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Abstract

Since the Industrial Revolution, large-scale economic development has coincided with the
rise of the modern nation-state. We argue that this is not a coincidence. We show how the
advent of national identity helped modern states overcome internal conflicts over the dis-
tribution of economic benefits to provide public goods and grow. Using a model with elites
and commoners, characterized initially by distinct group identities (e.g., ethnicity, class),
we show that elites have an incentive to induce commoners to identify with the nation. The
more widespread is national identification, the less is conflict between elites and common-
ers, and the more revenues can be collected and public goods broadly provided. This effect
is self-reinforcing: the greater is public goods provision, the greater is the economic status
of the nation and thus the psychological return on national identification. Elites’ incentives
to induce national identification, however, depend on the presence of political restraints on
the elite. We reexamine the historical cases of England (1600-1920) and the United States
(1865—present), identifying support for our framework therein.
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1 Introduction

Since the Industrial Revolution, large-scale economic development and growth have coincided
with the rise of the modern state.! In recent decades, economists and political scientists have es-
tablished a strong empirical relationship between economic performance and various aspects of
state development, including state capacity (Besley and Persson, 2011; Johnson and Koyama,
2017) and institutions more generally (Acemoglu et al., 2001; North and Weingast, 1989).
Critically, modern states provide vast resources to public goods that favor economic develop-
ment, including internal and external security, public education, transportation infrastructure,
and various forms of social insurance (Lindert, 2004).

Although states can promote economic development, in principle, by providing certain pub-
lic goods or by investing in the capacity to do so, major obstacles exist in practice. Most fun-
damentally, ruling elites face the challenge of securing public acquiescence to the state itself.
Otherwise, they risk intruding on a variety of groupings, each with the potential for violence in
defense of its interests. Indeed, internal conflicts continually mar the paths to both economic
and state development. England went through a Civil War and the Glorious Revolution in the
17th century before finding some institutional stability that built the momentum toward the
Industrial Revolution. France went through its Revolution, followed by a period of military
conflict and subsequent autocratic governance that, nevertheless, radically changed its pre-
revolutionary economic and political conditions. The United States seceded from Britain after
its own Revolution but did not begin to resolve its economic, political, and cultural polarization
between North and South until its own Civil War in the 1860s.2

In this paper, we analyze the role of national identity in helping modern states overcome
such internal conflicts to provide public goods and grow. Relative to their pre-modern an-
tecedents, modern states assiduously cultivate national identity through public schooling, the
symbolism of national flags, anthems, and rituals, and information campaigns that third parties
may call propaganda (Alesina et al., 2020; Bandiera et al., 2019; Paglayan, 2021). Likewise,
citizens of modern states often see themselves as part of “one people,” members of large “imag-
ined communities” that would have been difficult to establish before the spread of centralized
education and print media (Anderson, 1983).

National identity, we argue, helps to forge a consensus between ruling elites and the masses

over the distribution of economic benefits. Insofar as elites and the masses share a common

'In this paper, the “modern state” refers to hitherto novel forms of political organization that spread throughout
the world after the 18th century. These are characterized, for instance, by popular will as the basis of state
sovereignty, national citizenship, and identification among the citizenry with the state. For relevant analyses of
the modern state, see Finer (1997) and Mann (1993).

20f course, external wars and many internal conflicts—such as the Jabobite rebellions, numerous “riots,” and the
problems with incorporating the “Celtic fringe”—continued to be part of England’s modern evolution. Likewise,
internal and external turmoil have characterized France and the United States’ histories since these respective
events. Yet today, Britain, France, and the U.S. are exemplars of the successful modern state and economic
development. Much of the rest of the world has gone through even more turmoil and typically with far less to
show for in terms of economic performance.



identity, revenues can be readily collected and public goods broadly provided with little politi-
cal conflict. To demonstrate our argument, we develop a formal model that incorporates identity
as an important factor in individual decision-making. The model assumes two types of agents:
(i) commoners and (ii) members of the elite. In the model, a national identity emanates initially
from the elite. Commoners, meanwhile, begin with an alternative identity but may choose to
instead identify with the nation. Group identification is defined in terms of preferences, with
psychological and material payoffs deriving from the identity to which one adheres.

Concretely, identity confers some payoff associated with the status of the group with which
one identifies. Among national identifiers, for instance, this is a function of the national income
level. Besides status, commoners also face a social distance cost associated with shedding an
alternative identity, which is heterogeneous across commoners. In addition to its psychological
salience, identity is also economically relevant. In the model, elites oversee a formal economy,
in which they provide public goods that increase the national income level and readily collect
taxes from those commoners who identify with the nation. By contrast, commoners who adhere
to the alternative identity do not value the national status, instead preferring to use their eco-
nomic resources in alternative ways. As such, their income is contested with elites, reflecting a
resistance to the state. Such contestation may range from outright war or violent revolt (see, for
instance, Cosgel et al., 2023), to non-violent conflicts involving evasion or negotiation (see, for
instance, Konrad and Qari, 2012), with efforts that are nonetheless costly and reduce payoffs.

Solving the model, we show that elites have strong incentives to induce commoners to adopt
a national identity. These benefits from national identification come from several sources. First,
conflict and its costs are reduced for elites. Second, the inclusion of more commoners in the
formal economy increases the tax base. Third, the inclusion of more commoners in the formal
economy facilitates the provision of public goods, both by (i) decreasing elites’ marginal cost
of public good investment and by (ii) increasing elites’ return on investment.

At the same time, elites’ incentives to induce national identification vary with the presence
of political restraints. In the model, we consider the taxation and public goods decisions of
elites both absent and in the presence of fiscal restraints—for example, through a legislature
with veto powers (North and Weingast, 1989). In their absence, elites tax commoners in the
formal economy excessively, appropriating some taxes for their own consumption. As a result,
it is never incentive-compatible for commoners to identify nationally, conflict remains high,
and public goods provision and national income low. In the presence of restraints, however, a
fraction of commoners typically chooses to identify with the nation, favoring public good in-
vestment and national income growth. This effect is self-reinforcing: by investing in productive
public goods that boost the status of the nation, elites further increase the psychological benefits
from national identification. Comparing these two cases, we show that political restraints may
in fact improve elites’ welfare when resultant national identification will be strong.

These findings generalize to allowing elites to make direct investments in the national sta-

tus for the purpose of heightening national identification. In addition to investing in productive



public goods that stimulate the return on national identification, elites may pursue policies
aimed at making the status of the nation more salient in commoners’ payoffs, such as pro-
paganda in state media and education (Blanc and Kubo, 2024; Kersting and Wolf, 2024) and
various social integration programs (Bazzi et al., 2019; Caceres-Delpiano et al., 2021; Depetris-
Chauvin et al., 2020; Miguel, 2004). Under mild conditions, the effects of such investments
amplify the effects of public goods provision in the baseline model. Overall, our theoretical
framework points to a coincidence of national identification, public goods provision, and de-
velopment in modern states, relative to pre-modern ones.

Lastly, we use our framework to shed new light on the political and economic development
of (1) England and (ii) the United States. The first case study suggests a central role for na-
tional identity in the building of the modern English (and subsequently British) state. Over
the course of more than two centuries, we argue, a combination of carrots (i.e., material incen-
tives) and sticks (i.e., conflict) were used to incorporate greater proportions of the British Isles’
non-aristocratic populations into the national identity, in ways that simultaneously boosted in-
comes and the size of the public sector. Our second case study draws a connection between the
renewed patriotism and national reunification that characterized the early 20th century in the
U.S. and the vast economic and state development of that period. Meanwhile, identity-based
political cleavages made salient against the backdrop of rising cultural and moral polarization
in recent decades threaten to undermine cohesive national identification that, we argue, serves
to bridge commoners and elites, thereby eroding the political cooperation that had hastened the
vast public investment that characterized prior periods.

This paper makes several contributions to our understanding of nation building, state for-
mation, and economic development. First, while previous research establishes the benefits of
national identification for public goods provision (Konrad and Qari, 2012; Qari et al., 2012)
and internal conflict reduction (Alesina et al., 2021),® our paper is unique in showing how
elites may strategically use national identity as a tool for developing the distinct public finance
of the modern state, for the mutual economic betterment of elites and the masses. This follows
Testa (2018), who models the embedding of propaganda in educational content for the purpose
of making the provision of public education—and resultant economic development—Iess po-
litically costly for autocrats. Yet, unlike our paper, national identity plays no role in that model,
wherein propaganda serves only to persuade citizens that elites’ interests are aligned with their
own, allowing elites to sustain an extractive policy. Separately, our work complements Alesina
et al. (2020), in which strategic nation building favors mass acquiescence to war, and Sam-
banis et al. (2015) in which external war is instrumentally used in elite unification and nation
building. In contrast, we focus on the use of national identity for providing “productive” public

goods (e.g., schools, highways), in pursuit of economic development and growth.

3For instance, having a socially homogeneous population can reduce conflicts and favor support for and provision
of public goods (Alesina et al., 1999; Alesina and Spolaore, 2005). Similarly, common identification may also
facilitate collaborative production in factories and offices (Gellner, 1983; Hjort, 2014).



Second, our model provides a hitherto unseen application of social identity theory, building
on a burgeoning theoretical literature across economics, political science, and social psychol-
ogy wherein group membership is assumed to affect individual preferences and behavior (Ak-
erlof and Kranton, 2000; Shayo, 2009). In particular, individuals may adopt group identities
that favor in-group bias and facilitate cooperation with others also sharing in that identity. The
composition of identities in a population may evolve over time in response to both material and
psychological factors, with profound implications for conflict and collective action. Previous
theoretical work has focused on a variety of ethnic, religious, regional, and class identity cleav-
ages found within citizenries, as they relate to violent conflict (Sambanis and Shayo, 2013),
support for redistribution (Holm, 2016; Lindqvist and Ostling, 2013; Shayo, 2009), and the rise
of populism (Grossman and Helpman, 2021). This paper is unique in its application of this
framework to the study of cleavages between the citizenry and elite, as well as the formation
of common identities across these groups via the advent of nation-states. Closely related is
Saleh and Tirole (2021), who develop an identity-based framework in which rulers levy dis-
criminatory taxes on alternative identifiers, inducing some to convert to the mainstream, with
application to pre-modern Egypt. Our framework suggests a less chauvinistic path out of in-
ternal conflict available to modern states, in which national status and prestige stemming from
broad-based public goods provision foster psychological satisfaction, facilitating a national
identification.

Finally, the role of political institutions in our model in shaping the emergence of nation-
states, particularly as it relates to the broadening of public goods provision, complements long-
standing work in political economy on the two-way role of institutions and state capacity in
giving rise to the modern, growth-promoting state. Our theory closely mirrors this existing
literature along two key dimensions. First, political constraints in our model introduce credible
commitment on the part of the elite, which proves key to inducing national identification among
commoners and thereby increasing the tax base and public goods provided. While a prominent
body of literature has established the role of constraints on elites in driving economic perfor-
mance (see, for instance, Acemoglu et al., 2005; North et al., 2009), little emphasis has been
placed on the intervening role of national identity and the nation-state in this process, as we
do in this paper. We provide a complementary mechanism to existing ones, a different type
of “opium of the masses” that reduces conflict and increases public goods provision. Second,
national identification and public goods provision mutually reinforce one another in promoting
economic performance in our model, particularly in the presence of political constraints. This
qualitatively recalls Besley and Persson (2011) on the co-evolution of state capacity, public
goods provision, internal peace, and high per capita incomes, with strong institutions serv-
ing to underpin these “clusters.” We emphasize an additional, distinct dimension—national

identity—as being central within this process of modern state development.



2 The basic framework

We now develop our core theoretical model. We incorporate agent heterogeneity along two
main dimensions: (i) political power, the distribution of which is fixed, and (ii) group identity,
which is endogenous to the agent. The main sources of income are private resources enhanced
by public goods, with conflict over income arising from differences in identity. Besides the
provision of public goods, the political environment includes taxation, which we consider both
with and without fiscal restraints on the elite. We proceed to solve the model in Section 3,

before considering key model robustness in Section 4.

2.1 Environment

In the model, the country has an elite of size § € (0, 1), with the rest of population’s size,
consisting of commoners, normalized to 1. Initially, group identities vary across members of
the elite and commoners. A national identity is assumed to emanate from the elite, whose
members as such share. Commoners, meanwhile, begin with an alternative identity but may
come to identify nationally if incentivized sufficiently to do so. We embed these ingredients in
an overlapping-generations framework, with each generation lasting two periods, t = 0,1, ...,
and the size of each generation of elites and commoners assumed to be fixed across all periods.
The share of commoners subscribing to the alternative identity «; (with 1 — o, being the share
that identifies nationally), meanwhile, may evolve over time. For ease of exposition and without
affecting our results, there is no discounting of the future across periods.

Importantly, the model abstracts from intra-elite conflict, which is not the focus of this
paper—although the same conflict arising between commoners and elites in the model could,
in principle, also take place within the elite, albeit at the expense of significant tractability.* We
likewise abstract from other potential heterogeneities in identification among commoners, such
as having multiple alternative identities or multidimensional identities (Sen, 2006; Carvalho
et al., 2022). Finally, we abstract from external players and the role of interstate wars in the
building of modern states, not because we consider them unimportant but because others have
emphasized such factors and, if anything, their inclusion would simply reinforce our results.’
Instead, we allow for internal conflicts—specifically, those between commoners and elites,
who are often distinguished in nascent states by social identity as well as power.

Indeed, nearly all early modern societies and states had social divisions enshrined in law
or custom that our modeling approach could approximate. These may have been based, for

instance, in class, ethnicity, or religion. The United Kingdom, for example, has historically

4Sambanis et al. (2015) examine one mechanism about how an originally divided elite—such as the German elites
before German unification in 1871—could unify.

STilly (1990)’s well-known dictum “states made war and the war made the state” applied to early European states.
Besley and Persson (2011) and Gennaioli and Voth (2015) examine theoretically and empirically the relationship
between interstate wars and state capacity. Sambanis et al. (2015, 2020) and Alesina et al. (2020) examine the
relationships of interstate conflicts and external interventions with national identification.




had clear divisions between the commoners and the aristocracy, with roots in Norman conquest
and characterized thereafter by differences of both class and religion, as we argue in Section 5.
The aristocracy, together with the emergent bourgeoisie,’ would be approximated by the elite
players in our model. In Latin America, meanwhile, one prominent cleavage historically has
been between criollos of Iberian descent, on one hand, and Native Americans, Afro-Americans
and those of mixed descent, on the other. In other contexts, language, region, or tribe might be

the salient basis of social division between commoners and elites.’

Material payoffs. The per-period material payoffs include several components, which depend
on the choices of elites and commoners, including the latter’s identity. The model consists of
a formal economy, in which income depends on an ordinary infrastructural public good G
provided by elites, together with the private resources of commoners and elites, with taxation 7
determined by elites. The model also consists of an “informal” economy, in which the income
of commoners adhering to the alternative identity is contested with the elite. All public finance
and conflict decisions are made so to maximize group-level welfare, while commoners’ choice
of group identity is taken at the individual level.

The pre-tax income of elites from ordinary economic activity in period ¢ is Y,; = G} R
for some R > 1 where v € (0,1). We suppose that G; has been inherited from the previous
period and equals (1 — d)G;_1 + ¢;—1, where G;_; is the stock of the public good from the
previous period, d € (0, 1) is the depreciation rate, and ¢;_; is the investment in the public
good that was undertaken at the end of the previous period. New investment in the public good
in the current period is represented by ¢g;, such that the next period’s level of the public good is
G = (1= d)G, + g..

The income of commoners, meanwhile, depends on whether they identify with the nation
or with the alternative identity. The pre-tax income of those who identify with the nation is
simply Y, = G}, where any other, private resources are normalized to 1, such that the private
resources of elites R(> 1) represents the degree of inequality in the formal economy.

In contrast to those who identify with the nation, the income of commoners who adhere to
the alternative identity is contested with elites, reflecting their resistance to the state. The con-
testation of such “insecure” income might range from outright war to imprisonment to wholly
non-violent conflicts that involve evasion and negotiation, with efforts that are nonetheless
costly and subtract from material payoffs. This is modeled by way of an informal economy,
made up of total contested income of A(7T+ay), where o is the number of commoners that sub-
scribe to the alternative identity in period ¢. 7" denotes additional rents from natural resources,

smuggling, or other sources.® A represents the (exogenous) level of some infrastructural public

6piketty (2020) also includes the clergy as another “estate,” which for our purposes we fold into the elite along
with the nobility.

"The Tutsi and the Hutu mirror the dichotomy of our model for the case of Rwanda, for instance (Newbury, 1988).

80f course, a more general production functions could be used. One main reason we choose the current formu-
lation in which T" and oy are additive—besides simplicity—is that natural resource rents are often thought to
lead to the natural resource curse and considered not to be complementary to productive activity. At the same

6



good with which insecure endowments are combined. As alternative identifiers are, by defini-
tion, in a state of conflict with elites, provision of this public good is presumably low (e.g., due

to lack of investment by authorities) and fixed at a certain level (i.e., A = G for some G).

The share of contested income received by elites, who control the government, is f_fe -,
nt at

whereas the share among the alternative identifiers is - tefe =, where e,,; and e,; are the contest
a n

efforts of the two groups. Whereas the marginal cost of e,; is 1, the marginal (and average) cost

of the government’s effort e, is ¢ € (0, 1). This reflects the government’s capacity to suppress
conflict and might reflect, among other things, accumulation of previous “capital” expenditures
on organization, training, or fixed assets; the higher this type of “capital” is, the lower is the
marginal cost c.”

Lastly, the elites set tax rates for themselves 7.; € [0, 1]'° and the commoners who identify
with the nation 7, € [0, 1]. Then, tax revenues equal 7.;5Ye; + 7ot (1 — ) Yye. Tax revenue
is used to finance the public good. However, elites may also choose to appropriate part of the
taxes collected; that is, elites could keep the difference between 7.;5Y.; + 7ot (1 — )Y, and
g for their own consumption. '!

In sum, the respective per-period (and per-generation) group-level material payoffs of elites,
commoners who identify nationally, and commoners who adhere to the alternative identity are

as follows:

WZZ = Gz(TetﬁR + Tct(l - Oét)) — gt + (1 - Tet)GzBR

Ent
—|——A T + o) — cey, s 1
Ent + Cat ( t) ! ( )
7"-:{215 = (1 - Tct)G;/<1 - at)v (2)
€at
" = —— 0A(T + Q) — e 3
act ent -+ eat¢ ( t) t ( )

The material payoff of elites in (1) consists of the tax revenue collected from all secure income,
including from the commoners who identify with the nation (G} (7SR + 7 (1 — «))) , minus

the investment in the public good for the next period (¢;), plus their own net (after-tax) income

((1 — 72,)G{ BR), plus their share of insecure income (—<2t— A(T + «)), minus the cost of

entteat
capturing that insecure income (ce,,;).

time, our results should be robust to alternative production functions. As suggested by a referee, the alternative
ATy could be also used. Such a production function would make, if anything, our results slightly easier to
derive, as the per-capita payoff of alternative identifiers would be independent of their numbers and therefore the
comparison with the payoffs of commoners who identify with the nation would be more straightforward.

9See Konrad (2009) for an overview of contest and conflict theory and Schaller and Skaperdas (2020) for modeling

the reduction in ¢ as an increase in up-front investments.

ONote that the elite’s insecure income is not used to provide public goods. Subjecting the elite’s insecure income
to such taxation would turn out to either change nothing (in the absence of political constraints) or be not in the
elite’s best interest (in the presence of political constraints); this is demonstrated formally in a Supplementary
Note, available from the authors on request. Moreover, there is a more substantive conceptual reason for not
doing so, given the practical limitations states face in taxing such informal incomes.

""Having a common tax rate for elites and commoners and allowing elites to consume themselves the tax revenue
leads to similar qualitative results. However, restraining tax revenue to equal public good investment, as we do
later in section 3.2, would change this equivalence.



The material payoff of commoners who identify with the nation in (2) is simply their after-
tax secure income.'? The material payoff of alternative identifiers in (3) includes their share of
insecure income, possibly reduced due to problems of collective organization as indicated by
the parameter ¢ € (0, 1], minus the cost of effort e,,;. The lower is ¢, the less is their collective
organization and we can expect, in equilibrium, lower payoffs among alternative identifiers.
The degree of collective organization of alternative identities has of course been important
historically in determining both resistance to nation building and the political incorporation of

marginalized populations.

Psychological payoffs. In addition to ordinary material payoffs, the two groups have psycho-
logical payoffs, which vary with the identity they espouse. The inclusion of such psychological
payoffs is based on long-standing research in social identity theory, including a nascent litera-
ture in economics on identity, as well as a vast literature on the nation-state.'®

First, all members of the population have status payoffs. We define group status similarly,
albeit in simplified fashion, to Sambanis and Shayo (2013), in which group status depends in
part on the collective material achievements of the in-group. For instance, having a country
with high levels of growth, that builds high-speed railways, or that goes to the Moon all confers
prestige and status to the nation, bringing psychological satisfaction to individual citizens who
identify with the nation. Here, the national status in period ¢ and the per-period, group-level

status payoff among national identifiers are equivalently defined as:

Mo, = 0T, 4)

where ¢ > 0 and 7]} is a measure of the country’s national income level, which corresponds
in our model to aggregate income in the formal economy, 77 + 7™,.!* In Section 4, we fur-

ther allow for direct investments in the psychological salience of the national status, o (e.g.,

propaganda campaigns).

12Note that for the choice of identity, it will be individual payoffs that matter for the commoners. For example, for
those who choose to identify with the nation, we need to divide the payoff in (2) by the size of the group, which
is 1 — o4 in this case.

B3For social identity theory, see Tajfel and Turner (1986). Anderson (1983) and Gellner (1983) are early seminal
contributions to the literature on the nation-state and nationalism. Akerlof and Kranton (2000) provides a mod-
eling approach to identity, and Sen (2006) examines the role of identity in relation to conflict. Our own approach
to modeling identity has similarities to that of Sambanis and Shayo (2013) as well as Sambanis et al. (2015,
2020).

“National status payoffs can also depend on other factors other than one’s own nation’s income level. Other
exogenous variables that affect the country’s reputation could include the material payoffs of other countries.
Greenfeld (2001, 138-9), for instance, writes: “The moment the French (that is, the French elite, or public)
began thinking of themselves as members of a nation—the moment, in other words, they acquired a national
identity—their eyes were focused on England; they had to compare themselves to it and try to become like
it” Greenfeld considers the adoption of nationalism to be the primary source of modern economic growth,
the true “spirit of capitalism.” As a counterexample of a country that initially had high economic growth yet
failed to become a “nation” and then entered a period of economic decline is the Dutch Republic, which saw
extraordinary growth up to about 1650 but then declined for more than a century. Adding an exogenous variable
that allows for such influences, however, would not change the qualitative results of the paper.



The group status and associated payoffs of alternative-identity commoners similarly depend
on the material achievements of that group. Alternative identifiers’ per-period status payoff is:
oy = OaToes (5)

where 0, > 0 and 7", is the material payoff of alternative identifiers.
Second, commoners who identify with the nation have a social distance or alienation payoff

md , = —& where § is distributed over the interval [0, A] according to a continuous cumulative

nct
distribution F'(J). In contrast, commoners who adhere to the alternative identity do not have to
suffer from any such cognitive dissonance in their identification and have a 0 distance payoff.'>
Likewise, the distance payoffs of elites, given that they control the nature of national identity,
are assumed to be 0.
Together, the per-period payoffs are the sum of all material, status, and distance payoffs of

each side. Based on all of the above, the group-level payoff of the elites is:
Tet = Moy + 70, = Moy +omy + 0, =m0 +o(mhy + 7).
Similarly, the group-level payoff of the commoners who identify with the nation is:
Tnet = Ty +o(ml + 1) — &,

where ¢’ denotes the relevant total mass of social distance. The group-level payoff of the

commoners with the alternative identity is:
Tact = F$t<1 + Ua)a

where individual payoffs are the group-level payoffs divided by the population size of each
type.

2.2 Timing

In each period ¢, we consider the following sequence of moves:

1. Individual commoners of each generation make the choice between identifying with the
nation (n) or with the alternative identity (a), where oy, € [0, 1] denotes the proportion

choosing the latter.

2. Production of secure income takes place; elites and alternative identifiers each collec-

tively make costly conflict efforts (e,,; and e,;), which result in the distribution of insecure

5The perceived distance can also depend on the degree of conflict between the two identities (see Sambanis
et al., 2020) for particular cases and modeling), but the essence of our results would not be affected by such
enhancements of the model.



income.

3. Given identities from stage 1 and total material incomes from stage 2, the young genera-

tion of elites collectively chooses:

a. The tax rates 7.; and 7,; on all secure income.

b. Investment in the public good (g;) for the next period, where the cost of g; cannot
exceed the tax revenue, g; < G} (7SR + 74(1 — o)) = F.

Note that the “choice” of identity in stage 1, as with all other choices made in economic
decision-making, may not represent an altogether conscious decision. It may certainly involve
psychological transformation, orienting preferences toward elite imitation or what is perceived
to be mainstream. Yet, it may also correspond to more explicit choices that involve accepting
or tacitly acquiescing to the government’s legitimacy. For example, registering land with the
government, using the country’s court system (instead of customary or informal justice systems
of a village, tribe, or favela), or enrolling your children in a public school may all be ways of
“identifying with the nation.” Likewise, the choice to remain “unregistered” or avoid official
interaction or transaction with state authorities—all loci of alternative identities (see Carvalho

et al., 2024)—was common in 19th century Europe and remains so in many places today.

3 Solving the model

We proceed now to solving the model. We first examine the conflict between the elites and the
alternative identifiers for insecure income in stage 2 for any given choice of identities o, by the
commoners. We do so because, as we shall see, it ultimately has no effect on the choices in
stage 3. For notational convenience, we temporarily drop the subscript ¢ from all variables (i.e.,
oy we will simply denote by ). As indicated above, the incomes that emerge from this conflict
are separable from secure incomes.

Using [ to denote “insecure” income, the relevant parts of the payoffs for the two sides are

then the following:
€n

O AT +a) — cep, 6
P— (T + ) — ce (6)

Wé (en,€q) =
1 €a
ny Ca) = 1 a)l” A(T — €Enj.
Mo ea) = (14 0) |~ 9A(T +a) — ]
In the Appendix, we show that the equilibrium shares received by each side, which depend on
the equilibrium efforts e, and e, are:
. er 1 co

= = with 1 — p* =
b e +er  1+co P 1+ c¢’

(7)

10



and the equilibrium payoffs are:

m(enen) = pPA(T +a), ®)
mhlenen) = (1—p ) oAT +a)(1+0,).

Note that relative “power” of elites, as indicated by p* in (7) is determined by the elites’
marginal cost of suppression (c) and the degree of the alternative identifiers’ collective or-
ganization (¢). The lower is the marginal cost of suppression and the lower is the degree of
collective organization, the higher is the elites’ power and the lower is that of the alternative
identifiers. We summarize the main comparative statics of the equilibrium payoffs in Proposi-

tion 1.

Proposition 1: There is a unique equilibrium in determining insecure incomes with the follow-

ing properties:

(i) Both the elites’ and the alternative identifiers’ equilibrium insecure payoffs are increas-
ing in the number of those who adhere to the alternative identity («), in the level of rents
(T'), and in the fixed level of the infrastructural public good in the informal economy,
A(= @),

(ii) The elites’ equilibrium insecure payoff is decreasing in the elites’ cost of suppression (c)

and in the degree of collective organization of the alternative identifiers (¢).

(iii) The equilibrium payoff of the alternative identifiers is increasing in the elites’ cost of
suppression (c), as well as the degree of collective organization (¢) and status (o,) of

the alternative identity.

These insecure payoffs are a source of income for elites, and, other things being equal, they
would like to increase them. However, the sources of this income are outside the formal econ-
omy, and there are several costs associated with them. First, each side must expend costly
efforts in order to secure a share of the insecure income. That is reflected in the fact that, in
equilibrium, elites receive a “net” p*? share of the insecure income instead of the “gross” share
p*(< p*?) (see equations 8).'® Second, having a larger fraction of alternative identifiers ()
who, as such, are in conflict with the elites has the effect of reducing the tax base in the formal
economy for providing the formal public good. The latter also comes at the expense of various

positive externalities, as we later show in Section 3.2.

16Tn addition, insofar as the level of the informal public good (A) can be expected to be lower than in the formal
modern part of the economy, the marginal benefit of informal endowments would be lower than those in the
formal economy.
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3.1 Elite maximization in the absence of fiscal restraints

We next consider the choices made by the elites in stage 3, which determine the tax rates for
the current period’s secure income as well as the investment g, in the next period’s level of the
public good. We begin by assuming away any fiscal restraints on the elites’ ability to freely
expropriate all incomes of commoners that formally identify with the nation.

Let C' denote the payoffs that are directly exogenous which consist of the the insecure
income payoffs for the two periods just derived in (8). Then, the problem of the elites of

generation { is:

max 7, =F, — g +0G](BR+ (1 — ) + (1 — 7t)G] BR 9)

Tet,Tct gt

Fror =g + oGl (BR+ (1 —ay)) + (1 = 7er41) Gl BR+ C.

The first two terms add up to the budget surplus. The third term is the status payoff. The
latter is increasing in the national status via the parameter o, and it also includes the material
income of the commoners who identify with the nation, offering some intuition for why elites
might prefer to heighten national identification. Finally, the term (1 —7;) 3G} SR is the current
period’s after-tax elite secure income. The terms for the next period ¢ + 1 have equivalent

interpretations. Elites also face the current period’s budget constraint:
gt < Gl (TaBR+ 74(1 — ay)) = I, (10)

However, note that the only term in (9) that involve the current tax rate for the commoners, 7,
is F} and it involves just:
TG (1 — ay)

This implies that for oy < 1, the optimal tax rate is to impose the maximal tax rate of 100%,
or 7,, = 1. This is because all taxes in excess of those expended on the public good revert
back to elites as a transfer. That implies that any national identifiers would be completely
expropriated and their material payoff would be 0. Given this, their total payoff would just
equal —0. Therefore, in the absence of any restraint we always have a; = 1 for all ¢ in any
subgame perfect equilibrium.

Since the elites in that case will be taxing themselves to invest in the public good, the
constraint in (10) is binding, and given o, = ;11 = 1 and Gy1 = g; + (1 — d)Gy, the relevant

part of the elites’ payoff that is maximized by the choice of g; is:
(I+0)(g:+ (1 —d)G,)"BR — gy,

subject to g; < G} BR.
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The optimal choice of investment in the public good can then be shown to be:

G/BRif G, € [(1 — d)G, + G]BR, o)
g =2 dGy+G.— G, if G. € [(1 —d)Gy, (1 — d)G, + G]BR] ¢,
0if G, € (0, (1 — d)G{]

where:
G. = [y(1+0)BR]T. (11)

In other words, when the pre-determined level of the public good (G,) along with the existing
taxable income of elites (G} SR) are low enough, all taxable income is used to invest in the
public good. At higher levels of the public good and taxable income, the investment in the
public good is such that next period’s public good is G§,; = gf + (1 — d)G; = G.. When the
pre-determined level of the public good is high enough, there is zero investment until the level
of public good settles at G..

That is, G, is also the steady state level of the public good that elites would converge to
almost immediately, initial resources permitting. The steady state optimal level of investment

and the implied tax rate would then be:
ge = dy(1+ 0)BR]™7 and 7, = dy(1 + o) < 1. (12)

Finally, the maximal steady state elite payoff over the two periods in this case can be shown to

be the following:
7 = 2[y(1 + )] 77 (BR)™5 (1 — dy)(1 + o) + C. (13)
We summarize the main results thus far in Proposition 2.

Proposition 2: In the absence of restraints on elite maximization, elites cannot commit to
not expropriate the commoners, including those who would otherwise identify with the nation;
therefore, no commoners identify with the nation. The public good G, provided in steady state

and the payolff of the elites 7€ are increasing in the national status (o).

Note that, even in this case of a completely elite-driven state, public goods provision is comple-
mentary to the perceived status associated with national identification. This complementarity
is a central theme that we continue to explore throughout the rest of the paper. That being said,
the conditions approximated here are closer to those of a successful pre-modern state that could
potentially evolve into a modern state, rather than the modern states on which we will eventu-
ally focus. The “successful” part of this characterization comes primarily from our assumption
of a unified elite; in the presence of a divided elite—such as France immediately before the

Revolution—the incentives to invest in public goods would be naturally lower than in the ab-
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sence of elite divisions. England after the Glorious Revolution—which despite the persistent
squabbling among its political and economic elite during much of the 18th century was much
closer in achieving common objectives—better approximates our conditions. We explore the

case of England in greater detail in Section 5.

3.2 Elite maximization in the presence of fiscal restraints

We now suppose that elites can commit to fiscal restraints on themselves. Concretely, we
suppose that (i) the elites commit to spend all the taxes to fund the public good instead of ap-
propriating part of them for their own benefit and (ii) according to an equitable tax rate across
elites and commoners who identify with the nation, such that , = 7.; = 7.;. Such commitment
is usually difficult to accomplish with some form of checks and balances, such as in the pres-
ence of legislatures, courts, or other institutions independent of the executive. One way that
commoners might enforce such a commitment, for instance, would be to control a legislative
chamber with the power to veto legislation that violates such a commitment (North and Wein-
gast, 1989). Regardless of the particulars of the commitment mechanism, we will show that it
may be to the long-term betterment of elites to be constrained by it. In that regard, our approach
is similar to Acemoglu and Robinson (2000) and Lizzeri and Persico (2004), wherein elites are
assumed to commit to greater redistribution or public goods provision whenever payoffs are
greater from extending the democratic franchise. As in those papers, this could equivalently be
made a first stage of each period ¢ in our model.

In the presence of such a commitment device, the constraint in (10) is binding, such that tax

rates and public goods are related as follows:

N gt
" o+ (A= dC (BRI —a))’ (9

gi(gi1+(1—d)G;_1)YBR
(gt—1+(1—=d)G—1)"(BR+(1—a))

. That is, when some commoners identify with the nation, the elites pay only the share

where the total tax paid by elites is 7(g;—1 + (1 — d)Gy—1)"BR =

gtBR
BR+1—«
__BR
BR+1—«

ing with the nation reducing that share, and thus reducing the marginal cost of the public good

of the investment in the public good, with a higher fraction of the commoners identify-

to the elites.

On the choice between national and alternative identification. Before examining the fiscal
choices made by the elites, we must determine the response by the commoners in stage 1 to
the anticipated fiscal choices of the elites in stage 3. In each period ¢, the commoners make a
choice between the alternative identity and the national identity. In doing so, each commoner
compares the payoffs, both material and psychological, under the two identities. As such, the
equilibrium payoff of the alternative identifiers (with the portion under contestation divided by
a to allow for individual payoffs) is compared in stage 1 to the expected payoff of a commoner

identifying with the nation. Recall that the population of commoners is differentiated by the
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size of the distance payoff J associated with national identification. Hence, if there were to be
a nonzero share of the population identifying with each group, those with low enough ¢ would
identify with the nation and those with high enough 6 would adhere to the alternative iden-
tity. Given that the cumulative distribution function F'(§) is continuous, there exists a cutoff §
which determines who identifies with the nation (i.e., those below 5 ) and who with the alterna-
tive identity (i.e., those above d), such that & = 1— F(§). In the Appendix, we show that unique
critical values of & and 0 exist under mild conditions. These are important in determining the

choices made by the elites. How different variables affect @ and ¢ is described next.

Proposition 3: For sufficiently positive o or o, the share of commoners who retain the alterna-

tive identity Q. is:
(i) decreasing in the national status (o);

(i) increasing in the level of rents (T), in the elites’ cost of suppression (c), and in both the

degree of collective organization () and status (0,) of the alternative identity;
(111) a differentiable function of g and g_ such that g—‘;‘ >0 53,% < 0.

Proof. See Appendix. ]

The effects in (i) and (ii) on the share of alternative identifiers are monotonic and intuitively
plausible. A large national status parameter o further encourages identification with the nation,
thus reducing the share of alternative identifiers. Meanwhile, higher collective organization of
alternative identifiers (¢), a higher cost of suppression (c), a higher level of rents (7)), and a
higher status of the alternative identity all increase the payoffs of alternative identifiers and,
therefore, their number.

The effects in part (iii) reflect the costs and benefits of pubic good investment for the
marginal commoner. An increase in current investment in the public good (g) increases taxa-
tion in the current period, thus reducing the income of national identifiers in the current period,
thereby making national identification temporarily less attractive (thus,g—j > (). However, an
increase in g ultimately increases the size of the public good, and therefore national income,
in the next period, when it in turn has a positive effect on national identification. This effect
is shown in the final comparative static, using the previous period’s investment, g_, where

oa
6,T<O'

Fiscal choices. Now adopting the constraint (14) and taking into account the effect that

fiscal choices have on the number of commoners who identify nationally, the elites’ problem
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becomes the following:!’

e e 1, L BR
maxfl, = G/ [BR+o(BR+1 at)]+(1+cgb) AT + o) —BR—i—l—dtQt (15)
R
+Gt+17[5R + O'(ﬁR—}‘ 1-— O_ét_i_l)} + (1 T C¢)2A(T + 6&15+1) — 3R +51 — dtHng'

The first three terms are the elements of the elites’ payoff in period ¢, while the rest correspond
to period ¢t + 1. The choice of investment in the public good g; affects both the current period’s
cutoff level of commoner identity (a;) as well as next period’s (a;.1). Since the level of the
public good G is inherited from the past, the first two terms can be influenced through a; only,
by increasing the number of commoners who become national identifiers. The third term is the
cost of taxation to elites in period ¢ in the presence of political restraints. The fourth term is
the ¢ + 1 payoff, which includes the investment in the public good at period ¢. The same term
includes the share of alternative identifiers in £ + 1, a,;1, which depends on the choice of public
good investment g;.; by the next generation elite and is not under the current maximizer’s
control. However, @, also depends on g; (since G171 = g; + (1 — d)Gy). The fifth and sixth
terms also depend on g¢;, indirectly through its effect on @, ;.

In other words, deriving the optimal choice of public good investment is non-trivial in the
presence of fiscal restraints. We define the steady state level of investment ¢* and the associated
level of public good G*, such that g* = dG*, the one that maximizes (15) by setting G; = G*
and a1 = ay41 = a(g*) = @*. Under intuitively plausible conditions,'® the steady state level
of public good provided is:

G = (1+0+0() (BR+1—a")]™, (16)
for some ¢ € [min{ (1/3_ A BEA max (16_ o) BRA] We summarize the fiscal choices and some

of its implications in the presence of political restraints in Proposition 4. Both the analysis
of the incentives for investing at such levels and the proof of the Proposition are found in the

Appendix.

Proposition 4: Consider elite maximization in the presence of fiscal restraints, such that taxes
solely finance public good investment. When national status (o) or total elite resources (BR)
A

are high enough or the marginal return on insecure income by the elites (m) is low enough,

(i) The steady state level of public good is G*in (16), where G* > (G, the steady state level

of public good in the absence of restraints in (11);

7We do not include the fixed status payoff for the two periods (20, 3R) as it does not affect the choices made.
!8The condition is that, in equilibrium the following inequality must be satisfied: cG*7 + PR f ia)? gt > T +“c‘ ok
The inequality holds for sufficiently high o or SR and sufficiently low marginal returns to insecure income

A
((1+c¢)2)'
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(11) The steady state payoff of the elites 7. is higher than ¢, the payoff in the absence of

fiscal restraints;

(ii1) A positive number of commoners 1 — &* identify with the nation. That number is increas-
ing in national status (o) and is decreasing in the value of rents (T'), in the elites’ cost of
suppression (c), and in both the degree of collective organization (¢) and status (o,) of

the alternative identity.

Proof. See Appendix. ]

Investment in the public good is higher than it is in the absence of political restraints for two
reasons. First, because the additional income that the commoners bring increases the psycho-
logical payoff of the elites, it generates an additional incentive to invest. Second, because there
are commoners who contribute to the public good, the marginal tax burden is lower for the
elites than it otherwise would be. These two effects can be seen by decomposing the ratio of

G* to G, in the following fashion:

G (l14+0+0¢ = BR+1—a" =
G, 1+o BR )

The first ratio contains the additional term ¢ ( in the numerator, which reflects the added public
good resulting from the inclusion of commoners in the formal economy. The second ratio
reflects the added tax benefit of having the commoners who identify with the nation pay part
of the tax bill of the public good. The more of these commoners there are, the higher is this
marginal tax benefit to the elites relative to the case without fiscal restraints. The resultant tax

rate is higher than the one in the absence of political restraints (12) but only by the term o(:
™" =dy(l+o+0() <1

Although the public good is provided at a considerably higher rate in the presence of political
restraints, this not necessarily always to the net benefit of the elites. Recall that another source
of income among elites comes from the informal economy, in which incomes are insecure and
have to be earned through conflictual efforts (see 8). High enough perceived national status (o)
or low enough marginal returns on insecure income (ﬁ) are needed. Otherwise, the com-
bination of higher material payoffs and higher psychological payoffs resulting from a higher
level of the public good would not be sufficient to compensate for the lost insecure income from
commoners coming to identify with the nation. Perhaps ironically, a strong repressive capacity
by the elites (low ¢) and a low ability among commoners to collectively organize (low ¢) would
prevent the elites from incorporating more commoners, as it would be too profitable to keep
things as they are. Overall, sufficiently low national status or high insecure incomes among the

elites could keep them from preferring the political restraints needed to induce commitment not
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to extort the commoners, thus preventing commoners from identifying with the nation, ensuring
that internal conflict persists, and keeping the level of the public good relatively low.'

Indeed, the incorporation of commoners into the nation is a key factor in expanding public
goods provision and increasing incomes. We have shown that introducing credible commitment
not to extort those who do identify with the nation is one mechanism facilitating such incor-
poration. Other, complementary factors that affect the degree to which this incorporation takes
place include the relative statuses of the two identities (o versus o,), a lower degree of collec-
tive organization of the alternative identity (¢), and a higher capacity by the state to repress and
fight against the alternative identifiers (c).

Table 1 provides an illustration of the effect of the status identity parameter (o) and of the
level of rents (7', as one proxy for the conflict payoffs) on selected steady state variables.?® First
note that values of the public good in the absence of fiscal restraints (G.) does not depend on
the level of rents. This is because under such a regime no commoners participate in the formal
economy and conflict payoffs are completely separable from the payoffs of the elites in the
formal economy. Nevertheless, the level of public good provided does depend on the level of
status the elites confer to national income and thus a higher o increases the level invested in
the public good. Second, as expected the level of public good provided is higher the higher
the national status o is and the lower is the level of rents. The latter occurs because lower
rents reduce the payoff of commoners who identify with the alternative identity and increase
the proportion of commoners who identify with the nation, thus increasing the incentive of the
elites to invest in the public good. Finally, note that the model continues to hold when there is
no value attached to national status (o = 0), but the level of public good investments is lower

and fewer commoners participate in the formal economy.

Table 1: Simulating model predictions and sensitivity of equilibrium values

High rents (T" = 3) G G* 1-—af
0 0.25 0.52 0.20
o= 0.1 0.30 0.78 0.48
0.2 0.52 1.34 0.65

High rents (T = 1) G. G* 1—a*
0 0.25 0.54 0.22
o= 0.1 0.30 0.86 0.55
0.2 0.52 1.52 0.76

Notes: Values of other parameters that have beenused: v = 0.5, 8« R=1,0, = 0,¢c X ¢ = 0.5, A = 0.5, § = 2 (using the uniform
distribution). The equilibrium values have been approximately calculated using numerical methods and rounded up to the second decimal.

9This also comports with Ghosh and Mitra (2022), who, in a setting with a dominant ethnic group, show that
democracies lead to generalized public goods provision only when the dominant group is relatively weak.

20We thank a referee for urging us to undertake this exercise. As indicated in the table notes, we have kept the
value of o, to 0 for easy comparison.
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4 Investing in national identity

Thus far, all of the variables associated with identity in our model have been exogenous to
direct elite influence. This section relaxes this abstraction. Indeed, although many aspects of
national identities are set by deeply historical factors—such as language, ethnic boundaries,
and pre-existing states (Bockstette et al., 2002; Spolaore and Wacziarg, 2013)—they are also
continually shaped by current events, including the direct efforts of elites in government and
civil society. We outline several examples here.

First, given a place’s history, there is a range of focal points around which new, shared
identities can be constructed. Nineteenth and twentieth century European states tended to build
national identities around a single language and ethnicity. Latin American states—founded in
opposition to Iberian dominance—appeared to be more inclusive in their conception of their
own nationhood, at least in principle if not in practice (Anderson, 1983). More homogeneous
countries (e.g., Japan, South Korea) tend to emphasize language and ethnicity as part of their
core identity. Other countries with many ethnicities and languages (e.g., Canada, India) often
need to foster highly-inclusive conceptions of national identity.

Second, various exogenous and endogenous “shocks” frequently change the salience of
national identity, if not its content. Wars often have profound effects on the importance and
nature of national identity (Sambanis et al., 2015; Alesina et al., 2020). External influences—
subsidies, trade agreements, proxy wars—can also have similar effects (Sambanis et al., 2020).
Even international sports events, such as successes of national soccer teams, can make substan-
tial differences in how national identity is perceived versus sub-national identities (Depetris-
Chauvin et al., 2020).

Third, states make numerous various “investments” in order to heighten national identity.
From flags and national anthems, to public schooling, to national soccer and Olympic teams,
to expenditures in media at home and abroad, states often attempt to elevate national status in
their citizens’ minds.

In this extension, we focus on such “investments in national identity,” which in the context
of the model involve increasing the national status parameter o.?! Let S; denote the accumu-
lated capital on national status up to the previous period which has depreciated by d € (0, 1).
Letting s; denote the period ¢ investment in national identity, the accumulated capital in the
next period becomes

Sir1 = s+ (1 —d)S;,

where

2! Another possibility for investing in national identity might include a decrease in the distance that alternative
identifiers might feel toward the national identity through decreases of §. Such investments would have more
straightforward (and for that reason perhaps not as interesting) effects since they would not lead to the comple-
mentarities with investments in G that we find in the case of investments in o.
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or41 = U(s¢ + (1 — d)Sy)* where ¢» > 0 and x € (0, 1). (17)

As earlier, in each period ¢, we consider the following sequence of moves:

1. Individual commoners of each generation make the choice between identifying with the

nation (n) or with the alternative identity (a) at the proportion o € [0, 1].

2. Production of secure income takes place; the elites and alternative identity commoners
make costly conflict efforts (e,; and e,;), which result in the distribution of insecure in-

come.

3. Given identities from stage 1 and total material incomes from stage 2, the young elites

choose:

a. The tax rate 7; € [0, 1] on all secure income.

b. Investment in the public good (¢;) and in national identity (s;) for the next period,
where the cost of g; and s; cannot exceed the tax revenue, ¢g; + s; < G} (BR+1—

ay).

We consider the case with fiscal restraints,?? such that ¢; + s, = 7GY(BR+ 1 — o)) and the
elites” problem becomes:

1 BR

max 7. =G [BR+VSX(BR+1—ay)| + (1 n C¢)2A(T +ay) — m(gt + 5¢)
(18)
Gt [BRA+ i (BR+ 1 — Gpen)] + (AT + @1) — =P (g + s021).
[+ o BR+1—dm

We analyze this problem of the elites in the Appendix, where we also prove the following
Proposition:

Proposition 5: Consider elite maximization in the presence of sufficient political restraints,

such that taxes are invested solely in the public good and in national identity. Suppose the

marginal return on insecure income by the elites (ﬁ) is sufficiently low. Then:

(i) The steady state levels of public good G and of investments in national identity S can be

22Clearly, the same commitment problem as above of not expropriating national identifiers would surface in the
present case as well, where the incentives to invest in national identity would be lesser without restraints.
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obtained from the following:

G = [(1+¢§X(1+n))<51%+1—@)ﬁ,
S = WG O(BR +1 - a)’] ™

forsomen € [min{ /6’1?’ L1 max 1M‘:, L and 0 € [mm{ﬁR, =1, max{#,ﬁ}].

(i1) A positive number of commoners 1 — & identify with the nation. That number is increas-
ing in the relative status parameter o,; and decreasing in the value of rents (T'), the
elites’ cost of suppression (c), and the collective organization (¢) and status (o,) of the

alternative identity.

Proof. See Appendix. ]

In other words, provided the elites’ marginal return on insecure income is low enough, there are
steady state levels of public good and investment in national identity that are complementary to
one another. That is, the steady state quantities in Proposition 5(i) indicate a higher steady state
level of investment in national identity increases the steady state level of the public good, and
vice versa. 2 The underlying reason for this investment complementarity is that national status
depends on national income and, in turn, national income depends on the public good, with
the national status parameter and public good therefore being complementary. Thus, the status
payoffs associated with national identification and public goods provision mutually reinforce
one another in promoting economic performance, in a qualitatively similar fashion to Besley
and Persson (2011) regarding state capacity and public goods provision.

The payoffs of commoners identifying with the nation are of course also increasing both in
the level of public good and in the national status, as is their number. Furthermore, as shown
in Proposition 5(i1), the number of commoners who identify with the nation is affected by the
relative status of the alternative identity, as well as the factors that affect the insecure payofts
of the alternative identifiers: their collective organization, the repressive capacity of the state,

and the rents that are contested.

A modern politico-economic “bundle.” The complementarities we document thus far
across national identification and public goods provision—together with internal peace, high
per capita incomes, and liberal political institutions—can be conceived as part of a politico-
economic “bundle” that tends to characterize states throughout the modern world.?* Although
we do not push this interpretation too far, our framework suggests a central role for national

identities—arguably only made possible after the advent of centralized education and print

23This complementarity can also be seen in the first-order conditions (25) in the Appendix whereby an increase in
S increases the marginal returns on g and an increase in (G increases the marginal return on s.

24This list is not exhaustive. We leave inclusion of other attributes, such as capital and state capacity—the latter the
focal point of the “development clusters” in Besley and Persson (2011)—-as opportunities for future research.
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media—in the coalescence of these attributes in modern states, which superseded “Big God”
religions and the divine right of kings as the key driving social forces underpinning the struc-
tures of political and economic organization in many pre-modern states (Skaperdas and Vaidya,
2020). In the next section, we apply our framework to the case of England, which provided one
of the first examples of this bundle, and the the case of the United States, which witnessed a pe-
riod of national unification internally and politico-economic dominance internationally during
the first half of the 20th century.

5 Case evidence

In this section, we provide several pieces of qualitative evidence for the role of national identity
in the political and economic development of modern England, from 1600 to 1920, and the

United States, from 1865 to present, consistent with our theory.

5.1 England, 1600-1920

Arguably one of the originators of the modern state, England has sometimes been character-
ized as the first “nation” in the modern sense (Greenfeld, 2001). Formed over hundreds of
years through the consolidation of several tiny kingdoms and shaped by Roman and Norman
conquest, a form of English national identity first began to emerge in the 16th and 17th centuries
(Williams, 1972; Elton, 1992; Greenfeld, 1992). Absent significant checks on the monarchy,

however, national membership remained exclusive to a narrow elite (Kumar, 2003).

An early English nation-state, 1600—1700. In the early 17th century, the English Crown was
insolvent and frequently engaged in arbitrary wealth expropriation, at the expense of England’s
economic performance (North and Weingast, 1989). At the heart of this was a distribution of
political rights that allowed the Crown to redefine Parliament’s powers at any time. Ultimately,
the Glorious Revolution of 1688 resulted in a Bill of Rights, which restricted the Crown’s con-
fiscatory power, extending new rights to Parliament, while also formally limiting the Crown’s
power to redefine those rights. For the Crown, this established credible commitment, which
enabled renewed public expenditure (T ) and aided England’s marked development (1 7})
over the subsequent two centuries (North and Weingast, 1989; Dimitruk, 2022).

One byproduct of these events was a unification of the Crown and the Parliamentary “com-
moners” (i.e., wealthy landowners) behind a narrowly-Protestant English nationalism, which
helped to ensure a reduction in conflict between them going forward (| «). In support of this
interpretation, Greif and Rubin (2024) argue that the Crown began to shift toward deriving its
legitimacy popularly, through cooperation with Parliament, in the period following the Refor-
mation. Likewise, Liah Greenfeld (1992, 31-5) describes how “national sovereignty came to be
understood not simply as the sovereign power of the king but increasingly as that of the people”

during this time.
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The rise of the middle-class Englishman, 1700—1830. Internal conflicts nevertheless contin-
ued to befall England. The predominantly-Protestant nobility faced fierce opposition from the
Jacobites—whose pro-Stuart rebellions after James’ exile, in support of Catholic tolerance as
well as Scottish and Irish nationalism, lasted into the mid-18th century. Such rebellions were
met with brutality (i.e., low ¢). One such uprising in 1708 led to English treason laws being
imposed on Scotland; another in 1745 led to the abolition of the private courts of Scottish
heritors (Kumar, 2003). The Catholic “Celtic fringe” of Ireland and Scotland were increas-
ingly subjugated by the English elite (see Hechter, 1975).2> Other salient cleavages within
early-modern England were based not in religion but political and economic factors. The anti-
industrialization Luddite movement inspired a series of riots between 1811 and 1816, which
were eventually suppressed via military might. Several episodes of unrest, such as the Spa
Fields riots in 1816 and the Peterloo Massacre in 1819, stemmed from the economic depres-
sion that followed the end of the Napoleonic Wars, which public sentiment attributed to the
state (Stevenson, 1979).

Although many commoners across the British Isles contested the elite during this period
(i.e., high e, ), others were being increasingly incorporated into the English political economy.
The various “Inclosure Acts” of the 18th and 19th centuries had helped to usher in a new
and growing middle class—and squirearchy—of new local landholders (Heldring et al., 2023).
These new gentry saw themselves alongside the noble elite as embodying the nation, and, with
this broadening of the formal economy, a national consciousness that spanned class lines began
to grow (Greenfeld, 1992).

National identification also spread spatially, as repression of dissent (i.e., low ¢ and ¢) has-
tened England’s incorporation of the Celtic fringe. Of course, the English and Scottish elite
had long since found common cause and identity, with Scotland formally joining Great Britain
in 1707. By the mid-18th century, however, this cultural synthesis had extended to the intel-
lectual elite, too, with leading thinkers in English literature, art, architecture, and philosophy
borrowing heavily from their Scottish peers. Over time, “Scotland acquired a complex dual
identity, [with] a civic Britishness overlying a Scottish cultural identity” (Goldie, 1996, 222).
The full incorporation of the Celtic fringe into the United Kingdom in 1801 further consolidated
a wide base of elite and commoners across the British Isles behind a more broadly British—but
still heavily Protestant—identity, with a set of shared symbols (“Union Jack”, the monarchy)
reflecting a blend of cultural influences from across the British Isles (Kumar, 2003).

As England, and the United Kingdom more generally, grew as a nation-state and expanded
its tax base (| «), state investments in public goods (1 () and technology ushered in the first
Industrial Revolution (1 7)}). Increasingly after 1750, Acts of Parliament established turnpike
trusts, which financed transport infrastructure, lowering travel times and freight charges and

contributing to increased social savings and economic development (Bogart, 2005). Public

ZDissenters of the Anglican mainstream were also often met with brutality by other commoners, the Sacheverell
riots of 1710 and Gordon riots of 1780 being two prominent examples (Kumar, 2003).
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investment in ship technology and canal construction initiated an unprecedented transportation
revolution (Alvarez-Palau et al., 2024). By the early 19th century, railways began to emerge in
England’s population density centers, creating large agglomerations and catalyzing a structural
shift out of agriculture (Bogart et al., 2022).

A pervasive national pride, 1830—-1920.  As the Industrial Revolution progressed, conflict
still plagued England from within. Along with the earlier riots of the 19th century, the 1830s
saw the Swing and Rebecca riots, mounted by the landless and impoverished agricultural class
(Stevenson, 1979). These cleavages collectively stemmed from England’s public finance, which
continued to represent a relatively narrow aristocracy (Acemoglu and Robinson, 2000). Resul-
tant public revolt demanded reforms, including land redistribution and public health measures,
to which commitment required increased manhood suffrage. Reform Acts in 1832, 1867, and
1884 followed in turn, gradually extending the franchise to working class men and, in 1918, to
many women as well.

These political transformations helped to further reduce social barriers between governing
elites and the governed (| «). The popular masses naturally found themselves more aligned
with the elite identity than ever, insofar as electoral reform resulted in “a more representative
Parliament in tune with the population anti-Catholic temper” of the masses (Kumar, 2003, 160).
More abstractly, progress itself increasingly characterized the English national consciousness,
with the country’s historical narrative—spanning from the Magna Carta to the Glorious Rev-
olution to the Reform Acts—demonstrating its capacity for evolution. With these themes of
progress and continuity, a shared mentality of boundless growth and economic prestige unified
England, as well as Britons across the British Isles and throughout its colonies, behind a new
British exceptionalism (Greenfeld, 2001; Kumar, 2003).

To use the model’s framing, these decreases in o provided new fuel for Britain’s public
finance and economic development. The period between 1870 and 1920 saw a more-than-
doubling of tax revenues as a share of national income alongside the emergence of the British
welfare state (1 (&), including the Education Act of 1870, which established universal primary
education throughout England and Wales, as well as the first minimum wage and public un-
employment insurance programs (Acemoglu and Robinson, 2000). These reforms importantly
served not only the newly-enfranchised commoners but also stood to benefit many of the elite
as well (T 77}), particularly in urban areas (Lizzeri and Persico, 2004). With England’s histor-
ical politico-economic class cleavages diminished, the United Kingdom entered the interwar

period one of the richest—and by all metrics the largest—empires in history.?

26We choose to stop at 1920, after which the advent of nationalism throughout the British colonies foretold the
subsequent break-up of the British Empire, as well as renewed Welsh and Scottish seccessionist movements.
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5.2 United States, 1865-Present

The United States offers several additional pieces of evidence for our theory’s central mecha-
nisms. We focus on two periods: (i) the period from the end of the American Civil War through
the dawn of the civil rights movement of the 1960s, and (ii) subsequent decades through to
present day. The former witnessed a period of national reunification, culminating in historic
public investment and growth, while the latter has been characterized by increased cultural and

moral polarization, together with rising legislative gridlock and identity-based politics.

De-polarization in the postbellum U.S., 1865-1965.  Throughout its history, America’s na-
tional identity has been described in both inclusive and ethnocultural terms (Schildkraut, 2014).
Inclusive characterizations often stress universalist principles—of freedom, equality, and the
promise of hard work (Enke, 2020), while ethnocultural understandings have pointed to En-
glish language-speaking, Protestant Christianity, and Western and Northern European heritage
as core determinants of American national membership (Huntington, 2004; Smith, 1997).

History has at times seen these conceptions of American identity pitted against each other.
During the American Civil War (1861—65), white Southerners fought against federal Union
forces (i.e., high e, ), partly over the legality of Black slavery. The South lost that war militarily,
seemingly setting the country on a path toward a more multiethnic national fabric.

By 1880, however, the Reconstruction project had failed to build a multiracial union, and
white political hegemony was restored in the South under Jim Crow regimes (Testa and Williams,
2024). Despite this, the same cleavages that had characterized the antebellum U.S. did not im-
mediately return. Instead, the white masses across the country witnessed a cultural convergence
that reconciled regional differences and ushered in a shared patriotism (1 o, | «), which ulti-
mately helped secure the American military and technological advancement (1 G) of the early
20th century (Bazzi et al., 2023a; Caprettini and Voth, 2023; Esposito et al., 2023).

This national reunification proved robust even as the Age of Mass Migration rendered the
United States increasingly diverse. Neither a “melting pot” nor a “tossed salad,” immigrants
systematically responded to discrimination by eschewing their native tongues and Americaniz-
ing not only their children’s names but their own (| «). Natives, meanwhile, proved amenable
to adopting more relaxed definitions of white racial identity (Fouka, 2019; Fouka et al., 2022).

The national unity of the early 20th century begat a significant period of political coopera-
tion in American history, which hastened vast public investment (1 () and economic progress
(1 7). Under President Woodrow Wilson (1913-21), the United States established its first
income tax and the Federal Reserve central banking system. Under Franklin D. Roosevelt
(1933-45), the New Deal coalition transcended not only geographic but racial lines, oversee-
ing the recovery from the Great Depression together with reforms that stabilized the financial
system and cut poverty by about a third during his presidency (Smolensky and Plotnick, 1993).
Presidents Eisenhower, Kennedy, and Johnson further built upon these legacies in the 1950s
and 1960s, with the construction of the Interstate Highway System, the birth of NASA, and the
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“War On Poverty,” programs that furthered the U.S.’s post-Depression economic ascendancy.
These policy achievements, alongside continued American military dominance, in turn further

bolstered national pride (| «) and patriotism among the masses (Caprettini and Voth, 2023).

A growing national divide, 1965—Present.  Since the mid-1960s, the United States has wit-
nessed increased cultural and moral polarization, threatening to undermine the cohesive na-
tional identification (| o, 1 «) that, we argue, serves to bridge commoners and elites in support
of an equilibrium with high levels of economic development and growth. Critically, this trend
has undermined the political cooperation that hastened the vast public investment (| () of the
earlier 20th century (Binder, 1999). Whether or not such a link between polarization and public
investment is causal remains a hypothesis to be considered in future work.

One feature of this period has been the growing salience of identity-based politics, with
race-, sex-, and LGBT-related issues attracting greater attention and helping to bring about ma-
jor political realignments (Bazzi et al., 2023b). Beginning in the 1950s, the Democratic Party’s
policy agenda became increasingly oriented toward issues of racial injustice and poverty, lead-
ing to a schism in its coalition that foresaw the end of Democratic dominance among white
Southerners and the re-emergence of regional political divides.

With party polarization further over the period since, the policy achievements of the early
20th century have been replaced by steadily-rising legislative gridlock (Binder, 1999; Jones,
2001). Indeed, such strong attachments to partisan communities ultimately serve to undermine
debate and further galvanize national division (Stickler, 2018). Instead, increased consolidation
of identity groupings (e.g., racial, ideological) within political parties have sharpened identity-
based debates on the national stage into the 21st century. The economic implications of this

trajectory remain to be seen.

6 Conclusion

Is it a coincidence that the modern nation-state emerged and the modern economy spread
throughout the world around the same time? In this paper, we have made the case that the
two are, in fact, related. We have provided a novel framework for understanding the relation-
ship between national identification in countries and the provision of productive public goods.
Inducing mass identification with the nation, we argue, helps ruling elites secure public ac-
quiescence to the state and to its preferred public finance. Insofar as this reduces internal
resistance to the elite, revenues can be more readily collected and public goods broadly pro-
vided, for the mutual betterment of elites and commoners. The viability of this mechanism,
however, depends on the presence of political restraints on elites. This framework can help ex-
plain why national identification and various dimensions of state development have historically
co-evolved in modern states. We offer case evidence in support of the theory, upon which we

hope future empirical research will ultimately expand. Our framework also leaves room for fur-
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ther theoretical extensions, with the potential to formally include other empirically-important

components of modern states and economies, such as state capacity and capital accumulation.
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Appendix

On Proposition 1

To derive the equilibrium shares and payofts in (7) and (8), we first need to determine the equilibrium
efforts e}, and e} . To do so, we differentiate (6) with respect to each player’s strategy:

orl(en, eq) e
e y ~a — a A T _
Oen, (en + €4q)? (T+a)—c,
871-[ (en ea) 671
acfniCa) _ AT +a)— 1.
Oeg, (en + ea)2¢ (T +a)

By setting each derivative equal to O and after sufficient manipulation we obtain the following unique
equilibrium values:

. ¢

€, = mA(T+OL),
2

The shares and payoffs in (7) and (8), as well as the properties in Proposition 1, follow straightforwardly.

On the choice between national and alternative identification

In each period ¢, the commoners make a choice between the national and the alternative identity. To
do so, they compare the payoffs, both material and psychological, under the two identities. Because
the decision made by commoners largely concerns variables in the current period only, we drop the
subscripts ¢ over the relevant variables as short hand. The only case of a variable of concern that is not
from the current period is the investment from the previous period, which we denote by g_ (= g;—1), as
the elites of the previous period takes account of its effect on the choice of identity by commoners in the
subsequent period. The individual payoff of the alternative identity is the following:

c¢
1+ cop

Faes (@) = (-2 P6A(- +1)(1 + 0u).
The payoff of the alternative identifiers does not depend on § € [0, A], as they would suffer the alienation
penalty only if they were to adopt the national identity. The main variable of interest is how the individual
payoff of alternative identifiers varies with the share of commoners who share the alternative identity. In
particular, we have
Oacs () ~( co

da ‘l4co
As « increases, the per-alternative-identifier portion of insecure income 7' goes down because there
are more alternative identifiers to share the proceeds from the rents 7'. This implies that the minimum
individual payoff for an alternative identifier is when no commoner identifies with the nation and equals
Taes (1) = (1525)20A(T + 1)(1 + 04).7
Turning to the payoff of a national identifier, we have:
opR g
1-— a> " BR+1-a

)2¢A§(1 +04) < 0.

Tnes () = G7 (1 +o+

?Note that ,.; is convex given that 8287(;“2”' =2(1- p*)ngA%(l +04) > 0.

32



The first term includes the gross material and status payoffs, the second term represents the tax (assuming
a balanced budget), and ¢ is the alienation cost in identifying with the nation while sharing the alternative
heritage of a commoner (note also that G = (1 — d)G_ + g_).

This last term is the main source of variation for commoners. Reasonably, no commoner who has a
higher ¢ than another commoner will identify nationally unless the latter identifies with the nation. That
is, we maintain that @ and ¢ are related through 1 — o = F'(0) (where F'(¢) is the cdf of § € [0, A]) such
that () and all those who identify with the nation have § < §(«) while those with § > §(«) adhere
to the alternative identity. A computationally useful cdf is the uniform distribution whereby F'(§) = %;
then, given that « = 1 — F'(J) = %, we have §(a) = (1 — a)A (and in general §' () = ﬁ;) where
f(8) is the pdf). The question is whether there is a § = &(@) such that all commoners with a lower § than
that one have a higher payoff under the national identity while those with a higher prefer the alternative
identity.

Note that e, (0) = GY (1 + 0 + 0BR) = 577 — (= Tnes (0) =GV (1 + 0 + 0BR) — 57 — A
forall 6 € [0, A]) is finite and therefore strictly smaller than 7, (0) (Which goes to infinity). Moreover,
Tnes (1) goes to infinity and therefore 7y, (1) = 7pe, (1) is strictly greater than g, (1).

Then, given 7y, (0) < mac;(0) and mpes (1) > mae, (1), and mye, (o) and 74, (o) are continuous in
«, we have the following result:

Lemma 1: There exists at least one & and associated 6 = (@) such that (i) & commoners adhere to the
alternative identity while 1 — & commoners identify with the nation; (ii) those with § < ¢ identify with

the nation and those with § > & adhere to the alternative identity. Moreover, & and d are unique for
or_(a)

sufficiently positive o or o, and —5_

> 0 where m_ (@) = mpe, (@) — ey ().

Proof. Existence of & and § come from the continuity of the two payoff functions and their boundary
properties (e, (0) < Taes(0) and mype; (1) > mqes(1)). For uniqueness, consider:

_ oBR _ g _ B cp o Z
W_(a)_GW<1+0+1_a> T o 0(0) — (A + 1)1+ 00,
Consider the derivative:
or_(o)  GYVoBR g 1 g o, T
do " (—af GRr1I-a2 70 Tt AG1 o

Note that all the terms except the second one are positive and for sufficiently positive o or o, the
derivative will be non-negative. Then, given that 7_(0) < 0 and 7_(1) > 0, there must be a unique &
and 6. O

In fact, uniqueness is guaranteed under the weaker condition that the derivative 8”5C5a) is greater than

—1. We assume the stronger condition because it yields more straightforward comparative static results
in Propositions 3 and 4 below. Both sufficient conditions are easy to satisfy and we assume sufficiently
large o or o, (we could also assume particular distributions of F'(¢)).

The critical values & and & determine the distribution of commoners between national and alternative
identifiers. They are important in determining the choices made by elite decision makers. Therefore,
how different variables affect & and 0 are shown next.

Proposition 3: For sufficiently positive o or o, the share of commoners who retain the alternative identity
Qv is:

(i) decreasing in the national status (o);

(ii) increasing in the level of rents (7°), in the elites’ cost of suppression (¢), and in both the degree
of collective organization (¢) and status (o) of the alternative identity;
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(iii) a differentiable function of g and g_ such that ?TC; >0 % < 0.

Proof. Consider the difference between the two payoffs (of the national and alternative identity) for
commoners such that it is 0 at & and §:

c¢
1+ cop

+op—0—(

)%A(% +1](1+04) =0. (19)

7r_(a):G7<1+U+U/BR> g

l1-a) BR+1-a

By implicit differentiation, for x = o, g9,9—, ¢, T, ¢, and o, we have:

_ on_(a
da _ TH”
ox or_(a) *

da

With 8”505&) > 0 (see proof of Lemma 1, under sufficiently positive ¢ or g,), %3 is negative if and only

if 6“5% > 0. Parts (i) and (ii) in the Proposition follow straightforwardly by differentiating 7_ (&)
with respect to x = o, ¢, T', ¢, and o,. For part (iii) and x = g, note that:

or_(a) _ 1
d9  PR+1-a’
and therefore )
oa 8#5 (&)
= __ 9
dg @~ 0,

whereas for x = g_, note that G = (1 — d)G_ + g_ and

om_(a) =~G! <1+a+ UﬂR) >0,

dg— 1—a
and therefore
_ on_(a)
oo _ g <0
0g—_ ) )
Oa

Since ¢ is decreasing in @, the reverse effects of those reported in Lemma 1 hold for 6.

On fiscal choices

We first reproduce (15), the elites’ problem under fiscal restraints:

- 1 BR
t_ _a 2 ) — -
max g G [BR+o(BR+1 at)}+(1+c¢) AT + a) 5R+1—5étgt
R
U 1-a AT + Gt — =D g
+ G "[BR+o(BR + 0<t+1)]+(1+c¢) (T + Q1] BRI a0

To derive a steady state choice of investments in the public good, we need to understand the incentives
for investing and consider the derivative of the objective function with respect to g;:

ort BR Oay 011

e _ v—1 1—a — — -
B9, VG [BRA+o(BR + Qi) BR+1—a t@gt
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— (Y _ _A BR
where Dy = oG/ = (ricqe + GRi1-a29 | | o
Since we are interested in deriving an optimal steady state investment, consider the derivative when
g =dG:

O7te
Jg

BR D oa = O

=vG" HBR+(BR+1—alg-))] — BR+1-alg) (89 + o g lg—=g)-

(20)

where a(g_) and a(g) are the effects of g on the next period and current period, respectively, described
in Proposition 3.

The first term of (20) is the marginal benefit of the public good on the elites’ income and on the
national status; for any given G it is higher than the one that we derived from (9) by o(1 — @), which
is the part of national income status that comes from the commoners who are national identifiers. The
second term is the marginal cost of the public good—it is lower than in (9) because the cost of the public
good to the elites is now shared with the commoners who identify with the nation. Thus, both these two
components favor higher investments in the public good than in the absence of fiscal restraints. If the
other terms did not exist, the optimal steady state level of the public good would be:

Gozh<1+a+ (BR_)>(BR~I—1—a)]

That would be the optimal level for the elites if the last term two terms of (20) were to cancel each other
out—they represent the effect that g; has on the number of commoners who become alternative versus
national identifiers in periods —¢ and ¢ + 1. As we can see from Proposition 3(iii), % 86“ and ‘96“ have
opposite signs, as investment today reduces the number of commoners who become natlonal 1dent1ﬁers
(because it increases taxation) but it increases those of the next period (because it increases next period’s
income). Overall, however, there is one important benchmark ﬁxed level of the public good (and the
associated investment at a steady state level) according to which 2 B0 g T 8 g g_=g= 0. From the proof

of Proposition 3, we can show that —|— Dg 05 |g,_g 5R+1—6¢ 7G7_ (1 +o0+ JﬁR)
which, when set equal to 0, 1mp11es.

Gaz[y<1+a+1€R>(ﬁR+1—d)]l—lw

Note that G, < Ga ifand onlyifl —a < SR.Giventhat G* = [y (1 4+ 0+ o() (BR+1— @*)}ﬁ for

some ¢ € [min{’= R , 221, max{ (- a), LA we must also have G* € [min{G,, Ga}, max{G,, Gz }].
In Proposition 4, we show that G* 1s between (G, and G4, under the sufficient condition that D =

oGV — (1+’2¢)2 + (51«2#61]3&*)29 > 0 for G > min{G,, G5}. The three components of D represent the
marginal effects on the elites’ payoff of changes in the number of commoners who identify with the
nation One component increases the elites’ status (¢G7), another reduces the cost of the public good
>g), but a third (— e ¢)2) reduces the (contested) income received from the commoners who

(7
(BR+1—a)
adhere to the alternative identity. Thus, D > 0 when, among other factors, the national status parameter

(o) is high enough and the elites’ marginal return to contested income is low enough. In that case, as we
shall see below, elites benefit from having fiscal restraints so that they are able to attract commoners to
the nation. Otherwise, with D < 0, it is unclear that it is to the benefit of the elites to have such fiscal
restraints (though this is not an excludable possibility).

Proposition 4: Consider elite maximization in the presence of fiscal restraints, such that taxes solely

finance public good investment. When national status (o) or total elite resources (3R) are high enough

or the marginal return on insecure income by the elites (ﬁ) is low enough,

(i) The steady state level of public good is G*in (16), where G* > G, the steady state level of public
good in the absence of restraints in (11);
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(ii) The steady state payoff of the elites 7} is higher than 7¢, the payoff in the absence of fiscal
restraints;

(iii) A positive number of commoners 1 — &* identify with the nation. That number is increasing in
national status (o) and is decreasing in the value of rents (7°), in the elites’ cost of suppression
(¢), and in both the degree of collective organization (¢) and status (o, ) of the alternative identity.

Proof. Part (i): Suppose that = ¢)2 is sufficiently low such that D = cG7 — T +‘2 52 T BR flli 29 >

0 for G > min{G,, G }. We can rewrite (20) as follows:
07, D
dg AG) - or (&)

O

B(Q). @1

where A(G) = YG"LBR+ o(BR+1—a(g-))] — BRJﬁi]EO_Z@ and

B(G) = — 5= +7G7! (1 +o 4 908
Note that A(G,) = 0, B(Ga) = 0, A(G) > 0 if and only if G < G, , and B(G) > 0 if and only
G < Gg. Also note that %ia) > 0.

First, note that if G,, :Bé@, then trivially G* = G, = G5. We thus for the remainder of this proof
we suppose G, # Gg.

Suppose min{G,, Gz} = G, and evaluate (21). Then, since G, < Gg, by the properties of A(G)
and B(G) just noted %f;e (G,) is positive and 51m11arly Ofte - (Ga) is negative. Therefore, there must be a
G* € [G,, Gg] such the derivative in (21) is 0 with g* = dG* being the optimal investment.

Next, suppose min{G,, Gz} = Gg and evaluate (21) . Then, since G, > G, by the properties of
A(G) and B(G) just noted %f;e (G,) is positive and smnlarly 87;‘3 (Gy) is positive. Therefore, there must
be a G* € [Gg, G,) such the derivative in (21) is 0 with ¢* = dG™* being the optimal investment.

Part (ii): Straightforward calculations can show that

=~ %

S —dy0))+2

R (T+a*).

A
(14 co)?
(22)

This equilibrium payoff needs to be compared to the equilibrium payoff in the absence of restraints in

(13),

7 = oy(1+0+00)(BR+1-6")| 75 BR[(14+0)(1—dv) + o (=

nt =201+ o)) (BR) (1 = dn)(1 + 0) + 2 (T +1).

A
(1+ cop)?
The first term of 7} is clearly higher than that of ¢ given the parameters (they are positive functions of
G* and G, respectively, and G* > G.) while the third terms are identical. From these expressions we
can show that 77 > 7¢ if

A ~ %
_ (4cd)? (1-a
0
Y (1= dy)

Note that the first term is always higher than the second term of E' in (23), and therefore the sum of
the first two terms is always positive (and can be shown to be increasing in o. Then for sufficiently low
the sum of the first two terms is greater than the negative of the third term. Thus for sufficiently

E=[1+0(l+)BR+1-a")]77 - [(1+0)8R™

> 0. (23)

()
high o and sufficiently low (ﬁ) E is positive and the payoff of the elite under fiscal restraints is
higher than the payoff in the absence of fiscal restraints.

Part (iii): For sufficiently high o and SR and low enough e ¢)2 s Tneg (1) > maes (1) and, therefore,
there must exist @* > 0 (and 1— &* > 0) such that m,.;(&*) = mac;(@*). The remaining properties
follow from the corresponding properties in Proposition 3. O
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National identity and its interaction with public goods provision

In order to examine the case of endogenous o in (17), we next show a version (and generalization) of
Proposition 3(iii) that allows for investments in both the public good and national identity:

Proposition 3*: For & € (0, 1), the share of commoners who retain the alternative identity is

(9(1

(1) a differentiable function of g and g_ such that >0 88% < 0, and

(i1) a differentiable function of s and s_ such that % >0 8‘95 < 0.

Proof. Consider the following variation of (19) from the proof of Proposition 3:

)? ¢A( +1J(1 +04) = 0.

ﬂ_(a)—G7<1+wSX1_a+ﬁR>— g+s co

1—a BR+1—a _(1—|—cq§

Again, by implicit differentiation, for x = g,9_,s,s_,c,T, ¢, and o, we have

ba awégga)
ox  0r—(@)’
Oa

With 8” (O‘) > 0 (see proof of Lemma 1) 1s negative if and only if 2 (a) > 0. Part (i) follows the
same proof as that of part (iii) of Proposmon 3.
For part (ii) and = s, we similarly have

om_(a) 1
ds  BR+1-a&’
and therefore or
da _ TR
ds 87r5(07)

For z = s_, note that S = s_ + (1 — d)S_ and

on_(a) _ GVXq/)SX*l —a +_5R >0,
0s_ 1—a
and therefore
_ on_(a)
da s 0
os. (@ ©
Oa

Investing in national identity and public goods under fiscal restraints

Under fiscal restraints (so that g; + sy = TtGZ(,BR + 1 — ay)), the elites’ problem becomes:

1 _ BR
) AT + au) — BR+1—a,

~t _ 1y X 1- &
max @i, = G [FR + YSXBR+1-a)l + (7

+ G [BR+ YSi 1 X(BR+ 1 — apqr)] + (

(gt + st) (24)

_ BR
VPA(T + &yi1] — m(gt+1 + St41)-

1
14+ co
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We proceed analogously to the build-up of Proposition 4 earlier in the Appendix. Before deriving the
steady-state choices, consider the incentives for investing in g; and s; by differentiating the objective
function in (24):

ot i B8R oay Dapir
= 1- - pdtt
901 = 1G] [BR+ ¢St X(BR+ 1 — ary1)] GR+1-a Prag, Py,
ot . BR 06, e,
e _ x—1 = R el +1
D5, Gl VX St1¥  (BR+ 1 — qyq1)] R+ 1_a D;— 35, - Dy ——— D5,

— A R
where D} = G/0SX — 350 + ,(ﬂ.Rfl—c‘vtP (91 + 51). . ,
Since we are interested in deriving an optimal steady state investment, whereby the young elite
inherits a G and S such that its own ¢ = dG,s = dS, and the future young elite will also invest the
same g and s, the relevant derivatives become as follows:

OTe BR oo Oa

— -1 —a - _D(=4+ =
ofte 1 e B BR o 0a da
ds G (PR +1 - als-)) BR+1—a(s) b (88 + Os_ Js-=s)-

where a(g—) and a(g) are the effect of g, respectively, (and similarly for a(s_) and &(s)) on the next
period and current period described in Proposition 3*. The two derivatives (25) have similar interpreta-
tions to that of (20) above.

Just as G* in Proposition 4 was shown to be between G, and G, we will show that the optimal
steady state levels of the public good and national identity, G and S, are between G/ and G and S/ and
SZ, respectively. In particular,

Iy <1 +p8X(1 4+ 1BR)> (BR+1—a)T> (26)

Goa=ly (1 +PSX(1 + ﬁR(y)) (BR+1—a)]T=

! 2 11x
Soz[waVﬂRWRH—a)]
1 1
o= WG T——(BR+1-a)| ™=

Note that G/, < G and S, < S% if and only if 1 — a < BR.

Giventhat G* = [y (1 + 0 + o) (BR+1—a*)] T = for some ¢ € [min{ BR_ 1 a} maX{(BR , 1511}]
we must also have G* € [min{G,, G5}, max{G,, G}]. In Proposition 4, we show that G* is be-
tween G, and G, under the sufficient condition that D = ¢G7 — a Jé )2 + G fl]i 729 > 0 for
G > min{G,, Gs}. The three components of D represent the marginal effects on the elites’ payoff of
changes in the number of commoners who identify with the nation. One component increases the elites’
status (0 G7), another reduces the cost of the public good ( ﬁ g), but a third reduces (— ﬁ)
reduces the (contested) income received from the commoners who adhere to the alternative identity.
Thus, D > 0 when, among other factors, the national status parameter (o) is high enough and the elites’
marginal return to contested income is low enough. In that case, as we shall see below, elites benefit by
having fiscal restraints so that they can attract commoners to the nation. Otherwise, with D < 0, it is
unclear that it is to the benefit of the elites to have such fiscal restraints.

Proposition 5: Consider elite maximization in the presence of sufficient political restraints, such that
taxes are invested solely in the public good and in national identity. Suppose the marginal return on
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insecure income by the elites ((

H%QS)Q) is sufficiently low. Then:

(i) The steady state levels of public good G and of investments in national identity S can be obtained
from the following:

G=y (14081 +n) (BR+1-a)™,
§ = WG O(BR + 1 — a)?] =,

R ol 1 11
for some 7 € [min{1-¢ BR 1 O(} max{ﬁ—é‘, f—a}] and 0 € [min{ 55, 5}, max{ 35, 75}
(i) A positive number of commoners 1 — & identify with the nation. That number is increasing
in the relative status parameter o,,; and decreasing in the value of rents (7°), the elites’ cost of
suppression (c), and the collective organization (¢) and status (o) of the alternative identity.

Proof. Part (i): Suppose (1+C¢)2 is sufficiently low such that D = %.SXG” (1+’3¢)2 + (BRff:&)Q (g+
s) > 0 for G > min{G,, G5} and S > min{S/, SL}. The rest of the proof follows similarly to that
part (i) of Proposition 4 and, to avoid unnecessary repetition, we will show how S is derived only.

First, suppose 1 — @ < SR so that min{S’, S.} = S, and evaluate ‘9”6 in (25) at the fixed S,. Then,
since this is how S/ is defined, the sum of the first two terms of 8”; in (25) (and evaluated at G = C‘)
is zero. Moreover, since by supposition S/ < SZ, by Proposition 3* the last term (i.e.,—D’ (%’f;“ +

aid |s_—s)) is positive and the whole derivative is positive. Moreover, for all S > S. by Proposition

3% —D' (80‘ + 8‘98‘1 |s_—s) becomes negative and the sum of the first two terms becomes negative as

well (since, given x < 1, GYxSX Y (BR+ 1 — a(s_))]is decreasing in S and — ﬁ}%ﬁ% is constant).
Therefore, the whole derivative in (25) is negative for S > S.. It is also clear that the derivative is
A ~ 1

positive for S < Sh. Therefore there must be a S = [xyG7O(BR+ 1 — a)?|Tx € [/, S] for some
0 € [min{ 5 R T L} max{;> 3R T 1] such as the derivative in (25) is 0 with § = dS being the optimal
investment.

Next, suppose 1 — @ > SR so that min{S/, S5} = S, and evaluate a’rﬁ in (25) at the fixed S/. Note
that —D’ (%C;“ + 8‘151 |s_—s) = 0 by the definition of S, whereas, given that by supposition S, < S/,

the sum of the first two terms % must be positive and, therefore, the whole derivative is positive at S..

Moreover, for all S > S’ the sum of the first two terms becomes negative while —D’ (22 95 T 35 9a | _,)
is negative as well (by Proposition 3*) and the whole derivative is negative. It is also clear that the

derivative is positive for S < S .Therefore, there mustbe a S = [y G70(BR+1—a)?] T ¢ [S7, St
for some 6 € [min{ 5, 125}, max{ g5, 175 }] such that the derivative in (25) is 0, with 8 = dS being
the optimal investment.

Part (ii): For sufficiently low ﬁ, Tnes (1) > Tacs(1), and therefore there must exist @ > 0 (and

1— a > 0) such that 7, (&) = mees(@). The remaining properties follow from the corresponding
properties in Proposition 3*. 0
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