 

the competition costs. The relative benefits are operationalized as a city’s reliance on sales tax 

for when the dependent variable is retail agglomeration and the unemployment rate when the 

dependent variable is manufacturing agglomeration. A city’s reliance on sales tax is the percent 
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of that city’s own source revenue that is sales tax revenue. The unemployment rate is the percent 

of a city’s population that is not employed between the ages of 20 and 64. 

  

Entry and Competition Costs 

Entry and competition costs determine the relative benefits of pursuing a differentiated 

business base. Entry costs are operationalized as the utility capital outlays in a city and 

competition costs are operationalized as the spatial lag of a city’s sales tax reliance, and the 

spatial lag of utility capital outlays in a city.  

Utility capital outlays are direct expenditures on buildings, grounds, the purchase of land, 

equipment and structures for government owned utilities (U.S. Census Bureau 2013), and is used 

to capture the entry costs associated with the location of manufacturing firms.  These firms 

require higher capacity utilities in order to meet the demand of high production and waste 

disposal. These industries require more costly utility infrastructure, which is reflected in higher 

utility capital outlays. This variable is logged in order to normalize the distribution.  

As cities increasingly depend on sales tax revenue, they are more willing to pay the entry 

costs associated with businesses that increase their sales tax base. Cities that rely more heavily 

on this revenue source are more likely to compete over businesses that allow local governments 

to exploit exported tax revenue. Conversely, cities that do not rely on sales tax revenue are less 

likely to pay the entry costs associated with pursuing a retail sales tax base. By spatially lagging 

a city’s reliance on sales tax, we are able to determine the average sales tax reliance of a city’s 

neighbors, which gives an approximation of competition costs. 
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Table 4.1 Variable Descriptions   

Variables Descriptions 
Dependent Variables   

  
Location Quotient (Retail Businesses) % of a city's total employment from retail businesses divided by 

% of a MSA's total employment from retail businesses 

  

Location Quotient (Manufacturing 
Businesses) 

% of a city's total employment from manufacturing businesses 
divided by % of a MSA's total employment from manufacturing 
businesses 

Political Entrepreneur Variables   
  Non-White Residents (%) % of total population that is not-white/Caucasian 
  Population Change (%) 2007 population divided by 2000 population 

  
City-MSA Racial Homogeneity Distance standard deviation of the city % non-white population 

minus MSA % non-white population 
Relative Benefits/Costs Variables   
  Unemployment Rate (%) % of city's population that is unemployed 
  Sales Tax Reliance (%) % of a city's total own source revenue that is sales tax 
  Utility Capital Outlays (log) The log of the expenditures on capital outlays 
Development Effort Variables   
  Total Highway Expenditures (log) The log of direct highway expenditures 
  Total Parks Expenditures (log) The log of direct parks and recreation expenditures 
Fiscal Policy Space Variables   
  Intergovernmental Revenue (%) % of total revenue from state and federal grants 
  City Area (log)   The log of a city's sq. mileage 
  Population (log)   The log of a city's population 
  Median Income (log)   The log of a city's median household income 
Agglomeration Force Variables   
  Education (%)   % of population with a Bachelor Degree or higher 
  Commute Time (log)   The log of the mean commute time to work 
Competition Variables   
  MSA Size   # of cities in an MSA 

  
Principal City   Dummy variable-1 if city is a principal city in their respective 

MSA, 0 otherwise 
  Optimum Competition   Dummy variable-1 if city is in Texas or California, 0 otherwise 
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Table 4.2 Data Sources and Hypotheses  

Variables Data Source Not LAG LAG 
Dependent Variables       

  
Location Quotient (Retail 
Businesses) 

EC     

  
Location Quotient (Manufacturing 
Businesses) 

EC     

Political Entrepreneur Variables       
  Non-White Residents (%) ACS + + 
  Population Change (%) CEN & COG + - 
  City-MSA Racial Homogeneity ACS + + 
Relative Benefits/Costs Variables       
  Unemployment Rate (%) ACS + + 
  Sales Tax Reliance (%) COG + - 
  Utility Capital Outlays (log) COG - - 
Development Effort Variables       
  Total Highway Expenditures (log) COG - + 
  Total Parks Expenditures (log) COG - + 
Fiscal Policy Space Variables       
  Intergovernmental Revenue (%) COG - + 
  City Area (log)   COG - + 
  Population (log)   COG - + 
  Median Income (log)   ACS + - 
Agglomeration Force Variables       
  Education (%)   ACS + + 
  Commute Time (log)   ACS + + 
Competition Variables       
  MSA Size   TIGER +   
  Principal City   ACS - - 
  Optimum Competition   TIGER +   
CEN-2000 Census    
EC-2007 Economic Census    
COG-2007 Census of Government-Finance    
ACS-2005-2009 American Community Survey    
TIGER-2007 Census Tiger Shapefiles    
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However, competition costs need to be operationalized differently when the dependent 

variable is the LQ of manufacturing employment because sales tax reliance will not intensify 

competition for manufacturing firms. Instead, the spatial lag of utility capital outlays (logged) is 

used to operationalize competition costs. As a city’s neighbors pay for utility capital outlays, it 

means that they have paid the entry costs in order to compete for various manufacturing firms. 

Thus, an increase in the average in utility capital outlays of a city’s neighbors means more 

competitors in a market.  

 

Institutional Entrepreneurs 

No direct operationalization of the presence of an institutional entrepreneur is available. 

In order to test for the presence of an institutional entrepreneur, we will use the homogeneity of a 

city’s population, population growth, and city-MSA racial homogeneity. Heterogeneous 

populations provide greater opportunities for political entrepreneurs (Schneider and Teske 1992). 

These divergent populations can be mobilized, which provides the political base of an 

institutional entrepreneur. This variable is operationalized as the percent of a city’s population 

that is non-white.  

In addition, the population change between 2000 and 2007 is included because pro-

growth and anti-growth politics play an important role in the emergence of a political 

entrepreneur. Growing communities make mobilizing citizens more likely due to the strain on 

city services caused by the population growth (Schneider and Teske 1992). Overall, a growing 

and/or a heterogeneous population provides institutional entrepreneurs opportunities to lessen the 

political costs of adopting a DDS, by mobilizing a supporting group of citizens.  
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The city-MSA racial homogeneity is operationalized as the difference between the 

standard deviation of a city’s percent non-white population and the percent non-white population 

of the MSA. This measure captures the deviation of a city’s population away from the regional 

population. A city with a population highly deviated from the regional population demographics 

is more likely to adopt a DDS. A city with a deviated population is less likely to have identical 

preferences to their neighbors, and thus the costs of deviating from an UDS economic 

development strategy will be lower. 

  

Development Efforts 

Development efforts of a city are also likely to affect how actively a city is able to pursue 

businesses. Specifically, the amount spent on economic development is likely to reflect an 

important concept -- the difference between median income voter’s public goods preferences and 

the actual public goods being provided. To account for this, direct expenditures on highways by 

a city will be included. Highway spending is fundamental to development, and has been used in 

other studies to represent development effort (Peterson 1981; Minkoff 2012).  

Large amounts of economic development spending is a sign that public goods are not 

being supplied at the level preferred by the median income voter. If the preferred level of 

services were being offered, there would be a minimal economic development effort put forth. 

Local governments increasingly pursue a business base when the preferences of their median 

income voters do not match the goods and services being offered. When local governments are 

severely underproviding goods and services to their median income voters, then local 

government officials will be unable to be picky when it comes to businesses they pursue. They 

really will take an indiscriminant/“shoot all that flies, claim all that falls” strategy (Rubin 1987). 
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But, as the distance between the preferences of the median income voter and local government 

good provision decreases, local governments will be increasingly more selective in the strategies 

they pursue. To normalize the distribution of this variable, it is logged. 

While pursuing a business base is important for cities, it is not the only route to 

increasing tax revenue. Cities can also pursue a differentiated resident base—the residential 

population that is dissimilar to the residential population of neighboring cities. Direct 

expenditures on Parks and Recreation capture a city’s attempt to differentiate itself from 

competing cities because a city’s parks help to create a distinctive identity for a city. The greater 

the spending on parks and recreation, the greater the attempts to pursue a differentiated resident 

base.  

By accounting for a city’s emphasis on a resident base, this study controls for an 

alternative economic development strategy that accomplishes the same thing that a differentiated 

business base would. By differentiating their resident base, the marginal benefits associated with 

a differentiated business base will be smaller. Thus, as parks and rec expenditures increase 

(implying an increased attempt to differentiate a city’s resident base), business agglomeration 

should decrease.  

 

Fiscal Policy Space 

Variables are included to control for the fiscal policy space of each city. Fiscal policy 

space refers to the exogenous parameters that affect the range of policy decisions city officials 

are able to make (Pagano and Hoene 2012; Hendrick and Crawford 2014). This concept is 

measured by the city’s population (logged), city size in square acres (logged), the percent of total 

revenue that comes from intergovernmental sources, and the household median income (logged). 
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These measures capture the exogenous constraints on the decision to adopt a UDS or DDS. 

Population size determines the relative number of people affected by development decisions. 

City size determines how much land the city is able to development. Percent of 

intergovernmental revenue captures a city’s dependence on outside funding. Finally, household 

median income captures the wealth and spending capacity of a city. A city with low household 

median incomes is more fiscally constrained compared to a city with high household median 

incomes. 

 

Agglomeration Forces 

To account for economic agglomeration forces, percent of a population with a bachelor’s 

degree or higher, and commute time will be included. Educational attainment allows the model 

to take into account the importance of labor market pooling while commute time allows the 

model to account for travel costs.  

Although a large number of factors that increase industrial agglomeration were discussed 

previously, many are not necessary for this particular study. First, proximity to inputs and natural 

resources is significant when businesses are choosing between MSAs or states but not when 

businesses are choosing among cities (Rosenthal and Strange 2001). Second, the categories of 

business investment selected--retail and manufacturing--are less reliant on technological leaps 

than other industries like businesses that supply technologies. Thus, accounting for labor market 

pooling and travel costs will be sufficient to capture within MSA agglomeration forces.  

 

Competition 

Given the role of competition in this study it is important to take into account variables 
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that either increase or decrease the competitive pressures placed on a city. Three variables are 

used to account for complications to competition: the number of cities in an MSA, whether the 

city is a principal city in the MSA, and whether the city is in a state that incentivizes optimum 

competition.  

Principal cities are cities at the core of an MSA with the largest population (over 10,000 

population), with a population between 50,000 and 250,000 and more workers commuting into 

the city than residents, or a city with a population between 10,000 and 50,000 where at least 1/3 

the population size of the largest city and the number of commuting workers exceeds the 

population. MSA’s can have multiple principal cities and face different problems than other 

cities in the MSA. Often principal cities are where the majority of residents are employed but not 

where they live. Principal cities often have a high service demand, and a weakened tax base 

because of the large number of commuters. Principal cities are more likely to lack a business 

base strategy that differs from the regional business base and in fact may actually set the standard 

for the regional business base due to the high commuter employment and visibility of the city. 

Thus, agglomeration is less likely to occur. 

Being next to a principal city creates unique challenges for cities. Specifically, a small 

city with a relatively small business base will have difficulty attracting businesses away from a 

prestigious principal city. Thus, if policy deviation does occur, it will likely be away from 

agglomeration because the principal city increases entry costs associated with competition. The 

size of an MSA is the number of cities in an MSA. It captures the number of potential 

interjurisdictional competitors. As the number of cities increase, the number of competitors 

increase. More competitors also give cities more opportunities for adopting a DDS through 

industrial specialization. 
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Optimum competition is operationalized as a dummy variable. It is coded as 1 if the city 

is in either Texas or California and 0 otherwise. Sales tax administration that creates optimal 

sales tax base competition requires (1) states to allow sales tax and have a near uniform adoption 

and sales tax rate, (2) states to limit means of alternative means of increasing sales tax revenue 

other than through increases in sales tax base, and (3) states to use a point of transaction means 

of distributing sales tax revenue in order to minimize free riding. Texas and California both have 

an institutional environment that create an ideal setting for competition over a sales tax base, 

while the other cities in the sample-- Delaware, Florida, Louisiana, Montana, North Carolina, 

Oklahoma, South Dakota, and Tennessee—prevent idealized competition over a sales tax base. 

 

Results 

Table 4.3 presents the descriptive statistics for the variables used in the analysis. Table 

4.4 presents the results of the analysis for Models 1 (state fixed effects) and 2 (no state fixed 

effects) using the LQ of retail employment as the dependent variable. Table 4.5 presents the 

results of the analysis for Models 3 (state fixed effects) and 4 (no state fixed effects) using the 

LQ of manufacturing employment as the dependent variables. Each table has two columns where 

the first column presents the coefficients of each variable and the second column presents the 

spatially lagged coefficients of the corresponding variable. Spatial Bruesch-Pagan tests indicated 

that heteroskedasticity was present in each model, so the significance of each variable is based 

on robust standard errors.  

 

Goodness of Fit and Model Selection Statistics 

Overall, all four models indicate excellent goodness of fit statistics. The likelihood ratio 
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[LR] statistic compares each model to a model using the intercept only. All four models have a 

statistically significant LR at a 99% confidence level. For each model the independent variables 

are jointly significant and add predictive power compared to a model with no independent 

variables.  

Table 4.3 Descriptive Statistics           
  Mean SD Median Min Max Range 
Location Quotient 
(Manufacturing)  2.84   1.22   3.20   0.10   8.24   8.14  
Location Quotient 
(Retail)  1.56   0.57   1.66   0.07   4.48   4.41  
Non-White 
Residents (%)  34   26   27   -     100   100  
Population Change 
(%)  23   66   7   (95)  1,179   1,275  
City-MSA Racial 
Homogeneity  18   14   16   -     73   73  
Unemployment Rate 
(%)  7   4   6   -     57   57  
Sales Tax Reliance 
(%)  13   15   10   -     100   100  
Utility Capital 
Outlays (log)  3,073   30,404   -     -     1,045,707   1,045,707  
Total Highway 
Expenditures (log)  4,313   18,663   378   -     587,440   587,440  
Total Parks 
Expenditures (log)  3,654   15,212   131   -     386,290   386,290  
MSA Size  58   58   34   1   203   202  
Intergovernmental 
Revenue (%)  13   16   8   -     100   100  
City Area (log)  39,360,771   112,230,031   11,790,597   42,051   2,265,279,368   2,265,237,000  
Population (log)  29,024   119,850   4,238   8   3,849,378   3,849,370  
Median Income 
(log)  53,992   27,586   46,936   6,250   250,000   243,750  
Principal City  0.11   0.32   -     -     1.00   1.00  
Education (%)  24   17   19   -     100   100  
Commute Time 
(log)  25   6   25   9   54   45  
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The Lagrange Multiplier test for residual autocorrelation checks for remaining spatial 

autocorrelation after the model is specified. Models 1 and 2 have statistically insignificant LM 

test statistics indicating that the models account for all spatial processes in the data. However, 

Models 3 and 4 do have a statistically significant LM test at a 95% confidence level, which 

indicates that models 3 and 4 do not account for all of the statistically significant spatial 

processes at work. However, Model 3 is significant at a 90% confidence level while Model 4 is 

significant at a 99% confidence level implying that the model with state level fixed effects 

explains more of the spatial processes present than the model without these fixed effects. The 

most probable explanation is that manufacturing agglomeration is highly dependent on regional 

characteristics and state level institutions. Since model 3 is the same as model 4 except that 

model 3 uses state fixed effects, it is likely that there are important state-level institutions not 

accounted for in model 4.  

Akaike information criterion [AIC] is an index that measures how good the model fits the 

data, but penalizes models for over parameterization. AIC indices can only compare models with 

the same dependent variable; therefore, AIC indices indicate whether model 1 or model 2 is a 

better model for the LQ of retail businesses, and whether model 3 or model 4 is a better fit for 

the LQ of manufacturing businesses. Model 1 has an AIC of 2461.2 and model 2 has an AIC of 

2455.7. This indicates that model 2 is a better model for the LQ of retail business, which is not 

surprising because none of the state fixed effects were statistically significant in model 1. Model 

3 has an AIC of 4702.4 and model 4 has an AIC of 4713 indicating that model 3 is best model 

explaining the LQ of Manufacturing businesses. Given the LM test of residual autocorrelation 

and the AIC index, model 2 and model 3 are the best fitting models, models 1 and 4 are included 

for comparison.  
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Furthermore, linear versions of all models were run and AIC indices were calculated (i.e. 

no spatially lagged dependent variable). For every model, the AIC index is smaller than the AIC 

index for the Linear Model only, which provides more statistical evidence that spatially lagging 

the dependent variable adds important explanatory power to the model.  

 

Individual Hypotheses  

First, the analysis supports hypothesis 1 that an increase in the spatial lag of retail and 

manufacturing agglomeration results in an increase in agglomeration in the focal city. Cities are 

more likely to pursue the same type of business agglomeration as their neighbors. As a city’s 

neighbors pursue more retail or manufacturing investment, the focal city is more likely to pursue 

increased retail and manufacturing investment. Conversely, as a city’s neighbors pursue less 

retail or manufacturing investment, the focal city is also less likely to pursue increased retail and 

manufacturing investment. A city’s development strategy is influenced by their neighbor’s 

development strategy, that is, it pursues an UDS.  

The analysis also strongly supports the role of institutional entrepreneurs in 

manufacturing agglomeration, but provides weak support for the role of institutional 

entrepreneurs in retail agglomeration. In Models 3 and 4, racial homogeneity, population change, 

and city-MSA homogeneity are all statistically significant in the predicted direction. A city with 

a racially heterogeneous and growing population has a greater likelihood of a political 

entrepreneur emerging (Schnieder and Teske 1992). These political entrepreneurs are able to 

bear the political risk of adopting a DDS, which results in increased manufacturing 

agglomeration. 
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Table 4.4 LQ (Retail Businesses)     
 Model 1 – State Fixed 

Effects  
Model 2 - Composite 

Fixed Effects 
      Spatial Lag       Spatial Lag 
                
Intercept -5.907         -5.924 *     
Non-White Residents (%) 0.000   0.007 **   0.000   0.006 ** 
Population Change (%) 0.023   -0.302 **   0.024 * -0.112   
City-MSA Racial Homogeneity 0.001   0.013 **   0.001   0.006   
Unemployment Rate (%) 0.003 ** -0.058 **   0.003 * -0.049 ** 
Sales Tax Reliance (%) 0.217 *** -0.773     0.047   0.995 ** 
Optimum Competition*Sales Tax Reliance           0.319 *** -3.044 ** 
MSA Size 0.000         0.000       
Education (%) -0.006 *** 0.010     -0.006 *** 0.004   
Commute Time (log) 0.421 *** 0.299     0.415 *** 0.088   
Median Income (log) -0.025   -0.050     -0.031   0.238   
Principal City -0.150 *** -0.460     -0.159 *** -0.482   
City Area (log) -0.076 *** 0.650 ***   -0.075 *** 0.445 *** 
Population (log) 0.017   -0.511 ***   0.017   -0.430 *** 
Total Highway Expenditures (log) -0.014 *** -0.084     -0.015 *** -0.068   
Total Parks Expenditures (log) -0.018 *** 0.107 *   -0.019 *** 0.118 ** 
Intergovernmental Revenue (%) -0.079   0.388     -0.106 ** 0.568   
Optimum Competition           0.476 **     
TX -0.059                 
LA -0.165                 
TN -0.141                 
CA 0.058                 
NC -0.084                 
OK -0.069                 
SD 0.037                 
FL -0.251 **               
MT -0.013                 
                    
Rho (Spatially Lagged DV) 0.566 ***       0.589 ***     
AIC 2461.2         2455.7       
AIC for LM only 2472.6         2469.8       
LM: Residual Autocorrelation 0.071         2.202       
LR: Model Significance 2317.4 ***       897.51 ***     
N 2299         2299       
* < 90%, ** < 95%, *** < 99% 
AIC-Akaike information criterion 
AIC for LM only- AIC statistic for a linear version of the model. 
LM: Residual Autocorrelation-Lagrange Multiplier test for Residual Autocorrelation 
LR: Model Significance-Likelihood ratio test comparing each model to a model with only an intercept 
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Table 4.5 LQ (Manufacturing Businesses)    
 Model 3 - State Fixed 

Effects  
Model 4 - Composite 

Fixed Effects 
      Spatial Lag       Spatial Lag 
                
Intercept 12.925 **       13.603 ***     
Non-White Residents (%) 0.008 *** -0.002     0.008 *** -0.008   
Population Change (%) 0.061 ** 0.100     0.062 ** 0.153   
City-MSA Racial Homogeneity 0.007 *** -0.002     0.006 *** -0.001   
Unemployment Rate (%) 0.000   0.009     0.001   -0.017   
Sales Tax Reliance (%) -0.366 *** 1.362     -0.385 *** 1.016   
Utility Capital Outlays (log) -0.007   -0.124 **   -0.008   -0.132 *** 
MSA Size 0.000         0.000       
Education (%) -0.011 *** 0.032 **   -0.011 *** 0.033 *** 
Commute Time (log) 0.159 ** -0.798     0.163 ** -1.091 * 
Median Income (log) 0.139 ** -1.096 *   0.139 ** -1.253 ** 
Principal City -0.624 *** 0.998     -0.619 *** 0.665   
City Area (log) -0.032   -0.069     -0.032 * 0.080   
Population (log) -0.258 *** 0.376 *   -0.261 *** 0.279   
Total Highway Expenditures (log) -0.028 *** 0.075     -0.027 *** 0.067   
Total Parks Expenditures (log) -0.054 *** -0.049     -0.053 *** 0.042   
Intergovernmental Revenue (%) 0.072   -2.536 **   0.100   0.219   
Optimum Competition           0.174 ***     
TX 0.160                 
LA 0.078                 
TN 0.531 ***               
CA 0.186                 
NC 0.215                 
OK 0.026                 
SD 0.351 *               
FL 0.337 *               
MT 0.337 *               
                    
Rho (Spatially Lagged DV) 0.894 ***       0.948 ***     
AIC 4702.4         4713       
AIC for LM only 4757.1         4807.5       
LM: Residual Autocorrelation 3.754 *       8.977 ***     
LR: Model Significance 2317.4 ***       891.46 ***     
N 2299         2299       
* < 90%, ** < 95%, *** < 99% 
AIC-Akaike information criterion                   
AIC for LM only- AIC statistic for a linear version of the model.         
LM: Residual Autocorrelation-Lagrange Multiplier test for Residual Autocorrelation   
LR: Model Significance-Likelihood ratio test comparing each model to an intercept-only model 

87 



Furthermore, an institutional entrepreneur must be aware of the tendencies of the regional 

market in order to take advantage of opportunities to differentiate (hypothesis 3). Divergent 

populations are more likely to have divergent preferences, which creates opportunities for 

differentiation. The analysis supports this claim and suggests that a city whose racial 

composition greatly diverges from the racial composition of the MSA, results in greater 

manufacturing agglomeration.  

Models 1 and 2 provide weak support for hypothesis 2 and do not support hypothesis 3. 

Racial homogeneity and city-MSA homogeneity are statistically insignificant across both 

models, while population change is only statistically significant in model 2 (the preferred 

model). Institutional entrepreneurs have a limited, if any, role in retail agglomeration.  

The analysis suggests that institutional entrepreneurs play an important role in 

manufacturing agglomeration, but not in retail agglomeration. Manufacturing agglomeration is 

more sensitive to the political milieu than retail agglomeration. Manufacturing investment can 

result in political fallout because the negative externalities associated with manufacturing (i.e. 

pollution) serve to mobilize angry citizens (Fischel 2001). Political support, therefore, plays an 

important role in pursuit of greater manufacturing investment. On average retail investment is 

associated with minimal citizen backlash, although there are anecdotal examples of citizens 

mobilizing against the location of a Walmart (Siegal 2013) or sex industries (Sharp 2004). These 

examples make up a small portion of total retail investment.  

Furthermore, the spatial lags of the institutional entrepreneur variables cannot be ignored. 

Only the spatial lag of racial heterogeneity is significant across model 1 and 2 and it is the only 

significant spatial lag of the institutional entrepreneur variables in the preferred model 

specification (i.e. model 2). The positive relationship indicates that retail agglomeration increases 

88 



when a city is surrounded by racially heterogeneous cities. One possible explanation is that as a 

city’s neighbors are more likely to have political entrepreneurs, the costs of adopting a DDS also 

go down. When a grouping of cities is prone to differentiation (as is the case in racial 

heterogeneous cities), then it is less politically costly to differentiate. This interpretation should 

be approached with caution given that none of the spatial lags of the institutional entrepreneur 

variables are statistically significant for manufacturing agglomeration.  

Turning to hypothesis 4a, all four models provide strong support that a city’s revenue 

structure influences business agglomeration. According to hypothesis 4a, as a city’s revenue 

increases from business location, business agglomeration will increase. A city’s reliance on sales 

tax impacts how important retail investment is to that city. Model 1 and 2 support this 

proposition. Model 1 indicates that sales tax reliance is statistically significant and positively 

related to retail agglomeration. Model 2 introduces an interaction term between sales tax reliance 

and a dummy variable for cities in states with optimum sales tax institutions, which is 

statistically significant and positive. The interaction term indicates that a city’s reliance on sales 

tax revenue is positively associated with retail business agglomeration when that city can only 

increase sales tax revenue through increases in their sales tax base as predicted by hypothesis 4a. 

Conversely, in cities where sales tax revenue can be increased through alternative means, a city’s 

reliance on sales tax does not affect retail agglomeration. The interaction term suggests that sales 

tax institutions play a key role in local government competition for retail business. 

Models 3 and 4 also support hypothesis 4a. Manufacturing agglomeration does not 

directly improve sales tax revenue and thus, cities reliant on sales tax revenue are less likely to 

pursue manufacturing investment. A city’s reliance on sales tax is statistically significant and is 

negatively associated with manufacturing agglomeration as predicted. Resources spent attracting 
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a manufacturing firm cannot be spent on attracting other types of businesses that could be crucial 

to the tax base of a city. 

Only limited evidence supports hypothesis 4b that electoral benefits affect a city's 

tendency toward business agglomeration. In Models 1 and 2, unemployment is statistically 

significant in the predicted direction, but in Models 3 and 4, unemployment is statistically 

insignificant. The theory predicted that larger unemployment rates would increase the relative 

benefits of retail and manufacturing location, and thus would be associated with an increase in 

agglomeration. But, the analysis indicates that unemployment is only related to retail 

agglomeration and not to manufacturing agglomeration. 

These findings are not surprising and do not directly contradict the proposed theory. 

Politicians gain electoral benefits through claiming credit or symbolic actions (Mayhew 1974). 

Credit claiming occurs in a quid pro quo type of transaction where a politician takes credit for a 

policy action that provides direct benefits to their constituency. Conversely, politicians can also 

gain electoral benefits by taking a symbolic stance that provides no direct benefits to voters. 

While a higher unemployment rate would give elected officials an opportunity to claim credit for 

job growth, a politician can still get the electoral benefits through symbolic action. Regardless of 

the actual demand or need for jobs, a politician reaps electoral benefits of symbolic pro job 

growth by attracting manufacturing firms. Politicians pursue real job growth when the symbolic 

benefits are low as in the case of retail agglomeration where it is difficult to take credit for job 

growth. Yet, when the symbolic benefits are high, as in the case of manufacturing agglomeration, 

real job growth is not required to gain electoral benefits.  

The analysis does not support hypothesis 5a that states as the entry costs paid in the focal 

city increase, business agglomeration in the focal city will decrease. Utility capital outlays in 
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models 3 and 4 are used to test this hypothesis and, in both models, utility capital outlays is 

statistically insignificant. This finding suggests that entry costs do not directly influence a local 

government’s decision to adopt a DDS.  

Models 3 and 4 both provide strong support for hypothesis 5b—as the entry costs paid by 

neighboring cities increase, business agglomeration in the focal city will decrease. The spatial 

lag of utility capital outlays is statistically significant in model 1 and model 2. The variable is 

negatively associated with manufacturing business agglomeration in the focal city as predicted 

by hypothesis 5b. When neighboring cities pay entry costs, the number of potential suitors for 

manufacturing investment increases. The result is an increase in competition costs for all cities 

pursuing the manufacturing investment. As neighboring cities pay the necessary entry costs, 

cities will be more inclined to pursue a negative DDS to minimize competition costs. 

There is mixed evidence supporting hypotheses 6 that as neighboring cities pay more in 

entry costs, business agglomeration in the focal city will decrease. In order to test this 

hypothesis, the spatial lag of a city’s reliance on sales tax revenue is used in model 1 and 2, 

while the spatial lag of utility capital outlays is used in models 3 and 4. Model 1 does not support 

hypothesis 6 because the spatial lag of the percent of a city’s own source revenue from sales tax 

is statistically insignificant. However, the results of model 2 (the preferred model) support 

hypothesis 6.  

Model 2 introduces an interaction term between a city’s reliance on sales tax and its 

location in a state with policies that optimize sales tax competition. The spatial lag of a city’s 

reliance on sales tax revenue is statistically significant and positively associated with retail 

agglomeration. This indicates that cities in states where sales tax competition is less than 

optimum are positively affected by their neighbor’s reliance on sales tax revenue. But, the 
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interaction of cities in optimum states with sales tax competition and the spatial lag a city’s 

reliance on sales tax revenue is statistically significant and negatively associated with retail 

agglomeration. The interaction term suggests that as a city’s neighbors increasingly rely on sales 

tax, agglomeration of retail business will decrease in cities where sales tax base competition is 

optimum. Competition over retail business location is more intense when many cities rely on 

sales tax. The competition costs of pursuing these businesses increases as competition increases 

because cities are willing to pay more to attract businesses. Competition costs incentivize cities 

to adopt a negative DDS as predicted by hypothesis 6. 

 

Control Variables 

A discussion of the control variables merits inclusion. Both agglomeration force 

measures -- education and mean commute time -- are statistically significant. Education is 

negatively associated with retail and manufacturing agglomeration indicating that both retail and 

manufacturing businesses agglomerate where the labor force is undereducated, which is 

consistent with labor market pooling theory. Mean commute time is positively associated with 

retail and manufacturing agglomeration, which is consistent with the effects of travel costs on 

agglomeration. When travel costs are low (hence the larger mean commute time) cities are more 

likely to specialize their business base through agglomeration.  

The spatial lag of education warrants discussion. The spatial lag of the agglomeration 

forces is statistically insignificant in models 1 and 2, but in models 3 and 4 the spatial lag of 

education is statistically significant. In other words, the spatial lag of education is positively 

associated with manufacturing agglomeration. Labor market pooling would suggest that if a 
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neighbor’s labor pool affected the focal city’s agglomeration, then the relationship would be 

negate giving the agglomerated businesses a larger labor market from which to pull.  

However, the positive relationship is easily explained when accounting for institutional 

entrepreneurship. As a city’s education decreases a greater proportion of the population benefits 

from manufacturing firm location. Therefore, any manufacturing business location will provide 

greater electoral benefits for politicians. Similarly, as a city’s neighbors are more educated, 

politicians are less likely to gain electoral benefits from manufacturing investment. As your 

neighbors receive lower electoral benefits, they are less likely to pursue manufacturing business, 

which lowers competition costs. Overall, the significance of the spatial lag of education can be 

attributed to education’s role in decreasing competition costs for manufacturing agglomeration. 

Both development effort variables, total highway expenditures and total parks 

expenditures, were significant across all four models in the predicted direction. Cities with high 

development and parks expenditures were less likely to have retail or business agglomeration 

suggesting that development effort also resulted in a more indiscriminant, or less picky, 

economic development strategy.  

The fiscal policy space variables offer mixed findings. Household median income and the 

spatial lag of household median income are only statistically significant in models 3 and 4. As 

median income, increases manufacturing agglomeration increases and retail agglomeration is 

unaffected. Furthermore, the spatial lag of household median income is negatively related to 

manufacturing agglomeration implying that household median income plays an important role in 

the ability of a city to attract manufacturing investment and the ability of neighboring cities to 

attract manufacturing investment away from other cities.  
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Strong evidence suggests that city area is negatively associated with retail agglomeration 

while the spatial lag of city area is positively associated with retail agglomeration. The larger a 

city the more businesses can actually locate in the city, which means cities with lots of land area 

do not have to be as picky about businesses that locate in its borders. However, being in a region 

where cities are indiscriminant about the types of business that locate within their borders creates 

opportunities for cities to differentiate, which explains why agglomeration increases as 

neighboring city size increases. In addition, mixed evidence suggests that city area is negative 

associated with manufacturing agglomeration. However, model 3 the preferred model, indicates 

that there is no relationship between city size and manufacturing agglomeration and is the 

preferred interpretation of this study. 

The spatial lag of population is negatively associated with retail agglomeration. Larger 

neighboring populations result in higher retail agglomeration due to the potential of the focal city 

to export some of its sales tax burden. However, a simple explanation is neighboring cities with 

higher populations have more resources and thus are able to attract retail businesses easier. 

Population is negatively associated with manufacturing agglomeration while mixed evidence 

suggests that the spatial lag is positively related to manufacturing agglomeration. One 

explanation is employees in manufacturing plants do not like to live in those cities and live in 

neighboring jurisdictions. The negative externalities associated with manufacturing, such as 

pollution, incentivize populations to mobilize against manufacturing location.  

The variables capturing competition provide interesting insights. The number of cities in 

an MSA showed no relationship with agglomeration across all four models. However, the 

dummy variable, optimum competition was positively related to both retail and manufacturing 

agglomeration. Cities in states with optimum competition setting actually increased the 
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likelihood of agglomeration, even in manufacturing firms. This finding suggests that competition 

forces cities to pursue businesses strategically--resulting in a greater tendency towards retail and 

manufacturing agglomeration. Finally, a city’s status as a principal city has a consistent impact 

on agglomeration across all four models. When a city is a principal city, it is associated with a 

smaller retail or manufacturing agglomeration. While principal cities do have higher visibility, 

they are generally regional employment centers and thus, are associated with a wide range of 

services. Thus, a principal city compared to other cities is associated with a smaller retail 

agglomeration because principal cities have many types of employers, which dilutes the relative 

concentration of retail and manufacturing businesses.     

 

Limitations 

There is one potential limitation with this research design: inference and results derived 

from spatial regression are dependent on the unit of analysis chosen. This is called the modifiable 

aerial unit problem (MUAP). The MUAP argues that a positive spatial correlation could in fact 

be the result of a single agglomeration that occurred across administrative boundaries. Cities 

have the autonomy, authority, and influence to affect business location decisions more than any 

other level of government. While this study proceeds confidently that cities are the correct unit of 

analysis, inference regarding the degree to which competition is present will be approached 

cautiously. 

 

Conclusions 

In general, the analysis corroborates the theory presented in this paper. Four conclusions 

are drawn from this study. First, evidence shows that cities do adopt a UDS. A city’s economic 
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development strategy is influenced by the economic development strategies adopted by its 

neighbors. Cities pursue the same businesses as their neighbors. This finding was robust across 

all four models at a high level of significance.  

 Second, institutional entrepreneurship plays an important role in manufacturing 

agglomeration but not in retail agglomeration. Manufacturing agglomeration is more sensitive to 

the needs of politicians. Institutional entrepreneurs are needed to mobilize a political coalition in 

support of manufacturing investment in order to overcome the political fallout associated with 

manufacturing location.  

Third, business location is influenced by fairly straightforward revenue maximizing 

behavior. A city’s revenue structure influences the type of business it pursues. Cities that rely on 

sales tax are more inclined to adopt a positive DDS in favor of retail investment and a negative 

DDS that avoids manufacturing investment. Unlike the relationship between business location 

and revenue structure, the analysis suggests a complex relationship between electoral benefits 

and business agglomeration. Specifically, politicians are looking to maximize their electoral 

benefits, and do this through either credit claiming opportunities or symbolic action. 

Manufacturing investment is politically popular and provides electoral benefits even if no real 

employment growth occurs (Buss 2001; Peterson 1981). However, retail investment does not 

have the same symbolic strength as manufacturing investment because retail jobs are generally 

low paying and short term compared to manufacturing jobs. For retail investment to have the 

same electoral benefits as manufacturing investment, retail investment must fill an actual 

employment need in the city so that politicians can claim credit for job opportunities.  

Forth, competition costs incentivize adoption of a negative DDS. As neighboring cities 

rely more heavily on sales taxes, competition costs increase for retail agglomeration, making 
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adoption of an UDS less beneficial. In addition, as more cities pay the entry costs associated with 

manufacturing investment, the competition for manufacturing investment decreases because 

adoption of an UDS provides fewer benefits and is more costly. Overall, competition costs 

appeared to play an important role in a city’s decision to adopt a negative UDS.  

When do cities’ economic development efforts target similar types of business, and when 

do they strategically target different types of businesses? Overall, the results suggest that city 

officials are primarily risk averse and want to limit potential fallout when adopting an economic 

development strategy. Political costs incentivize city official to adopt an UDS and pursue the 

same businesses as their neighbors. Competition and entry costs end up pricing a local 

government out of certain industries, resulting in some cities adopting a negative DDS. However, 

benefits derived from a city’s revenue structure do influence a city toward adopting a positive 

DDS in certain circumstances. The benefits to a politician are difficult to measure and the direct 

benefits of increased employment were shown to be important only when the symbolic benefits 

were low.  

In conclusion, the choice a city makes to adopt a UDS is driven primary by risk aversion. 

The choice to pursue a DDS is driven by institutional entrepreneurs in highly political 

environments. In addition, the type of DDS (i.e. negative or positive) is motivated by 

competition costs, political benefits, and a city’s revenue structure.  

The next chapter explores the effect of differentiation on key financial outcomes in a city. 

Specifically, the next chapter asks how business base differentiation and residential base 

differentiation affect overall expenditures in a city and its share of metropolitan expenditures. 

While the current chapter explored the nature of the business base differentiation process, the 

next chapter will look at the larger effects of differentiation.   
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CHAPTER 5 

THE DETERMINANTS OF LOCAL GOVERNMENT COMPETITION 

Introduction 

Local governments do not operate in a vacuum. Instead, they are part of a complex 

“polycentric” system of governments where politically autonomous and self-ruled cities 

collaborate, outsource, and compete with one another (Ostrom, Tiebout, and Warren, 1961). 

Scholars have debated about the efficacy of polycentricism in limiting government size. On the 

one hand, proponents of polycentricism argue that multiple local governments competing over 

taxable wealth (i.e., interjurisdictional competition) more effectively holds local governments 

accountable to the preferences of their citizens (Tiebout 1956; Ostrom et al. 1961), and more 

effectively attracts and retains taxable wealth, thereby constraining revenue collections 

(Buchanan 1971; Brennan and Buchanan 1980; Schneider 1989; Craw 2008).  

On the other hand, critics claim that the theoretical assumptions made by polycentrists are 

unrealistic (Orbell and Uno 1976; Lyons and Lowery 1989; John, Dowding, and Biggs 1995), 

that total tax liability actually increases with an increase in the number of local governments 

(Berry 2008; Hendrick, Jimenez, and Lal 2011), and that large non-overlapping governments are 

cheaper, more democratic, and less wasteful than fragmented, polycentric forms of government 

(Carr and Feiock 2004). 

Central to this debate is whether interjursidictional competition effectively limits the 

monopoly power of city governments. Proponents of polycentricism argue that a local market for 

public goods exists where citizens move to a city that best matches their preferences for public 

goods (Tiebout 1956; Schneider 1989). Interjursdictional competition for taxable wealth 

minimizes the ability of local governments to exercise monopolistic tendencies, particularly their 
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ability to unilaterally increase expenditures and revenues (Brennan and Buchanan 1980; Craw 

2008).  

While this theory is highly intuitive and appealing from a policy standpoint, the empirical 

literature both confirms (Zax 1989; Forbes and Zampelli 1989; Oates 1985; Schneider 1989; 

Stephens and Wikstrom 2000; Carr and Feiock 2004; Craw 2008) and refutes (Epple and 

Zelenitz 1981; Lowery and Lyons 1989; Berry 2008; Hendrick, Jimenez, and Lal 2011) this 

perspective, calling into question the efficacy of interjurisdictional competition and the existence 

of a local market for public goods (Lowery and Lyons 1989). Excellent work has been done 

examining the impact of interjurisdictional competition on government size (see Schneider 1989 

and Craw 2008), but the conceptualization and operationalization of competition lacks the 

necessary complexity to fully capture the determinants of competition, which partially explains 

the divergent findings.  

The degree of competition in a market (i.e. the market’s structure), is a function of more 

than just the number of competitors. In reality, it depends on the degree of product 

differentiation, barriers to entry, potential collusion, and each firm’s market share. This study (1) 

explicates the dimensions of interjurisdictional competition that limit the size of government, (2) 

provides a framework for evaluating the competitiveness of a local market for public goods, and 

(3) explores the spatial context of interjursdictional competition. Particular attention is given to 

the degree to which a city's consumer base12 is differentiated from that of neighboring cities.  

12 A consumer base refers to the residential population and businesses located within a city from which taxable 
revenue is ultimately generated. While taxable assets and consumption are associated with increases in a city’s 
revenue, studying a city’s consumer base is more appropriate for this study because businesses and residents bring 
the taxable assets with them and conduct the activities that are ultimately taxed. While taxable assets and 
consumption are associated with resident and business location, it is the resident or business that chooses the city in 
which it locates, not the taxable asset or activity.  
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By exploring the spatial context and multi-dimensionality of competition in a local 

market for public goods, an important gap in our understanding of interjurisdictional competition 

is addressed. This study aims to provide a more complete answer to how interjurisdicitional 

competition and tax base differentiation impact a city’s revenue collection. Using census data 

from 2007, a test of the dimensions of competition on city governments reveals that many 

previously unaccounted determinants of competition and some types of tax base differentiation 

play an important role in limiting a city’s revenue collection.  

The chapter proceeds as follows. First, the empirical literature on local government 

competition is reviewed. Then, a theoretical framework is proposed for evaluating the degree of 

competition in an MSA. Next, the research design is explained. Afterward, the results of the 

statistical analysis are presented and followed by a brief summary of the findings and a few 

conclusions. 

 

Theory 

Prior Research on Interjurisdictional Competition 

Interjurisdicitional competition prevents city governments from gaining a monopoly and 

maximizing revenue (Brennan and Buchanan 1980). Yet, imperfect competition allows local 

governments to set tax rates at a higher level than would be tolerated in a more perfectly 

competitive marketplace (Hindricks and Myles 2006). In a private market, there are many 

confounding factors that perpetuate imperfect competition—few producers, few consumers, high 

entry costs, low consumer information about alternatives, and transaction costs to name a few.  

 While the determinants of imperfect competition in a private market are well known, few 

attempts have been made to synthesize these into a comprehensive theoretical framework 
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explaining the structure of local markets for public goods. This study fills that gap by 

establishing a theoretical framework to evaluate the market structure for locally produced public 

goods and the effects of the market’s structure on revenue collection. 

A city’s revenue collections, the amount of own source revenue it acquires within a year, 

is modeled as a function of consumer base differentiation, contestability, concentration, 

collusion, consumer base diversification, fiscal policy space, the spatial lag of the amount of 

revenue collected, and the spatial lag of all the independent variables.  

𝑌𝑌𝑖𝑖  =  𝛼𝛼 +  𝜋𝜋𝑖𝑖  +  Ω𝑖𝑖  +  𝜔𝜔𝑖𝑖  + 𝜓𝜓𝑖𝑖 + 𝛷𝛷𝑖𝑖  +  𝜉𝜉𝑖𝑖  +  𝛿𝛿𝑖𝑖  + 𝜔𝜔𝑖𝑖 +  𝜌𝜌𝜌𝜌𝑌𝑌𝑖𝑖 + 𝜌𝜌𝜋𝜋𝑖𝑖  +  𝜌𝜌Ω𝑖𝑖  +  𝜌𝜌𝜔𝜔𝑖𝑖  

+  𝜌𝜌𝜓𝜓𝑖𝑖 +  𝜌𝜌𝛷𝛷𝑖𝑖  +  𝜌𝜌𝜉𝜉𝑖𝑖  +  𝜌𝜌𝛿𝛿𝑖𝑖 +  𝜀𝜀 

Consumer base differentiation (𝜋𝜋𝑖𝑖) refers to the degree of similarity between a city’s 

consumer base and the consumer base of the Metropolitan Statistical Area [MSA] in which the 

city is located. Contestability (Ω𝑖𝑖), concentration (𝜓𝜓𝑖𝑖), and collusion (𝛷𝛷𝑖𝑖) are dimensions of a 

market that determine the degree of price competition in a market. Unlike consumer base 

differentiation, consumer base diversification (𝜉𝜉𝑖𝑖)refers to the internal diversity of a city's 

economy in terms of both its resident and business bases.  A city’s fiscal policy space (𝛿𝛿𝑖𝑖) refers 

to the endogenous factors that affect policy decisions of city officials. The spatial lag of the 

dependent (𝜌𝜌𝜌𝜌𝑌𝑌𝑖𝑖) and independent variables (𝜌𝜌𝜋𝜋𝑖𝑖 ,𝜌𝜌Ω𝑖𝑖,𝜌𝜌𝜔𝜔𝑖𝑖,𝜌𝜌𝜓𝜓𝑖𝑖 ,𝜌𝜌𝛷𝛷𝑖𝑖,𝜌𝜌𝜉𝜉𝑖𝑖 ,𝑎𝑎𝑎𝑎𝑎𝑎 𝜌𝜌𝛿𝛿𝑖𝑖) 

capture the metropolitan context of these concepts. The following section elaborates on each of 

these concepts.  

 

Product Differentiation 

Product differentiation theory explains how private firms compete for market share by 

making their product a variant of their competitors' products. When this theory is applied to 
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cities, it can explain how local governments capture a share of the regional tax base. As a 

production strategy, product differentiation is employed by private firms in order to maximize 

profits. Firms produce products that have varying degrees of similarity to those produced by their 

competitors. The degree to which products act as perfect substitutes determines the degree of 

differentiation (Beath and Katsoulacos 1991). The closer the products are to becoming perfect 

substitutes, the more undifferentiated the products.  

 However, as a firm produces a product that differs increasingly from that of its 

competitors, it is producing a differentiated product. Consumers in a differentiated product 

market choose among competing producers based on their individual preferences rather than 

solely on price differences. Differentiated products are not perfect substitutes for each other 

although they do satisfy similar baseline needs. 

 Producing differentiated or undifferentiated products is driven by profit maximizing 

motives, and affects a firm’s price competition and market share. Price competition refers to the 

elasticity of demand for a firm’s product when a competing firm lowers or raises the price of its 

product. Undifferentiated product markets result in higher levels of price competition. 

Similarities in characteristics and quality allow an informed consumer to easily substitute one 

undifferentiated good for another. Thus, in an undifferentiated product market, customers make 

their purchase based on the lowest price.  

In a differentiated product market, firms have limited monopoly power over a subset of 

consumers, resulting in imperfect competition. Firms are no longer competing with other firms 

over a uniform preference among consumers. Instead these firms are trying to capture a niche 

market. The more differentiated a product, the less sensitive a firm is to price changes by 

competing firms, and conversely the less impact one’s firm has on competing firms. By 
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differentiating their product, a firm lowers the amount of price competition it faces in the market 

and increases the amount of control it has over the price of their product. 

Applying these principles to a public goods market provides a theoretical framework for 

understanding interjurisdictional competition. A public goods market is composed of private 

firms (a business base) and households (a resident base). Cities compete to attract private firms 

and households to locate within their city (Schneider 1989). Both of these bases form the 

foundation for revenue collection by a city. Businesses provide employment and sell goods that 

can be taxed while residents pay a variety of taxes including property taxes, utility fees, and sales 

taxes on their purchases. By successfully attracting residential and business bases to locate 

within their jurisdiction, local governments can then tax this base and subsequently increase 

revenues. 

According to product differentiation theory, a city will behave like a monopoly when its 

resident and business base are highly differentiated compared to the geographic region in which 

it is located. A differentiated consumer base indicates that a city is providing a bundle of public 

goods that attracts a niche consumer base, but may not necessarily appeal to the average 

consumer in a larger geographic region. This niche, or differentiated resident and business base, 

makes the city's consumer base less sensitive to competition and allows the city to raise taxes 

higher than otherwise if it were in a more undifferentiated market.  

Conversely, when a city has an undifferentiated consumer base, it is more sensitive to 

competition. Cities with similar consumer bases must compete to attract and retain their resident 

and business base to a greater degree than those with a niche consumer bases. When multiple 

cities have equally appealing bundles of public goods, then tax collection will be weighed more 

heavily by consumers making location decisions. In short, if a city has differentiated resident and 
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business bases, the result will be lower price competition and higher own source revenues.  The 

following hypotheses are generated from this theoretical proposition: 

H1: As the resident base differentiation increases, own source revenue will increase. 
 
H2: As the business base differentiation increases, own source revenue will increase. 

 
 
Determinants of Competition 

In addition to differentiation, a variety of factors affect the structure of a market and the 

subsequent degree of competition in a local market for public goods. In a private market, 

competition is a function of three dimensions: contestability, concentration, and collusion 

(Hindricks and Myles 2006). The logic behind these three dimensions can be extended to a local 

market for public goods. 

First, contestability refers to the ability of rival producers to freely enter a market. Entry 

barriers play a key role in the degree of competition that exists in a local market for public 

goods. Entry barriers reduce interjurisdictional competition, enabling a city to increase revenue 

yields above what otherwise would be possible.  

In a local public goods market, entry barriers can be either economic or political. 

Economic barriers are those that directly affect the cost of competition over a tax base. 

Competition costs are associated with financing incentives used to entice businesses and citizens 

to locate within a city’s border. As competition becomes fiercer, the costs associated with 

entering a market increase and naturally create a barrier for local government competition. Entry 

barriers allow cities to exercise monopoly power over their business and residential bases.  

Political barriers prevent a local government from effectively entering a market because 

of the electoral costs to politicians. Political barriers are strong deterrents for local government 

politicians who want to be reelected (Mayhew 1974). For example, sex businesses or polluters 
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require that local government officials sacrifice votes in the next election in order to allow the 

business to locate within their jurisdiction (Sharp 2004; Fischel 2001). Sex businesses and 

manufacturing plants that give off pollution are profitable and increase local revenue, but they 

are not always pursued because of the negative electoral consequences caused by externalities 

from these businesses. Contestability in a local market for public goods leads to the following 

hypotheses:  

H3: As economic barriers to entry increase, own source revenue will increase. 
 
H4: As political barriers to entry increase, own source revenue will increase. 

Second, concentration refers to the number of competitors in a market. Multiple 

producers in a market increases price competition, while few producers result in less 

competition. In a public goods market, the effects of concentration do not differ from that of a 

private market.  As the number of cities in an MSA increases, the public goods market has more 

producers giving residents and businesses more choices and thereby increasing price competition 

among cities.  

Besides the raw number of competitors in a market, an important element of 

concentration is the relative market share of each competitor or the dispersion of market share. If 

the market share of each competitor is nearly the same, then market concentration is considered 

low and competition is considered high. However, if one or a small minority of firms has 

captured most of the market, then the concentration of the market is low even if there are a lot of 

firms in the market. When one or a few firms has captured most of the market, they are less 

responsive to price competition from competing firms because they control most of the market.  

In the case of a public goods market, dispersion of market share does not directly equate 

to that of a private market. Instead, relative revenue shares in an MSA can be used to capture a 
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city’s equivalent of market share because a city that controls most of the revenue can set tax rates 

in the region. The following hypothesis follows: 

H5: As concentration increases, own source revenue will decrease. 

Third, collusion measures the degree to which firms set prices independently. In a public 

goods market, collusion is the degree to which cities set tax rates independently. Cities that 

informally track each other's tax rates are more likely to increase revenue collection above levels 

preferred by residents. Collusion can either be explicit or tacit. Explicit collusion occurs when 

firms purposefully agree to work together to set prices higher than would be in a perfectly 

competitive market. This type of collusion between cities is unlikely to occur.  

By contrast, tacit collusion occurs when firms avoid price undercutting strategies without 

explicitly agreeing to do so. This strategy minimizes short term risk and only requires knowledge 

of a neighboring city’s tax rate. In a public goods market, exit threats can be minimized and 

revenue maximized in a MSA when cities adopt tax rates similar to their neighbor’s tax rates. In 

the case of cities, collusion is informal and typically occurs during budget deliberations. At such 

times, city council's often inquire as to the property tax rate or utility rates of surrounding cities, 

especially those with whom they compete for residential and business investment 

Another application of this concept is its use in studies of yardstick competition -- voters 

using the decisions and policy outcomes of neighboring local governments to evaluate the 

performance of their local government (Shleifer 1985; Ladd 1992; Besley and Case 1992; 

Heyndels and Vuchelen 1998; Buttner 2001; Brueckner 1998; 2003). By pursuing a taxing level 

similar to the regional norm, the risk of outmigration and voter dissatisfaction are decreased. 

Collusion in a local market for public goods leads to the following testable hypotheses: 

H6: As tacit collusion increases, own source revenue will increase. 

109 



Spatial Context and the Proposition of a Rippling Monopoly 

In metropolitan areas, interjurisdictional competition cannot be separated from its spatial 

context (Minkoff 2012). In a private market, firms that have monopolistic potential are 

constrained by aggressive competitors seeking to increase their market share by undercutting 

their competitor’s prices. In a local market for public goods, however, the monopolistic 

opportunities for cities are not as easily mitigated. When a city increases its tax revenue by 

capitalizing on imperfect competition, the threat of outmigration should prevent neighboring 

cities from subsequently raising their taxes (Tiebout 1956; Brennan and Buchanan 1980).  

However, research has shown that an increase in spending or tax rates in one city results 

in an increase in spending or tax rates of a city’s neighbors (Minkoff 2012; Shleifer 1985; Ladd 

1992; Besley and Case 1992; Heyndels and Vuchelen 1998; Buttner 2001; Brueckner 1998; 

2003). Neighboring cities raise their prices with the monopolistic city rather than undercutting 

the city in question. In other words, as neighboring cities become less sensitive to price 

competition, the focal city will be become less sensitive to price competition and will increase its 

own source revenue. 

Two competing spatial processes are theorized. The first argues that the spatial process at 

work is a competitive process, where the monopolistic behavior of a city’s neighbors leads to 

increased price competition in the focal city. Price undercutting is an attempt to capture some of 

the revenue share of the monopolistic neighboring city, and thus serves an economic purpose. In 

addition, price undercutting when your neighbors have monopolistic characteristics can be used 

to gain electoral benefits when politicians use their neighbor’s tax exploitation as a yardstick for 

their lower revenue collections. 
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The second theory argues that there is a rippling monopoly. A rippling monopoly occurs 

when one city’s monopolistic behavior ripples out to other surrounding local governments who 

increase their revenue collection despite the absence of having monopolistic capabilities. A city 

next to a monopolistic city can shift the political risk of increased revenue collection onto its 

neighbor through yardstick comparisons. These two opposing viewpoints provide the following 

competing hypotheses: 

H7a: As the spatial lag of consumer base differentiation, contestability, or collusion 
increase, own source revenue in the focal city will decrease.  
 
H7b: As the spatial lag of consumer base differentiation, contestability, or collusion 
increase, own source revenue in the focal city will increase.  

 
 
 

Data 

Dependent Variable 

This study examines the effects of consumer base differentiation on price competition 

among cities in metropolitan areas. Price competition is the dependent variable and is 

operationalized using two measures: total own source revenue and total own source revenue per 

capita. Cities experiencing more intense price competition should collect lower total revenue and 

lower per capita revenue all else being equal. Own source revenue includes all revenue generated 

by a city through taxes, fees, and enterprise activities, but excludes revenue from 

intergovernmental sources. Total own source revenue is logged in order to normalize its 

distribution.  

By using total own source revenues and revenues per capita, a more complete picture of 

price competition is provided. Total own source revenues represent and acknowledge revenue 

collection from the perspective of the city government and is based on what is needed to balance 
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revenues with expenditures. Revenues per capita captures revenue collection from the 

perspective of individual citizens and is an indication of the average revenue burden incurred by 

residents of the city. These two measures also provide insight on the nature of interjurisdictional 

competition—do cities compete against the total revenue collections of other cities or do they 

compete over individual tax burdens. In short, the effects of interjurisdictional competition on 

revenue collection is explored on an institutional level (i.e. total revenue) and an individual level 

(i.e. revenue per capita).  

 

Independent Variables  

Consumer Base Differentiation 

The key independent variables are residential base and business base differentiation. 

Residential base differentiation is operationalized both as racial differentiation and income 

differentiation. Racial differentiation is calculated as the distance standard deviation [DSD] 

between a city’s % non-white population and the MSA % non-white population. This variable 

gives an approximation of how differentiated the city’s racial composition is from that of the 

region.  

 The following formula is used to calculate racial differentiation where i is the city and j is 

the city's MSA: 

Racial differentiation 

= � (% non − white population𝑖𝑖 − % non − white population𝑖𝑖)2 

Income differentiation is calculated as the DSD of a city’s median household income and 

the MSA household median income. The following formula is used to calculate racial 

differentiation where i is the city and j is the city's MSA: 
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Income differentiation  

= � (Median Household Income𝑖𝑖 − Median Household Income𝑖𝑖)2 

By accounting for differences in both racial and income composition of a city’s 

population, two elements that characterize a residential population and determine that 

population’s preferences are captured. Population groups differ in their preferences for public 

goods and will relocate to cities that match their desired preferences. Consequently, as a city’s 

racial composition differs from that of its MSA, that city is in limited price competition with 

neighboring cities in the MSA.  

Business base differentiation is operationalized as the DSD of the location quotient [LQ] 

of retail employment or manufacturing employment in each city. By using the DSD, the LQ of 

both retail and manufacturing employment account for business base differentiation for political 

reasons (manufacturing agglomeration) and bureaucratic reasons (retail agglomeration). 

Retail and manufacturing agglomeration are selected to test the hypotheses because each 

industry provides distinctly different benefits to city officials. Retail businesses increase sales tax 

revenue and are attractive to bureaucrats because bureaucrats are revenue maximizers (Niskanen 

1975). Politicians are motivated by electoral benefits (Mayhew 1974), and manufacturing 

businesses increase employment—an electorally beneficial outcome. 

A location quotient is an index that measures the agglomeration of an industry in a city 

relative to the regional concentration of that industry. Specifically, a location quotient uses 

industry employment data to calculate the ratio of the share of a city’s employment comprised of 

a specific industry compared to the MSA’s share of an industry’s employment compared to total 

MSA employment.  

The LQ of industry i in geographic area j is calculated using the following formula: 

113 



LQij = 
𝑋𝑋𝑖𝑖𝑖𝑖 𝑋𝑋𝑖𝑖∗⁄

𝑋𝑋∗𝑖𝑖 𝑋𝑋∗∗⁄  

where 𝑋𝑋𝑖𝑖𝑖𝑖 is the total number of full time employees in industry i  in geographic area j, 𝑋𝑋𝑖𝑖∗, is the 

total number of full time employees in industry i  in the smallest geographic area that contains all 

geographic areas in the sample *; 𝑋𝑋∗𝑖𝑖, is the total number of full time employees in all industries 

*  in geographic area j;  𝑋𝑋∗∗, is the total number of full time employees in all industries *  in the 

smallest geographic area that contains all geographic areas in the sample *. When a city’s LQ is 

greater than 1, then industry i is geographically clustered in area j.  

The DSD LQ of industry i in geographic area j is calculated using the following formula: 

DSD LQ = �(𝐿𝐿𝐿𝐿𝑖𝑖𝑖𝑖 − 1)2. 

Since 1 is the MSA agglomeration mean for industry i, this measure gives a measure of 

the actual differentiation of a cities retail and manufacturing employment agglomeration 

compared to the MSA average. The DSD LQ, accounts for the impact of actual differentiation 

away from the regional agglomeration mean rather than simply examining agglomeration’s 

impact on revenue collection. 

 

Contestability 

A city's contestability is operationalized as its reliance on sales tax and market share as 

measures of economic barriers to entry. A city’s status as a principal city is used to measure 

political barriers to entry. Competition costs represent a real entry barrier to many local 

governments. As the costs associated with pursuing a certain consumer base increase, the relative 

benefits decrease.  

 Competition costs are operationalized as the percent of a city’s own source revenue 

acquired from sales tax. As cities increasingly depend on sales tax revenue, they are more willing 
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to pay the entry costs associated with businesses that increase their sales tax base. Cities that rely 

more heavily on these revenue sources are more likely to compete over businesses that allow 

local governments to exploit exported tax revenue. Conversely, cities that do not rely on sales tax 

revenue are less likely to pay the entry costs associated with pursuing a retail sales tax base. 

Spatially lagging a city’s reliance on sales tax provides a measure of the average sales tax 

reliance of its neighbors, which gives another approximation of competition costs.   

A city’s market share also creates barriers to entry. This variable is operationalized as a 

city’s own source revenue divided by the sum of all own source revenues from cities in that same 

MSA. The larger a city’s revenue collection relative to the metropolitan tax base, the more 

monopolistic power possessed by the city because a change in the way that city operates affects a 

greater portion of the market. Cities with a larger MSA market share are likely to have more 

control over tax rates. Thus, these cities will be less sensitive to tax competition. In addition, 

being next to a city with large market shares allows neighboring cities to also raise their tax rates 

without fear of being undercut. In short, cities with a larger market share are less sensitive to tax 

competition, which in turn allows neighboring cities to raise their tax rates.  

In a local market for public goods, entry into a market is sometimes prevented by 

political barriers. Principal cities capture one aspect of a political entry barrier. For purposes of 

this study, principal cities are defined by the U.S. Census Bureau as those at the core of an MSA 

with the largest population, with a population between 50,000 and 250,000 and with more 

workers commuting into the city than residents, or a city with a population between 10,000 and 

50,000 where at least one-third of the population of the largest city and the number of 

commuting workers exceeds the population.  
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MSAs may have multiple principal cities, and they face unique challenges to economic 

development not shared by other cities in the MSA. Often principal cities are where the majority 

of residents are employed but not where they live. Principal cities have a high service demand, a 

weakened tax base because of the large number of commuters, and regional prestige (Pagano and 

Bowman 1995). Being next to a principal city creates unique challenges for those cities. 

Specifically, a small city with a relatively small business base will have difficulty attracting 

businesses away from a prestigious principal city. The prestige of the principal city is an entry 

barrier for competing local governments. It shields the principal city and prevents local 

governments from competing.  

 

Concentration 

Concentration is operationalized as both the number of cities in an MSA—otherwise 

referred to as MSA size--and the Herfindahl-Hirschman index [HHI] of the metropolitan revenue 

share. Both of these variables are MSA fixed effects, meaning that they vary across MSAs but 

not across cities within an MSA. 

The size of an MSA is the number of cities in an MSA and captures the number of 

potential interjurisdictional competitors. As the number of cities increases, the number of 

competitors increase. HHI of a metropolitan revenue share measures the dispersion of 

competitors in a market. Unlike the number of cities, the HHI is an index that weights how 

competitive a region is based on the market share of cities in an MSA. The HHI is calculated 

using the following formula: 

 
HHI = ∑ 𝑆𝑆𝑖𝑖2𝑁𝑁

𝑖𝑖  
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where i is the share of a city’s revenue in an MSA and N is the number of cities in an MSA. An 

HHI ranges in value from 0 to 1. As the HHI approaches 1, the regional revenue market share is 

increasingly located in fewer cities. Conversely, as HHI approaches 0 the regional revenue 

market share is increasingly located in more cities. 

  

Collusion 

Tacit collusion is operationalized using various measures of collaboration and the spatial 

lag of the dependent variable. Cities that collaborate are interrelated and more likely to be aware 

of the other’s taxing behavior because collaboration provides an opportunity to share information 

and expertise (Agranoff 2006).  

 Two variables are used to account for collaboration: collaboration-service provider and 

collaboration-service receiver. Local governments collaborate with their neighbors in multiple 

ways and the exchange of resources indirectly indicates that collaboration exists.  If a local 

government received money from another local government, then collaboration-service provider 

is coded with a 1; otherwise it is 0. If a local government paid money to another local 

government, then collaboration-service receiver is coded with a 1; otherwise it is 0. These 

variables give a measure of the service interdependence and increased potential for information 

sharing among local governments.  

Tacit collusion is operationalized as the spatially lagged dependent variable (i.e. total 

own source revenue or own source revenue per capita). Tacit collusion refers to cities setting 

their tax rates without explicitly discussing the matter. Due to the openness of government 

revenue collection and tax rates, tacit collusion is easy for local governments to undertake. 

Simply by comparing neighboring city’s revenue collection, a city can avoid reducing its own 
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revenue collection as long as the difference falls within an acceptable range. A positive spatial 

relationship between the dependent variable and the spatially lagged dependent variable would 

indicate such a process is at work because an increase in revenue in one city results in a revenue 

increase in neighboring cities.  

  

Consumer Base Diversification 

In addition to base differentiation, contestability, concentration, and collusion, base 

diversification affects a city’s overall revenue collection. Differentiation measures business base 

similarities between cities whereas diversification measures the similarity of a business base 

within a city.  

 Where differentiation gives a city a competitive advantage, a city’s residential or business 

base diversification measures how dependent the city is on a particular base. A city that is 

diversified does not suffer the same risks as a city reliant on one business or residential base. 

Specifically, diversification decreases the chance of one base gaining monopoly power over the 

city, and it stabilizes revenues by allowing for alternative means of revenue if one base fails.  

Residential base diversification is operationalized as the percent of residents in a city that 

are non-white. Business base diversification is operationalized using the traditional HHI, but 

with the two digit NAICS codes of employment by types of businesses in a city. This measure 

gives a general sense of the industrial composition of a city. HHI is calculated using the same 

formula as previously stated. However, i is the share of industry’s employment in a MSA and N 

is the number of industries. As HHI approaches 1, a city is less diversified and more reliant on 

one industry and as the HHI approaches 0 the city’s industrial base is even distributed between 

many industries. 
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Fiscal Policy Space 

Fiscal policy space refers to the exogenous parameters that affect the range of policy 

decisions city officials are able to make (Pagano and Hoene 2012; Hendrick and Crawford 

2014). A city’s fiscal policy space is captured as the percent of the population under 18 and over 

65 called the vulnerable population, unemployment rate, median year structures were built in a 

city, median household income, population change between 2000  and 2007, population 

(logged), and city size in square acres (logged). These measures allow the model to account for 

exogenous forces that place limitations on local government revenue collection. Variable 

descriptions are presented in table 5.1 and hypothesis and data sources are presented in table 5.2. 

 

Results 

Descriptive statistics are presented in Table 5.3.  Model’s 1 (Total Revenue) and 2 (Per 

Capita Revenue) in table 5.4 present the results of the Spatial Durbin Model (SDM) analyses and 

table 5.5 present the goodness of fit statistics for Model’s 1 and 2. Overall, both models have 

excellent goodness of fit statistics. The likelihood ratio (LR) statistic compares each model to a 

model using the intercept only. Both models have a statistically significant LR statistic at a 99% 

confidence level indicating that the independent variables of each model are jointly significant 

and add predictive power compared to a model with no independent variables.  
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Table 5.1 Variable Description 
Variable Variable Description 
Total Revenue (in 1000's) Total own source revenue collected by a city logged 
Per Capita Revenue (in 
1000's) 

Total own source revenue collected by a city divided by the city's 
population logged 

Racial Differentiation The standard deviation of  a city's percent non-white population 
from the MSA percent non-white population 

Income Differentiation The standard deviation of  a city's median household income from 
the MSA household income 

DSD LQ (Manufacturing) Standard Deviation of a city's Manufacturing LQ away from the 
MSA average 

DSD LQ (Retail) Standard Deviation of a city's Retail LQ away from the MSA 
average 

Sales Tax Reliance (%) The total sales taxes revenue divided by the total own source 
revenue collected by a city 

Market Share A city's total own source revenue divided by the aggregate of all 
city own source revenue in an MSA 

Principal City 1 if a city is a principal city in an MSA, 0 otherwise 
MSA Size Number of cities in the same MSA  
MSA Revenue HHI HHI comprised of city revenue market shares 
Collaboration-Receiver 1 if a city showed an a local government intergovernmental 

expenditure, 0 otherwise 
Collaboration-Provider 1 if a city showed an a local government intergovernmental 

Revenue, 0 otherwise 
Non-White Residents (%) A city's non-white population divided by the city's total 

population 
HHI HHI comprised of NAICS 2 digit industry employment figures. 
Vulnerable Population (%) A city's population 18 years old and younger plus a city's 

population 65 years and older divided by a city's total population 
Unemployment Rate (%) The percent of the population that is unemployed in a city 

between the ages of 20 and 64 
Median Structure Age  The median year that buildings were constructed in a city 
Population Change (%) The difference between the 2000 population and 2007 population 
City Area  City size in square miles logged 
Population  Total population in a city logged 
Median Income  Median household income in a city logged 
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Table 5.2 Data Source and Hypotheses     
  Hypotheses Data 
Variable H1-

H7 H8a H8b Source 
Total Revenue (in 1000's)       COG 
Per Capita Revenue (in 1000's) 

      COG 

Racial Differentiation 
+ - + ACS 

Income Differentiation 
+ - + ACS 

DSD LQ (Manufacturing) 
+ - + EC 

DSD LQ (Retail) 
+ - + EC 

Sales Tax Reliance (%) 
- + - COG 

Market Share 
+ - + COG 

Principal City + - + ACS 
MSA Size -     TSF 
MSA Revenue HHI -     COG 
Collaboration-Receiver 

+ - + COG 

Collaboration-Provider 
+ - + COG 

Non-White Residents (%) -     ACS 
HHI -     EC 
Vulnerable Population (%) 

-     ACS 

Unemployment Rate (%) 
-     ACS 

Median Structure Age  +     ACS 
Population Change (%) +     CEN & 

COG 
City Area  +     ACS 
Population  +     COG 
Median Income  +     ACS 
COG-2007 Census of Governments-Finance       
EC-2007 Economic Census       
ACS-2005-2009 American Community 
Survey       
CEN-2000 Census       
TSF-2007 Census Tiger Shape File       
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In addition, the Akaike information criterion (AIC) statistics indicate that Model 1 and 

Model 2 are good models. AIC statistics are used to compare nested models by measuring how 

good the model fits the data while penalizing models for over parameterization. For both Model 

1 and Model 2, two AIC statistics are included: an AIC statistic and an AIC LM statistic. The 

AIC statistic was generated using the SDM model specification, and AIC LM is the linear model 

without the spatially lagged dependent variable. Both Models 1 and 2 have smaller AIC statistics 

than their corresponding AIC LM statistics indicating that the spatially lagged dependent 

variable is a prudent and appropriate additional measure. 

The Lagrange Multiplier [LM] test for residual autocorrelation is a check for spatial 

autocorrelation remaining after the model is specified. The LM tests for residual autocorrelation 

for Models 1 and 2 are statistically significant at a 99% confidence level, which shows that, 

while all four models account for some of the spatial processes, they do not account for all the 

spatial autocorrelation related to total revenue and per capita revenue.  

 Limited statistical evidence supports hypothesis 1 that an increase in a city’s residential 

base differentiation results in an increase in own source revenue. In both model’s 1 and 2, racial 

differentiation is statistically significant at a 99% confidence level. But it is negatively associated 

with total revenue and per capita revenue, which is opposite of the predicted direction. As a 

city’s racial composition becomes increasingly similar to the MSA’s racial composition, both 

total revenue and per capita revenue increase.  

 One possible explanation comes from the resurgent ethnicity framework for racial sorting 

in metropolitan areas. According to the resurgent ethnicity framework, higher socioeconomic 

households locate adjacent to ethnic clusters within a region because the ethnic clustering creates 

a cultural barrier for non-members of that ethnicity (Chung and Brown 2007).   
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Table 5.3 Descriptive Statistics           
  Mean SD Median Min Max Range 
Total Revenue (in 1000's)  61,990   440,851   4,906   -     16,526,171   16,526,171  
Per Capita Revenue (in 1000's)  3   55   1   -     2,583   2,583  
Racial Differentiation  18   14   16   -     73   73  
Income Differentiation  15,839   19,387   10,483   42   194,541   194,499  
DSD LQ (Manufacturing)  1.94   1.07   2.20   -     7.24   7.24  
DSD LQ (Retail)  0.66   0.44   0.68   -     3.48   3.48  
Sales Tax Reliance (%)  13   15   10   -     100   100  
Market Share  0   0   -     -     1   1  
Principal City  0   0   -     -     1   1  
MSA Size  58   58   34   1   203   202  
MSA Revenue HHI  0.43   0.25   0.37   0.04   1.00   0.96  
Collaboration-Receiver  0.21   0.41   -     -     1.00   1.00  
Collaboration-Provider  0.41   0.49   -     -     1.00   1.00  
Non-White Residents (%)  34   26   27   -     100   100  
HHI  0.31   0.12   0.32   0.11   0.78   0.68  
Vulnerable Population (%)  40   7   39   -     100   100  
Unemployment Rate (%)  7   4   6   -     57   57  
Median Structure Age   1,976   12   1,976   1,940   2,004   64  
Population Change (%)  23   66   7   (95)  1,179   1,275  
City Area   39,360,771   112,230,031   11,790,597   42,051   2,265,279,368   2,265,237,000  
Population   29,024   119,850   4,238   8   3,849,378   3,849,370  
Median Income   53,992   27,586   46,936   6,250   250,000   243,750  
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Table 5.4 Model 1 and Model 2             
  Model 1 Model 2 
  Total Revenue (log) Per Capita Revenue (log) 
      Spatial Lag     Spatial Lag 
Intercept 22.081         20.767         
Racial Differentiation -0.006 *** 0.026     -0.005 *** 0.021     
Income Differentiation (1000's) 0.006 *** -0.021     0.004 *** -0.014     
DSD LQ (Manufacturing) 0.122 *** -0.616     0.070 * -0.458     
DSD LQ (Retail) 0.012   0.406     -0.032   0.346     
Sales Tax Reliance (%) -0.070   1.500     -0.341 ** 0.635     
Market Share 0.652 *** 9.098 *** 0.642 *** 7.332 *** 
Principal City -0.094   -1.778     -0.047   -1.550     
MSA Size 0.000         0.001         
MSA Revenue HHI -0.175         -0.147         
Collaboration-Receiver 0.140 *** 0.451     0.099 ** 0.457     
Collaboration-Provider 0.214 *** 0.671     0.181 *** 0.477     
Non-White Residents (%) -0.001   0.012     -0.001   0.010     
HHI -4.757 *** 9.067 *   -3.771 *** 7.842 *   
Vulnerable Population (%) 0.017 *** 0.052     0.013 *** 0.034     
Unemployment Rate (%) -0.002   -0.115     0.002   -0.088     
Median Structure Age  -0.013 *** -0.008     -0.010 *** -0.008     
Population Change (%) 0.140 *** 0.451     0.109 ** 0.322     
City Area (log) 0.061   -0.222     0.108 ** -0.256     
Population (log) 0.998 *** -0.900 **   -0.068   -0.045     
Median Income (log) -0.281 ** 1.939 **   -0.179 * 1.420 *   
TX 0.218         0.239         
LA 0.547         0.500         
TN 0.266         0.270         
CA 0.778 *       0.666 *       
NC 0.591         0.516         
OK -0.034         0.080         
SD -0.008         0.079         
FL 0.647         0.515         
MT 0.217         0.101         
                      
Rho (Spatially Lagged DV) 0.737 ***       0.818 ***       
* < 90%, ** < 95%, *** < 99%   
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Table 5.5 Goodness of Fit Statistics for Model 1 and Model 2 
  Model 1 Model 2 

  Total Revenue (log) 
Per Capita Revenue 

(log) 
AIC 6695.3 5595.5 
AIC LM 6715.9 5625.9 
LM: Residual Autocorrelation 6.5447 ** 6.7918 *** 
LR: Model Significance 3842.3 *** 673.68 *** 
N 2299 2299.0 
* < 90%, ** < 95%, *** < 99%   
AIC-Akaike information criterion 
AIC for LM only- AIC statistic for a linear version of the model. 
LM: Residual Autocorrelation-Lagrange Multiplier test for Residual Autocorrelation 
LR: Model Significance-Likelihood ratio test comparing each model to an intercept-only 
model 

 

As a city becomes increasingly racially differentiated, it is less likely to attract higher 

socioeconomic individuals. 

While the results for racial differentiation do not support hypothesis 1, the estimates for 

income differentiation do support the hypothesis. Income differentiation is statistically 

significant at a 99% confidence level and is positively associated with both total revenue and per 

capita revenue. These findings provide strong support for hypothesis 1, and are consistent with 

previous evidence that cities' use zoning policies and development plans to target higher income 

residents (Evans 2008).  

In addition, Wagner’s Law holds that public good preferences are income elastic meaning 

that as household income increases their demand for public goods increases at an even greater 

rate (Wagner and Weber 1977). Thus, the statistical significance of income differentiation 

provides strong support for the impact of residential base differentiation. While the unanticipated 

direction for racial differentiation does not necessarily work against the general theory or 
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residential base differentiation, it implies that ethic clustering counteracts the monopoly power 

provided through racial differentiation. 

Hypothesis 2 states that an increase in a city’s business base differentiation results in an 

increase in total revenue and per capita revenue. Again, both model’s 1 and 2 produce strikingly 

similar results. Manufacturing differentiation is statistically significant (at a 99% confidence 

level in model 1 and a 90% confidence level in model 2) while retail differentiation is 

statistically insignificant at a 90% confidence level. Furthermore, manufacturing differentiation 

is positively associated with total revenue and per capita revenue, which corresponds to the 

predicted direction of the relationship. These findings indicate that manufacturing, but not retail, 

business base differentiation affects revenue collection in a city.  

In general, partial support is provided for the impact of differentiation on revenue 

collection in an MSA. Specifically, income differentiation and manufacturing differentiation 

function in a fashion predicted by product differentiation theory. However, racial and retail 

differentiation operate differently than expected. These findings paint a clear picture that 

residential and business base differentiation do limit direct revenue competition among local 

governments, but only in specific ways.  

The results of models 1 and 2 corroborate hypothesis 3 that economic entry barriers result 

in greater total revenues and per capita revenues. Market share is statistically significant at a 99% 

confidence interval in both models, and is positively associated with total revenue and per capita 

revenue. A city with a larger market share controls prices and can effectively price other cities 

out of a certain market. Market share is robust across models 1 and 2.  

The analysis provides mixed evidence regarding the effects of competition costs (i.e. 

sales tax reliance) on revenue collection. Specifically, sales tax reliance is statistically 
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insignificant at a 90% confidence level in model 1, but is statistically significant (at a 95% 

confidence level) in the predicted direction in model 2. Given the lack of similarity in statistical 

significance between both model 1 and 2, it can be inferred that sales tax reliance does little to 

affect a city’s overall revenue collection, but does create an entry barrier from a per capita 

perspective. In other words, competition costs affect revenue collection in terms of the relative 

burden placed on its resident base. A city will be more inclined to pay competition costs when 

the relative burden on citizens is low, but it becomes a greater barrier as the relative burden (i.e. 

per capita revenue) increases. In short, competition costs are a barrier in so far as competition 

costs increase the relative burden on citizens. 

 Both hypothesis 4—own source revenue will increase as political barriers increase--and 

hypothesis 5—own source revenue will increase as concentration measures increase--are not 

supported by the analysis. Hypothesis 4 was tested using a city's status as a principal city and the 

variable principal city was statistically insignificant at a 90% confidence level in both models. 

Though principal cities are associated with greater regional prestige, the results of this study 

indicate that this prestige does not serve as a political entry barrier that prevents 

interjurisdictional competition.  

Hypothesis 5 was tested using two measures of concentration: MSA size and MSA 

revenue share. The concentration variables were statistically insignificant at a 90% confidence 

level in both models. This finding indicates that the number of competitors and the regional 

distribution of revenue does not affect a city’s revenue collection. Competition in an MSA is 

often thought of in terms of the number of competitors; however, this study shows that, once 

other dimensions of competition are included, the number of competitors does not affect revenue 

collection in a city.  

127 



There is strong support corroborating the important role that collusion plays in a public 

goods market place (i.e. hypothesis 6) because all measures of tacit collusion are statistically 

significant in the predicted direction. Both of the collaboration measures--collaboration receiver, 

collaboration provider--are statistically significant across both models and positively associated 

with total revenue and per capita revenue. As a city pays another local government or receives 

funds from another local government, total revenue in that city increases. These findings support 

hypothesis 6 that collusion results in increases in revenue.   

In both models 1 and 2, the spatially lagged dependent variables are statistically 

significant at a 99% confidence level and are in the predicted direction. This finding corroborates 

the idea that local governments use their neighbor’s as a yardstick measure for revenue 

collection. Overall, there is strong and robust support for hypothesis 6, which provides strong 

evidence that collusion plays a key role in a city’s total revenue collection and per capita revenue 

collection. 

In general, the spatially lagged independent variables are statistically insignificant at a 

90% confidence level, providing no support for either hypothesis 7a or hypothesis 7b. The lone 

exception is the spatial lag of market share, which is statistically significant in both models at a 

99% confidence level and is positively associated with total revenue and per capita revenue. 

These results support hypothesis 7b that there is a rippling monopoly effect when a city’s 

neighbors have a relatively large market share. When a city’s neighbors have a large market 

share, then the focal city can increase tax rates with little impact on revenue collection. 

Subsequently, a city will find that price undercutting strategies will not affect their business or 

resident location substantially, and will opt to raise their revenue collection efforts knowing that 

outmigration will not lead to lower tax rates for businesses and residents.  
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This proposition is also supported by the statistical insignificance of the concentration 

variables MSA size and MSA revenue share. The threat of price undercutting from competitors 

appears to be low in a local market for public goods. In short, limited evidence supports the 

theoretical existence of a rippling monopoly in specialized circumstances, but no evidence 

supports price undercutting strategies articulated in hypothesis 7a. 

Turning to the control variables, the results suggest that business base diversification 

operates in the predicted fashion. First, in both models HHI is statistically significant at a 99% 

confidence level and negatively associated to total revenue and per capita revenue. As a city 

becomes more dependent on one industry, they collect less revenue because they increasingly 

must bolster that industry and have limited alternative business base options.   

Second, the spatial lag of HHI is statistically significant at a 90% confidence level and is 

positively associated to total revenue and per capita revenue. As a city’s neighbors becomes 

more dependent on one industry, the focal city collects more revenue because that city’s 

neighbors are focused on securing a limited business base, which leaves more industries with 

fewer suitors. Thus, spatially lagged industry diversification will lead to increased competition 

because businesses will have many suitors when no one city specializes and all cities welcome 

many different industry bases.   

Unlike business base diversification, residential base diversification is not supported by 

the analysis. Both percent non-white residents and the spatial lag of the variable percent non-

white residents are statistically insignificant across all models.  

Overall, the fiscal policy space variables operate in the predicted fashion. The variables 

median structure age, population change, and population are statistically significant at a 99% 

confidence level in the predicted direction. In addition, city area is statistically insignificant in 
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model 1 but statistically significant at a 95% confidence internal in model 2 and is positively 

associated with per capita revenue. Population is statistically insignificant in model 1 at a 99% 

confidence level but it is not statistically significant in model 2. Both city area and population are 

associated with per capita revenue and total revenue in the directions predicted by the economic 

distress perspective. 

Some of the variables act in unexpected ways. Vulnerable population and median 

household income are statistically significant in the opposite direction as predicted while the 

unemployment rate is statistically insignificant at a 90% confidence level in both models. The 

study finds that as a city’s population is increasingly made up of a vulnerable population, total 

revenue and per capita revenue increase. This finding is not necessarily unintuitive.  

The assumption was that a population comprised of vulnerable individuals would have a 

weaker tax base. However, a large vulnerable population is more likely to demand more services, 

which requires more revenue. So rather than the variable vulnerable population capturing a 

supply-side variable, the direction of the variable indicates that it is a demand-side variable. Both 

models also indicate that that median household income is negatively associated with revenue 

collection. As a city’s median household income goes up, total revenue and per capita revenue 

decreases. Like the vulnerable population variable, it is a distinct possibility that median 

household income is not a supply-side variable but a demand-side variable. In other words, as 

median household income increases, the need for public services decreases.  

Furthermore, the spatially lagged fiscal policy space variables are, in general, statistically 

insignificant at a 90% confidence level. However, the spatial lag of median household income is 

statistically significant in model 1 (95% confidence level) and model 2 (90% confidence level) 
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and the spatial lag of population is statistically significant at a 95% confidence level in model 1, 

but not model 2. 

 

Conclusion 

The analysis paints a vivid picture of the dynamics of the local market for public goods. 

First, resident base differentiation is supported from an income differentiation perspective, but 

not a racial perspective. This finding suggests that citizen preferences for public goods are 

differentiated along income. However, racial sorting actually creates cultural entry barriers for 

households of different ethnicities, which limits a city’s revenue collection.  

 Second, business base differentiation occurs as predicted for manufacturing 

differentiation, but not for retail differentiation. While unexpected, this occurrence is not 

necessarily incongruent with product differentiation theory. Retail location is largely short term 

compared to long-term manufacturing placement. Retail firms locate to maximize foot traffic 

while manufacturing firms choose location in order to minimize supply costs. Comparatively, 

retail firm placement is short-term while manufacturing plants are generally long term. Thus, 

manufacturing differentiation has long term regional implications where retail differentiation is 

less likely to have the same magnitude of regional impact as manufacturing differentiation. 

Third, evidence suggests that, of the three competition dimensions, only economic 

barriers and collusion play an important role in determining the degree of interjurisdicitional 

competition in a region. Of particular importance is the notion that cities with large market 

shares are able to increase revenue collection and also create rippling monopolies--increases in 

revenue collection in neighboring cities. Surprisingly, no concentration variables resulted in 

statistically significant changes in revenue collection. This finding is particularly important 
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because studies that do include measures of interjursidicitional competition often use 

concentration measures to operationalize competition when, in fact, the analysis indicates this 

might be the least effective way to capture the competitiveness of a local market for public 

goods.  

Overall, the local market for public goods is a complex, multidimensional structure that 

operates differently than private markets. This study serves as a start to a needed inquiry into the 

nature of interjursidictional competition. From this study, the author feels safe tentatively 

concluding that residential and business base differentiation limit interjursidicional competition, 

but only certain types of residential and business base differentiation actually capture 

differentiated preferences in a consumer base. In addition, collusion appears to play a significant 

role in how competitive a region is while the number of competitors does not make a statistically 

significant difference. Furthermore, economic barriers to prevent entry into a competitive local 

government market and competition costs are a particular barrier when considering the relative 

burden that competition places on those citizens.  

Future study is needed to determine how residents and businesses differentiate in a 

substantial way. Furthermore, this study believes that there is an opportunity to study the public 

goods marketplace from the perspective of various political and economic entry barriers. While 

this study provides important insight into the local public goods marketplace, it is just a starting 

point. 

The next chapter of this dissertation will provide an in depth conclusion. Specifically, the 

next chapter will explore the limitations of the dissertation, the implications for practitioners, and 

the direction of future work.  
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CHAPTER 6 

CONCLUSIONS AND LESSONS LEARNED 

Introduction 

In 1961, Ostrom, Tiebout, and Warren concluded their seminal article "The Organization 

of Government in Metropolitan Areas: A Theoretical Inquiry" by calling for further study into 

metropolitan governance. This dissertation answers that call issued over 50 years ago. Cities in a 

polycentric system interact in a complex web of collaboration and competition. While cities do 

benefit from collaboration and cooperation with other cities (Feiock 2013), they are ultimately 

independent and responsible for their own fate (Weingast 2009). While collaboration is 

desirable, competition is a reality in an environment with scare resources. The purpose of this 

dissertation is to further our theoretical understanding of the metropolitan framework originally 

articulated by Ostrom et al. (1961) by examining the strategic decisions of city governments and 

the resulting impact those decisions have on interjurisdictional competition. 

In chapter 1, the basic tenants of polycentricism and competition among local 

governments are introduced. In a polycentric system of governments, local governments are 

legally and politically autonomous but economically interdependent and, through competition 

and collaboration, efficiently deliver public goods and services (Ostrom, et al. 1961). However, 

this perspective does not account for the policy priorities of local governments. Political and 

economic conditions shape a city’s internal prioritization of policy goals and can lead to 

prioritizing economic development initiatives over regional concerns (Pagano & Bowman 1995).  

Decisions regarding economic development are not made in isolation (Minkoff 2012). 

Instead, city officials adopt economic development strategies while taking into account the 

strategies previously adopted by their neighbors. These decisions can increase or mitigate the 
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negative consequences of competition, but are ill understood. In order to develop a true 

metropolitan framework based in polycentricism, our understanding of interjursdictional 

competition needs a richer theoretical explanation.  

In chapter 2, a local market for public goods is defined as a polycentric system of local 

governments that provides local public goods and those local governments compete to attract 

households and businesses. Theoretically, such a local market for public goods leads to an 

efficient production and delivery of public goods (Tiebout 1956; Brennan and Buchanan 1980; 

Kotler, Haider, and Rein 1993). However, the findings from studies of these market both support 

(Zax 1989; Forbes and Zampelli 1989; Oates 1989; Schneider 1989; Stephens and Wikstrom 

2000; Carr and Feiock 2004; Craw 2008) and refute (Epple and Zelenitz 1981; Lowery and 

Lyons 1989; Berry 2008; Hendrick, Jimenez, and Lal 2011) the benefits of local government 

competition.  

 While there are plausible explanations and valuable insights from existing studies, this 

dissertation surveyed three major issues in local markets for public goods that partially explain 

the divergent findings. First, public markets are quasi-markets and not perfectly efficient 

markets. Second, economic development is not always an overriding policy priority for city 

governments. Third, even when cities give priority to economic development, they can 

strategically act to mitigate the negative consequences of competition by differentiating the types 

of businesses and residents they pursue.  

Chapter 3 explains the sample selection procedure, how missing data are imputed in the 

dataset, and the spatial estimation procedure used in chapters 4 and 5 to analyze the data. The 

sample of 2,299 cities was chosen from 10 purposefully selected states in order to obtain an even 

split of cities in states with optimum sales tax base competition and those with less-than-
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optimum sales tax base competition. The sample includes all cities in all metropolitan statistical 

areas [MSA] of the ten states. 

Missing data were imputed using a procedure known as Missforest, which imputes data 

using random forests. In order to capture the spatial relationships of a few of the variables, a new 

algorithm based on Missforest was introduced and implemented. Because global Moran’s I tests 

indicated that spatial autocorrelation was present in each of the dependent variables used in 

chapters 4 and 5, typical regression analysis would be biased and inefficient. Instead, Spatial 

Durbin Models [SDM] were used to account for the spatial relationships present in the data.  

In chapter 4, the central question of the dissertation was addressed: Do cities, when 

considering the economic development strategies of neighboring cities, pursue similar types of 

businesses, or do they strategically target different types of businesses as a way to avoid the 

negative consequences of competition? The chapter introduced the theory of product 

differentiation. City officials avoid risk and, all else being equal, prefer an economic 

development strategy that targets the same type of business investment as that of neighboring 

cities This strategy allows decisions makers to minimize the risk of policy failure, increase the 

chance of policy success, and limit political fallout. The empirical analysis corroborated this 

theoretical proposition with robust significance across model specifications. 

However, per product differentiation theory, pursuing different types of business 

investment from that of neighboring cities minimizes the negative effects of competition. But the 

economic advantages do not necessarily outweigh the political disadvantages associated with 

risky economic development behavior. In order to pursue business investment different from 

neighboring cities, an institutional entrepreneur is required to bear the political risk, lower the 

costs of pursuing different types of business investment, and identify business investment.  
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 The analysis, using the sample of 2,299 cities, found that institutional entrepreneurship 

was important in manufacturing agglomeration but not retail agglomeration. One explanation is 

that an economic development strategy based on attracting manufacturing investment is 

motivated primarily by the electoral concerns of politicians rather than the revenue maximizing 

motivations of bureaucrats. 

 Once these concerns are taken into account, the decision whether to pursue a business or 

not appears to be a straightforward cost-benefit analysis. The analysis indicates that competition 

and entry costs can push cities out of a market for certain types of business because the costs of 

attracting the business outweigh the benefits. Additionally, the benefits from business 

development that accrue to a city from that city’s revenue structure plus the electoral benefits to 

political leader’s pursuit of business investment beyond the level pursued by neighboring cities.   

In chapter 5, the investigation turns to the financial consequences that result from a city’s 

household and business differentiation. Specifically, what impact do household and business 

differentiation in addition to competition between local governments have on a city’s revenue 

collection? The purpose of this chapter is to investigate the unaddressed determinants of 

competition between cities such as differentiation, entry barriers, and collusion in order to create 

a more complete theoretical framework to understand and assess the competitiveness of a local 

market for public goods. According to product differentiation theory, as a producer increasingly 

differentiates their product, that producer’s profits will be less sensitive to changes in 

competitors' prices. When applied to local markets for public goods, a city with a differentiated 

residential and/or business base will have larger revenues. 

 According to the analysis, retail business differentiation and household income 

differentiation occur as predicted. However, increasing racial differentiation results in decreases 
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in a city’s revenue, which is counter to the predicted direction. One explanation is that ethnic 

sorting actually creates entry barriers for potential movers, thus preventing higher socioeconomic 

residents from relocating to a city. 

 Furthermore, competition among cities is a multidimensional concept and more complex 

than often modeled. The analysis indicates that economic barriers to entry and tacit collusion 

influence interjurisdictional competition while the number of cities in an MSA and the 

Hirschman-Herfindahl Index [HHI], a measure of the interjurisdictional competitiveness within 

an MSA, were statistically insignificant. The fact that the number of cities in an MSA is a 

common measure of a region’s interjurisdictional competitiveness, its statistical insignificance in 

this study raises a question as to its validity as a measure of regional competition.   

 The analysis also suggests that there is a complex spatial process at work that sets public 

markets apart from private markets. Statistical evidence corroborated the presence of a rippling 

monopoly—the monopolistic behavior of one city increases the monopolistic behavior of nearby 

cities even when these cities do not have monopolistic capabilities. 

 

Contributions 

This dissertation contributes to variety of literatures: public choice, metropolitan 

governance, and economic development. Public choice scholars argue that a local market for 

public goods keeps the budgets of leviathan governments in check when the political process is 

unable to do so (Brennan and Buchanan 1980; Schneider 1989; Craw 2008). The findings from 

chapter 4 suggest that the strategic decisions of city officials to differentiate the type of business 

investment pursued increases the monopoly power of a local government— thereby limiting the 

competitive efficacy of a local market for public goods. Overall, the findings from chapter 4 and 
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5 imply that the efficient delivery of goods and services from market competition is possible in a 

local market for public goods, but there are a host of complicating factors preventing perfect 

competition. 

Broadly speaking, the theory and findings presented in this dissertation provide valuable 

insight to metropolitan governance scholars. First, the type of business investment cities attract 

and retain is the result of a complex political and economic calculation. Previously, the spatial 

sorting of businesses was considered the byproduct of agglomeration forces. However, the theory 

and analysis in chapter 4 show that businesses sort themselves, at least partially, due to 

purposeful actions taken by city officials.  

Economic development decisions are made strategically. Not only do cities wish to 

maximize the benefits of economic development, they want to minimize the negative effects of 

competition. Cities make these strategic decisions aware of the economic development policies 

of neighboring jurisdictions. Simplistically, the decision to pursue similar businesses to those of 

neighboring cities is done to limit political fallout, and the decision to pursue different businesses 

is done to limit the negative effects of competition.   

Second, this dissertation proposed that institutional entrepreneurs emerge and are 

essential to the success of cities that pursue a differentiated strategy of economic development.  

Institutional entrepreneurs are similar to political entrepreneurs except that the various functions 

fulfilled by political entrepreneurship are diffused through many different individuals and as a 

result an institution acts entrepreneurially. While institutional collective action and policy 

diffusion theories explain why certain policy actions are adopted in a metropolitan region, the 

institutional entrepreneur theory explains how certain policy innovations are made.    
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Third, a new framework for thinking about competition in a local market for public goods 

was provided. From this framework, it was determined that entry barriers and tacit collusion are 

important and often overlooked determinants of the competitiveness in a metropolitan area. 

Competition should be considered in light of the potential for tacit collusion, the costs associated 

with making the city a competitive destination for households and businesses, and the degree that 

a city is able to capture a differentiated consumer base.  

 The degree of competition in a region does not increase simply because there are more 

local governments. In fact, the rippling monopoly theory suggests that the monopoly power of 

one city is not deterred by proximity to competitors. Rather monopoly power in one city actually 

increases the exercised monopoly power of neighboring cities. Competition in a local market for 

public goods is not a function of the number of producers like it is in a private market. Instead, 

competition in a local market for public goods is highly dependent on other factors like barriers 

to entry, collaborative efforts with other local governments, the city’s revenue structure, 

economic distress, political environment, and consumer differentiation.  

 

Practical Implications 

Prior research has focused heavily on the abstract and theoretical. How do these findings 

matter to the average local government manager? The following are a few observations for the 

professional public administrator. 

 

1.  There are Untapped Opportunities for Economic Development in Metropolitan Areas. 

City officials adopt economic development strategies that are politically and financially 

beneficial. The safest and easiest way to accomplish these goals is for cities to pursue the same 

142 



types of business investment as that of their neighbors. This lowers the risk of adopting an 

unviable economic development strategy and limits the potential for political fallout should the 

initiative yield less than expected results. However, in a metropolitan area where many 

neighboring cities pursue similar types of business investment, opportunity actually arises for 

cities willing to act entrepreneurially. When many cities in a metropolitan area pursue similar 

types of business investment, there is potential to pursue different types of businesses—

businesses that are not being actively pursued or served.  

 

2.  Market Differentiation Decreases Competition among Cities. 

When a city successfully pursues business investment that is not actively pursued by its 

neighbors (i.e., differentiated business investment), then that city (1) will need fewer incentives 

to entice businesses, (2) is less likely to have businesses lured away by competitors, (3) gains a 

unique business identity in the region, and (4) establishes an enduring business base, which the 

city can use to further develop other supporting industries. Unfortunately, there is no guarantee 

that these outcomes will be gained because industries are still subject to economic forces beyond 

the scope of any single city. Therefore, prudent economic analysis of the regional, national, and 

international business trends is still required for any successful economic development effort. 

However, pursuing differentiated business investment will decrease the costs associated with 

competition among cities for business location, which can result in substantial cost saving.  

 

3.  Adopting a Differentiated Economic Development Strategy is Difficult, but can be 
Achieved through Strategic Actions. 

 
While there are benefits to pursuing differentiated business investment, it is not an easy 

process to navigate. As stated earlier, city officials avoid risky economic development strategies. 
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Yet under certain circumstances, they will be more open to a risky alternative. The good news is 

most of these circumstances are not the result of luck, but purposefully fostered. If a city 

employee wants to convince city officials to pursue differentiated business investment, here are a 

few steps for improving the likelihood that such a policy will be adopted. 

The first step is to identify exactly what alternative strategy a city might employ over 

their current economic development strategy. Crucial to the success of this step is being aware of 

the type of business investment neighboring cities pursue. Once the common type of business 

investment has been identified, then it is possible to identify business investment that other cities 

are overlooking or not actively pursuing. Chambers of commerce provide an excellent window 

into the business community. If there is something that makes a city particularly appealing or 

unappealing to businesses, the local chamber of commerce will probably know. 

Once a type of business investment has been identified, it is important to formulate a plan 

to attract and retain those businesses. Different industries have different needs. Understanding 

what those needs are and meeting those needs is key to attracting those businesses. For example, 

some manufacturing plants require access to higher volume public utilities while other industries 

like retail and food service require access to foot traffic. Developing a strategy to attract an 

industry will make the process far more palatable to city officials. 

After a plan has been formulated, it will be necessary to gather support for the plan. 

Support from constituents, the business community, and other employees reduces political 

fallout to elected officials. By establishing a vocal base in support of the new strategy, city 

officials will be willing to take bigger risks because they have the support of the community. 

Getting in touch with potential stakeholders; disseminating information about the new strategy to 
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local newspapers, and social media outlets; and getting buy-in from city management facilitates 

garnering support. 

 

4.  Effective Public Participation and Citizen Engagement Should be a Primary Concern to 
City Managers. 

 
Public choice scholars have argued that competition among cities holds those cities 

accountable for their spending and taxing decisions when the democratic process is less 

successful (Brennan and Buchanan 1980; Schneider 1989). The findings from this study indicate 

that a host of factors determine the competitiveness of a region such as location next to a bigger 

city, economic barriers to entry, consumer differentiation, and local government collaboration. 

While cities can be held accountable through interjurisdictional competition, this form of 

accountability has limited effectiveness.  

 The limitations of competition among cities and the voting process means managers must 

make citizen engagement and public participation an important part of local politics. Unlike 

voting and competition, direct citizen engagement can be a reliable mechanism for gaining 

information about what citizens’ want and need from their city (Denhardt and Denhardt 2011). 

Since public participation is driven by the preferences of city managers (Handley and Howell-

Moroney 2010), it is imperative city manager’s prioritize public participation. There needs to be 

a renewed call for engaging citizens in the local process because of the shortcomings of other 

methods of accountability. 

 

Future Research 

While the theories and analysis presented in this dissertation add to the various 

literatures, there are plenty of research opportunities remaining. First, this research presented the 
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new concept of institutional entrepreneurs in the context of economic development. But 

economic development is only one possible way institutional entrepreneurialism can be 

practiced. How does this concept apply to the development and adoption of new policy tools, 

management styles, performance measure use, and social media?  

 Second, chapters 4 and 5 used only retail and manufacturing agglomeration to measure 

differentiation. Future research should extend this operationalization to include other industries, 

smaller classifications of industries, and clusters of multiple industries.   

 Third, barriers to entry were important predictors of a city’s revenue collection. There is a 

litany of potential barriers that can be tested in future research such available land, form of 

government, economic development expertise, and political saliency.  

 Forth, the theories should be tested using different local governments as the unit of 

analysis. What happens when we look at county governments rather than cities? Is there a 

structural change between special purpose governments and general purpose governments when 

applying these theories? 

Aside from testing extensions of the theories presented, future research should apply the 

theoretical insights gleaned from this dissertation to many metropolitan governance topics. How 

does consumer differentiation impact a city’s willingness to participate in a race to the bottom 

scenario? Are cities with undifferentiated consumer bases more likely or less likely to 

collaborate with neighboring jurisdictions? Are cities with differentiated consumer bases able to 

shift the costs of development off of the city and onto businesses and households? Overall, the 

theories presented opens up many new avenues for research. 
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Parting Thoughts 

Competition between local governments is complex. City officials must balance a host of 

factors when making development and revenue decisions. This dissertation is a starting point for 

a bigger conversation about economic development decisions, and the resulting impact those 

decisions have in a metropolitan area. My hope is that the insights gained from my theoretical 

and empirical work will be used to advance the field’s understanding of economic development 

and the local market for public goods.  
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