
Business Climate: 
Behind the 
Geographic Shift of ! 
American Manufacturing 

i 

The outflow of industry and jobs from the American manufacturing heartland of 
the Northeast and Great Lakes states began in the early 20th century. The rate of 
outflow was fairly slow, however, until the mid-1960s. Despite higher growth 
rates elsewhere, innovation and new industry growth allowed the heartland to 
maintain a strong industrial position. However, the loss of well over one million 
jobs in the region between 1969 and 1977, together with large gains in other parts 
of the country (more than 700,000 in the South), suggests that we have reached a 
major turning point, characterized by massive and continuing regional adjustments in 
manufacturing.1 

The basis for this change is the subject of considerable debate, much of which 
includes either direct or implicit reference to "business climate" as a factor in the 
relocation of American manufacturing (see Box). Business climate should stem 
from a set of important regional attributes which, in concert, generate a distinctive 
non-physical environment for enterprise. Many manufacturers expect this 
environment to affect probabilities of return from a given investment, whether 
that investment involves a new location or expansion of an existing site. 
References to "business climate" are frequently ill-defined and include little 
empirical support of business climate's role despite the implicit suggestion that it 
serves as an important location factor. This vagueness is less a matter of neglect 
than of difficulty in providing a tangible measure of business climate which can be 
related to standard measures of industrial activity. 

The difficulty stems from the fact that business climate cannot be measured by 
a simple variable. Rather, its components are a set of synergistic indicators which, 
though economic in implication, contain a strong element of the socio-political 
environment of a particular region. Existing business climate should be viewed as 
the product of an evolutionary process influenced by social, economic and 
political forces. 
'M. F. Petrulis, Regional Manufacturing Employment Growth Patterns, 
(Washington: U.S. Department of Agriculture, Rural Development Research 
Report No. 13, 1979). 
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Exactly what is "business climate"? 
A weighted index of 20 factors shows 
that business climate does affect 
industrial performance. 

A Business Climate Index 
Since business climate cannot be measured 

directly, a major focus of our analysis is to 
develop a measure of business climate that is 
empirically testable. Following the approach of 
others, we first devised a general framework of 
variables with the intent that the 20 often used 
variables capture three primary components of 
business climate: government policy, labor, and 
quality of life. We then compared regions and 
states based upon these groupings. 

Twenty variables often thought to compose 
business climate are shown in Table 1. Nine of 
them have been selected as surrogate measures 
of the role government policy plays in business 
climate. Variables 1 and 2 serve as measures of 
reliance on income taxes for revenue. Variables 
3, 4, and 5 attempt to reflect attitude toward 
transfer payments. Variable 6 measures govern-
ment's willingness to invest in one aspect of 
specialized human capital. Variables 7, 8, and 9 
measure government fiscal policy, general tax 
level, and state generated tax burden, respectively. 

The labor component of business climate is 
measured by three variables. Variable 10, pres-
ence or absence of right-to-work legislation, 
could be considered a government policy variable. 
It is used here, however, to indicate the strength 
of labor's influence. Variable 11 indicates pro-
duction reliability with regard to labor, while 
variable 12 measures the influence of organized 
labor. 

The third business climate component, quality 
of life, is measured broadly by eight variables. 
Variables 13 and 14 deal with educational achieve-

ment and accessibility. Variables 15 and 16 
concern the incidence of crime. Variables 1 7 and 
18 deal respectively with recreation and health 
care. Finally, variables 19 and 20 deal with 
quality of life in terms of income and death rates. 

Questions can be raised concerning the se-
lected set of variables. First, the allocation of 
variables to government policy, labor, and quality of 
life is subjective. For example, variable 4, dealing 
with workmen's compensation payments, un-
doubtedly would be measured by some as more 
appropriately a quality of life measure. The 
allocation scheme is well suited to this research, 
however, which is aimed at cost conscious manage-
ment. 

Second, the number of variables may be ques-
tioned. The variable set is designed to assess 
each of the selected components of business 
climate and yet maintain diversity among the 
individual variables. Computation of a preliminary 
correlation matrix indicated relatively low inter-
correlation among the selected variables. 

It is also important to stress that the direct 
measures provided by the individual variables 
are not of primary importance. Rather, these 
variables (tax rates, days lost due to strikes, etc.) 
function as a set of synergistic indicators which, 
when combined, provide broad yet meaningful 
insights into the structure of state business climate. 

Further, the variables selected aren't intended 
to represent attributes with, precisely measurable 
impact on conventional factor costs. For example, a 
state's average hourly production wage is not 
utilized in the labor component of business 
climate. Similarly, manufacturers' pollution abate-
ment costs and other operating costs based on 
environmental regulation are not considered. As 
Carter suggests, they tend to be targeted towards 
specific industries and rely ultimately on federal 
and not state requirements.2 Furthermore, Storper 
provides evidence that state-based environmental 

2Charlie Carter, "Environmental Regulations: A Constraint on Southeastern 
Productivity," E c o n o m i c Review, Federal Reserve Bank of Atlanta, 1979, 
Vol. LXIV, No. 2. 
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T a b l e 1 . Se lected State B u s i n e s s Cl imate Variables 
and Their Short Names 

Variable Short Name 

Government Policy 
1. Percent revenue by 

individual income tax individual income tax 
2. Percent revenue by 

corporate income tax corporate income tax 
3. Public assistance payments 

per capita public assistance 
4. Workmen's compensation 

payments per capita workmen's compensation 
5. Average weekly 

unemployment benefits unemployment benefits unemployment benefits 

6. Vocational education 
spending per capita vocational education 

7. State debt per capita state debt 
8. State tax per capita taxes 
9. State tax per capita/ 

income per capita tax burden 

Labor 
10. Right-to-work legislation1 right-to-work 
11. Percent non-agricultural 

strikes workers in work stoppages strikes 
12. Percent non-agricultural 

workers in labor unions unions 

Quality of Life 
13. Percent population illiterate illiteracy 
14. Education spending per capita education spending 
15. Violent crime rate violent crime 
16. Property crime rate property crime 
17. State recreation area 

per capita parks 
18. Hospital beds per capita hospital beds 
19. Income per capita income 
20. Death rate death rate 

'Dichotomous 

protection regulations are enforced irregularly 
and so are difficult to assess quantitatively.3 

Notwithstanding efforts to categorize each of 
the 20 variables into what we consider more 
general groups, 20 variables are still unwieldy in 
assessing the importance of business climate. So 
we completed a common factor analysis of the 
variables to efficiently reduce the data set from 
20 to 6 factors: 1) Crime-Transfer, 2) Income-
Education, 3) General Taxation, 4) Labor, 5) Life, 

3M. Storper, et al., "Performance Regulations and Industrial Location: A Case 
Study," unpublished manuscript, Dept. of Geography, University of California, 
Berkeley, 1980. 

T a b l e 2. B u s i n e s s Cl imate Factor Structure: 1967 

Factor Factor Name Variable Name Loading 
(eigenvalue) 

I Crime- Property crime .858 
(3.436) Transfer Violent crime .752 (3.436) 

Workmen's compensation .649 
State debt .641 
Income .577 
Public assistance .566 

II Income- Unemployment benefits .739 
(2.693) Education Education spending .704 (2.693) 

Income .615 
Illiteracy -.788 

III General Tax burden .893 
(2.559) Taxation Taxes .808 

Vocational education .659 

IV Labor Unions .806 
(2.457) Strikes .777 

Right-to-work -.658 

V Life Hospital beds .784 
(2.229) Death rate .763 

VI Income Tax Corporate income tax .853 
(1.770) Revenue Individual income tax .643 (1.770) 

Parks -.555 

and 6) Income Tax Revenue (Table 2). Concep-
tually, the derived factors should reveal more 
appropriate dimensions of the milieu we term 
business climate.4 

If our conceptual model has any validity, or 
business climate rankings any meaning, then 
business climate should demonstrate some re-
lationship to industrial performance. Our empir-
ical test of this relationship is directed at two 
scales, aggregate industrial performance and per-
formance in specific industries. Our assessment 
of the relationship between business climate 
and industrial performance is based on the 
simple premise that an area's nationwide ranking 
on some measure of industrial performance is 
associated with the areas's ranking on some 
measure of business climate. To empirically test 
this hypothesis, we used two measures of indus-
trial performance: 1) annual layoff rates per 

"The selected business climate variables were factor analyzed for each of the 
years 1967 through 1975. Six factors with eigenvalues greater than unity 
were consistently extracted. For convenience, we measure state business 
climate as the sum of a state's scores on the six factors extracted. Therefore, 
the business climate typology evolved thus far may be expressed as: 

BCjt = Fi j t + .. + F6jt 
where BC is business climate, 

F is one of six factor scores, 
J is a state, and 
t i s one year (1967-1975). 

22 JUNE 1982, E C O N O M I C REVIEW pEDE 
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1000 manufacturing employees, and 2) change 
in manufacturing employment.5 

To considerthe relationship between business 
climate and performance in specific manufactur-
ing industries, we used the same general pro-
cedure used in assessing the relationship between 
state business climate and aggregate industrial 
performance. 

We used one, two, and three year lagged 
systems to derive the business climate factor 
weights for each industry, with the weighting 
system that best explains business climate chosen 
for the empirical test. 

An important requisite of the common factor 
approach is coherence and comparability of the 
extracted business climate factors over time. 
Noting that factor comparison always contains 
an element of subjectivity, we used the results 
for 1967 as an index of the variable factor 
loadings over the time period for this comparison. 

Empirical Results 
We focused on states for three reasons: First, 

the state scale of analysis is pertinent to real 
location decisions.6 Second, many of the variables 
selected have uniform statewide impact. Finally, 
related studies have shown the state-as-obser-
vation to be meaningful.7 Our study period 
(1970-1976) is particularly appropriate given the 
accelerated manufacturing shift which began in 
the late 1960s. 

State rankings on unweighted mean business 
climate (a simple average of a state's yearly 
rankings from 1967-75) are shown in Table 3. 
These rankings correlate highly with the Fantus 
and Grant rankings discussed previously.8 These 

5Algebraically the variable can be stated as: 
Ijt = y + mljt - 1 + ej 

where I is manufacturing employment, 
and t is a year. 

6See Fantus and Grant studies. 

^R.J. Genetski and Y.D. Chin, "The Impact of State and Local Taxes on 
tconomic Growth," HEROS .1979, November 3. L.K. Lynch, "Economic 
Structure and Economic Performance: Some Evidence forStates," Regional 
S c i e n c e Perspectives, 1979, Vol. 9, No. 1. T. Romans and G. Subrahmanyam, 
"State and Local Taxes, Transfers and Regional Economic Growth," Southern 
E c o n o m i c Journal , 1974, Vol. 46, No. 2. 

"Calculated Spearman rank correlations for the unweighted mean business 
climate ranks and the Fantus and Grant rankings are .893 and .815, 
respectively. 

T a b l e 3. States R a n k e d by 
Unweighted Mean B u s i n e s s Cl imate 
(average yearly ranking from 1967-75) 

1 Texas 25 Oklahoma 
2 South Carolina 26 Montana 
3 Mississippi 27 Ohio 
4 Utah 28 Colorado 
5 Arkansas 29 Louisiana 
6 Tennessee 30 Missouri 
7 Georgia 31 Kentucky 
8 North Carolina 32 New Jersey 
9 North Dakota 33 Oregon 

10 Arizona 34 Connecticut 
11 Alabama 35 Rhode Island 
12 Virginia 36 Maryland 
13 New Hampshire 37 Illinois 
14 South Dakota 38 West Virginia 
15 Florida 39 Wisconsin 
16 Idaho 40 Minnesota 
17 Nebraska 41 Vermont 
18 Wyoming 42 Michigan 
19 New Mexico 43 Washington 
20 Kansas 44 Pennsylvania 
21 Indiana 45 California 
22 Iowa 46 Delaware 
23 Maine 47 Massachusetts 
24 Nevada 48 New York 

Source: Calculated by the authors. 

high correlations indicate an underlying consis-
tency in the original business climate variable 
sets. Map I shows the results of the 1981 Grant 
study. In general, the states placing in the lower 
two quartiles are found in the New England, Mid-
Atlantic, and North Central regions of the United 
States. With the exception of California, states 
ranking in the higher quartiles are generally in the 
South and West. 

Weighted Business Climate: 
An Alternative 

Table 5 shows the association between the 
two measures of industrial performance and our 
six business climate factors (see Appendix for a 
description of the weighted business climate 
factor measures). The table indicates that states 
with high scores on the General Taxation, Labor, 
and Life business climate factors have high layoff 
rates. It is interesting to note that the negative 
weight on Income Tax Revenue indicates that 
this type of revenue source may have some 
positive implications for layoff rates, but high 

'lEWi F E D E R A L R E S E R V E B A N K OE A T L A N T A 
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Map 1 . 1981 Business Climate Study State Ranks and Regional Averages 

Number within the state is its overall rank based on 22 factors affecting business climate (1 best, 48 worst). 
Number below the regional name is the average rank of states within the region. 

Source: Alexander Grant & Company, Certified Public Accountants 

Empirical Studies 

Business climate is a recurring theme in recent analyses 
of plant location decisions. Survey results indicate 
business cl imate plays an important albeit usually 
secondary, role in plant location decisions. Bus iness 
climate ranked consistently high as a factor in Mandell's 
recent study of plant location decis ions involving 
Detroit, Chicago, and Atlanta: in the latter c a s e it was 
considered the second most important factor. Hekman's 
study of 2 0 4 firms in Virginia and the Carol inas also 
shows business climate to rank highest. T h e s e and 
similar findings are mirrored in a Harris survey of 4 8 7 
executives bearing major responsibility for their com-
pany's manufacturing locations.9 

Recently, the Fantus Company and Alexander Grant 
and Company undertook independent state-by -state 
evaluations of bus iness climate.10 Both evaluations 
were prepared for manufacturer associations, a point 
which perhaps s p e a k s to the subject's rising import. 
The two studies differ somewhat in the variables 
selected, but both concentrate on labor legislation, 
tax and transfer payments levels, and government 
spending. Neither the Fantus nor the Grant study 
contains proxies for state industrial recruitment spend-
ing. In addition, the Grant study includes manufacturer's 

energy and pollution abatement costs. Both studies 
ranked states from one to forty-eight on "quality"' of 
bus iness climate. T he results of the two studies are 
generally similar. 

Both studies deal only indirectly with the impact of 
bus iness climate on manufacturing. T he Grant study 
compares states' bus iness climate rankings to eco-
nomic performance measured by absolute c h a n g e in 
manufacturing employment. Weinstein and Firestine 
have in turn compared the Fantus rankings to both 
absolute and percent change in manufacturing employ-
ment for the period 1970 to 1976. Table 4 shows a 
strong similarity between the Fantus and Grant order-
ings of states by bus iness climate and alternative 
measures of economic performance. T h e relationship 
between business climate and industrial performance 
shown in this manner, however, is rather superficial 
Both measures of industrial performance subsume 
such primary location factors a s the market and 
material cost, certainly more influential than regional 
business climate in affecting employment fluctuations 

A study concerning the c a u s e s of manufacturing 
migration, economic growth, and employment changes 
in over 100 medium s ized cities concluded that: 

Environmental phenomena, new construction, aging 
housing stock, incidence of crime, race, etc. have a 

24 JUNE 1982, E C O N O M I C REVIEW pEDE 
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T a b l e 5. Weighted Mean B u s i n e s s Cl imate Results: 
Layoff and Residual C h a n g e 
in Manufacturing Employment 

A. Mean Business Climate Factor Score Weights 

Crime- Generai Income Tax 
Indicator Transfer Education Taxation Labor Life Revenue 

Layoff 
Rate .140 .114 .282 .264 .256 - .159 

Manufacturing 
Employment 
Residual - .070 - .126 -.066 -.177 -.240 -.013 

B. Spearman's Rank Correlations {tg) 
Weighted Mean 

indicator Business Climate Observations 

Layoff - .503 31 
Rate (-3.13)a 

Manufacturing 
Employment .608 
Residual (5.19) 4 8 

Source: Calculated by the authors. 
at-statistics in parentheses, all significant at .99. 

taxes in general are not good. States with negative 
scores on the Life, Labor, and Income-Education 
business climate factors generally have higher 
manufacturing employment growth rates than 
the national standard. 

Rank correlations are also displayed in Table 5. 
The rankings are highly correlated with the indus-
trial performance rankings. The sign on the rank 
correlations is negative in the case of layoffs 
because the state with the highest mean layoff 
rate during the period is ranked first, while the 
state with the lowest, or worst, business climate 
score is ranked last. 

The states are mapped by weighted mean 
business climate quartile in Maps 2 and 3. The 
layoff quartile map is based on national extra-
polation of empirically validated weighted mean 
business climate scores. With some exceptions 
such as Louisiana, state rankings by layoffs and 
change in manufacturing employment aresimilarto 
business climate. Both the layoff and residual 
growth in manufacturing business climate maps 
follow a general pattern. The differences, how-
ever, underscore the importance of the weights 
in explaining industrial performance in relation 
to state business climate. Southern business 

T a b l e 4. R a n k Correlations (rs) of Fantus and Grant 
State Bus iness Cl imate Rank ings 
with Industrial Performance Measures 3 

Manufacturing Manufacturing 
Employment Employment 

Ranking Firm Absolute Change Percent Change 

Fantus .564b .596b 

Grant .596b .613b 

^Change data for the period 1970-1977. 
bSignificant at the .99 level of confidence. 

greater impact on industrial growth than economic 
variables s u c h as wages, productivity, availability of 
skil led labor, and investment.11 

Other studies have considered independently gov-
ernment policy, labor, and quality of life as the dominant 
ingredient of bus iness climate. Norton and R e e s cite 
the impact of business climate on the recently acceler-

ated dispersion of U.S. industry. McConnel l a lso con-
siders bus iness cl imate a partial explanation for do-
mestic manufacturing shifts during the 1970s. Ady 
cites unionism in the 1 9 7 0 s and environmental con-
cerns a n d living conditions in the 1 9 8 0 s as important 
factors in location decisions. Arpan s u g g e s t s that 
"investment climate" outweighs state-provided induce-
ments in attracting foreign investment.12 

9 L MandeH Industrial Location Decisions: Detroit Compared with Atlanta 
a n d C h i c a g o (New York: Praeger, 1975). Louis Harris and Associates, 
Attitude of the Nation's Corporate Leaders Toward California a s a 
B u s i n e s s Locat ion (Sacramento: State of California Commission for Eco-
nomic Development, 1978). John Hekman, "What Are Businesses Looking 
For?" this Review, June 1982. 

'"Fantus Company, Comparative Business Climate Study (Chicago: Illinois 
Manufacturers Association, 1975). Alexander Grant and Company, A Study 
of B u s i n e s s C l imate of the Forty-Eight C o n t i g u o u s States of A m e r i c a 
(Chicago: Conference of State Manufacturer's Associations, 1979). 
"LP. Singer, Letter to the Editor, Wall Street Journal, October 15, 1979, 
p. 2 5. 
,2RD. Norton and J. Rees, "The Product Cycle and the Spatial Decentralization of 
American Manufacturing," Reg ional Studies, 1979, Vol. 13, No. 2. James E. 
McConnell, "Foreign Direct Investment in the United States," Arnals of the 
Associat ion of American Geographers , 1980, Vol. 70, No. 2. Robert M. Ady, 
"Shifting Factors in Plant Location," Industrial Development, 1981, Vol. 
150, No.6. Jeffrey S. Arpan, "The Imapct of State Incentives on Foreign 
Investors' Site Selections," E c o n o m i c Review, Federal Reserve Bank of 
Atlanta, 1981, Vol. LXVI, No. 8. 

'lEWi F E D E R A L R E S E R V E B A N K OE A T L A N T A 
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S o u t h e r n b u s i n e s s c l imate fares better for both manufacturing performance a n d layoffs than do 
North Centra l a n d Northeastern states. 

climate fares better for both industrial perfor-
mance indicators than do North Central and 
Northeastern states. Other things being equal, 
weighted business climate indicates that, espe-
cially in the short term, aggregate industrial 
performance should approximate this pattern. 

State Business Climate 
and Industry Groups 

The derived weights for all industries examined 
are listed in Table 6. In nine of the eighteen 
industry groups, the Life factor had the strongest 
weight. In all cases the weight is negative, with 
the exception of transportation equipment, where 
its mean value is zero. The generally strong and 
negative weights on the Life Factor, in light of 
their derivation, tend to suggest a shift toward a 
more service-oriented economy. 

The Life factor has been interpreted by Haninkas 
a welfare indicator and especially associated 
with areas of mature economies and high income 
levels.13 If correct, the factor may then be con-
sidered as part of a larger milieu interpreted by 
decision makers as unfavorable for long term 
investment; therefore, the negative weighting on 
the performance measure. 

In general, the second most important business 
climate factor is Income-Education. Only three 
of the industry groups have residual growth 
associated with positive scores on this factor, and 
in these cases the weights are very low. The 
generally negative weights on this factor indicate 
a trend towards higher growth rates in states with 
relatively low wage and education standards. 
The Labor factor is less important than expected, 
although still relatively significant. As in the case 
of the Life and Income-Education factors, the 
signs of the weights on the Labor factor are 
generally negative. The magnitude of the weights, 
however, is generally intermediate. 

The factors of Crime-Transfer, General Taxation, 
and Income Tax Revenue exhibit relatively small 
importance in the overall relationship between 
state business climate and performance in the 
industrial groups. The weights on these three 
factors are of fairly low magnitude and their signs 
are mixed. The minor importance given to General 
Taxation and Income Tax Revenue as state 
business climate factors is unexpected but con-

,3Dean M. Hanink,"An Empirical Investigation of the Relationship Between 
Business Climate and State Economic Growth," Ph.D. dissertation, University 
of Georgia, Athens, Georgia. 

Quartile 
• • • C Z ] 

1 2 3 4 
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" i 

T a b l e 6. Mean Weights for Bus iness Cl imate Factor S c o r e s 

SIC1 Crime- Income General Income Tax 
SIC1 Industry Group Transfer Education Taxation Labor Life Revenue 

20b Food and kindred products - .067 - .065 - .046 - .078 - .133 - .030 
22b Textile mill products .051 -.231 .204 - .079 -.301 - .075 
23a Apparel and related products .098 - .239 - .139 - .113 - .165 - .017 
24b Lumber and wood products -.071 .031 - .017 .039 - .115 .088 
25b Furniture and fixtures - .113 - .117 .071 - .122 - .252 - .052 
26c Paper and allied products - .065 - .060 - .098 - .052 - .149 .095 
27b Printing and publishing .007 -.017 - .104 - .034 - .157 .033 
28c Chemical and allied products .081 - .158 - .045 - .139 - .109 - .070 
29c Petroleum and coal products .043 .035 .014 .004 - .023 -.111 
30c Rubber and plastic products (n.e.c.) .006 - .007 - .026 - .090 - .077 - .030 
31c Leather and leather products - .067 - .140 .036 .040 - .154 - .012 
32° Stone, clay, and glass products .027 - .095 - .032 - .115 - .017 - .043 
33a Primary metal industries - .055 - .105 .017 .017 - .122 -.077 
34C Fabricated metal industries - .035 - .058 -.037 - .013 - .115 - .043 
35c Machinery, except electrical - .030 - .023 .021 - .109 - .036 .027 
36a Electrical machinery - .024 - .144 .032 - .017 - .162 .066 
37c Transportation equipment - .048 - .088 .072 .110 .000 .042 
38b Instruments and related products .076 .019 .037 .018 - .143 .051 

aOne year lag, btwo year lag, cthree year lag. 
1 Residual employment change used as the dependent variable. 

sistent with other findings.14 High taxes alone are 
either positively, or not at all, associated with 
economic growth. They did find, however, that 
the proportion of tax revenues going into transfer 
payments is negatively correlated with economic 
growth. The Crime-Transfer factor does not ap-
pear to have strong influence, but that is not 
necessarily inconsistent with this finding. Certain 
elements of transfer payments are found in the 
Income-Education factor, which is shown to be 
relatively important and negative in association 
with residual growth in the industrial groups. 

The calculated rank correlations between state 
rankings on both unweighted and weighted 
mean business climate and state rankings on 
mean industry group performance are shown in 
Table 5. An increase in the value of the rank 
correlation using weighted business climate scores 
compared to that calculated with unweighted 
scores, indicates that the weighting system is 
superior. The 13 industry groups which exhibit 
this relationship may be placed in one of three 
groups in which the use of weighted mean busi-
ness climate scores in comparison with the use of 

4Romans and Subrahmanyam 

unweighted sources: 
(a) Increases the rank correlation to a signifi-

cant level, or 
(b) Increases an already significant rank cor-

relation, or 
(c) has no significant impact on an already 

insignificant correlation. 
Thirteen of the eighteen industry groups examined 
have a statistically significant relationship between 
their recent performance and business climate 
as measured at the state scale. 

How Business Climate 
Affects Industrial Performance 
During Recessions: 
A Hypothesis 

The data in Table 7 provide the basis for a 
hypothesis concerning the role of state business 
climate during periods of national economic 
recession. The hypothesis suggests that business 
climate may explain at least partially the uneven 
effects of recession on various regions. The table 
lists the annual multiple correlations between 
state business climate factor scores and industrial 
performance measures, and national measures 

FEDERAL RESERVE BANK O F ATLANTA 27 

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

June 1982



T a b l e 7. Annual Multiple Correlations (R) Between B u s i n e s s Cl imate and 
State Industrial Performance Indicators and 
Annual Measures of National Economic Performance 

Layoffs Manufacturing Employment 

Mean 
R3 

Year Layoff Rate' R3 Year Growth Rate2 R3 

1970 17.5 .516 1970 0.94601 .607 

1971 15.7 .607 1971 0.94225 .630 
1972 11.6 .593 1972 1.00780 .536 

1973 10.2 .497 1973 1.04370 .527 

1974 15.4 .576 1974 0.99201 .197 

1975 19.1 .707 1975 0.90889 .267 

1976 11.6 .600 1976 1.01640 .301 

Source: Calculated by the authors. 
'Reporting states only. 
degression coefficients, x, from EMjt = y + xEMj j_ i + ej 
3Three year lag. 

of mean annual layoff rate and manufacturing 
employment growth rates. 

There appears a dichotomy concerning the 
very high correlation between state business 
climate and layoff rates, and the very low correlation 
between state business climate and change in 
manufacturing employment during the deep 
recession year of 1975. This relationship is not 
evident during the recession of the early 1970s. 
It becomes more subtle if the secondary role of 
business climate is considered in the context of a 
national recession due in part to external forces. 
A key difference in the two indicators should also 
be emphasized. Layoffs can be considered an 
active response to economic conditions while 
declining manufacturing employment can result 
from more passive responses, such as the allow-
ance of attrition in a firm's employment. 

The 1974-1975 recession affected the entire 
nation, and in general its impact was initially 
distributed evenly. The lowest correlation between 
business climate and residual change in manu-
facturing employment occurred in 1974, the first 
year of the recession. The low level of this 
correlation indicates that there was no regional 
concentration of passive response to recession 
during this first year. The correlation between 
state business climate and the rising layoff rates 
of 1974 was about average. In 1975 the secondary 

impact of business climate was realized. The 
correlation between residual change in manu-
facturing employment and business climate rises, 
while that between layoffs and business climate 
is the highest in the series. The more passive 
response to the recession in 1974 gave way to 
the more active response of high layoffs in 1975. 
Further, these layoffs were strongly related to 
state business climate attributes. 

Initially, response to the recession was more 
general. But in the second year, as the recession 
deepened and response became more active, 
business climate became an important variable. 
The more severe impact of the recession on the 
labor force apparently occurred in states with 
certain types of business climates. The secondary 
role of business climate is underlined in its 
somewhat delayed impact. In a sense it was 
brought into play during the second round of 
response to the recession. These suggestions are 
not inconsistent with, or meant as an alternative 
to, the type of regional cyclical fluctuations 
dependent on industrial or urban growth patterns. 
Without firm control of the role of industrial 
structure, however, this interpretation must remain 
guarded. The role of business climate can be 
viewed perhaps as that of a steering current to 
geographic economic impulses. Business climate 
may provide a partial explanation of some of the 
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uneven regional impacts of national economic 
recession. 

The data in Table 7 indicate that this hypothesis 
does not hold for the earlier recession. This may 
be attributable to the more moderate nature of 
the first recession and, more importantly, in the 
much greater uncertainty of the second recession 
caused by sharp increases in the price of oil. 
Ironically, the directly unmeasurable "good" busi-
ness climate may serve as insurance in periods of 
great uncertainty, such as 1974-1975. Perhaps 
lower levels of regional or state uncertainty can 
serve as a counterweight to great uncertainty in 
the national economy. It is too early to determine if 
evidence from the current deep recession supports 
this hypothesis. Considerable uncertainty does 
appear in the national economy, as in the 1974-
1975 period, although this uncertainty concerns 
innovative federal policy rather than external 
shock. 

State Business Climate 
and Regional Industrial Change 
in the United States 

Our major concern has been an empirical 
assessment of the spatial association between 
state business climate and industrial activity. 
We now consider briefly the implications of 
differences in state business climate for the 
regional pattern of industrial activity in the 
United States. 

The weights derived for several industries 
provide supportive evidence for the product 
cycle approach to understanding regional de-
velopment. Product cycle theory postulates 
stages of product development that are techno-
logically based and geographically separated.15 In 
the final of three product cycle stages the 
importance of high technology diminishes greatly 
as the product becomes standardized and 
production is shifted to areas where lower 
general production costs prevail. Low cost 
labor is especially important when the product 
is in the standardization stage. Specific evi-
dence is provided by textile and apparel which 
can be generally considered in the standardized 
production stage. Their performance has a 
strong negative association with the Income-
Education factor of business climate. The case 

,5R Vernon, Metropolis 1985 (Cambridge, Massachusetts: Harvard University 
Press, 1960). 

for the product cycle's applicability to regional 
trends in the United States is weakened, how-
ever, by the mixed rather than totally positive 
association of the Income-Education and Labor 
factors with performance in the high technology 
industries. 

Conclusion: Business Climate 
and the Geographic Evolution 
of the American Economy 

The first phase of modern American indus-
trialization began in the 1860s and extended 
through World War II—a period that witnessed 
the evolution of the American industrial core-
land. During this period manufacturing spread 
westward from the Northeast but simultaneously 
formed massive concentrations with distinctive 
industrial structures within the coreland. The 
periphery experienced a lag in economic evo-
lution. Though a limited population and resource 
base may account for lags in portions of the 
periphery, the same argument cannot be ex-
tended to the southern segment. The South 
developed a relatively high population density, 
but sustained itself with a distinctive agrarian 
economy. That eventually contributed to a 
widening disparity between coreland and per-
iphery in industrialization, urbanization, edu-
cation, housing and income levels. During this 
first phase, business climate was an insignificant 
factor in the industrial growth of the coreland. 
However, the last several decades of this period 
witnessed the development of a foundation for 
business climate which was to become of 
major importance. The rise of politically power-
ful labor movements in the industrial coreland 
clearly signaled the arrival of attitudes which 
now give character to that business climate. 
The time at which this initial phase of regional 
development ends cannot be precisely dated; 
however, it seems that the 1940s and 1950s 
were clearly a transition period which culmi-
nated in a distinctive second phase of the 
American economy's geographic evolution. 

The second phase in the evolution becomes 
evident in regional development during the 
post World War II years, though its roots are 
evident much earlier. This second phase is one 
in which the industrial coreland experienced 
continuous comparative decline in manufactu-
ring status (although not absolute), while the 
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periphery gained. The absolute losses were 
probably avoided because of the region's ability 
to continue functioning as a seedbed where 
new high technology and capital intensive 
industries offset closures.16 The conventional 
location factors retained significance for some 
industries, fostering industrial growth. Also, the 
returns to factors of production remained high 
enough so as not to totally discourage new 
investment. 

Ultimately innovative capacity diminished 
and absolute losses occurred in the coreland. 
While the periphery has experienced compara-
tive growth, the American industrial coreland 
has matured to a point where its once certain 
supremacy over other regional economies is 
being lost. The coreland's seedbed function or 
capability to generate industry replacements 
(innovation) is rapidly being diminished.17 The 
evidence is seen in industrial employment 
losses and the spread of high-technology in-
dustries to peripheral regions. 

Regional business climate distinctions may 
only have become succinct enough to emerge 
as a location factor during the past two decades. 
However, the forces generating these environ-
ments have long been present. Recently, busi-
ness climate has been cited to explain dif-
ferences between the economically stagnating 
Northeast and the more vigorous Southeast of 
the 1970s. In a developed and democratic 
region with a mature level of economic develop-
ment, organized interest groups emerge to a 
level of power and influence which inhibit, 
even if not intentionally, economic growth on 

the producer side.18 The negative impact may 
take the form of denying new entrants, delaying 
innovation and efficiency moves (spatial or 
others), and reallocating of resources. Differ-
ences in regional development, however, permit 
variation in the strength of organizational in-
terests which might inhibit economic growth. 
The South is relatively free of such institutional 
barriers, partially explaining current southern 
growth in the face of near stagnation elsewhere. 
Environmental differences reflect variations in 
population growth rates, attitudes toward in-
dustry and commercialism, labor legislation, 
unionization levels, tax levels, social welfare 
legislation, and organized interest groups. The 
very nature of business climate is then related 
to the length of time a region has served as an 
industrial coreland and to the power of the 
region's special interest groups. 

Business climate is a product of evolutionary 
forces, and as such is not likely to be altered by 
quick fixes. The strengthening of industrial 
recruitment efforts through financial incentives, 
in the form of industrial revenue bonds or tax 
abatements, may be effective in luring several 
individual firms. However, such measures do 
little to alter business climate and are always 
subject to competitive reaction from other 
states. States with declining industrial bases 
should instead emphasize their positive attri-
butes. Characteristics such as skilled labor 
forces and large markets are still powerful 
factors in the location of industry and they are 
not subject to erosion through political activity 
in competing states. 

—James S. Fisher and 
Dean M. Hanink 

Fisher is Professor ol Geography al the University oí Georgia; Hanink is Proiessorof 
Geography at the University of Connecticut at Storrs. 

,BM. Olson, "The Causes and Quality of Southern Growth," T h e E c o n o m i c s 
6Norton and Rees. o f S o u t h e r n Growth, edited by E. Glaine Liner and L.K. Lynch (Durham, 
'Norton and Rees. North Carolina: The Southern Growth Policies Board, 1977). 
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APPENDIX 
The weights are calculated a s the partial regression 
coefficients derived in lagged multiple regressions of an 
industry performance variable (IP) on the s ix bus iness 
climate variables (factor scores). It should be noted 
that these regressions were not conducted in the 
interest of inferential treatment and, in any case, 
derived estimates are possibly biased and lack precision. 
The regressions were used primarily to derive the 
weights for the business climate factor s c o r e s Lagged 
regressions were considered more appropriate to 
avoid direct relationship between the employment-
based industrial performance variable and parts of the 
independent bus iness cl imate variables, for example 
transfer payment levels. The u s e of a lag in the 
regressions does not eliminate this bias, but instead 
relegates it to a less direct trend. T h e length of the lag 
(three years) w a s selected because it w a s found to be 
meaningful in a related study by Genetsk i and Chin 
(1979). Th e performance measure (IP) in each year 
1 9 7 0 - 1 9 7 6 w a s regressed on the bus iness climate 
variables for each year 1 9 6 7 - 1 9 7 3 in the three year 
lag system. 

State rankings on weighted mean bus iness climate 
for the years 1 9 6 7 - 1 9 7 3 are correlated with state 
rankings on mean industrial performance as measured 
by an aggregate indicator's mean value for the years 
1970-1976. The a s s e s s m e n t of the relationship be-
tween state bus iness climate and industrial perfor-
mance is ordinal. This does not require the interval 
scal ing of state business climate and so simplifies the 
analysis. 

Two important points must be considered in assess -
ing the empirical results First the results are conditioned 
by the definition of the various bus iness climate 
dimensions The choice of the original business climate 
variables, despite the ensuing factor reduction, provides 
an element of subjectivity in the determination and 
composition of the salient bus iness climate factors 
T he fact that the original variables used in this study 
are generally consistent with those used in the Fantus 
and Grant studies indicates however, that the variables 
were selected by suitable criterion. Second, there is a 
degree of interrelatedness between bus iness cl imate 
and industrial structure. This interrelatedness has not 
been controlled for in the following analysis Convention-
al growth and location factors, s u c h a s the market and 
labor costs a lso have not been firmly controlled. How-
ever, the results are sought more in the interest of 
investigation and hypothesis generation than in firm 
conclus ion and hypothesis testing. 

Weights of mean business climate factors are shown 
in Table 5. T he s igns are positive in relation to layoff 
rates with the exception of Income Tax Revenue, and 
are all negative in relation to the state manufacturing 
employment residual. This is consistent b e c a u s e a 
high layoff rate indicates poor performance in the 
manufacturing sector while a high employment residual 
indicates a g o o d performance. In both c a s e s the 
closer a weight is to zero the smaller its impact, and 
the less importance given to that bus iness climate 
factor. 
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