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ABSTRACT

The interest group theories that link regulations and activities of special interest groups predict
higher levels of collective action to coincide with more extensive regulations. The fact that
economic regulations and enforcement mechanisms may imposestieon interest

organization and thus diminish instances of collective action, however, has not been explored
systematically. The evidence form twersix postcommunist countries over the time period
spanning from the late 1990s to the A#A00s indictes that state regulatory institutions have a
surprising effect on the formation of business associations. Conterintuitively, harsh regulations
discourage the development of business associations, but lax enforcement of regulations, often
linked to bureaumtic corruption, stimulates collective action. Contrary to the-kiagding

tradition of viewing industry associations as rsaeking vehicles of protectionism and

collusion, thissuggests that the business community organization is largely drivee bgé¢d

for nonstate markepromoting institutions rather than primarily by resgeking.



Specialinterest groups occupy a central place in the field of political ecori@spn
1965;Stigler 1971 Groseclose and Snyder 1996; Grossman and Helpmar). 2Z08ditionally,
interestgroups literature hagdepictedorganized interesis rertseeking vehicles of
protectionism and unproductive collusion detrimental to sociatwetig(Peltzman 1976;

Olson 1982Grossma and Helpman 1994RoseAckerman 1999 The interest group theories

that link regulations and activities of special interest groups (producers), predict higher levels of
producersd collective action to coincide with
governmen{Stigler 1971; Peltzman 197Bgltzman 1998; Keeler 1984; Weingast 1981; Noll

and Owen 1983; Grossman and Helpman 2008 fact that economic regulat®and

enforcement mechanisms may impose the costs on interest orgararatitrudiminish

instances of collective actiphoweve, hasbeen undertheorize@he evidence fornwenty-six
postcommunist countries over the time period spanning tihenate 1990s to the mi@000s

indicates that state regulatory institutions have a surprising effect on the formation of business
associabns. Contrarily to the intuition, harsh regulations discourage the development of

business associations, but lax enforcement of regulations, often linked to bureaucratic corruption,
stimulates collective actioffhis suggests that reseeking has not beehe driving force behind

the formation of postcommunist industry associations.

Although the postcommunist transition has provided fertile ground for studies of
busineskstate interactions, few studies have focused on formal associations for business
representation. Researchers have investigated reform of théMtdtaul 1995; Bunce 1999;
GrzymalaBusse 2008Pickles and Jenkira008; Frye Forthcomingnd informal interactions
between the state and private interélsisliman 1998; Hellman, Jones, and Kaufmann 2000;

Ganev 2001; Frye 2002put we know little about formal representation of nonstate economic



actors. A comprehensive analysis of the trans
economy musinclude the formation of formal associations representing the business
community.Such organizations, which had at most had a very limited role in thecet#telled
socialist economy, mushroomed throughout Ezesttral Europe and Eurasia following the
collapse of central planning and democratic transitions. Both the public and academia,
nevertheless, tend to view postcommunist business associasomaving little influence over
state policy and economic developm@fabicek 1996 Peregudov and Semerken1996;
Fortescue 1997; Rutland 2001; McMenamin 2G02ssociations are unimportant in lobbying
for the business communityds interests, it 1is
join them and why these associations grow in number and exemp.This paper investigates
institutional causes of formal interest organization in the region.
The logic of the argumemtdvanced in this papes straightforward, but yields a
counterintuitive insight. Corrupt bureaucrats often compete with bgsaisssciations to
provide regulatory relief. (In exchange for bribes, the bureaucrats overlook noncompliance with
regulations.)fo gain members, business associations must supply meaningfidffective
regulatory relief. When regulations are particiyl@surdensome, business associations must work
harder to make membership worthwhile; therefore, fewer of them are able to form and survive.

However, when enforcement of harsh regulations is lax and corruption prevails, business

! In the postcommunistountries business or employer associations are defined by specialized national legislation as

the nonprofit, noncommercial organizations uniting firms or firm managers on professional, geographical, sectoral,

or other principles. This definition legallgstricts activities of business associations and provides a clear distinction

between them and industrial conglomerates, trusts, and vertically and horizontally integrated commercial
establishments (corporations).

2 Remington (2004) describesthe Ruséiani on of I ndustrialists and Entrepren
organized interest group in RuBdasfimér (pnd 1Kr3gsovsSeai (| 20 0 5
groups with more independent resources and greater power (especabynéeinterest groups) have succeeded in

their pressure to create more institutionalized policy networks with an important influence on behalf@t@on

actorso (p. 414). However, such assessments are infregqi
postcommunist businesses associations.



associations can providevaluable service to members by protecting them from corruption and
can thrive as organizations. This argumsrggestshe positive institutiorbuildingand market
promotingfunctiors of industry associations that in their quest for membership have tm@rov
memberspecific selective incentive$hese implications contradict customary assessments of
industry associations.

As early as 1776, Adam Smith expressed a distrust of orgagtoedmic interests
APeople of the same tentderimeatiad diversioneitithet oget he
conversation ends in a conspiracy against the
known in the modern scholarship as the colleeive t i on pr obl em and speci a
seekingare fundamental tdhe way we think about business interesiscording to the former
concept, it is irrational for selhterested actors to join a commoause group; seteliance and
opportunism are their optimal strategies. According to the latter, organized moneyestsnte
should always be suspect in taking advantage of disorganized consumers as)isteatt
politicians.

Therapid growth of postcommunist business associations poses a dramatic contradiction
to the prediction highlighting difficulty of collective aoti. Prior to 1989, the postcommunist
countries of Eastern Europe and the former USSR lacked membbestagd business
associations. After the collapse of communism business associations surpassed other types of
societal organizations in their number, reses, and membership. The variation in membership
rates across countries, however, is striking, ranging from fifteen to seventy percent of business
entities(World Bank1999-2005)° This paper examines the solutions to the collective action

problem faced by postcommunist businessetcontributes to the literature on collective action

% Appendix A describes and summarizes empirical data on postcommunist business participation in industry
associations.



by linking the provision of selective incentives to the constraints and opportunities created by
requlatory environment.

This paper also makes contribution to the literature on ssmnoomic effects of special
interestsTherecentstudies of industrial relations in emerging markets challémgeent
seekingperspective with mounting evidenoémarke-friendly, efficiencyenhancing activities
of industry association®kecanatini and Ryterman 2001; Campos and Giovannoni 2005; Pyle
2006; Markus 2007; Nugent and Sukiassyan 208&)uments advanced hecentribute to this
emerging intellectual traditiomighlighting formal business associations as nonmarket vehicles
that improve business climate, efficiency, and growth. Specifidhily paperaddresses the
influence of the state regulatory environment
alterrative strategies: opaque, direct transactions with regulators (i.e., bribery) or public
collective action (participation in business associatiortsg.empirical evidencsupportghe
view that collective action by the business community is a responsaigmant regulatory
practices in emerging markefhis suggests that the business community organization is largely
driven by the need for nestate markepromoting institutions rather than primarily by rent
seeking.

The nextsectionidentifies the mostompelling explanations for the formation of
business associations and proposes the hypothesis of defensive organization. To illustrate the
logic of defensive organizatiothe papepreserd a simple threglayer game that models the
choice of participabn in business associations as a strategic interaction between the state,
business associations, and firimswhat follows, Itest empirical propositions derived from the
theory of defensiverganization, focusing on the effects of regulatory environraedt

bureaucratic probity on firmsdé decisions to |



controls for the effects of other correlates supports the defemrgaaization hypothesifm

conclusion | summarize the results and discuss theiiaatfns.

Regulatory Environment and Industryd €ollective Action

Three major theories of interegtoup politics explain the formation of business
associations. According to modernization thegd@muman 1951; Peltzmat®76; Olson 1982;
Becker 1983; Mueller and Murrell 198@)usiness associations form in response to changes in
the socioeconomic environment. The social choice tradition addresses group formation as a
solution to the collective action problg@Ison 1965Taylor 1990; Kennelly and Murrell 1991)
Within this framework, characteristics of latent groups are the primary factors. According to the
third theory, the industrial structure and the nature of production and exchange influence the
organization of ecormic interesi{Bates 1981; Frieden 1991; Hiscox 2Q0Mhese theories of
interest group politics point to political and socioeconomic factors affecting the formation of
organized interests. In addition to institutions shaping the political environmeet, sta
bureaucratic structures shape the regulatory environment in which firms operate. During
profound socioeconomic transformation, the state deeply affects postcommunist firms. The state
regulatory regimeand the quality of state governance influence fbmse c onomi ¢ vi abi |
business strategies, costs, and opportunities.

In the newpostcommunistapitalisteconomiegheregulatory power of the state remsin
quiteheavy.Clearly, t would bemisleadingo expecthatregulationcompletelywithers away
with the transition t@ maket ecommy. In fact virtually all capitalist economiesreregulated
in one form or anothdyy nonmarkeforces. In thggpostcommunistvorld, though, thesubject,
mechanisms, and objectives of state regulaiften wereblindly transferredrom thesocialist

past with little recognition of the new capitalist realitiesmany countries, thetate regulatory



machine has bestowed enormous powaetsoofficials, who use it tdheir personal advantage.
Those officialavho have the most powevis-&vis economic actorsubjected to regulatory
restrictionsoften resort to corruption, graft, and outrighpeoprid i on of enter pri ses

The interest group theori¢Stigler 1971; Peltzman 1976; Peltzman 1998; Keeler ;1984
Weingast 1981; Noll and Owen 1983; Grossman and Helpman 26@ibJish theoretical links
between regulatory environmentgmd oducer s 0 c@dahizecintaregsteareaoften i o n
seen as either the response or the cause of heavy state regulativgment. On the other
hand the literature that focuses on the enforcement side of the regulation, links industry
collective action to corrupt state bureaucrakgsertions that corruption discourages collective
action have focused on either the oppoitias that corruption offers businesses (e.g. reduction
of red tape and avoidance of bureaucratic restrictions on bus{hefs)964; Huntington 1968)
or corrupt bur eaucr at(Bahesneycldoir)rhe fesatype af assedibn b u s i
unde emphasi zes corruptionds cost to businesses
extortion, depicting businesses as passive victims of predatory state behavior.

To appreciate the importance of regulatory enforceymemsider the following threats
and opportunitiesarruptregulatory enforcememtoses to businesses. As regulations and
bureaucratic inefficiency increase, so does the pressure on individual businesses to bribe
bureaucrat$Huntington 1968)As corruption spreads and thmmountof bribes increases, costs
to businesses mount. At the same time, even in a predatory environment in which bureaucrats
manipulate regulatory procedures to extort from firms, corrupt engagement provides some
benefits for businesses. By paying bribes, firms avosgllier regulatory compliance and gain an
advantage over competitors who do not pay briGésarly, the content and cost of regulations

cannot be considered in isolation form regulaemjorcement provided by statereaucracy. In



what follows | advancéhe argument considering the effects of both elements of regulatory
regime® regulatory costs and regulatory enforcement mechadismsusiness collective
action.

My argument relies on two assumptions. First, businesses incur costs associated with
regdatory compliance. Second, bureaucratsy overlook noncompliance in exchange for
bribes. Regulations relevant to businesses may apply to business in general (e.g., accounting
standards and labor laws) or to particular industries (e.g., licensing requirements, environmental
regulations, safety retations). Compliance with regulations requires staff with special
knowledge (e.g., accountants and attorneys). Also, managers must learn about the regulations
and supervise their implementation, thus the cost of managerial time should be considered. In
theory, well-enforcedregulations protect property righa§ producers and consumernsake
information sharing more cesffective, make the business climate more predictable, and
promote enforcement of contracts. Although such regulations benefit socidtyeamerall
economy, they come at a cost to firfrBince regulatory compliance entails costs that are not
directly linked to an immediate and noticeable increase in benefits to a firm, firms are interested
in minimizing the cost of compliance.

The qualiy of institutions that enforce regulations affects the ways in which firms seek to
minimize the costs of compliance. When dealing with grossly ineffective state bureaucracies and
inconsistent enforcement, businesses are more likely to favor noncompWéamee state

bureaucracies are effective and honest, businesses are more likely to engage in organizational

* The benefits of regulatory regimes, assuming the latter arénefitioned and not rigged favor of
particularistic interests, are classic public goods. Although beneficial to the group, their cost to individual businesses
gives an incentive to freede.



and technological innovations that reduce the costs of compfidneeost postcommunist
countries, however, bureaucracies are capable of enfoegutptions but are not motivated to
do so consistently and impartiafiynder these conditions, businesses are likely to avoid overt
noncompliance but make corrupt deals with the bureaucrats entrusted with enforcing the
regulations. In return for bribes favors, corrupt bureaucrats will expedite the processing of
legitimate requests or ignore noncompliance.

Corrupt bureaucrats accept bribes as long as the benefits of supplementing their income
outweigh the risks of job loss or prosecution. Businessewiiing to pay bribes as long as
doing so costs them less than regulatory complianceredudtingbribe will reflect the cost of
regulatory compliance and the cost of corrupt behavior. Thus, the cost of corruption might
increase or diminish as a resoltbetter deterrence (anticorruption measures) or as the extent of
regulatory intervention (and thus, the cost of regulatory compliance) changes.

Confronted with an invasive regulatory environment and costly corruption, businesses
generally benefit froniinding legitimate ways to reduce regulatory costs. In such a sityation
however the longterm benefits of engaging in corrupt behavior are diminishing, because
corruption increases businessesd vulnegabilit
the availability of legal enforcement (so the bureaucrats can cheat with implihgyeduction
or regulatory costs has direct benefits (compliance costs diminish) and indirect benefits (the costs
of bribes also go downlBusiness associatiofisorganizel groups of business owners or fidns
are wellequipped to act as agents, reducing the cost of regulatory compliance for their members.

Theymayprovide information on effective ways to deal with state regulatory systems, help

® Businesses might also try to influence local and national authorities who determitagasgpractices and

supervise bureaucrats; however, this approach is less rewarding when bureaucratic autonomy is high.

® This lack of motivation results from inadequate pay, inadequate political supervision, and the perverse incentive
structure of pooyl designed bureaucratic institutions.
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seekingegal protection, endd selfregulation that preempts bureaucratic intervention, and
increase memberso6 ability to inform politicia
organizing into associations, firms can protect themselves from state regulatory intervention and
avad bureaucratic predation. Associations can better navigate the complicated rules and

regulations structuring economic environment. Talspmay play a role in creating more

beneficial regulatory systems. When state regulations are complicated and looreapicrats

hold a monopoly over their implementation, selfjulating business associations capable of

substituting for state regulatory reginmagyht becomesttractiveregulatoryalternatives.

This argument suggests that seeking regulatory relief faheir membersusiness
associations compete with bureaucrats who might offer impunity to noncompliant firms through
corrupt transactions. The protection froraastlyregulatory environmenthowever, can be
better achieved asclub rather than as a plyreollective goodBecause collective goods are
subject to freeiding, their provision cannot be taken for granted. If, on the other hand, business
associations can find ways to reduce the costs of regulatory compliance as ‘sjgacifer
selective incetives, they can escape the collective action predicarAenith other club goods,
such selectiverotection and selfegulation are excludable but nonrival, dhdir net benefis
arean increasing function of associational membershag followingsecton formalizes this

argument.



A Formal Model

This sectiordevissa f or ma | mo d e | of businessesod deci
associations as a strategic interaction between businesses, state bureaucrats, and associations. It
specifies conditions under which the formation of business associations is the opétaglyst
for businesses.
Assumptions

As previously mentioned, | start with two plausible assumptions: (1) businesses seek to
reduce the costs associated with regulatory compliance, and (2) in exchange for bribes,
bureaucrats will overlook noncompliance. e tmodel, the costs associated with regulatory
compliance ar e f act o-maxunizationtfuaction.Wiee tobalucgstoh e s s6s p
running a businessan be divided into (a) the market cost of production and (b) the costs of
regulatory compliancer{cluding taxes, registration fees, licensing fees, inspection fees, and
related managerial time). Firms maximize their profits by increasing revenues and reducing
costs. If a firm cannot significantly reduce markelated costs and achieve sufficientaeue
through market strategies and technological innovadianspecial case of a firm in competitive
market setting$ reduction of regulatory costs becomes the more feasible way to increase

profits. As Huntington (1968) notes, corruption offers one wagdoce regulatory costs.

5t

Speed feesodO reduce processing and manageri al
ABl inders feeso that cause the recipient to i
environmental and labor regulations, usapproved equipment and production processes, and

hide taxable transactions. As long as bribing is cheaper than compliance,-anprsaifitizing

firm will choose bribing. In other words, it will pay bribes up to the amount equal to the cost of

regulatorycompliance, subject to the total profit constraint.

10



Actors and Strategies
The model has three players: a firy),(a bureaucra), and an organizatior®). All are
assumed to be rational utility maximizers. The firm maximizes income (profit) or theediéte

between revenues and costis=r <€ wherel. is incomey is total revenue, andis total cost

Businesses operate under the total budget constraint €8t by ¥ ¢. Thecost(c)is

disaggregated into production cos},§ and regulatory costf). The bureaucrat maximizes

his/her personal income rather than pursues public interesh Tlheeaucr at s i nc o me
from his/her salary and any bribeY he/ she mi ght receive as a fisi
Provision of such fAadditional 0 bureaucratic s

Theorgah zati onds income is a function of the
between dues} = § i":ldi ) charged and a schedule of particularistic go8d&y,, g,,-..,d, )

provided to its members. The firm receives the partictieig®od (g ), or selective incentive, in

the form of legal and professional help in complying with rules and regulations. The

particularistic good is nonrival but perfectly excludable, and there is an economy of scale in
providingg .” Although under this specification the organization is maximizing its profit, this
formulation is also compatibl e wi fNotethétthe me mbe
model does not specify how the organizationalipgafre used. One might think of
organizational profits as a common pool of re

demands, or be returned to the members in a form of collective or perfectly divisible goods

" For a member firni, the selective benefig) is a function of the overall club good (G) provided by an

associationg, = f(G) such thag > G, wheren is membership.
n

8 Gehlbach (2008) models organizece ct or | obbi es as maxi mi zers of their m
analysis the state, rather than business associations, provides the collective benefits to the organized industry.

According to Gehlbach, orgar@d lobbies channel member contributions to politicians. In contrast, in my model of
organizational dynamics, business associations use membership dues to create excludable benefits.
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(i ncreasi ng me mpthaosganizaional pbjectige)functiof & maximizing
member surplus under minimum budget constraint, moreover, does not change model
predictions.

The firm chooses among three options for satisfying regulatory requireroemisty
with existing regulions at a cost o€, , bribe the bureaucrat, goin the organization and
receive assistance in complying with existing regulatiofise bureaucrat chooses tolmnest
or corrupt, a corrupt bureaucrat must decide on the amouatooibe,b, to charge the firm in
exchange for overlooking regulatory violations. The organization decides on the level ofildues (
) and on the amount of a particularistic goap) that will be provided to the firm, subject ko
paying d . If the firm and the bureaucrat engage in corrupt behavior, both risk being prosecuted

with probability (p) and paying a fine, { ). Under three strategies available to the firm, it

maximizes income, I ), as defined below.

lp(comply)=r1 -G, ¢
|g(ribe)=r <, b pf

lg(join)=r €, ¢ d-g
The bureaucrat maximizes incomeég§, wheresis salary.
I g(hones) = ¢

Ig(corrupt)=s +# {pf
All variablesare assumed to be nonnegative, pnanges from 0 to 1. | further assume that the

organi zationds payoff is an incred&@ingtmn f unct i

® Actually, a fourth strategy exists. If the cost of regulatory compéiane x ceeds a firmés revenue
production and other strategies are unavailable, the firm might choose to operate illegally. If so, the firm risks
prosecution; therefore, private protection mechanisms, includingtypfaorganizations, mushsure that it can
continue to oper apersemight bedegd,; that is dtsproducts and/servidesensight be legal.

However, the firm fails to fully comply with state requirements, such as paying taxes, obtaining required permits

and licenses, and submitting its practices and products to state control. This fourth strategy is beyond the scope of

my investigation.
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whenF does not join. In offering the dues/benefits schedule, the organization, therefore,
maximizegD - G) or, equivalently, minimizeg - d), subject td~ joining.

The bureaucrat and the organization make simultaneous proposals to the firm. The
bureaucrat proposes a bribb,)( and the organization propes dues,d) , and a selective good,

(g). The firm then choosemply bribe, orjoin. The outcomes will be perfect Nash
equilibrium. The firm choosgsin overcomplyif and only if I - (join) > (comply) or,
equivalently,g > d. Similarly, the firm choosesin overbribe if and only if
I (join)>1(ribe) orif ¢, +d -g k pf. Hence, in order to entice the firm into the
organization, the ganization must offer a combination @d - d)such that

(1) g-d > b pf.
The bureaucrat is corrupt whenevgy(corrupt) > I 5(hones}, or

(2) b> pf.
To entice the firm into corrupt behavidinge bureaucrat must offer a bribe such that
I = (bribe) > I (join), or

(3 b<g +«d g pfl°

Notice from (3) that if the organizatigmropose¢g- d) =  pf, then the necessary and

sufficient condition for the firm to bribe rather than joirbis 0. The bureaucrat, however, will
be honest rather than offer a negative bribe, and s@gford) =g  pf, the firm joins rather

then bribes, and the bureaucrat chooses to be honest, BPopf andg > d, the firm joins rather

®The bribe should simultaneously satigfyoribe) > I- (comply , SO thatb < +pf .
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than complies? For the organization to deter the bureaucrat from corruption, it would be
sufficient, however, todriveb el ow t he bureaucratdos reservatio
organi zationds minimum offer that will entice
(g-d) ¢ 2pf, forc, >2pf. In summary, the following conditions describe éagilibrium
outcomes:

If ¢, <2pfand condition (2) is met, the bureaucrat remains honest, and the firm complies
forany g- d <O and joins an organization when>d.

Forc, >2pf, the firm joins if (g- d) 2¢ 2 pf and bribes ifg- d) <¢ 2 pf. The
equilibrium outcomes, therefordepend on the relative costs of regulatory compliance and
bribery. Figure 1 summarizes the strategic space of the dlacaa. be seefrom this graph that
when the cost of compliances) i ncreases, the probability of
strategy space decreases. This happens for two reasoasingseases, 1) the probabiliby

¢ < 2pf diminishes, making it more likely that the firm will eng in the first or third quadrants,
and 2)c - 2pf increases, expanding the bribe space in quadrant Il. Similarly, it is easy to see on
this graph that folg- d 0as the anticorruption measuregsf() increase, the trianglex(- pf;
o - 2pf; pf) shrinks, increasing the organizational strategy space. On the other hand, when
g- d <O, higher pf increases probability of compliance.
[Figure 1]
In addition, assuming #t organizations are more likely to form, the smaflgr d) is,

that is, the lower the initial costs of forming the organizations are, organizational strategy should

Mftheorganizab nds obj ective function is to maxi mize memberds
the organization provides at leggt d) =g  pf, no bribery occurs, and the firm joins. In a sense, this becomes a
predetermined game in whichtber gani zati on6s only constraint is the phy

for its members.
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prevail at higher levels of bribery. Remember th@tins rather than bribes when condition (1)
is satisfied. Since both sides of inequality (1) are positive, Wbherreases, the corresponding
difference(g - d)decreases. This means that, other things heldaunsthen briberylf) is

high, the organization can entice firms to participate by offering either lower particularistic
goods (@) or higher duesd ). This argument represents veati movement of b i - 2 pf

(Figure 1) and reflects the size of rents the organization can derive from the difference in prices
for its member services and the substitute (corruption). When bribery and organizational

membership are sutitsites, settingg andd such that the net benefit of organizational
membership falls withind - 2pf ; o - pf) interval, organization will be more likely to provide a

costeffective alternative to the firms that face a higher bribe schedule

Implications

According to the model, lusiness association has an incentive to maximize the
difference between total member contributions and the level of member benefits that guarantees
participation. Therefore, establishing a business association is easier when the association can
either cfarge firms higher dues or provide fewer benefits. However, firms will be reluctant to
join such an association if alternative strategies (compliance or corruption) offer greater net
benefits. Wherorruption is costly anthe likelihood of prosecution igdgh associations can
persuade firms to join even when they offer lower particularistic goodsjaire higher dues.
However,business associations have to offer benefits that exceed in value the cost of
complianceThus, costly regulations should makéatrder for business associations to provide

particularistic regulatory relief.

2 i kewise, if an organization maxi mizes membersd aggr e

the probability that firms will become dmemain members) increasesdacreases.
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In sum, the model predicts that business associations will form more easily and attract
members in systems marked by effective anticorruption measures coincidingovghibeal
regulations Higher bribery and lower regulatory costeteris paribus, should also ease the task
of organizationThe first implication supports the conventional wisdom. It is not surprising that
firms are less likely to engage in corruption if itals greater costs and risks. Note, however,
that effective law enforcement may also lead to the increased regulatory compliance. Therefore,
in the context of the defensive organization argument, this prediction does not hold under
pervasive regulatory ggmes that deter organization.

The other two implications are somewhat more counterintuitive. It is surprising that
lower regulatory costs encourage the formation of business associations; one might suppose that
higherregulatory costs would prompt assi®@ns to form in order to reduce regulatory
pressures. According to the logic of defensive organization however, when regulatory costs are
high, business associations must work harder to providestfestive regulatory relief that
attracts members. Stigent regulatory regimes, therefore, make it harder to form an association.
Two forces are at play here. While costly regulatimas provide greater impetus for the firms
to join, they simultaneously make it harder for business associations to provitiaggrelief.

When regulatory pressures are high, existing associations should provide members greater
benefits. This condition makes it harder to form business associations.

Finally, according to prevailing opinion, there should be a negative redhtphetween
corruption and legitimate collective action in business associations. However, business
associations providan alternative taorrupt bureaucracy. Firms seeking to maximize profit will

be willing to pay business associations as much as theywase would pay in bribes to avoid
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regulatory complianc& Thus, as the costs of bribery increase, business associations should find
it easier to attract members. This prediction contradicts the conventional arguments about the
negative relation betwearruption and legitimate collective action, but it is consistent with the

notion that business associations provigEmberspecific regulatoryprotection.

Testable Hypotheses
One can generate testable hypotheses about the effects of interactions batvgeen
business associations, and bureaucrats. Fiestprmation of business associations should be
inversely related to the cost of complying with regulations. As the cost of regulatory compliance
increases, associations should lower their dues apdieide more benefits to attract members.
Otherwise, associational membership would not provide adequate regulatory relief. Under
extensive regulation, firms find it more advantageous to engage in corruption; therefore, business
associations must work fier to make participation worthwhile. An invasive regulatory system
infl ates an associationdés startup costs and m
therefore, arrive at the following hypothesis:
Hypothesis 1The greater the costsofo mp | yi ng wi th regul ati on,
propensity to join business associations.
Secondthe model predicts that an association will more easily attract members if
corruption () is pervasive:
Hypothesi®: The more corrupthi r més | mmedi ate environment,

likelihood that the firm will join a business association.

*In the absence of an associational alternative, the bribes charged by bureaucrats @4l bgf. Thus, there is

a relationship between the cost of regulatory compliance and birlbegver, the relationship changes once the
associational strategy is available.
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Third, except for systems marked by costly regulations, the model predicts that firms are
more likely to join business associations when bribery entégiher costs { ) and a higher
probability (p) of prosecution:

Hypothesis3: When regulatory compliance costs are not exceptionally high,

effective anticorruption measures increase the likelihood thas fivith

participate in business associations.

Empirical Test

This section ealuates the hypothesize@ffecs of regulatory pressure, corrupticand
anticorruptionrmeasures, as well as industry and couadligracteristics related to the nature of
regulationwith a crossational quantitative analysis thatludes twenty six postcommunist
countries angpans from the late 1990s to the A#AG00s.In doing so itrelies on the best
available crossational data to investigate the effects of reguabmreaucratic environments on
the development of business associatidnierarchical model brirgtogethemicrolevel and
macroleveffactorsoften cited as promotinguccessful collective action and evalgdteem
against the key variables capturing #ffects ofaregulatory andhureaucratic environment.
Next, this sectionaddress one of the most pervasive, but frequégnlyred problems of the
social sciences the problenof endogeneityhat arises from the fact that treatmeht(
independent varlde) cannot be randomly assigned to the subject populdtat.is, the firms
that decide to join business associations may differ systematically from other firms in ways that
also make them likely to experience different levels of corruption, therebingitne statistical

analysis.
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A Hierarchical Model

Quantitative data on business participation in associati@scarce and often unreliable.
Official statistics usually capture only the number of incorporated greupke the membership
figures are customihy obtainedirst-handfrom associations. Thesegowever areoften
unreliable because of the conflict of interest faced by associatinok tent toexaggerate their
membershipLuckily, the World Bank(WB) andthe European Bank for Reconstruction and
DevelopmentEBRD) conducted threeoundsof a crossnational business survélyatprovided
reliable crosssectionaimicrolevelmeasurement o capture business participation in
associations, | ushe Busines€Environment and Enterprise Performance Survey (BEBR)
A number of questions in the survey address the issues of organizational membegshapory
environmentnd corruptiorare specifically targeted by a wide array of questidhs question

abou membership in business organizations resat 38.2% of firms participating in the

survey belonged to at least one association. Membership figures increased from 26.5% in 1999 to

42.8% in 2002, followed by a slight drop to 40% in 20@&ich is withinthe margin of errot*

The survey also reveals a vast divergesmmo@nglevels of organizational membership in

different countries. Data on membership levels across countries can be féypedixA.
Although the BEEPS survey offers a diachronic perspecin thepostcommunist

business environment of the late 19@@sly 2000s, it does not trace the experiences of specific

firms over this time periotf Testing hypotheses about the effects of the bureaucratic

environment on participation in businessociations with such snapshot dateoisan

straightforward exercis@hedefensive organizatioargumensuggests that successful industry

4 The means are computed using couemel probability weights.

15 Although repeated at thrgear intervals, the subsequent rounds of the survey do not form a true padieg ina

i mpossible to trace firmsd membership status over
guestions across the three installments.
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associations provide particularistic benefitsegjulatory reliefAs such they alter the business
environmentonce a firm joins the business association, a range of member services available
through membership makes it easier to run business. As a result, the individual experience of
firm managers and owners, which at some point in time drives them to join ticegaties, later

on is influenced by particularistic benefits provided by the association. In methodological terms,
we are dealing with a feedback effect or the case of endogéheity.

A glance at the correlates of associational membership (Table 1) tihsstine point. The
table reports bivariate and partial correlations between associational membership and managerial
responses to the survey questions addressing (A) regulatory environment and (B) bureaucratic
corruption. The first conclusion to be drawarfr the table is that the relationship between
individuaklevel measures of corruption, regulatory burden, and organizational membership is not
constant across different survey instruments. Some are consistent, while others are contradictory
to Hypotheses &nd 2.

As suggested by Table 1, there mseanpirical link between regulatory burden and
associational membership, as measured by the various instruments. The members of business
associations, on average, experience a more favorable rather than mueivbsegulatory
environment. They are less likely to report taxation as being a burden to their business and find it
easier to obtain information about regulatory requirements. At the same time, associational
membership is correlated with more managdeinae spent dealing with rules and regulations

and greater overall levels of regulatory pressure. Table 1 also shows that members of business

'8 On the more granular conceptual level, however, the relationship is not totally ciwhide the perceptions of

the business environment in general (often formed by the actual experiences of dealing with the regulatory
institutions) may precipitate the decision to join business associations, it is not the membership per se, but rather the
quality and extent of member services that might alter the managerial experience of complying with the rules and
regulations. Thus, the feedback effect is conditional on the actual ability of business associations to reduce the costs
of regulatory compliace.
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associations are less likely to report bureaucratic extortion, less aware of the current bribe
schedule, and belve that bribe amounts are significantly lower than reported by
nonmembersHowever, they are more likely to report higher levels of bribery in their
environment. How does one make sense of these contradictory perceptions?

[Table 1]

The problem with usinghe individuatlevel measures of regulatory burden is that we do
not know when a firm joined an association and whether its perceptions of regulatory burden
were formed before or after that event. It would be logical to expeditthedst somendividud-
level measures of regulatory burden reflect a firm's membership status, making them the
outcome, rather than the causal factS8@mecorrelations in Table 1 reflect this reverse causal
link between associational membership and bureaucratic environmasigted by
particularistic member benefits provided by associations. The positive relationship between
organizational membership and managerial time spent on dealing with regulations, for instance,
squares well with the incentindriven membership theortheinformationsharing, training, and
consultative functions of business associations are targeted at enterprise managers, making them
more involved (and thus spending more time) in ensuring regulatory compliance. The
observations that members of bussassociations find it easier to obtain information about
regulations, see tax administration as less problematic, and on average pay fewer bribes are also
consistent with the idea that particularistic benefits provided by associations help enterprises
navgate through regulatory regimes and make them more immune to bureaucratic extortion.

Another methodologically relevant point is the difference in wording between questions

in groups A and B, Table 1. Because of the sensitivity of corruption (its itiegald social

stigma), all corruptiom el at ed questions in the BEEPS surve
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your s, 0 r at her -pdrsoraregsponss. K hefsusvey qtektions &bbut regulatory
environment, on the other hand, target the indiaicgexperiences of interviewed firm managers.
Corruptionrelated questions, therefore, solicit impressionistic responses that rely on beliefs
about corruption. Such questions are more likely taggdahe overall bureaucratic climate as
perceived by indusgrpractitionersin contrastquestions about regulatory environment target a
firméos specific experiences. The differences
categories are fundamental: the former reftettefswhile the latter the actual pcaces
surrounding regulatory and bureaucratic environment. It is logical to expect that while the
impressionistic, beliebased responses are more likely to capture the overall bureaucratic climate
experienced by members amonmemberslike, the experieze-based instruments are more
likely to suffer from the feedback effect of member benefits on the business environment and
capture the outcome, rather than the cause of membership.

Distinguishing between the aggregétgel measures of regulatory pressure and the
experience of individual firms offers a way out of the endogenetiyiem In evaluating the
effects ofregulatory pressuresn organizational membershifhis paper uses tteggregatdevel
rather than individualevel data on the severity of business regulafionvhat follows, he
stringency of regulatory regimes is operationalized by the Wall Street Journal and the Heritage
Foundation index dbusinessreedom(ranges from 0 to 100, with higher scores corresponding
to morebusiness freedomThe expeHratings are not subject to the feedback effect of member
specific benefits provided by business associations, and unlike the indiadekinstruments,
capture fAobjectivedo cost of regulatory compl i

To test Hypothesig, postulatinga positive relationship between bureaucratic graft and

firmsd pr o pssociations gperationalizeocormption in terms of its reported
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frequency. This allows capturing a more general, romonetary disutility of corruptionthe
frequency of firmsd encounters with bureawucrat
law enforcement, and public service domains, including access to communications and publi
utilities, licensing and permits, tax collection, government contract allocation, customs and court
procedures, and mechanisms of industry input into political and bureaucratcakileg(See
Appendix B forthe exacuestion wording)The question asko report on the experience of
Afirms | i ke yo ingresgonsesbased oo thetoleyall kelefs about business
environment; thus, of all the survey instruments, it would be least likely to suffer from a
feedback effect of associational maenship. By using this instrument to capture bureaucratic
corruption on the objective (rather than subjective, experibased) levelthis analysisnakes
an attempt to minimize the feedback effect of associational, corregatigated member
benefits. Additional treatments of the endogeneity problem are introduced latepaptre

To ensure that the results are not constdegtendent, | use alternativeeasures based
on other instrument€&orruption 2ranges from one to six amelbased on the survey question
about h dirms ioyburlieenof biisineskave to pay irregulaadditional payments/gifts to
get things done withegardto taxes, licensesegulations, services, gicThe 2002 and 2005
surveys expand the number of categories for which corruption can be reported, to include
environmental, fire, and occupational health and safety inspections. The 1999 survey does not
specify these categoriessut i nstead i nvites respondents to 1
Corruption 3variable includes these additional categories.

With respect tdHypothesis3, suggesting thaheanticorruptionefforts that increase the
costs or certainty of punishment f@orrupt bureaucrats and/or business pesptaild have

differential effects under intrusive and liberal regulatory regjriesmodelncludes an
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interaction betweenountrylevel anticorruptionrmeasuregand business freedor8ince the

control of corruption is defined in terms of the state policy and as a property of the legal system,
countrylevel measures are most appropri&tetruption Perception Inde)CPI) developed by
Transparency International is well suitedtoservaas i ndi cat or of the cent
effort to combat corruption. Unlike microlevel, perceptlmsed measures of corruption that

reflect local aspects of corrupt behaviGRIcaptuest he over al | Afcl eanness ¢

Firm-leveland County-levelControls

A number of firm and sector characteristics are believed to make some enterprises more
likely to overcome the problems of collective action involved in forming business associations.
The followingstatistical analysisontrok for the ype of ownership, firnorigins,size, longevity,
andasset specificityDummy variables for statewned firms and foreign ownership are
introduced to capture the ownership effects. iaeis captured by a categorical variable based
on the number of fultime employeesThe date of firm incorporatioand the dummy fode
novofirms capture theffects ofpast experiences under state socialism andlEstig relations
with the state agencie8sset specificitys captured by an ordinal scalariable ranging from
to 8 This variable reflects a priory assumptions about recourse specificity in different economic
sectors distinguishing among extractive and construction industries, manufacturing,
infrastructure and utilities, trade, business parkonal servicegnd financeTo account for
possible political and economic effedise statistical analysigicorporates measure$ political
freedom(Freedom House political rights and civil liberties ratiagyl wealth(per capita GDR)

Summary stistics for the aggregatand firmlevel measureare available in Appendik.

Resultof Statistical Analysis

The base model fonvestigaing the effects ofegulatoryenvironmenon firmsd
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decisions to join business associati@melogistic regression of the following form:

Logit[Pr(Mji=1)] bo # Bus Fdeedom b EPI bYCPI+ Bu

ba( Cor r Miptsf on YibteEi r niSi+ze )ib # ohieiddPaNovgb
bioln GDPp e r)ctapi tjat 14b FiW)ji+@ Speci fi

wherei = 1 ,17,7&Garefirms acros§ = 47 courdries and= 10 3 roundsof survey.
Pr(Ys =1)is the probability that a firs amember in at least one business associafioantry

level samplingveightsare usedo correct for imperfect randomizatiomBEEPS sampling.
Results of the logistic regression are reportetable 2 Column 1 Marginal effects can be
found in Table3. *’

[Table 2]

The negative coefficient dBusiness Freedorariable is consistent with Hypothesis 1
stating that heavy state involvement in the economy suppresses organizational development.
When control of corruption is set at zero, the marginal effechefunit increase dusiness
Freedomon the probability of membership is given b94. The change iBusiness Freedom
from its minimum to the maximum decreases the probability of membership by .748 points. The
effects however should be interpreted in connection with the interactive term.

[Table 3]

The estimates confirm the key hypothesis regarding the effects of regulatory and
bureaucratic environment. Controlling for the influence of other variables, the primasig¥iem
measure of corruption is positively associated with group formation. Susffeahis
statistically significant at the conventional level. When corruption changes from its minimum to
the maximum value, the probability of membership increases by .262 points. To check for

possible interaction effects between corruption and regylatovironment, | also included an

Y These results hold when | estimate the 2000, 2003, and 2005 data separately and divide the sample into the EU
member/applicant and nonmember/applicant countries.
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interactive term between these two variables (regression results are omitted)3 Sigomes
predicted probabilities from such a regression. Note that the cost of corruption has positive
effects under different regulagoregimes, which is consistent with model predictions.

Although the coefficient on CPI index is negative, the interaction term has a pasttive
significant coefficientBecause botl&Pl andBusiness Freedow@re continuous variables,
interpretation ofniteraction effects is not straightforward. Following Norton, Wang, and Ali
(Norton, Wang, and Ai 2004dvice, Figur€ shows interaction effects and their significante. |
can be seethatthejoint effects of corruption control and regulatory pressure laeurvilinear
effect on membership. For testing Hypoth&sisoweveywe are more interested aseparag
conditional effect ofCPI. Figure3 graphs predicted probability of membership agaikfor
different levels oBusiness Freedon€onsistent wh Hypothesis3, control of corruption has a
negative effect on membership for low value8atiness Freedointrusive regulatory
regimes). At the higher levels Business Freedoiftess intrusive regulation) effective
anticorruption measures have a pigsi effect on membership in business associations.

[Figure?2]

The control variables have the expected st
propensity to organize. Foreign ownership, resource specificity, and the level of development
have a psitive impact on membership, while enterprise age, de novo status, and state ownership
make firms less likely to join. The Freedom House score (higher values corresf@ndrto
political freedomshas a negative effect, supporting the intuition that participation should be
higher in democratic countries.

[Figure3]

Logistic modelhowever s not well suited fothe simultaneous inclusion of the firm
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and countrylevel variablesWithin-country olservations are not independent from each other;
neither are the countigvel measurements that were taken at three different points in time.
Pooling firm observations across tweisgven countries and three installments of survey
assumes homogeneity amdirgns in different countries and across time and is likely to suffer
from the specification (omitted variables) probléin.account for the hierarchical structure of
the data, where observations belong to the country and sgrveps, | use hierarchicedndom
effect estimatior® | estimate variance component matef the following form:

Yi=a + 8Xs ut @ 19

The results oéstimaing the country/timerandomeffects(RE) hierarchicaimodelare
summarizd in Column2, Table2. The coefficients on the corruptidmjsiness freedopand
corruption control variablesnd their interactionetain their sign and statistical significance. The
odds of membership for one unit changeegulation,corruption,and corruption control
variables are given bgxp(b1)=.912 exp(b2) =.353 and exp(b4) = 1221, respectivelyThe
interaction effects are statistically significant and the magnitudegoéssiorcoefficientsis
similar to the logistic regressidfControl variables behave similarly to the Logit estimates, with
the exception of firm size that becomes significant (in the expected direction) and GDP per
capita that loses its significandeaking into account the fliculty of measuring corruption (and
the possible sensitivity of findings to tBpecific measurassed) | re-estimate th&E model

with alternativeinstruments Column3 summarizes the results for tGerruption 2 variable

18 For issues involved in estimating models for discresponse data, see Hsiao (H2803) and Baltagi (Baltagi

2005).

®This is a random intercept specification. See Raudenbush & Bryk (Raudenbush and Bryk 2002) and Luke (Luke
2004) for details on estimation. The estimates of random intercept and random slope models of the following form:
Yi=a + aX; wy u(Countryi o Hin)e sieare not different from the ones reported for the random

slope specification. Since slope estimates are not of interest, | omit these models here.

' Marginal effects are not estimated for the hierarchical models bemdem éects are stochastic and are
obtained postestimation. Thus they should not be included in estimating error terms of marginal effects. Since
random effects are part of the model along with other control variables, there is no meaningful way to hold these
constant at certain values while estting predicted probabilities.
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described earlier. The posiéeffect of corruption on associational membershipbust to
alternative measurements.

As discussed earligthe individuatlevel measure of corruption used in this analysis is
potentially endogenous to associational member§hize the firrlevel aralysis uses
perceptioAbased measures of corruption, the same explanatory factors may influence both the
membership in associations and the perception of the business environment. This is a plausible
scenario, because the business environment is ratferediffor firms of diffeent
characteristics. One could, for instaniegpothesize that members of business associations, on
average, face greater corruption pressures.
awareness of corruptioblnlike other explanatory variables of interest (such as regulatory
pressure and control of corruption), whose exogeneity is ensured through the use of aggregate
data, the problem of an endogenous relationship is eminent in the case of corruption perceptions.

To account for the possible endogeneityhe perceptiofbased corruption variable, |
estimate a twsstage least squares regression model. This setglation estimator instruments
corruption with three additional variables that measure the predictability of regulations, expected
value of brbe for securing public contracts, and stability of bribe schedule. These variables are
correlated with corruptiorr &-.1, .5, and .4) but not with associational membership. The results
of the secondgtage estimation are reported in Tahl€olumn 4. Calmn 5 also reports the
results of an instrumentahriable probit model. In both cases, the instrumented corruption
variable has a positive and statistically significant effect on membership in business associations.
The Durbinendogeneitytatistics and \&ld tests of exogeneity € 0), howeveyare not

significant ruling outhe endogeneity. | conclude that corruption is exogenous to associational
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membership and the hierarchical models are appropriate statistical metnlostdiscussions
of this issueare placed i\ppendixD.

The statistical tests devel oped above
statistically related to characteristicstioé regulatory environment when controlling for other
factors, such as counttgvel and time décts, sectoral differences, enterprise character;stics

and macroeconomic and political factoféie results of applying alternative statistical

techniques and different model specificatishswthat the severity of regulatory pressure has a

consistent agative effect on membershiphese results also are strongly consistent with

reve

Hypothesis 1, which links associational formation and survival to the less restrictive regulatory

regimes that make it easier for associations to provide meaningful regulditefrgmd attract

members. The results support Hypothess&jngthat as instances of corruption increase, firms

become more likely to choose to join associations. Ti@recal investigation revealspositive

statistically and substantively signifidamelationship between perceived frequency of corruption

ontheone hand, and firmsdé | ikelihood of bei
In addition, orruptionlimiting measuresnake firmslesslikely to participatein business
association in costly regulatory regimes but mdieely to participate in a liberal regulatory

environment This supports the intuition behind Hypotis%

Summary and Conclusions

This papermproposedhe defensive organizah argumentinking participation in business

ng a

associationsvithf i r ms 6 r esponses t o andthe coogtenfacemeatgul at o

mechanismslin thisformulation associations attract firms by providing membpecific
regulatory reliefBusiness associations, teéare, can be seen aprivatemechanisnof

selective defense against costly regulations and corrupt enforcdheptanhelp redue the
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regulatory burdethrougha form of selective benefits. These targeted merspecific services
allow thefirms to escape the pitfalls of the collective action lplem. The papeformalized the
argumentnd arrived at predictions thather things being equal, business associations should
find it easier to organize firms imanvironmenmarked by pervasive bureaucrat@ruption
Another prediction is that more intrusive regulatory regimes, ing$aotldmake it harder for
associations to form and provide meaningful regulatory rélad§oexpected that effective
enforcement of antorruption measures should have differential effects under different
regulatory regimes: imayreducemembership in business associations under pervasive
regulations, bushould increasparticipation in moe liberal regulatory settings. The statistical
analysis of crossational survey data on 17,776 firms in twesty countries of Eastern Europe
and the former USSR, as well as of the aggregate socioeconomic indisapais these
hypotheses.

The most important findingsf this paperconcern the eéfcts of state regulatory
environment. Such an environmgint manypostcommunistountriesis characterized by
extensivestate interventiomas well as by administrative corruptiand extortionThe statistical
tests presented in thigpersupport the oerall logic of the defensive organization argument:
controlling for a number of firm industry, and countryspecific factors implicated in successful
solutions to the collective action problem, features of regulatory regimes emerge as strong
predictors dbusiness participation in associatiombe data are congruent with the notion that
business associations emerge and expand their membership in respbesete &ilureto
provide a beneficial and predictable regulatory environmdaihie analysisestablishedhatcostly
regulatory environmeritas anegativeeffect on membership in business associatiomgle the

failure to control systemic corrupti@moupled with pervasive regulatioimspedesparticipation

30



Firm-level indicators ofow-level bureacraticcorruption have a positive effect on membership.
This suggests that an interesting pattern of relationships between economic agents and state
structures is emerging in tip@stcommunistontext. Higher levels of bureaucratic cotrap in
transitonal countriestimulate collective action on the partpgfstcommunistirms, while
restrictive regulatory regimes suppress the formation of business associations

These findings have interesting implicationsthAugh a lage body of literature on
busineskstate interaction contends that interest groups make claims on the state and seek
protection from market forcg®lson 1965; Stigler 1971; Peltzman 1976; Grossman and
Helpman 1994; Groseclose and Snyder 1996; fRagermanl1999) the results of this paper
suggest thabusiness associations in the postomamist setting primarily protect firms against
the state. This is not to say that postcommunist businesses do not engage in collusion and rent
seeking. However, conspiraagainst the publidoes not seem toe the primary motivation
behind the formation of business associati@ysnptomatically,dbbying has been ranked the
least beneficiary of all services provided by business associations to their m@miedsBank
19992005) Thenotion thatpostcommunist business associatidagelopto counteregulatory
intervention and when regulatory enforcement is podaborates with the emerging literature
that attributes to associations benign motives andiy@gconomicabeneficial outcomes
(Recanatini and Ryterman 2001; Campos and Giovannoni 2005; Pyle 2006; Nugent and
Sukiassyan 2008 hisstand in contrast to a large body of literature on the pernicious impact of

interest groups.
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Figure 1. Strategic Space in the Regulatory Compliance Game.
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Figure2. Interaction Effect of Corruption Control and Regulatory Regimes.

36



