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Literature Review on Economic Development Theory

Creating job opportunities, increasing the local tax base and diversifying the local
economy have always been top priorities for local governments (Bartik, 1991; Bartik 2003;
Lynch 2004; Blakely 2002). However, debate over how to promote economic development and
what tools to use has been ongoing for quite some time. Eisinger (1988) distinguishes economic
development policies into supply-side strategies and demand-side inducements. Supply-side
strategies, which target the private sector, are generally based on location theories—firms choose
locations where they can minimize costs. Therefore, traditional supply-side economic
development policies usually involve business incentives aimed at reducing costs for private
firms, such as taxes and land (Eisinger, 1988).

So far, three waves of economic development strategies have been observed, they are:
business attraction, business retention, and the emerging community economic development.
Business attraction strategies, known as first wave economic development policy, are
characterized by programs or activities designed to target specific firms in order to attract these
firms to relocate in local communities. Typical tools of the first wave policies include business
incentives such as subsidized loans, tax exemptions or even direct payments to firms (Bradshaw
& Blakely, 1999; Koven & Lyons, 2006; Olberding, 2002). Compared to first wave economic
development programs, business retention strategies, known as second wave economic
development strategies, offer more indirect industry-level assistance such as marketing and
revolving loan funds, etc. (Bradshaw & Blakely, 1999; Olberding, 2002). Second wave
economic development policy highlights entrepreneurship, industrial clusters, and public-private
partnerships. However, both business attraction and business retention strategies tend to place a
major focus on the private sector with benefits being reaped primarily by private firms and high-
skilled workers. Low-income and low-skilled workers are largely overlooked (Blakely, 2002;
Koven & Lyons, 2006). The emerging third wave of economic development efforts focuses more
broadly on community-level economic development strategies and public investment to improve
quality of life.

However, over the years, local governments have continued to use first wave business
incentives to promote economic development. Lynch (2004) contends that “[t]oo often public
officeholders first embrace lowering taxes and creating tax incentives as their chief economic
development tools, with public investment usually ranking as a distant third option™ (p. vii).
Bartik (2003) estimated that the national total for business incentives is over $ 17 billion per
year, two-thirds of which are direct assistance such as tax incentives. These development
strategies have become so persuasive that local governments find themselves in competition with
each other to offer business incentives for self-defense, which essentially catalyzes an unhealthy
‘race to the bottom’ in economic development policy (Buss, 2001; Bowman, 1988; Burnier,
1992; Koven & Lyons, 2006). From a political economy perspective, we have long recognized



the ‘city as a growth machine’ (Molotch 1976) where business and real estate elites partner with
local government to promote economic growth for business and compete with other localities.
This can lead to a process of destructive inter-local competition that can promote a race to the
bottom (Donahue 1997). Quality of life concerns of residents are often overlooked.

In addition to the unhealthy competition generated by business incentives, the
effectiveness of these first wave strategies has long been questioned. According to Lynch (2004),
studies conducted in the 1950s to mid-1970s found no significant positive impact of tax
incentives or negative impact of taxes. In a meta analysis of 75 more recent econometric studies
conducted between 1979 and 1994, Bartik (1991 and 1994) concluded there was a significant
negative impact of taxes on local economic growth in part because firms have become more
footloose and thus more responsive to incentives (Bartik 2005). However, LeRoy (2005) has
shown that these business incentive strategies have severe accountability issues, and many states
and localities have responded with increased attention to accountability controls.

Why do local governments continue to use incentives when research questions their
efficiency and accountability? Wolman (1988) and Wolkoft (1992) argue that business incentive
decisions by local governments are the politicians’ calculation of economic, fiscal and political
costs and benefits. Local economic development policy also is a product of governments’ policy-
learning process (Eisinger, 1995; Mintzberg, 1973). Because economic development policy
research is inconclusive and political pressure to continue with incentives is high, some
governments continue to focus primarily on business incentives.

Eisinger (1995) further argues that governments’ choice of economic development
programs responds to external economic conditions and inter-local competition. For example, by
analyzing business incentives across 8 states and 27 cities, Peters and Fisher (1997) suggest that
higher unemployment rates lead to larger incentive packages. In addition, the openness of the
local economic development process to citizen participation can also influence business
incentive adoption (Wolman & Spitzley, 1996). Sharp and Elkin (1991) find more citizen
participation is associated with wider adoption of cost-effective economic development policies.
but Cable, Feiock, and Kim (1993) fail to find significant correlation between greater openness
and lower probability of business incentive adoption.

Research Questions, Data and Methodology

In this paper, I first ask if local governments in the US have started moving away from
the first wave economic development policies. Then I explore the differences between
governments who still extensively engage in business incentives and those who do not. Based on
the comparison, I study what political and economic factors can influence local governments’
adoption of economic development policies. Many case studies have been conducted on these
questions, however, I use well collected datasets which can be subject to advanced quantitative
methods to determine trend and examine factors that affect local governments’ behavior.

The datasets I use for this research are collected by the International City/County
Management Association (ICMA). The ICMA Economic Development Survey is conducted
every five years in 1994, 1999, and 2004. Surveys are sent to chief municipal administrative
officers in cities and counties with more than 10,000 population across the US. Response rates



average about 30 percent. The sample is broadly representative, both geographically and by
population size. The survey has maintained consistency that allows comparisons over time.

Descriptive statistics are primarily used to explore and analyze the general trend of
economic development strategies for the 1994-2004 decade. Because my dependent variable,
total number of business incentives, only takes nonnegative count values and has a large number
of zero outcomes, Zero Inflated Negative Binomial (ZINB) Regression Model is employed to
study local governments’ decision making process regarding business incentives. The ZINB
Regression generates two separate models and then combines them. First, a Logit model is
generated which predicts the likelihood of a certain case would be in the nonzero group. Then, a
negative binomial model is generated which can predict the counts for those cases whose
dependent variables have nonzero outcomes.

The ZINB model takes the total number of business incentives as the dependent variable.
Eighteen business incentives are measured. See Table 1 in the Appendix. Accountability of
business incentives is measured with the total number of accountability criteria applied out of 14
measures. The average number of accountability measures peaked in 1999. I use natural log of
per capita real property revenue as the measure of the effectiveness of business incentives. I also
include variables to assess local governments’ organizational behavior: the intensity of inter-
local competition (measured as 0-6 with 6 coded as the strongest competition) and percent of
staff time spent on business attraction activities to detect managerial learning. Over the
19942004 decade, local governments faced less inter-local competition. I include the total
number of local economic development participants and a dummy variable for citizen
opposition (opposition =1) to capture the level of participation. Over the decade, there is an
expanding list of economic participants ranging from 9 measures in 1994 to 10 measures in
1999, and 15 measures in 2004. I include the total number of encountered economic
development barriers and perceived local economic condition to describe the overall external
environment. An expanding list of economic development barriers are measured (8 measures in
1994, 9 measures in 1999, and 18 measures in 2004) and the average number increased from 2.5
in 1994 to 3.5 in 2004. Economic condition is a categorical variable with economic decline
being coded as -1, stable economy as 0, and economic increase as 1. Percent of staff time spent
on business attraction activities and natural log of per capita real property revenue have missing
values. In this paper, I use series-mean substitution to solve this problem.

Trend in Economic Development Policies

Although business incentives are widely used across the decade, there is a gradual shift
away from them. More than 45% of the survey respondents in 2004 indicated that they no longer
used any incentives, while in 1994, less than 12% of the survey respondents claimed so. The
average number of business incentives used has dropped from 4.64 in 1994 to 3.31 in 2004. The
data suggest that while some local governments have moved on to other economic development
strategies, some governments are stuck with first wave business incentives. See Table 1 in the
Appendix.

In order to explore the difference between governments that still use first wave incentives
and those who do not, I conducted mean comparisons of all the independent variables used in the
ZINB model. See Appendix Table 2. Governments that still use business incentives involve more



participants in their local economic development processes than those who do not. Over the
years, these governments also perceived stronger external competition and more economic
development barriers. Encouragingly, they did apply more accountability measures. This
suggests that when governments grant business incentives, they pay more attention to
accountability of the money that they give away. In 2004 local governments that still use
business incentives had lower per capita real property tax revenue.

Model Results

ZINB Regression models were run on the full dataset for 1994, 1999, and 2004. See
Appendix Table 3. The “Yes/No” column under each year shows the results of the Logit model
predicting the likelihood that a government still uses business incentives. The “Level” column
under each year examines what factors affect the number of incentives used by those
governments that still use business incentives.

Predicting the Likelihood of Governments Still Using Business Incentives

In 1994, the more staff time spent on business attraction activities, the more likely
governments would engage in business incentives. However, in 1999 and 2004, staff time spent
on business attraction activities was no longer significant. This indicates a learning curve over
time. The total number of participants in the economic development process is only significant in
1994. In this year, the more participants in the local economic development process, the less
likely governments would use business incentives. In all three survey years, the more
accountability measures applied, the less likely governments would use business incentives. This
suggests that attention to accountability measures can reduce the likelihood of using business
incentives. The intensity of competition was only significant in 2004. In that year, the more
competition governments perceived, the less likely they would use any business incentives. The
natural log of per capita property tax revenue, citizen opposition, number of perceived economic
development barriers, and external economic conditions have no effect on the likelihood of
governments using business incentives. The most important result of the Logit models is to show
that use of accountability measures reduces the likelihood that governments will use business
incentives. This shows the value of economic development planning in improving the
accountability of local economic development behavior.

Factors Affecting the Number of Incentives Used

The model results for level of incentives also shows a policy learning process. The percent
of staff time spent on business attraction is only significant in 1994, but not in 1999 and 2004.
Little change has occurred to business incentive tools over the past decade, so practitioners need
less time to use familiar tools in the later model years. Over the years, the more economic
development participants involved in the local economic development process, the more business
incentives are utilized. This suggests that in communities that still use business incentives,
economic development participants still largely favor supply-side strategies and private sector
interests. However, it also shows that local governments realize the importance of participation
and reaching consensus among various interest groups when making decisions on economic
development policies.



The positive significant correlation between the number of accountability measures and the
number of business incentives in all three survey years indicates that local governments that still
use incentives also recognize accountability issues. The natural log of per capita real property tax
revenue is only significant in 2004, but not in 1994 and 1999. This confirms prior research in the
1990s which shows business incentives and industrial attraction have little to no impact on the
local tax base. The 2004 model shows that business incentives are associated with governments
with lower tax bases, suggesting the strategy is more common among poorer governments.

The intensity of competition perceived by local governments is positively correlated with
the number of business incentives only in 1994 and 2004, but not in 1999. This indicates that
competition is a bigger issue for local governments during economic recessions (in 1994 and
2004 more governments reported economic decline). Citizen opposition was only significant in
1999 and this suggests governments are more likely to take citizen’s voice into consideration
when they do not feel threatened by the economy. In contrast, during the economic downturn
years (1994 and 2004) citizen voice had no significant role in local governments’ decision-
making processes.

My model results do not show a significant effect of economic barriers on local
governments’ decision on economic development strategies; however in 2004 governments that
engaged in more business incentives perceived declining economic conditions.

Conclusion: Policy Learning and Destructive Cycle

Over the last 1994-2004 decade US local governments show a policy learning process.
Less staff time is spent on business attraction strategies and fewer governments employ these
strategies (down from 88% in 1994 to 55% in 2004). Accountability issues are given more
attention and lead to a lower likelihood of using incentives. However, among those governments
still using incentives, higher levels of incentives are associated with higher attention to
accountability measures. Also for those governments who still use incentives, they realize they
need to build consensus among various interests groups and increase participation when making
decisions on economic development policies. However, citizen voice is still largely overlooked.

The models show an overall learning process exhibited by all governments with
significantly fewer governments using incentives, and among those who still do, more attention
being given to accountability. This shows the concerns raised about accountability (Lynch,
2004; LeRoy, 2005) have been heard and governments are attempting to respond. However,
some governments are stuck in a race to the bottom with the first wave economic development
strategies. Among these governments that still use incentives, the 2004 model results show they
perceive more intense inter-local competition and face a declining local economy and lower tax
base. These governments appear to be trapped in a race to the bottom where they face
destructive inter-local competition and declining economic conditions but rely heavily on
incentives that undermine their tax base.



Appendix

Table 1: Average Numbers of ZINB Model Variables, 1994, 1999, and 2004

Year 1994 1999 2004
Total Number of Business Incentives* 4.64 434 331
Total Number of Participants in Local Economic Development Process 4.46  4.65  4.76
Total Number of Encountered Economic Development Barriers 251  2.95 3.51
Total Number of Accountability Measures Applied 337 382 2.8
Level of Competition 254 249 212
Citizen Opposition 033 030 0.17
Percent of Staff Time Spent on Business Attraction 26.12 26.26 44.16
Natural Log of Per Capita Real Property Tax Revenue 239 239 248
Economic Condition 0.58 0.76  0.57
Total Respondents 960 1,042 726

* Percent of Governments not using business incentives at all 1994: 11.56%, 1999: 32.24%, 2004: 45.45%
Data source: Author’s Analysis of the ICMA Economic Development Survey, 1994, 1999, and 2004



Table 2: Comparison between Governments Using Incentives and Those That Do Not

Variables Business 1994 1999 2004
Incentive N Mean N Mean N  Mean

Total respondents 960 — 1,042 - 726 =

. Missing 287 — 192 - 225 -
P eg‘:gﬁfg::ﬂg;ifm Yes 648 2617 612 29.17%* 365 44.78
No 25 2496 238 18.79%* 136  42.49

Number of . Missing 0 - 0 = 0 =
devgg geit ez;’ggn;‘;lts Yes 849 4.69%% 706  4.98*% 396  6.09%*
pment particip No 111 2.74* 336  3.97% 330 3.17%*

. Missing 0 - 0 = 0 =
Numﬁ;solfrﬁsczourﬁzgﬂ“y Yes 849 378%* 706  5.50%* 396 5.00%*
pp No 111 023*x 336 0028%* 330 0.13%*

. Missing 394 - 423 = 444 =
Lg(Perf;fﬁf@?&;mpmy Yes 515 237 426 237 78 2.43*
No 51 259 193 245 204 2.61*

Missing 0 - 0 = 0 =
Competition Yes 849 2.64%* 706  2.71%* 396 3.04%*
No 111 1.77%* 336  2.02%* 330 1.02%*

Missing 0 - 0 = 0 =
Citizen Opposition Yes 849 032 706 029 396  0.20*
No 111 036 336 033 330 0.14*

) Missing 0 - 0 = 0 =
ggfjﬁ:%‘iﬁ"ﬁgﬁﬂi Yes 849 2.61%% 706  3.00 396 4.48%*
p No 111 1.71** 336 285 330 2.33%*

Missing 0 - 0 = 0 =
Beamamite Condhiian Yes 849 059 706  079% 396 0.69%*
No 111 050 336  0.71* 330 0.44%*

1 5 5 e S S
Data source: Author’s Analysis of ICMA Economic Development Survey, 1994, 1999, and 2004
* denotes statistically significant at the 5% level, and ** denotes strongly significant at the 1% level.



Table 3: Zero-Inflated Negative Binomial Model Results*

Dependent variable: Total number of business incentives

Year
Parameter 1994 1999 2004
Yes/No Level Yes/No Level Yes/No Level
Staff Time spent on 0.07 0.004 0.008 0.001 -0.008 0.001
Business Attraction (4.05) 4.77) (0.77) (1.14) (-0.95) (0.77)
sk ksk
Number of Participants -0.21 0.05 0.09 0.05 -0.01 0.04
(-2.11) (5.55) (0.98) (6.54) (-0.21) (5.28)
* sk sk kok
Number of -3.03 0.10 -2.16 0.07 -2.02 0.05
Accountability (-4.59) (14.84)  (-12.37)  (8.93) (-8.00) (5.63)
Measures kok kk kk kk kk kok
Lg(Per Capita Property 0.23 -0.05 -0.17 -0.05 -0.09 -0.12
Tax Revenue) (0.73) (-1.52) (-0.45)  (-1.48) (-0.20) (-2.02)
*
Competition -0.31 0.04 0.12 0.02 -0.46 0.05
(-1.71) (2.66) (0.70) (1.14) (-3.69) (2.73)
kk kk kok
Citizen Opposition 0.58 -0.08 -0.69 -0.12 -0.40 -0.03
(1.29) (-1.94) (-1.51) (-2.75) (-0.85) (-0.51)
sk
Number of Economic -0.18 0.02 0.22 0.02 0.05 -0.003
Barriers Perceived (-1.15) (1.39) (1.54) (1.23) (0.63) (-0.29)
Economic Condition 0.03 -0.06 -0.46 -0.11 -0.54 -0.14
(0.08) (-1.56) (1.02) (-2.45) (-1.36) (-2.72)
* kok
N 1042 726

* denotes statistically significant at the 5% level, and ** denotes strongly significant at the 1% level.

() is z-score.
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