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blocks averaging 75 share s . Clearly, this kind of marketing will 

not broaden participation in equity ownership. Quantitatively , 

however, this was a very big issue: During the decade previous · 

to the i ssue , gross ne.,,· issues of Canad ian preferred stock aver-

aged only $132 million, compared to the $150 million sold in one 

shot by CDC . 

CDC has shown some profit in terms of earnings per share 

every year . 

CANJ\07\ 

Year Capitali ztition -
1975 700 

1974 540 
1973 344 
1972 138 

DEVELOPMEN'l' CORPORATION 

1 Value of Holdinqs 2 

857 

5'19 

~65 

200 

. . 

Enrnin9s/Share 

$0.31 

$0. 81 

$1.89 

$0 . 57 

1
capitalization = Capital stock plus retained earnings, in 

$000' s. 

2 
Value of Holdings = Invcstmcn ts plus f i>:ed assets of wholly­

owned subsi<l iarle~ , in $000 1 ~. 

Give n the ' $10~· price of s hares , earnings have bee n modest . 
'l'hcy h un: fluctuated with the 9encrnl con<.li t ions of t he Canadian 
economy ;and have been well below the CDC 13oard ' s stated profit 
t a rget of 15 pcrcant. 



CONSOJ..ID1\'11ED BALANCE SHEET 
December 31, 1·975 

' . Canada Development Corporatio~ . 

l \SSETS 

Current Assets 
Investments 
Fixed- Asse~s of Subsidiaries 

· Other Assets 
1TOTAL 

:LIABILI'l"IES 

Current Liabilities 
Short-term loans 
Accounts payable and accrued 

liabilities 
Dividends payable 
Income and other taxes payable 
Long-term debt due with~n one year 

•rotal 

.I.ong-Term Debt 

Deferred Income Taxes 

Interest of Minority Shareholders in 
Subsidiaries 

· •rotal 

SHAREHOLDERS' EQUI'l'Y 

Capital Stock 

R~tained Earnings 

Bxcess of Book Value over Cost at Date 
of Acquisition of SubD:i.diary 

'J10 tal 

'l'O'r,\ L 

1975 

(thousands 

$ 378 , '430 
354,581 
so2-, 79 2 

41,73 

$1, 277 ,,537 

564,563 

91,699 

51,572 

707,8~4 

$1,277,537 

of dollars) 

$ . 321,811 
332,354 
216,271 

. 29,155 

$899,591 

422,000 

74,744 

51,572 

548,316 

$899,591 
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VII. RELEVANCE TO THE ALASKA PERMl~NENT FUND 

In analyzing the relevance of the Canada Development 

Corporation ' to the Alaska Permanent Ft nd we will review the 
' 

headings in ~ this memorandum in order: Purposes, Sources and 

Uses of l!"'unds, Management, and Accountability. 

Purposes: The purposes of the Canada D=velopment Corpora­

tion appropriate for consideration by the Permanent Fund are: 

1) to encourage the establishment and maintenance of 

strong Canadian controlled enterprises ; 

2) to widen investment opportunities for Canadian 

investors; and 

3) to operate for a profit. 

'fhe achievement of th.e ~irst two goals is conditioned by and 

dependent on the third. Profit is the operational goal most: 

frequently and explicitly mentioned by management in its official 

reports. They attempt to make a case for their pursuit of profit 

by claiming that the partially public benefits of the first two 

goals will never be r ealized unless a rate of profit and growth 

higher than that enjoyed by fo reign controlled clcmcntG of the 

Cunadian economy are ochieved . :rn the first annual report, 

management stated, 

If we as a nation are to increase the Canadian content of 
our economy , it must be essentially by -encouraging the 
Dound growth of Canadian-controlled enterprise s at a pace 
which oxceecls tlw t of their non-re:.;iclcn t -ownecl compet.i tors. 



case of balance of CanadianfF~reign 

of Canadian indust.ry I t;.he state111ent above amounts to . a tautology . 

In terms of providing wider investment opportu.~ities in . Cana~ian 
' ~ • I ' : • 

., t ~ 

is true to the .extent that 
' 

enterprise to Canadians, the statement 

•
1CDC issues must out-perform competitive sec1.n:·:lties 5.n order to 

be at:tractive to investors. Canadian investors have access to 

international capital markets, and, in 1970, 40% of the securities 

held by institutions and individuals in Canada were of foreign 

issue. 

The achievement of extraordinary profits by an investment 

holding company like CDC is unlikely. Recent work in investment 

portfolio theory and the experience of the securities industry 

in the past decade h ave demonstrated the futility of attempting 

to "out-perform" the market in the long run . 

CDC may even be compounding its difficulties by investing in 

as few enterprises as it does. This investment strategy may lead, 

and in CDC's case has led , to unstable earnings and cas~ flow. 

Such a situation may inhibit the planning of future operations. 

CDC's investment operations raise issues of control ove~ 

the exploitation of natural resources, operations of tha Canadian 

capital market and owne rship structure of mnjor industries, all 

of which nre legi timat.e concerns of the Peeler al government and 

the CanaC.ian people. 'l'he proponents of CDC in its present form 



convinced Parliament .that it was necessary to give up control 

over these matters in order to achieve the more limited goals 

the statute. However, what the government got for ~elinquishing 

such controls is of 9uestioqabl,e value. La.ck of . government input 
. 

into CDC operations is the rncjor weakness of . the institution. 

Sources and Us~s of Funds: The management of the Canada 

Development Corporation has intentionally developed a strong 

equity base with only 40 percent debt in order to undertake 

the kinds of long-range, high-risk strong ownership positions 

which are essential to carry out its purposes. 

On the other hand, the Canada Development Corporation must 

maintain a very strong return on its invesl:ed capital in order 

to attract the substantial private investme nt in the Canada 

Development. Corporation which it is seeking . The Permanent Fund 

will not have such a constraint, which has both negative and 

positive aspects. From a positive standpoint, it will not be 

forced to get such a market return; from a negative standpoint, 

it will not have the correction of the marketplace monitoring 

its inveBtments quite so ca~~fully. 

Man~qement: The Canada Devel opcent Corporation has the 
-~---

kind of strong , indepcnden t·. , profes:.ional staff necessat·y to any 

successful development hank. 'rhe Cunadn Development Corporation 

follows tho wise course of only overseeing the major strategic 
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planning decisions of its ;~bsidiaries and affiliates, 
• 

involving itself in day to day decision making ' j 

1: Also, the Canada Development Corporation management has 

been given the very broad managerial discretion to make finvest­

mcnt decisions which is contemplated in the current draft of 

the Permanent Fund . 

Accountability: On the other hand , the Canada Deve1lopment 

Corporation is a preeminent example of a development ban1k which 

does not have sufficient accountability to either the eJ1:ecutive 

or the legislature. 
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INTRODUCTION 

The National Enterprise Board, established under the Industry· 

Act of 1975, is ·· public financial and promotional institution 

whose principal objectives are to assist the economy of the U.K., 
., 

to promote indust~ial efficiency and international competitiveness 

and to expand O!.>port·mities for productive employment. 

From 1968 to 1971, the British government operated a public 

financial institution with · a similar purpose--the Industrial 

Reorganization Corpor ati on (IRC}. IRC's functions were limited 

to promoting and providing finance for merge rs which the direc-

tors felt would he lp effect the rationalization of an industry. 

(Many of Britain's mc:mufacturing s'ectors are characterized by 

firms too smDll to compete on an international scale.) IRC gen­

erated a great deal of oppositi on from private financial inter-

ests which felt tha t they were being subjected to unfair compe­

tition. 'l'he ins titution was d i sbanded · by the newly elected 'l'ory 

government in 1971. NED, which incorporates the functions of IRC 

into the comprehe nsive pr ogram described below, begcm operations 

in November 1975. 

:C. PURPOSES 

Jn orclc r to meet these broad obj cc t ivE:? s the NF. n ca rries out 

nevc r a l different functions . Somn obse rvers feel these functions 
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;\1 

arc not consistent with In planni,ng its fnye'stments , . 

the Board is to apply standa;d 
' j' . ..:. . ~ ' .· . l ., ' ' 

'conurie rcial .. criteria ,of ._ profit-" 
' '. 

' ability. On the o'ther hand, it is viewed' .by gove~mnent ancl its . . ..~ 

' ,, 
f • ( • 

own directors as an instrument of natiorial industrial policy and 

is therefore responsible fo~· meeting variou~ public policy cri-

' teria in its operations. The implications of NEB's mixed agenda 

~wj. :.1 be: examined in the detailed enumercltion of the institution's 

pt1 :-:-poses below. 

NED's operations fall into four conceptually separable 

·classifications: 

a) Finance fo_r Industrial Investment - NED acts essen·-

tially as an investmen t banker, purchasing 'the equities of pri-

va te firms where it feels the investment will show a reasonable 

return, will help effect the purposes of the Act and will not 

displace private investment. NEB also makes loans. on commercial 

terms. 

b) Industrial Holding Compan~ - NEB is responsible for the 

strategic management and financial monitoring of several large 

nationalized firms. 

c) Assistance to Companies in Financial Difficultl - NEB 

administers capita l assistAnce to firms in t emporary financia l 

difficulties. E'unds fo .r this activity are provided by the Sec-

retary of State for Industry who is also responsible for deciding 

which firms will be considered for such assistance. 
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. , 

•d) Promotional Acitvity--NEB offers assistance in procur­

foreign contracts for British f irms or groups of firms and ... 
.the activity of regional development authorities. 

Each of these four purposes is analyzed below. 

a. Finance For Industrial Investment 

NEB's main function is the provision of finance for indus­

trial investment, particulaTly for the expansion and moderniza-

tion of productive faciliti es in manufacturing. In addition, 

finance or advisory services may be provided to promote indus-

trial restructuring. Finance is normally provided in the form of 

equity, but loans at commercial rates of interest may also be 

provided. 

NEB's investment policies are shaped by an interim statement 

of guidance from the Secretary of State for Industry, which is 

now pending statutory enactment. Except for those investments 

made at the dir~ction of the Secretary~ (see Section c) , profit­

ability, defined as the projected discounted rate of return to 

capital, is to be the main investment criterion. Subsidiary to 

this are certain public policy considerations, including: 

~Note: In this profile, "Secretary" denotes the office of 
the Secretary of State for Industry . 
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'. 
i. prepar.ing for growth by action to increase 

capacity in , key sectors 
. . ( ' 

ii. ,increa~ing e~i-?orts ·or savings imports ; and · · : · ... . 

iii. where there it> a choice of location, creating new jobs 

in areas of high unemployment . 

NED devoted considerable time to identifying sectors where 

its assistance would be most beneficial in t erms .of promoting 

efficiency. 'I'hey incorporated data and analysis from the White 

P.u.uer accompanying the Industry Act and a 39-sector industry 

study by the National Economic Development Councils into their 

annual inv~stment plans. NEB intends to use these studies and 

other analysis provided by the Secretary to guide future inves t-

ment policy. 

b. Industrial Holdi~g Company_ 

The NEB acts as a hold i ng company for a numbe r of sharehold-

i ngs previously held d i r ectly by the government. The portfolio 

wi ll be added to from t ime to time as a consequence of the NED's 

role as a provider to n0w equity finance and t hrough the purchase 

of exis ting shr.lren in compnnies . In addition , the NEB has power 

under the net to sat up new enterprises or to participate i n 

:i o:i.t'l'l. vcn l:.u.r.cH with the p:ri va l:e sector. 

~·he b~sic j ob of th0 NEB as shu.rcholdcr i s to ensure a proper 
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return is secured to the taxpayers who ~rovide capital through 

the Consolidated Fund, the general tax reven~es of the British 

government. In so doing, the Board does not intend to participate 
/ . 

in day to day management. Their oversight - co~sists i~ '. ?no~t cases 

of making arrangements for the provision of regular monthly in-. -
formation to the NEB on p~rformance and financial prospects~ for 

the provision of annual and long-ra1:ge plans for the approval by 

the NEB and for the submission (in the case of subsidiaries--

wholly-owned companies) of major capital inves tment proposals, 

acquisitions and disposals for approval. 

Many of the "transferred companies'" problems have arisen 

f~om unstable. industrial relations resulting from the inability 

of management and labor to work out satisfactory w~ge and produc-

tivity provisions. There are three high union officials on the 
I 

NEB's ten-member Board of Directors. Their presence may be in-

terpreted as a move to force some rapprochement between labor and 

management , given the Board's responsibility for strategic man-

agement and oversight of the ' troubled enterp=ise. 

c. Assistance to Compimies in Financial DifficultY-

'l'he NEB may be directed by the~ Secretary to assist a company 

in financia l difficulties which needs to be restored to a sound 

state for reasons of employment or industrinl policy. In some 
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cases, the Board will consider the provision of furids in some 

· combination of commercial and subsidized tcrins. In such · cases, · 
" r • l 

the NED will .be reimbursed specifically for thelr in.volvement; 
} J I ~ t , I ' .' 

I 

and to ensure that their financial discipline is not undermined , 

these activities will he accounted for separately. 

d. Promot ional Activities 

Foreign Contracts.- In keeping with its policy to expand ex-

ports, the NEB attempts to use i ts central organizing and fina n-

cial capabilities to he l p British industries compete for large 

foreign contracts. Accor ding to the Direc t ors \ analysis, "Over-

seas contracts are becoming so large in value , and the conditions 

attached to them so onerous , that many UK companies do not have a 

b i g enough asset base to undertake the risks; in addition there 

is a tendency among developing countries to favour tenderers with 

some form of government backing ." NEB has announced that it is 

willing to joint venture with firms or groups of firms competing 

for such contracts. In 1976 , it assistecl in two such projects. 

'£he contruc ts were , however , awarded to other bidders . 

~zional l\cti vi tic~ - 'J.'he Secretary ' s i nterim policy state­

incnt directed NEB to give particular weight to cr~ating jobs in 

areas of high unemployme n t. In accorda nce w.i.th th.is direction, 

NEB h \ls sc i· up officics in Li vcrpoool and Newcastle. 'Phe Regional 
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Directors' initial task has been to establish their offices, to 

build up close relations ~ith public and other bodies concerned 
" • .•I ~ 

with reglonal dcvelppment and industrial investment in ~heir 

regions, and to seek e>ut companies with potential which might re-

quire financL: from the NEB to fulfill their modernization and ex-

pansion plans. 

II. SOURCES Of' PUNDS/C/l.PITALI ZJ\TION 

NEB's investments are financed wholly by the national gov-

ernment. NEB may draw on two som:ces within the government': the 

Nationnl Loans Fund, and "public cl.i.vldend capital 11 appropriat-.cd 

an~ually by Parliament to the Secretary of State by the Treasury 

for use in industrial investment. The National Loans Fund is a 

revolvi:1g fund to be used to make loans to private f .i.rms. The 

amount of money in the fund and the annual volume of loan activ-

ity is set by Parliament:; it is administered by the Secretary. 

NEB may borrow from the Fund at private commercic:il rates and lend 

this money to the firms · in which it invests. NEB must repay 

these loans on a fixed schedule se t. in advance in consultation 

with the Secrol:nry. NEB may charge a .small i nter.est rate differ-

enticll to its borrowers to cover :i. ts costs in orig inn ting nnd 

mon.i.tor lng the loan. 

Public dividend capital is another pool of investment fundD 
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made available to the Secretary by Parliament , with controls sim­

il,lr to those exercised ' over. the National Loans ~µ~d. , Repay"1ent 
.J 

, .. ' 
Dividends and recov~.ry of cap-: 

".! 
of . ~hese advances are flexible. 

ital are set by the Sec~E7tary in consultation with NEB> ron a yearly 

~Jasis. In 1976, NEB paid no dividends on the public dividend 

c«pital it received and subsequently invested in the firms it 

financed. Returns on public dividend capital are to be paid into 

the Consolidated Fund . 

'l'he Secretary and the Treasury must approve all advances 

·from both the National Loa ns Fund and public dividend capital. 

'£he Board must supply accounts of the application of these funds 

to both of fices. 

'l'he 'l'reasury may authorize the use of general tax revenues 

to guarantee repayment of loans undertaken by NEIL 'rhe 'l'reasury 

must notify Parliament of all such guarantees. 

As of December 31, 1976, the hreakdown of funds received by 

Nf:D was: 

Public Dividend C~pit~l 

Debt assumed from the government 
upon tt'an::> f:~r of investments; n:l·· 
rectcd by Secr.etf\ t'Y of State to bo 
treated as publlc dJvidcn<l cDpital: 

1. E.;r-;ucd to Nlrn dn~J 1976 
;l'otal 

Subsidiari~s 418.4 

Associates 6.2 

Othe rs 1. 2 · 
425.8 

54.0 
---..... 4 7---9 . a 
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·Capital debt assumed from 
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New loa~s issued to NED during 1976 
Total 

figures in L million.) 
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Since NEB does not market securities, debt/equity ratios are 

not material to its success in obta ining further funds for invest-

ment. More important will be its ·return on capital and the per-

formance of its subsidiaries. These factors will figure promi-

nently in the Secretary's decision to continue providing invest-

ment funds to NEB. 

NED's assets consist largely of investments and loans to 

five l arge public corporations transferred to it by the govern-

ment. All of these compani~s have suffered financial , managerial 

and labor problems in the l ast few years. They have been only 

marginally profitable or have shown losses. The book value o~ 

these companies ' assets was ~624.l million at the time of trans-

f er . Tho:i.r ncgotiatecl price , di scounted for their market pr.ob-

lema nnd used for calculating returns to NF:D, was ~'195.7 mill.i.on. 

During 1976, NED made ~d0. 4 1 1uillion in new equity investments 

nnd f:.2C. l.3 million in loans l:o tl!esc companiC$. 
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operating status of NEB's major industrial 

the date of transfer from the government ·was as follows: 

Sales 

Profit (Loss ), Before Tax 

U.K. Employment 

12 months to 
Sept. 1975 

fll,868 mill. 

(76.1) 

191,000 

15 months to 
Dec. 1976 

l>2,692 mill .. 

70.5 

183,000 

British Leyland is <i major manufacturer of motor vehicles 

and allied products. The companies co nprising this conglomerate 

had shown steady losses· during the S:i.>;ties . 'l'hey were consol­

idated' and nationalized in 1973. British Leyland's small profit 

in 1976 is attributed to higller export margins resulting from the. 

' decline cJ£ the pound. The firm's major problem is that it has 

been unable to produce enough vehicles to meet demand. This is 

due mainly to disrupted labor relations. During the 15 months 

ended December 1976, 7.1 mi lion m~~-hours were lost due to 

strikes a nd subsequent l ayof fs. 

0,11.:0 RccOl:ding Instrument Co. I.ta. 

Sale!'> 

(Loss ) Defore Tax 

U. 1\. .Emplo}1men t 

12 months to 
Sept . 1975 

.blO. l!; 111.i.ll. 

(0.14) 

923 

15 months to 
Dec. 1976 

{-.8.50 mill . 

(0.09) 

1,030 



Data Recording is a young firm prod~cing, co~putcr peripheral 

equipment. Some 60 percent of its output is sold overseas. Its 

management has announced expansion plans calling for a doubling 
, 

of employment in the next four years. However, the ·sales figures' 

above do not seem to warrant such optimism . 

Ferranti Ltd. 

Sales 

Profit (Loss) Before Tax 

U.K. Employment 

12 months to 
Sept. 1975 

1>86.3 mill. 

(O . 5) 

16,651 

15 months to 
Dec. 1976 

!>108.5 mill . 

4.1 

15 I S'i 6 

Ferranti is a conglomerate producing many l ines of heavy 

electrical equipment and e l ec tronic instruments. Its operations 

are international, with subsidiaries in Canada , Brazil and Scot-

land. As of the e nd of 1976, divisional management was being de-

centralized in an attempt to accelerate the increase in profit-

ability indicated above . 

Herbert Ltd. 

Sales 

Profit (Loss) Defore Tnx 

U.K. Employment 

12 months to 
Sept. 197 5_ 

ti4 9. ·1 mill . 

(13.4) 

6,716 

15 months to 
Dec. 1976 

I> 1J 9 . 4 mi 11 . 

(0.7) 

6,017 
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llcrbert is one of Britain's largest machine tool manufactur-

crs. This industry had been particularly hard hit by the reces­

sion of the ca~ly Seventies, and the firm had been forced to · 

- postpone planned equipment modernization. As of the end of 1976, 

domestic and foreign o;rde:r.s were increasing. Herbert was planning 

to complement upgrading of its capital with wide-reaching decen-

trali~ ~tion of divisional management responsibility and worker · 

parti (:tpation in plan·t-level management. 

Rolls Royce Ltd. produces aircraft engines and industrial 

turbines. The nutomotive division was separated from the firm 

upon nationalization in 1971. Recessionary declines in demand 

for air travel and electricity cut severely into the derived de-

nwnd fo.i: Rolls noyce 's produc l:s. o~clining s ales l eading to in-

creased unit costs forced managmnont to close th~ee plants ~nd 

curtail s ubcon t.rac t i ng buzinoss . Despite steudy in t c 1: 1rn t i on al 

or ders for military ajrcraft engines , RR intends to continue cut-

bucks in capitol cxpondlture antl production. 



During 1976, NED also invested in new. 1and existing smaller ~ 

firms, mostly in the machine tool, computer and metalworking in-
• 'I 

dustries. These investments amounted to r.11.51 million in 

and f.21.18 million in loans. 

IV; MANAGEMENT 

NEil is managed by a Board of Directors consisting of two 

full-time and eight part-time members. 'l'he two full-time members, 

Chairman and Deputy Chairman, are former senior executives of in-

dustrial enterprises. Of the eight part-time members, five are 

business executives and three are union officia lti . The Board is 

the ultima te authority in investment decisions except in those 

cases reported in the "Functions" section. 

The Board is assisted by a professional staff of ~7, head-

quartered in London wi th regional branches in Liverpool and New-

castle. 

V. ACCOUN'l'1\BII.IT'i 

1\cco\m ta bi li ty to the Executive 

'rhe NED is subjoct to a great <lcnl of o-..·ers.i.ght by the Sec-

retary of Sta t:e for Indus try a nd the Treusury. NEB mus l: ~HJ tis fy 

those officers Lhul: its i nvestmen t s nr e f;Ollnc by commeJ:c i Ell cri­

tcri<:t (except in t he case of inve r. tmentt; cH r e c.te a by the Secrctai·y). 
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, 
NEB S'I'A'l'EMEN'l' OF SOURCE AND APPLICATION OF 

the period from 20 November 1975 to 31 December 

Source of Funds 

From Her Majesty's Government 
Public dividend capital 
National Loans Fund 

From Her Majesty's Government upon the 
tt'ansfer of investmen tt; and loans 
under Section 5 of the Industry Act 
1975 

Public dividend capital 
Capital Debt 

Application of Funds 

Overall Excess of Expenditure over 
Income 

Less Depreciation 

Purchase of Fixed Assets 
Purchase of inves tments 

Subsidiaries 
Associates 
Others 

Loans to 
Subs .i.clinric~ 
Associatos 
Others 

Inve::;tincnts t ra nnferrcc1 by 
lier Mn jesty'H Govcrnmc11L 

Sub:~lidiur.ics 
J\ssoc.i.ll tos 
Othct·s 

Loans transfer r ed by 
lie r M«jesty ' s Government 

Subsidioric.:s 
Associates 

Note 

14 
15 

14 
15 

., 

7 

g 
11 
10 

9 
11 
10 

9 
11 
10 

9 
11 

53.97 
21.29 

425.79 
77.84 

40 . 41 
10.70 

.81 

20•,13 
.76 
.4 2 --

'118. 36 
6. 2'1 
J.. 19 

74.59 
J.25 

75.26 

503.63 

1.09 
.05 

1.04 

.65 

51.92 

21.31 

425.79 
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must also rnak~ an effort to fulfill a rath~r l ong list of pub-

policy responsibilities as well. These include: 

1) location of new facilities in area!i of high unf'~11ployrnent; 

2) ensuring the furthering of democratic managerial prac- · 

tice; 

3) ensuring that the use of funds is consonant with anti-

inflation policy; 

4) ensuring that public corporations maintain financial 

disciplinC:1; 

5) assisting and coordinating activitias with regional 

pla nning agencies ; and 

6) ensuring pr otection of consumer in terests. 

Commercial standards fo.r investment are well understood, and 

there exist permilnent agencies within the government co monitor 

NEB's performance on this account . No standa~ds o r mechanisms of 

oversight have been brought forth by which to judge NED's per-

formancc on the social criteri~ or to hold it accountable . 

In setting guidelines for NED, the Secre-:ary acknowledged 

that the institution had to be left with cnou;~ discretion to 

i-espond f:lmd.bly to quickly changing invcstme~t opportunities. 

'fhus , govcrnmcn t ove1:si~Jhl: is to be excrci~0c through the rev icw 

of: threc-ycut' i nvcctment plnn :::; submitted unnually to the Secru-

t nry. 'l'ho plw1 iu to include sac tions den ling with: 
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a) existing NEB holdings (with particular 

activities of large companies): 

b) acquisitions, joint ventures and new 

c) assistance operations; 

with a d i scussion of the balance between these various activities. 

The Secretary may enforce hi s decisions through two mechan-

i sms discussed above , regulation of certain investment activities 

and control over the amount of investment funds available to NEB. · 

Should the policies of the Board and the Secretary seriously 

diverge , these provisions could become powerful sanctions on the 

discretion of NEB management. At the moment , however , relation-

ships be tween NEB and the government seem more collaborative thun 

etdversary. 

The overall framework of the NEB's accountability to the 

government on matte rs of public ~olicy and financial goals is 

9iven above. Here we list certain t ypes of investment operations 

which require notification of or approva l from the Secretary of 

State . 

No ti fication of the Secretary is required when: 

1) commitments exceed blO mil.lion or the investment 

raices new or significnnt policy issues ; 

2) NBD ncqu.i.rcs more t hun 10 percent or: l:.he vo tin9 

ohm:cs of: a company; a nd/or 
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3) the acquisition may require investigation under 

monopoly laws. 

Approval is required when: 

1) NEB wishes to dispose of securities; 

2 ) conunitments exceed ~25 million; and/or 

3) the costs of acquiring share capital exceed ~10 

million or confer upon NEB more than 30 percent of voting stock 

in a company. 

Most of these restrictions on investment activity were en-

acted in order to assure the business com.11t11:ii ty that NEB would 

not use its access to large amounts of govern:."!ent fund::; to com-

pete at an advantage with private investors . NED is subject to 

the same laws regurding ownership acquisition and disclosure that 

apply to private inves tors; it may not rnake use of privi leged in-

formatio~ such as planning agreements worked out between the gov­

ernment and private firms; it may not compel! private owners to 

sell ont. 

I.cqislati~\.CCOUntabil~t_y 

NED is only indirectly accountable to Pnrliament through 

ministers appointed by them . Parliament nlso controls the amount 

of Nation~l Loa na Funds and public dividcn<l capit~l avnilable to 

all recipie n l:s . 



ENTERPRISE BOARD 

EVALUA'l'ION 

The most remarkable a !:ipect of the NEB is the array of con­

' ceptually ser~arable functions it is to fulfill and p'roblems it 
' 

to address . After only one year of documented activity, it is 

impossible to ass ess the Board's performance. We can, howa ve r, 

review NEB' s functions and design t o make some prognosis on its 

chances of succ ess. First we must review interpretations of · 

Uritain' s present industria l difficul ties . 

Since 1960, the post-tax rat e of return on physic~ l capital 

to British conunercial and industrial companies has fallen from 8 

percent to near zero. The cause most frequently identi fi_ecl by 

commentators on this phenomenon is l ack of suf ficient reinvest-

ment to maintain capacity. However, recent studies have shown 

that Britain's rate of r einvestment has been stable and comparable 

to those of other Weste rn indus t rialized countries. 

Recently, attention has been focused on the low productivity 

of labor as the major cause of unprofitable manufacturing activ-

ity. In manufacturing and utility sectors, Britain's enterprises 

rank consistently lowest in international comparisons of output 

( ~a le s ) per unit of n1anpower employed. This condition is pcartic-

ularly acute in the na tion ~li. ~ed industries where , for example , 

Britis h r.cylanc'l u se s about twice as much manpower/unit as il:s 

continenta l counterpar t s producing n.i.mi l ar earn with zimilar 
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equipment . Frequent strikes cut further into productivity of 

capital. For obvious politic al r easons , both Labour a!·:d Tory 

governments have been obliged to maintain em?loyment and have 

thus subsidized losses in nationalized enter~rises and in larger 

private ma nufacturing companies as well. Unions, therefore, face 

few constraints, .i.n terms ~f rnembership job loss , in pressing for 

more aud more costly wage and benefit settlerr.ents . . Nationalized 

industries have also been subject to price co~trols in the face 

of continuously rising factor costs. 

These are only a few of the problems facing large-scale in-

clustry in Britain; they fcice conditions weighing on all import-

dependent indus trictl economies . They do, hm;e vcr, have the ad-

vantages of a relatively mode rn industrial plant and a highly 

trained technicc..il and mannget·ial elite. 

What are the prospect~ for NED's various roles given the 

simplified analysiG above? Taki ng them one at a time:· 

Provision of Investment Ccip~tal: NEB 's op<:.:rations are a 

subst1:mtial improvement over previous British systems of capital 

asaistance to privntc firn1s. Unde r older pro;ramD , the Treasury 

had lo be petitione<l for virtually every disbur~al of invc~tmcnt 

funds, burea ucra tj c: response tended to he slo·.·: l"o the point of 

obstructi. n9 t:he completion of deals . Fu.cthcr;:iorc , most assist.t1ncc 

w.:is in the form o .r: lo.:ln s w;l th :i.n f: l e xiblc rcpa:z·mcn l: t:erms. 



I 

of teh had to 

their gover'nment loans. 

Within rather high per investment limits, the NEB may 

its own initiative, without e·>:ecutive '.approval. Since its 

source of cap:i.tal for ne~·/ in.ves:trncnts !
1
is preclominan tly public 

. 
dividend capital (76 percent of the total funds available to it 

I 

:i.n 1976) ,· it may advance equity to the companies it invests in. 

Thus , ~EB can nbsorb long gestation periods necessary for new en-
. 

terpr ; ;es or new operations within existing enterprises to show 

prof i ~. s . 

. n~J ltlir~_<;L Comp~"i : 'l'he problems facing Britain's nationali?.ed 

indu;;; tries are too complex, too embedded in historical patt~rns 

of class, social and economic relations for any super-managerial 

au l:hori ty to turn around in the forseeable future. 'rhe NEB may 

prov.i.de one of many desperately needed forums in which labor and 

management representatives can be induced to address common prob-

lems. 

_A_s_s_;i_. ~-· t __ :;-i_1_1_c"_r-!_t_o_l_·· 1_· J} !ln c~ nl 1 y 'l'ro ub~: ed rAmn:in; r.>c.i • - -···1-- · · .. -:::..::..:::.. Thi.s is ?~l~B • s 

least e nviabl e and leas 1:.-to-be - emul,l l:ecl function. '!'o the extent 

thut the ann lys:i.s ubove holds tn1e i n individual easer: , provision 

or: ucldi t ion<ll cc.1pi t<.ll un1.'le1t' any .t:crm::.; is economically ine [£ icicn t. 

:Ct may, howLwor , be pol:i.l::i cn lly n0.cc:ssa r.y. NED keeps separate 

£1ccotrn ts for unch ac.: t:i. v:i. l:ico an cl i s reimbur.EJcd for them. Thus, 
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the "subsidy" nature of these activities is acknowledged in NEB's 

r ecords , allowing for the application of other-than-·cormnercial 

standards · in judging performance. 

Promotional Activities: Both the foreign contract and re-

gional development functions seem to be sensible approaches to 

creating markets and encouraging coordination , particularly in 

sectors dominated by small units. Coupled with NEO's fi nancial 

powers, these could be particularly effective ~erviccs for in-

creas i ng Britain's international competitiveness . 
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VII. RELEVANCE TO THE·• ALliSim PERMANENT FUND 

' Purposes: The British National Enterprise Board, 

Canada Develop~ent Corpo;-ation is relevant to th~ Alaska Perma­

nent Fund in that its central function is to finance the re-

~;l:ructuring of ownership to ensure that assisted firms are 

efficiently operated under Dritish management control. 

Like the Canada Deveioprnent Corporation and like the 

proposed draft of the Alaska Permanent Fund, the ·British 

National Enterprise Board is required to return a profit on 

investment that essentially meets the norms of the marketplace . 

On the other ha nd, the British National En~er~rise Board statute 

goes one major step beyond that of the Canad~ Development 

Corporation in requiring that any subsidies are borne directly 

by the British General Fund and not by the National Enterprise Board. 

'J1hat implication exists in the current draft· of the Alaska 

Permanent Funcl but should be made more explicit. 

Finally , the principal weaknesses of the Dritish National 

Enterprise Board are the conflicts in incompatible goals. As 

was emphasized in the July 11 memorandum to the House committee , 

this :i.s a pr:inc;:i.pul clanger of an imprope rly structured develop-

ment bank. J\ny sepnrato gonl~ such as the separate and con-

flicting tasks of the Dritish Nationul Enterprise Board should 



be· separat~d into 
l~ , • 

a1id uses of funds and ·.management capable 
·' ' 

'. distinct. ' functions. "~~ . 

Sources and bses of 
,. 

' 

Board is, of cour5e, 100 percent ' f i nanced by the British 
-

gov . , n~ t~ Unlike the Canada Development Corporation, it 

does no t have to float its stock issues or bonds on the private 

market. 'l'hereforc it does not have a market sensitivity. 

The Canada Development Corporation is too sensitive to 

the marketplace ; the British Nati onal Enterprise Board is not 

at all sensitive to the marketplace. The result is that the 

British National Enterprise Board can ancl does make unsound 

investments which arc unproductive and in the long run a dis-

service to the British economy. The ideal is a mixed public 

and private financing in which the initial c apitalization of 

the government pi::ovidcs flexibility but the subsequent financing 

is from the marketplace and is market sensitive as, for 

instance, in the case of the European Investment Bank. The 

i\laska Perrntm enl: Fund CcH1 be orgar~i zf!d to cre:att: a SL'hstantial 

multiplier of private f inancing on its public capital which 

will both improve its performance and make rr.ore efficient use 

of its resources. 



'£he British National Enterpr.is~ 
~ ' ~ "\ ~ .,, .~ '! 

. • - • ._ 1 •I 
.like the Canada Development Corporation, does no.t invo.lve 

. . 
itself in ' ·the day to d~y management decisions ' of~ its affiliates 

;. •1 H • ' 

' or subsidiaries, a policy which should again be followed by ' 

"the Alaska Permnnent Fund.· 

It ·is also important to note the balance among 

business and labor on the British National Enterprise Doard, 

·a ba l.ance which may or may not have any n~levnncc to Alaska. 

Accountability: The British National Enterprise Board 

statate and its executive implementaiton provide some of the 

' most striking models for the legislative and executive oversight 

of a large and powerful development bank. 

First, NEB' s financial reporting standards a n:.: extremely 

rigorous. Even in its Annual Report, all accounts are u.n-

consolidated, so that the pe rformance of subsidiaries and special 

purpose funds is apparent from casual perusal. For example, 

the conversion of a large portion of Rolls Royce government 

debt to public dividend capital was duly noted. This was a 

relaxation of financiAl discipline contrary, perhaps, to NEB's 

stated policy. Howe ver, this information was picked Up by the 

D1:itish f inancial press and u sed by member s of Par liament to 

bring politica l p:r.es suJ:e to the struggle to impose st1:ictcr 

s t andar ds on nationali zed in<lustries. 3ince the solutions to 
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Britain's industrial problems must be worked out in 

as well as the ·economic and .financial spher:es , the 'informed 

participation of the' interested publi'c may serve as an 

control ' on NEB's activity. 

Secondly , day-to-day investment activities are su~ject to 

regulations designed to ensure that NEB is not displacing private 

market investment . While the succczs of these regulations is 

impossibl e to me~sure , it should be noted that CDC is under 

no such control. 

Thirdly, and most importantly, !iEB must justify its 

requcot~ for investmerit funds on a n annual basis to the Secretary 

of State for Industry, who makes the final decision en the 

disbursal of these funds 'l'he Secretary is , in turn, accountable 

to Parliament, which appropriates the money. On one hand, this 

ensures that NEB' s management is using its funds in a manner 

consonant with national policy and financial responsibility (to 

the extent these two goals do not conflict). On the other hand , 

such approva l mechanisms may involve bureaucrats far r emoved 

from the ope ra t ions of the assisted firms. They may also inhi bit 

the timely provision of fun.els necessary to negotiute and 

ef feel:. dealr;. However., thi s cloes not seem to have been a p1:oblem 

so far. 



I ' ' . ' 
CONNEC'l':CCU'l' DEVELOPi1Bt~·r All'l'IIOR'l'Y 
Discussion Draft 

IN·i'RODUCTION 

The Connecticut Development Authority (CDA) .. is one of 
. . 

.independent- state agencies in the
1

United States designed to 
, . , • . 4r '' • 

•. ' • • l! 

assist existing small- and rnedium~sized firms in obtaining long-

term debt financing for expansion . and UIJgradi'ng of physi'cal . plant 

und equipment. Created in 1973 by an act of the Connecticut 

statt? legislature, its operations to date are noteworthy on sev-

eral accounts: 

1) They have been self-sustaining. All operating expenses 

have been financed by service fees and float from efficient cash-

flow management. 

2) Screening procedures have been rigorous. Virtually all 

CDA service users have been financially successful. 

3) Management has been innovative in harnessing the private 

money markets to p~ovide finance to . firms which, due to their 

srnnll size, have had restricted access to capital on suitable 

terms, particularly during tight money periods. 

I. OPEPJ\ TIONS: PURPOSES, SOURCES J\ND USES OP FUNDS 

The J\uthor:i.ty mana ges five prog.rams, each of which deals 

with a 80inewhnt different aspect of providing expans ion cnpital 

to snmll-· and medium-sized firms . '1'he volume of thes0. operations 

in the pas t three years i s shown in Table i , in terms of number 

of loans clos ed or ins~rad and their total dollar amounts. Since 
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Table I 

$ AMOUNTS IN f.lILLIONS 

---
Self- Umb. Ind. r.:ort. 

Program Sustain Bond Ins. 

Year 

1974 # 37 18 2 
$ amount 172.4 5.1 4.4 

1975 # 19 8 3 
$ amount 48.G 4.3 5.2 

1976 ii 11 10 8 
$ amount 35.3 4 . 9 21.2 

'l'otal JI 67 36 13 tr 

$ amount 256 . 3 14.3 30.8 

Se:ptember 
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Small 
Business 

5 
.09 

9 
.10 

5 
.09 

19 
.28 

Contractor 

2 
.04 

2 
.04 
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sources and uses of f unds are functionally tied to each other by 

these financial mechanisms, these two important topics will b e 

discussed in the context of tl~ individual programs rather than 

summarized saparatcly as in the other profiles in this series. 

CDZ\' s th.t'ee major programs , both for volum.e of bus5,ness and 

for purposes of illustrating the match of perceived need for 

f. inancial services to program design are: 

1) 'rhe Industrial Mortg_n~c Insurance Program which insures 

loans made by priv.:rte institution!'.i to fina11 c·e the purchase of 

plant and equipment ; 

2) The Sclf-Susta.Lninq Revenue P.rJnd ~~Jrc'.lm through which 

the CDA adn1inisters a conventional sta t e -wide industrial revenue 

bonding system; and 

3) 'rhe Umbrella r.oan r roqram, a di1:-ect :i.ndutotrial mortguqe . . 
lending operation financed by revenues bonds of the Authori ty. 

The Umbrella Program is the most innovative und aggressive 

of these operations and, for purposes of program design, the most 

impor tant. 

~-· _ Self-.~u~J taininq nevcnuc Don els 

In Con11cc t:i.cu l". , inclns trial r evenue bonds arc sponsored at 

the A tl:l tc: n~ oppo~1cd to the ] oca 1 level . I RB ' s arc a meclwnism 

by which o i.-;tu t e or municipnl author J. t y may trans fer tl 1e tax-
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exempt status of the interest it pays on borrowings to bonds of 

private industrial concerns. The recipient firms usually use the 

proceeds of such issues to finance new plant or pollution control 

facilitie s . •rhese securi tics are evaluated in the market solely 

on the financial condition of the borrowi ng f irm. Thus, state 

involvemen t lowers the interest cost, but not the risk, inforrna-

tion or trans~ction cos ts--fac tors influenci ng the availability--

of suc:h capitnl. Jlcncc the term sclf-susteinin•r. CD/\ chr-'les a 

fee to cover the lcgnl, investiga tive and ad~inistrative costs of 

such iss ues . These fees are used to cross-subsidi7.c the more 

costly and time consuming operations involved in the other pro-

grams rn~nuged by CD/\. 

13. Industrial Mortg~JC Inr;urance 

Purpose 

Commercial banks tend to view smaller f i rns as risky 

borrowers due , mostly, to the volatile natur~ of the markets 

in whic h t.hcy opera Le. J_,n.rge r firms arc f uvorcd boi·rowers ! or 

scvcr~l other rcosona , including : 

1) 'J'hcy off or the prospecl of en Leri ng in to l arger , mo1:e 

profitabl e c ustomer rc lationu with the lcnd~ rc for sorviccs such 

lit: buo lnc f;s nccoun tr. (compcnso t i It~ b 1la11 c::C'~ ) • 

2) l.oiln oriy i nation co:; Ls pe r unl t o f C ll.rn i n9 nt~nc ts tend 

to be lcso the l<l t:<;Jnr t ho lo~m. 
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3) Commercial banks are seldom willing to make loans with 

long repayment periods app.t:opriate for the finan9ing of plant and 

equ ipment , and small firms do not have access to the corpora '_e 

bond and private placement markets which provide long-term 

finance to larger firms. CDA c~. ~ims that banks have been willing 

to extend their typical five to seven year t .erms when part.; . .-.:'ipat-

ing in the insurance program. This r educes the borrowers' annual 

debt burd~n . 

4) Small firms often cannot afford the downpayrnent on an 

aaset r equired hy banks under r eserve requirements . Insured 

loans are not counted against rcservl'..? r equireme nts under certain 

circumstnnces. 'J 'hus banks are indl1ced to l ower their up-front 

requiremen ts of s mall borcowers. 

Salient Features of ci1c Service 

Recent empirical studies show that , during periods of high 

loun demand , loans to smal l bus inesses are the first to be cur-

tailed. In order to counteract the reluctonce of conuuercial 

banks t o lend on fnvorabl c terms to s m«ller businessos, CDA 

of.fern to in~ure all paymcm l:.R , in tcrc:.: t , principa l ilnd proper ty 

.i 1wu en nc;c , on l oans for up t:o 90 pe rcent of the v nluc of new o r 

m:pnn<l cd r 01 .1 nose ts Emel 00 pc 1:ccn t of the value of cquipinen t. 

l..onnR to rocJ:oation and comm~rcic:1 l pr.ejec t s nre not: eli~Jibla fo r 
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Alt loans must be 

Eligible borrowers 

include firms wishing to locate or expand facilities in Connecti-

cut, community foundations, private develope~s or realty holding 

companies. Other important features of the service are: 

Eligible projects: Manufacturing and processing or research 

facilities and offices or warehousi:ig attached thereto; 

Project limits: Real property - $10 million 

Equipment -

Maximum terms: Real Property - 25 years 

Equipment - 10 years 

Appl~~ation Fees: Sliding scale determined by loan amount. 

Maximum - $7,500 

Minimum - $300 

Premiums: Real Property - 1/2 percent of outstanding bulance 

Equipment - 1 perc~nt of outs~anding balance. 

Screening and Review 

A bank which agr~~s to be the prim~ry mortgag~ lender to a 

firm seeking an insured loan applies t 0 the CDA for coverage on 

behalf of the borrower. The CDA screening p~ocess includes a re-

view of the borrower 's eligib.illty under. the ?rogrm:ts c\l\d a br.tcf 

review of the firm' s f inancial condition and plans. The bank 
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performs the usual assessment of the borrower's ability to repay 

the loan . The program rejection rate is appro:>dmately 10 percent. : 

Financing 

'l'he CDA supports its obligations under insurance contracts 

through an insurance fund in which all premiums are deposited. 

As of December 31, 1976, this fund stood at $2.4 million. Should 

this fund prove insufficient to meet its obligat ions, CDA may re-

quest that the State Bond Conunission authorize the issue of gen-

cral obligation bonds up to $100 million in order to cover de-

faulted payments. 

Operating expenses of the program are covered by application 

and commitment fees. 

Operating H:i.storY, 

The Mortgage Insurance Program was begun in 1961 under the 

management of the Connecticut Industrial Building Commission. It 

\·W s taken ov~r by CDA in 197 3. l\z cf July 197 6, Lhf! pr ogram had 

insured 123 loans (not including loans made under the Umbrelln 

Program), and had suff ered only three defaul t s. Through coopera-

tion with creditors in d i sponing of insured p~operty, none of 

these def<lults ever led to n charge OJI the ins urance fund. Donel 

authori~ation for $600,000 wao used in one case to finance tho 
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acquisition of a defaul tea property. 'rhe CDA has been able to 

lease the repossessed facility at rates which more than cover 

debt service on the bonds. 

Volume of activity under this program for the past three 

years Jrns been three, two and eight loans per yea.c, :respectively. 

For the prior 10 years, the average number of loans insured was 

11. The decline in insurance contracts may be traced to a eye-

lical loo!:;ening of the mm:ket for loan funds and to competition 

in similar services from the CDA's Umbr.ella B~nd program. Because 

the Umbrella program has been used to deal with loans below $1 

million, the average amount of the loans in the Insurance program 

has risen. 

c. The Umbrella Bond Program 

Dur.lng the period 1970-1972, when markets for commercial 

loans to small companies were par.ticularly tight, the management 

of CDA determined that it was necessary to take more positive 

action (than th~t p e rmitted by a11 insurance program) to address 

the problems e 11umera ted in the previous SC:!C: ti on. '11he CD/\ now 

:i !.tsues tax-exempt bonds, the pr.occcd5 of whi.ch «re use d to pro-

vidc lolHJ·· term loa no to sum 11 compa nicc seeking first mort9a~1c 

finunco f:ol- pl<mt. and equipme nt. 'l'he process by which this is 

tlccompllshecl is ra thcr complicn t e d nnd might: bent be understood 

t;h !:'ou~rh n bJ:.lef , step-by-step outline . 
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'l'h i:>. Process 

1) CDA solicits and receives loan applications from small 

firms with eligible projects. 

2) After screening similar to that of a commercial bank's, 

upplications are submitted to the Doard of Directo~s for approval. 

3) If the loan application is accepted, the borrower is 

issued a conditional loan commitmen t which (s)he uses to he lp 

procure temporary fina ncing from a private ins ti tut;l i:::-1 for the 

construction of the project. The Authority ma~ only make loans 

secured by completed projcctH. 

4) Upon completion of the project, the Authority takes a 

mortgage from the borrower, the proceeds of which arc used to pay 

off the construction loan. U1nbrella progrRm borrowers are re-

quired to participate in the Industrial MortgDge Ins urance pro-

gr am. In order to f:i.J1ancc thi s loa n, the J\uthorit_y has procured 

n $12 million l ine~ of credi. t with two commercial banks. Before 

tho succesti of this sche1ne hod been demonstrated, the Authority 

hncl is~ucd Bond 7\nt)cipnt:.ion N.:>l:cs t:o cover jnterim finnncing. 

'l'hc l i ne of crcdi t:. reduce::; uncert:c-d n l:y over the t erms nnd avail-

11bili t .y of in l:c.rim f :i.11.:lnc.i ng, \·1h i.ch ln t~ rn mnkcs it less likely 

l IH1 t CnA wi 11 v.Loli.l te 1RS ru lcs (lL!l'tainj,ng to ctr.b i t ra9e. During 

t h is pcd od bcfo.r.u n. bo11cl j s is£:ue d to provide pernmnon t: f i.nnnc-

:int:.crcnt n 1tc of 1/2 percent nbovc its own c"sl: of funds. 



5) When a sufficient number of loans have been made such 

that their repayment would secure a ~arketable revenue bond issue 

(about $10 million--min imum), the loans are consolidated into 

several series on the -;- b,ae::.,~ . ,of size and ma tur ity . (Seri es cannot 

exceed $1 million due to I RS r e gula tions. ) These reve nue bonds 

are then s old to the public . 

6) A portion of the proceeds o f tl~se bonds is u sed to pay 

off the i nterim cred i tors . The borr ower' s t erms are then restruc~ 

tured so tha t interes t rntcs under permanen t fina ncing are 1/2 

pe rcent above the Author ity 's cos t of funds under the bontl i ssue . 

After cos t s of issuance a re paid, t he r emai n der of the bond pro-

c eeds a re placed in a Special Capi t a l Reserve Fund whose function 

i s descri bed below. Principa l an d in terest payme nts on the bond s 

are s o structured that r epaymen t of the loans shoul d c over them. 

Sali ent Feature s o f the Service 

Other features o f t he s e r vice are simil ~ ~ to those £ the 

I ns urance Pr ogram. The only signifi ca n t diffc r c 11 ce i s the pro j ec t 

l imi t s : $500,000 ior real p roper ty, $400 ,000 for equipment . Be -

sides being necessa ry to meet lRS r e quir ements for unconaolidatcd 

rcporti~ a nnd fil ing , ~1 i~ l i mit t arge t s s e r v ices to smal l er 

firms . 
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ficreening and Review 

T~e screening process used by the Umbrella Bond program is 

considerably more stringent than that at a commercial bank. De- 1 

sides the usual financial records and projections, independent 
•' 

~sset apprai~als, s ecurity checks, insurance on principals , per -

sonal pledges and on-site investigations are required. These 

policies have paid off in that ther e have been no defaults during 

t he program's five-year operating his tory. 

Authority officials claim that the extra cost imposed on 

borrower~; to meet these requirements are more than com~cnsated by 

reduced interest and more favorable repayment terms of Umbrella 

loans. 

Fincrncing 

In order to facilitate sales in an already crowded market for 

t ax-exempt securities , the Umbrella Bonrls have extensive financi~l 

backing. Should loan paym~nts be insufficient to cover debt ser-

vice, the first pool of funds ~~ ~ 7 ~ n~~co is a Special Capi ta l 

Hcserve Fund maintained at the l evel of one year's debt service. 

Should thi s fund ful l bel ow the r equired level, the Authority 

rnus t uE1e t he Insurance Fund to make up the deficit . This fund i r; 

bnckcd lJy genera l obl.igat:i.on boncli.ng nuthority. Should the se re-

uources b1:i insu.ffic.ien t to restore the Reserve Fund to its r cqui red 
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money from the: ger~ral fund of t he state is "de~med to 
....:-

appropriat ed" at the end of each c ale!'lder year to make up the 

deficit . Since this backing requires no legis lat ive approval, it 

is a . good deal stronger than the "mora l obliga tions" whi~h under-

lie most revenue bond i ssues. In so:r.e states, this arrangement 

is like ly to be unconstitutional. 

Operations are financed by the 1/2 pcr~c~~ spread between 

borrowers ' interest rates and the Aut~ority' s cost of funds, ap-

plicnti on and commitment fees and float generated by deposit of 

loan p.:iymcnts prior to disbursement of debt s e rvice . 

Qr.crating Histoi:.Y: 

The Umbrella progran was c:.;tablished in 1972. 'Jl.s of J anuary 

1977, 173 firms had s ubmitted forma l applications of wh i ch 80 had 

been rejected or were voluntarily withdrawn. Seven ~ere in pro-

cess and 06 had been approved. 0£ these , 67 had been closed, and 

6G were outsta ndinu with Cl balance ag:;regating $24.4 million. 

Approved loans not ye t closed totalc-d about S6 millio!l. 

'fhc::;e loans h ave been financed b:· two bo:1d i!is ues ; one in 

197 5 £0l:- $23 . 5 mill ion, of which $20 million ·~:i!s nppl iec.l to per-

m;lnc 11 t mortgage f J.nanc.i.n<.n one in 197 7 for $1 0 . 5 mil 1 ion of wh.i c h 

$9 . 2 miJ 1 i on will br: c.tppllC!d to perma:1cn t f .i r. ~:wi ng. 'l'hc avci·c:ige 

loa n oi:..e has buen about $300,000 with the ma jority being for 25 
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years. Interest .rates to borrowers, including insurance premiums, 

' . were 9. 313 percex.i:t: for real property and 9. 3 percent for equipment 
'\ . 

on the first issue, ~nd 7.23 and 7.73 percent for the second 

issue. Commercial interest rates without insurance coverage at 

the time of these issues were appr.oximately 10.5 and 9.5 percent, 

i:espcct i Vl:~ly. 

Considerable delay and difficulty accompanied the first bond 

issue , despite its AA rating due to the dislocations in the tax-

exempt mark~t caused by New York City's financial difficulties 

and the unprec~dent8d form o f the issue itself. 'l'hc second issue, 

however, went off smoothly, the bonds being well-accepted in the 

marketplace. 

D. Other Operations 

CDA also administers, for the Connecticut Department of Com-

merce, two smaller programs funded by occasional general obliga-

tion bond issues of the state. 

Cooper.a~ive finm1cing of 502 Locnl Developm~nt Corporationr. -

Under· this program, the CnA lends 50 percent of the front-end in-

ves tment which a local development corporation must raise in 

order to rccei ve ci th er SBA or EDJ\ long-term financing. CDi\ ) .s 

ctnpowcrc<l to lend up to $2 million of its r.csourccs for. this se<.~cl 

rnonf'y f .lnc:uw:lng. J\s of JuJy 1976 it had uwde $228,000 in such 

.lo,1ns. 



Contractor's Loan The CDA· has provided . . 

loans on a contract ~Y contract ·basis .to construction firms who 
. . l". - ' 

demonstrate a · need for work+ng 
1
.,c.api tal to carry out procured. 

tracts. CDA ~ccords priority ' to · minority businesses. 

MANAGEHENT 

The CDA is a subdivision of the Connecticut Departm~nt of 

Commerce. However, it is an·independent agency whose operating 

decisions are made by a seven-member Board of Directors. The 

Board consists of the Commissioners of r.,inance and Commerce, the 

'l're.::.tsurer and four members p.ppointed by the governor, who have 

tended to be executives in private financial in~titutions. The 

Board is assisted on all Umbrella Loan decisions by a nine-man 

screening committee composed of experts in various sub-areas of 

industrial finance. Each loan write-u~ is submitted to three 

members of the committee who review the proposal and return a 

recommendation to the Board. These outside reviewers are compen-

sated by a set fee for eac:h loan reviewed. 

The professional staff of ten, which performs most of the 

screening loan evaluation and program administration functions, 

consists of an Executive Director, managers for the programs, and 

loan officers. The fact that this staff is s ubject to state 

civil service regulation has caused some operating problems. 



necause the state civil service commission Author-

·~ i ty' s hiring practices and the ' salaries it may offer, -CDA 'has 
\. 

found it difficult to hire staff in the timely manner required . ' 
, t.a -

by professional f i nancial operations . It has also founj it dif-

f icult to retain qualified personnel since the private market 

provide~ higher salaries and more opportunities for advancement 

to those with commensurate skills. 

Although COA is an independent agency, it is very much tied 

to the Connecticut Department of Commerce in \·ihich it is housed 

and whose Commissioner is Chairman of the Board. On one hand, 

this cloze connection is beneficial in that the Department's pro-

motional activities are a source of new business. On the other 

l1and, differences of opinion concerning professional judgment on 

financial matters have arisen between the Doard and the Staff. 

III. ACCOUNTABILITY 

To The Executive 

The Authority's operations are! for the most part, uhcncum..-

bercd by executive oversight or control. Approval of the Treas-

urer and the State Bond Council is needed in order to i ssue bonds, 

and yearly reports must be submitted to tho Cummi.ssioncr of Com-

merce . Indirect power may be exercised through appointments to 

the Doard. llowever, any s anctions go into P.ffect only if the 



. ..:::::_..... ... 
Authority is in financial trouble or wishes to expand its ar.~ady 

generous program limits. Given CDA's recorc, this situation i~ 
not likely to arise soon. 

Given the stringency of IRS regulations ~n disclosure and 

arbitrage and the competitiveness of an alree:.:1y-glutted ' tax-exempt 

market, it would appear that CDA is more fully accountable to the 

IRS, the banks with whom it coopera tes, and i~s investors than to 

any state governmental body for its financinl performance. 

In terms of public benefits, CDA doe s re~uire loan appli-

cants to submit employment estimates for th~:.~ projects. However, 

the Authority makes no attempt to analyze the incremental impnc t 

of tlu :J. r operations (new as opposed to retai:-. ~d jobs, replacement 

of private sources of investment fund s , etc . ).. Authority managers 

state bluntly thnt these consicleratio:is arc secondary to maintain-

ing the financial credibility of CDA operatio~s. 

To the Legislature 

CDA is not required to report its aclivitics to the state 

legislature. This body c~crcises no Sdnctio~s over the opero-

t ions of the Authority. 

IV . EV1 l.lJA'l':CON 

'l'hc CD/\ has been pa r t:iculn r ly cf f ee ti \·c i n counter ing the 
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informational and cyclical money market problems which many ob-

servers feel account for recurrent contractions in the 

debt market for small firms. The benefits of the Authority's ... 
services can be divided into two classes: assistance in making 

·capital markets more efficient, the pecuniary benefits -of which 

accrue mostly to banks and investors; nnd assistance to firms re-

cciv.ing financinl services, to the extent that these services 

would not have been offered on as favorable terms , or at all, by 

the private marke t . 

Makin9 Capital Markets More Eff.i.ci~_nt 

Numbers of applications for CDh services havo been highest 

during periods of tight money, indicating that the Authority 

picks up the pri vatc institutions' lower p1:iori ty cus tamers. Yet 

the Authority's borrowers and insurees have not been bad credit 

risks. In fadt , the default rate on CDA's portfolio of "risky" 

loans is considerably lower than that of most 'banks'. This con-

ntitutes some evidence that the Authority in t~ckling informa-

tional problems sloughed off by bnnk!.l and investment houses which 

prefer to lend to bigger customel7S. Through the Insurance Pro-

gram uncl the llmbr.0lla program, CD1\ reduces t:he information cos ts 

:i.nvolvoCI in adequate ly as!:;eS!:lin9 t:hc c.:::reditworthiness of umal l 

firms to banks and individual investors. The expenses for chis 
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. service,(f owever, are borne by the borrowers through fees,. and 

premiums ' and by the taxpayers who must someho·.-: make up revenues 

foregone due to the use of tax-exempt financing . 

Benefits to service users have included access to capital 

during a period of universally-re~ognized shortage in the case of 

the first Umbrella Dond issue and access to capital on extremely 

attractive terms in the case of the second. Participants under 

both the Umbrella and Mortgage Insurance programs enjoy lower 

down payments and decreased annual debt burden, both of which 

may be important factors for firms with uncer tain or vnriable 

cash flows . The size of these benefits, however, is nearly im-

possible to estimate. 

Finally, it should be remarked that th~ CDA's success and 

integrity are due to the efforts of its managament rather than to 

any features of its legal structure or capitalization. Similar 

arrangements have led to unproductive allocations of capital and 

serious defaults in mortgage insurance pr?gra~s in other states 

and mos t notably in special-purpose public authorities with t~x-

exempt bond issuing powera. 



V. RELEVANCE TO TUE ALASKA PERMANEN'l' FUND 

Purposes: · The principal importance of the 

ticut Developm~nt Authority to the Alaskn Permanent 

Fund is as the best North American model of a state­

sponsored development bank financing int~rmecliate- and 

long-term capital for medium and small business on a 

collaborative basis with the private marketplace. 'The 

Connecticut Development Authority has been extremely 

efficient in carrying out that purpose. 

The Connecticut Development Authority , however , 

need not take 90 percent of the risk in all of its 

financing. In that regard, the Massachusetts Industrial 

Finance Agency (modeled after the Connecticut Develop­

ment Authority in most respects) is pursuing a course 

much more like that of the European Investment Bank in 

taking only 40 percent of the risk, once again ensuring 

local and private market participation in both the risk 

and the resources. 

Sources and Uses of Funds: The sources and uses 

of funds of the Connecticu t Development Authority nrc 

agnin the ideal model for this purpose or appropr.lute 

nt<ltc backing to ensure thnt virtually £111 of the used 

fun q!.i are r.aised in the pri vate market. 1.'he 1\lasl~;;i 

Permanent F1..mcl will be nblc to !;et up the same kinds of 

reserves with ils own capital resources without the 
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nee! of any Alaska General Fund backing, in 

given the vast size of the Alaska Perman~nt Fund's 

in capital resources. 

Management: 1.'he Connecticut Develo;>ment Authority 

has built up an extremely fine manageme~t, but has 

tended to lose good staff or not be abl~ to hire them 

· in the first place because of the const~aints of a Civil 

Service salary structure. Were the Con~ecticut Devel-

opment ~uthority capable of hiring independent profes-

sional staff as does the Canada Develop~cnt Corporation 

or the European Investment Dank, it m~g~t be 

an even stronger institution. 

The Connecticut Development Authority has also 

made good use of professionals from the private market 

both on its board and on its investment committee to 

ensure that its decisions are sound. 

Accountability : CDA is essentiall:i,• unaccountable to 

any division of the Connecticut state government. Any 

sanctions reserved to the executive ~re activated only 

in the event of severe financial cris is , s~y the default 

of a substantial number of ins ured or u::-::>rc lln loa ns. 

J::ven the token legislative oversight ent ailed in "moral 

Obligation II arrangc:?ments has b een r0.linq ui s hec1. rrh is 
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insulation from democratic scrutiny and control has not 

left CDA operations free of political influence. The Executive 

Director of the Authority has reported confidentially that 

professional staff judgment on loan applications has been 

compromised, Dn occasion, by pressure from appointed officials 

to take on the deal. 
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The Community Developme nt Finunce Corpo:::-atism (CDFC) is 

a state -owned institution designed to provide equity investment 

in enterprises sponsored by community-based :conomic development 

organizations in depressed areas of f.iassachu:;~ tts. It was created 

by an act of the Massachusetts state legisla~ure in 1975. It 

is funded by a $10 ~illion genera l obligatio~ bo nd issue authorized 

in 197G. At present, the CDFC Board of Directors has been 

appointed; counnel and a ccountant s have been sel ected. However, 

the institution is not yet s taffed, nor ha s i t under taken any 

investment activities . 

Des pite this lack of actual operating c~pericnce , CDFC 

is of .considerable interest to policy-makers concerned with state 

assistance to communi t y-based economic deve lopment in depressed 

areas. The ins~ i tution has been the object of a great deal 

of interaction, not to me ntion controvers y between government 

officials, businessmen, community l enders and academi c s . All 

these groups aought to have their poli t ical and economic 

int~rcsts in the design of CDFC ' s structure a nd operntions . 

Some o f i:hcsc concc r: ns hnvc been nc1drcsscd ir. the d0.finitions , 

s l:iltcmo 11t~ of put~posc , 1:cquircd Cindi ngs c.: nd ope r n ti n9 proc c1m:cs 

specif.iccl i n the CIWC b.lll. Ol:h c.cc , l ens c.:asily-spuc;i. ficcl, 

wilJ hllvc t o be wor.kccl ou t on n casy-~y-cn~c bll~ is when operationu 

begin. 



COMi·mNI'l'Y DEVf~l.OPMENT FIN!\NC8 
Discusi:.d.on Draft 

The basic issues discussed in this profile are: 

1) ' The nature of the financia l needs of firms 

locate in depressed areas; why these needs are seldom met 

convc.:ntional financial institutio:1s; how CDFC 's proposed 

structure and operations are designed to meet these needs. 

2) The mechanisms by which investment funds are to be 

targeted to eligible areas and projects. \'lhere is investment 

likely to produce the greatest good in terms of increased em-

ploym~nt and its concomitant benefits? What organizations are 

likely to be most capable of manc1gJng the investmer\t? 

3) The methoc.1s by which f inar)cial responsibilities and 

rewards \'lill be d:i.strlbuted among CDFC, the management of the 

ventures it finances ancl t :1e local public organization sponsoring 

the venture. How can the motivutions of the key participants be 

balanced: the desire of the management of the enterprises 

financed for an adcquute retur n on invcGtment of time, e nergy 

a nd capital; c · Fc's claim to a return on its investment suf-

f i cient to 1naintain operations; and the local organization's 

wish t o ~nnure thn~ substantial benef i ts accrue to its 

co ns ti t.uon tr·? 

4) ny wlmt !I tnndarclc , f incinc.:ial and oocial, can co1:~c' ~ 

p01:£ormnnc c be mc:lmu.·c.:cl, onc.1 how co n the various part.icipants 

be.• ho lc.1 .-1ccoun t ubJ e? 
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PURPOSES 

CDFC's purpose is to help increase levels of employment, 

capital ownership, tax revenues and overall economic activity in 

depressed areas by providing financial services to firms locnted 

or intending to locate in those areas. (See Section B. for the 

legislative definition of depressed areas.) The plan for the 

type of financial services CDFC would of fer proceeded from an 

analysis of the type of firms that could ope~ate efficiently 

in depressed areas and thei~ financial needs . The elements 

ot this analysis were drawn from academic and empirical work on 

the determinants and patterns of busi11ess lo::ation and from the 

operating expe rience of financial, non-f inancial and governmental 

managers in Massachusetts . The argument for CDFC's planned opera­

tions is as follows : 

1) Massachusetts employment, particularly in the manu­

facturing sector had been declining rapidly for at leas t 15 years 

-ior to the formulation of the CDFC idea. The effects of this 

d ecline we re p<.?r.t. ic11lArly vj s:ibl e in c-:ities a nd towns dependent. 

on one or a few manufact uring plants for their economic activity. 

'l'h~se towns contained high levels of surplus , se;ni-skilled 

lubor and abandoned or unde rutilized physlccl pla n t . 

2) Empiric«! annlyDis of the composition of employment 

l evel ch \:ange, t ... kin9 the in<Jividunl s tatcLJ .:is th 2 uni.t of 

oboervation,dcmonstratea that: 
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a) 'l' :~e creation of new firms and the expansion 

ing fii,ns contributed most of the increases in the number · of 

jobs in a given state. 

b) •rhe contraction or closing of existing firms. composes 

·the gr.eatest portion of the decrease in the number of jobs within 

a given state. 

c) Interstate movement of business activities, despite 

the publicity such incidents received, accounted for little 

change in employment levels in the states of origin or destina-

tion. Moat interntate moves were accounted for by the reloca-

tion of branch plants of corporations serving a national market. 

'l'hese moves were usually in respons<:~ to conditions such as dif-

·ferential factor co~ts and proximity to markets which state 

governments, acting indepe ndently, were powerless to affect. 

4) The actual location of smaller and newer firms was not 

adequately explained by cost-minimization. In the absence of 

such behavior, their location might b e influenced by active 

st.:ite promotion and f incHlcial assistance . These f i1:ms accou11 Led 

for apprmd.miltely BO~ of the manufncturing employment in 

M.:HH.1.nclrnsc t t s . 

5) At the time , CDFC wn~ first proposed, ~1e United Staten 

wa s suff.o.r.:i.ng it!:i worst rccc~s:i.on si11ce the Gr.eat Depression . 

New stock is!l11cs hucl slowed to five per yoar, nnd vcnt1.1 r c 



,,9apitalists were reluctant to invest in any company in its 
I 

eal.~ly stages of dev elopment. Without such investment, firms 

were unable to deveiop ~roduc ts , mar~9ts and operatiohs to the 

point where they coul~ nttract debt financing from conventional 

sources. 

6) The experience of .b usiness and financial people in 

Massachusetts indicated that there were r=rny bus inesses , falling 

into several distinct cat egories, whose potential viability 

would be greatly enhanced by t he pro~isio~ of equity capital, 

but wh ich c ould not offer the pot ~ntia l for return (30 % is a 

frequently mentioned rule of thumb) suf f.ici e:1t to ctttract com-

merci a l venture capitalists. 

The categories of firms were: 

a) Manufacturers of h igh-technology products who needed 

time, money a nd freedom from debt bu rden to deve lop products 

and markets. 

b) Pirrns in manuf ac tu ring industrit:is • .. :hi ch had been bought 

and subsequently mh1managec1 by 1\a ti or.al corporations and were 

nm·1 thr.eutenE!d with closure. In some cases , local manogement 

he.id fou9ht: to rc~itructure owncr!;;hip ?.·1c1 cont rol, re-ei::.;tab lishing 

thu pl "nts as viable ente t'priseG . Er:·.d.ty f inanc:i ng was essentic.tl 

to such deals i u oxdc t· Lo obtain fitvo rclb l e t!..· e~\tmcn t from l end -

i ng ins t: :i tu tions. 
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Many local development organizations were involved 

.in initiating and managing projects such as rental housing and 

community service facilities, which improved the living condi-

tions o f their constituents. Most of these projects requ~red 

property development, which in turn l:equired equity to leverage 

construction loans and mortgages. The organizations themselves 

were seldom able to generate such equity, and the rn~jor in-

stitutional sources of equity--thc Federal Government and private 

foundations--were cutting back such funding. 

Thus, categories of enterprises which could operate, or, 

in the c ase of housing and servic:es, should opera te in depressed 

areas were identified. ~11 three types needed financing which 

did not impose iln infle~ible repayment schedule, ancl all ob-

server s of the financial scene agreed that this kind of financ-

ing was unavailable through conven~ional private channels. 

The use of State funds to provide such financi~g was further 

justifiecl on the basis that tne Commonwealth would cupture 

nccuniarv benefits in addi t i on to conventi ona l return on in-
' · .I 

vest ment. '!'hose would c.;onsis t of increased income sales and 

busine~r tax collections a nd decraaaed welfare and uncrnploy-

mcrnt in ~mri!nce pnymentFi £'moun ting to about $3000/ycar per job 

created o r retained. 



SOlfRCES OF FUNDS/CAPITALIZATION ____ ..;...._ __ .,.. -
.. 

. .. CDFC' s · soµrce of inves·t'm~nt funds . is the proc~~~s of a 
.. 

$10 milliob state 9eneral .obligation bond issue. T~~se funds 
,, 4 .... • ' 

· will be ,transferred to CDFC in . a lump sum. Increments to this 
) . /. ~ . . 

capital would . require fu.rther legislative bond 1aut.horization·-; ·· 

The interest and principal on the bonds will be paid out of 

general state tax revenues as opposed to operating revenues of 

CDFC. 

This form of capitalization is justified by the folJ owing 

argument: 

1) According to the analysis of the economic conditions 

in depressed areas presented above , equity financing of enter-

prises is the most potentially productive fonn of capital assiut-

ancc to businesses in these areas. So far, CDFC is the only 

state financial intermediary designed to provide equity 

financing. 

2) CDFC cannot count on a regular stream of returns trorn 

these investments. 1~erefore, it could not meet its own 

financial responsibilities if it were forced to pay off its 

investment capital on an inflexible schedule demanded by debt 

fj nanci ng . The experience of Sl3IC' s and MESBIC ' s demons t1:<1te 

that int~rmedia:r.ics chnr9ed with mc1king equity investments cannot 

fulfill their ma ndate if they themselves rely on l onns fo.r. th e:i.r 
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investment funds. One response of these institutions to 

their capitall.zation has been to invest conservatively, usually 
•;J 

·through debentures, in order to assure a regular incqme stream. 

'rhe 'other has been to make equity investments and run the risk 

of going broke, which several SBIC's have. In neither case is 

the statutory function, for which thes~ institutions have been 

granted special borr<>wing rights , been carried out. 

3) The u se of general tax revenues to pay off the bonds 

issued in behalf of CDJ.i'C is junt ificd on two counts: 

a) . It matches the sources of costs and prospective 

benefits. In the long run, it is hoped that the in-

creased employment provided by CDFC-fi nanced enter-

prises will generate benefits to the general fund 

in terms of increased tax collections and decreased 

welfare payments. 

b) It matches costs and benefits on the time dimension. 

Debt scrvic:e costs will be poid over a period of 

20- 30 y earEi , and the bonG:fi. ts described above should 

accrue over a similarly l ong period. 

In oi:dcr to tail.or its servicc!:1 to the specific fin a ncia l 

.. 



of each project~ the CDFC B9~rd has been· granted a 

panoply of financia l po\·1ers and broac discretion over their '1Se . 

CDFC may .finance all c6sts of a project which .the dir~ctors deem 
l 

recoverable and necessnry to the car=ying out of the act~s 

purpose. Thus, money to finance mar~et surveys , product plan~ 

ning, early staffing and working capital could be advanced as 

well as more traditional finance secured by physica l as~ets . 

CDFC may also provide directly or pay ~or technical advisory 

services to the venture . CDFC may advance s~ch finonce in the 

form of pnrchuse of equity, convertible dc~bt instruments or 

strai.ght loans. It may fo rmulntc an d readjust the terms for 

loa n repayrne~t or paymant of dividends to accommodate the 

venture ' s cas h flow as it evolves . CDFC may also acquire, hold 

and transfer real property where necessary t o further the 

establishment or expansion of an enterprise. 

Although CDFC hus the statutory flexibility to advance 

money on longer and less onerous t erns than ?rivate financial 

i nst::i. tutionr. of any typo , it is con3trained to seek some 

r eturn on its i nve::;tmenb.--i if .U:. :ts t o contir.·.:e opcratione. 

'.l'ho way in wh :i.ch f1.na11oial returns m·.:sl: b e r~ nlizecl ancl the 

corwtr.n.i.nts t hu !=i :i mpoEiecl on CDFC f: inanc .i.ng o:::orn i...i.ons t1r0 

d;i1:.1c ui:sed in sec l:lon D. 



There are two sets c1f targeting requirements involved in 
1 

the statutory directions '.·to CDF'C investment activity: one 
' 

] . . bl • 1. . l t e .. ig1 e sponsoring agen j\ie,s as Community Deve opmen Corpora-

~ions (CDCs) not d~ssimilar to regional and local development 

corporat :i.ons in 1\lu.skct; a:nother dcfin0s eligible geographic 

areas . 

'l'n1~9ct ii~ to Cl?,Cs - 1111 CDFG financing is advanced to CDCs, 

which the n tr.ans fer the i'. unds to the ventures. 'l'he statutory 

r~qui~ements for eligible CDCs have been formulated to assure 

tha l: t:hcy arc nccountablc:~ to their constituents. 

In ti.e legislation, a CD~ is defined as, "a quasi-public, 

non-profit co1~pora ti on organized under the General J .. aws to 

carry out c e rtain public purposes and with by-laws providing 

that: 

1) it is organized to operate within a specific geo-

graphic area coincide nt wi~1 existing political 

boundtirics; 

2) t hut me mbe rship :in the corporation shall be o pen to 

il ll res i dento o f said rln~n who are eighteen y eetr::.: or 

olclcr; 

3) that at lC:!as t. n mnjor.it:y of it:s boarc'I of directors 

shnll be elect 1~cl by the full membership with each 

member h a v:i n9 an cquul vote; 



COMMUN I'!'Y DEVELOPHENT FINANCE CORPORhTIO~~ 

Discus:·; ion Draft 

4) that the by-laws of the Community Development Corpora­

tion shall provide that any other cirector.s be either 

appointees of elected state or local gov~rnment officials 

or appointeees of other non-profit org~nizations having 

as a purpose the promotion of development in the 

designated geographic area; 

5) that said elect~ons shall be held annually for at 

least bne-thircl of the members of t!le Board of 

Directors so that each elected director shall serve for 

a term of at least three y gars; 

6) that the designated geographic area shall be consistent 

with some existing, or cor~ination of existi~g, political 

district, provided that the aggregate population of such 

geographic area shall nc:... t exceed 0:1e hundred and 

fift~en thousand people based on the most recent 

appropriate census." 

In addition to these forma] requirements, observers and 

supporters of the bill have suggeste d that several further 

criteria be incorporated into CDFC's opcrati~g guidelines. 

These include: 

1) The organization should be uctive? in the community 

prior to CDFC funding, although not ncccsnarily in 

economic developmen~ Involvement in social service 



provision or political organizing provides a com-

munity group with the opportunity to develop 
' ) 

leadershf p, strategy and visibility that may 
L ' 

I •' t., 

· to it~ a11°flity to manage a subsidi~ry or ens 11.re 

-community support of a sponsor.eel venture. ~vidence 

of prior activity also indicates that the CDC is not 

a ''front" set up by private inte r ests merely to take 

adv?ntage of CDFC financing. Finally, prior experience 

provides the CDFC Board with some basis for judging 

the competence of the CDC's management to oversee 

the use of s ~ .te funds. 

2) There should be paid managen.ient and/or professional 

staff responsible to the CDC board. This might 

insure continuity and stability of venture oversight 

or management. 

3) The leadership of the CDC should have demonstrated 

initiative in solicitng the participation of its con-

stituents. Evidence of this activity might include 

frequency of public meetings , the publication of 

newsletters and other publicity efforts. 

'rc1r.51et: .ing to Depres sed i\reas - The CDFC l egislation requi:ces 

that CDFC operate exclusively in depr8ssed areas . The lcgislal:ion 

,, 1es n target area as "any area in which, nccord:i.ng to the 



' '! most r9cent governmen~ census, ~he household income 
,, IT. ... ... •• • 

• /,. '•! 

to be at 1ea~t 15% lower than ~he reForted incqrne for the 
•1 " I• ,° >'. 

.' Bo~ton s.t~ndard metropoli ~an . statistical area II or "any 
'I 

I . , • 

•area in .which the· board of directors .of the particular 

and ptlblishes ~n ,accordu.nce with stu.tistical criteria previously 
1! . . . 

established by the CDFC that substantial conditions of blight, 

economic d(~press:i.on, and w"idespread reliance on plblic assist-

ance exist in said area." 

CDFC is perhaps the only govcrnrr.ent financial inte rmediary 

that places restrictions on the location of the projects it 

will finance on the bu.sis of descriptive statistical criteria. 

On the other hand, these criteria are not unambiguous. There 

i s no specific measure of "average household income" in the 

1970 cen'sus. 'rhe two closest appro>:irllat ions are "mean family 

income" a nd "median family income. 11 (The median is a preferred 

descriptor of income distributions since it is not subject to 

bias stemming from concentrations in the 10'."' or high ends of the 

d.istribu ti on.) 'rhe lists of eligible towns differ depe nding 

OJI \'liiich measure is used , and the pre.:erred " r;ledian" excludes 

some o f Mus!rnchuset ts' s most: vii:d.bly ccprcsse d tm·:ns. 

However, Dn urea cloe!!s not h ave to be a city or n town in 

orclcr to qualify for CDF'C finilnc:ing . The legis l ntion states that 

a CDC mus t be located in a target areu tha t is consi~~· cnt with 



po) : tical boundaries." 'l'his might be a 

district, a wa:r:d or even a precin.ct . Many cities 
' 

qualify do have sections within them that ~o. ·' 

Balancing the Interests of the Parties in Individual · 

Projects 

Any CDFC-financed project involves three organizations 

with different, and in some cases conflicting~ aims. 

Manaq c-!ment of the venture. wishes to obtain financing on 

the favorable terms CDE'C can offer~ It can be assumed 

that they wish to give up as few of the operating prerogn-

tivea and financ i al returns of conventional management as 

possible. 

Members of the CDC want to be able to exert sufficient control 

over the venture to assure that the jobs it of~ers CDC 

constituents are as well-paying, secure and satisfyin~J as 

possible. If the CDC itself is able to take an equity 

por·d t: :i.on in the vcn'l:m:e , j t: w;i.11 wci nt to rea.li ze a return 

on its investment in o r der to finance its own operations 

or. :f:urthcr i11v0 stmcm t:n . 

CDFC \'/u.nts to . as s u.n~ l:.lwt th e purpones of the bill ar e 

me l: by .i. t s invcz t mc n t:s and tho t it can recover its invcs t-

mcnt plu9 suf ficicnt surplu s to finance further ope rations. 



FINANCE 

All of these claims are on the same poo·l 

generated by the venture. 

~he key to balancing these clains is the form of participa­

. tion the CDC takes in the project. The six possible forms 

allowed by the legislation are as follows: 

a) The project is conducted by a wholly owned subsidiary 
of the CDC. 

b) The CDC owns a majority of the voting stock of the 
corporation or other organization conducting the project . 

c) The CDC owns a majority of the capital stock of the 
corporation or other organi zation conducting the 
project. 

d) The proj ec t is conducted by a limited-dividend corpora­
tion or other associntion organized under the laws 
of the Con~onwealth to provide public benefit and 
which exists for a public purpose. 

e) The project is condncted by a non-profit corporation 
including local development corporat:i.ons or9anized 
under the Small Business Act. 

f) In all other cases, adequate provision is made for 
reporting to the CDC, and that the CDC must approve 
all major transactions including but not limited to any 
sale, merger, dissolution, the sale or issue of sub­
stantial amounts of stock and corporate reorganization . 

No one form of participation will be suitable or preferable in 

all c ases . Pnrtic:ular circumstzrncc!3 will differ from venture 

to venl:m:-e and CDE'C w.ill have the flexibility to consider each 

deal separately. In projecto conducted under cluuscs <l and c 

be low, the formi;; of p«rticipation nre clet0.rrnincd by the statutes 

which govern f.cc1eral a nd state programs. l'le focus on two types 



of participation: 7 the wholly subsidiary (form a) 
. 

the joint venture . between a CDC and a private entrepreneur 
' 

(forms b, c and f). The national CDC experience indicates that 

both joint ventures and wholly owned subsidiaries can be viable 

vehicles for economic development. There are different costs 

and benefits to the various parties from both. 

J 

Wholly Owned Subsi.diaries: A wholly owned sub~idiary requ:i.res 

that the CDC provide or hire its own manayement. •rhis could · 

limit the resources ava ilable to other activities in the com-

munity. However, by undc1:taking the entire f i nnncial and 

m.:mager:i.nl responsibility for a venture, the CDC could develop 

considerable management skills, produce a produc t useful to 

its constituents, control the labor practices of the venture and 

retain all earnings for other CDC activities. The !act that a 

venture is a wholly owned subsidiary is no guarantee that 

the compnny will cont.ribute to community goals. There have been 

CDC subsidiarie s which have provided f ew benefits to locnl 

residents. The refore , cnFC will need to be certain that adequate 

ScJ f e gunrtls of commun:i. ty in t0.rc~ts ure written i n to any investment 

agreeme nts i t unde rwrites . 
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h joint venture 

requires much less CDC staff time anc! in-house expertise than 

a subsidiary. However, it also generates less earnings for 

the CDC and allows the CDC less control of t!",e venture' s 

activities. On the other h~nd , the p~erogatives and returns 

given up by the CDC are generally appropriated by the venture' s 

management, a situ«tion which should leverage more watchful and 

energetic private control of the enterprise. 

Forms b and c in the l egisl ation provida for joint ventures 

in which the CDC owns a majority of either the voting or the 

cap.ita l stock. 'l'h is strong CDC ownersh ip position and the 

influence implied by that ownership may be scf£icient to 

represent and protect the communi ty' s interests. The CDC would 

be able to s ha r e in the be nc fits--both earnings and employment--

if the venture succeeds . Simila r ly, t he CDC can protect the 

intei·ests of tli e community if the venture does poorly. For 

instance, the enc could determine the distribution of lnbor 

cut-bncks ~nd the proceedc from t ho liquidation of assets. 

~o:i.n t:_ Vi:-!1 l:ur.os w i.th Mj norl Ly CDC Owne.i. cihie, : There may bo cnscs 

i n wh ich t he CDC io willing to nnsumc a mi. no= i t y ownership posi-

t: j on j n tho ven t ure ( form !) i n r e turn (01 ~ ·Jbsl:a ntial c11lploy-

mcnt or o t:hcr bauc f iL~ . I n those ens en , the CDC ' s intcrcr; t c;an 
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be protecte d by including spccif ic legally binding requirements 

in the agreement between the enc and the entrepreneur. Examples 

of l:hesc requirements are ar. follows: 

1) The vcn ture mus t •(':>btain the express written approval of 

l:h c CDC h efurc undertaking any expansion of operations outside 

the local area and before altering any of the Articles of Incorpora-

tion or Dy-laws. 

2) 'l'he manag<:~ment agree to mnl~e r easonab le effoi;ts to 

hire and promote loca l unemployed people as long as the quality 

o f work wos not sacrificed. 

It is clear that any agreement betw~cn a CDC and the 

venture it sponsors will r equire compromise by both parties , 

~specially in regard to managerial prerogatives. It i s important 

that CDFC ensure tha t the extent of each party's prerogatives 

i ~> ·stated as explicitly as poss ible in the dor.:uments of the 

tran$act: ion . 

l\ final i ssue is the financing of the CDC's equity pos ition 

j f it does not hu . c internally 9cnerntcd funds to purchase H· 

outri.gh t. The functioris and appropr.i.a to rewards to COJ:~c and 

t he v rrnt 11 i:c 11'c. 1u.1~1cm::rnt: are those of tho con ven tional financier 

i1nd cnl'.rcprcmcur. 'l'h e CDC ' s pre!;cnce c«n llppcnr to be H legal 

rorma 1.i Ly (to ElOD Ln:c th e publ lcness of tht! expc ndl tu re) a nd a 

politicul nc c c s!iity (to c.ws urc t hat conr.titucntt. nnc1 lcca l 
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political . leaders feel they are being ' involved in the 

of comiimnity resources). What econonic justification 

for CDFC subsidizing the CDC's equity. participation? 

First, the CDC may offer services in packaging the deal 

:-.nd mobilizing community support for the venture which will 

accrue to. the venture as pecuniary benefits. Second, the 

possibility of monetary ret.urns may induce the CDC to monitor 

the venture's financial and social performance vigorously, 

he lping to assure CDFC that its objectives are being accomplished. 

One propos al for providing this equity position is to award the 

CDC a "finder's fee" of 5-loi of the ventnrc's returns, depend-

ing on the CDC's role in assembli ng the deal. 

D. Constraints on Uses o f Funds Caused by Sources 

The Board's investment decisions are constrained primarily 

by CDFC's capital structure. For all inte nts and purposes , 

CDFC' s ori g i nal $10 mi ll i on bon1l authorization is its entire, 

non-renewable capitali~ation. The insti tution may seek to 

borrow or i:::cuc bonds to finance f urthe r opera tions , but here 

t hey would be constrained by market perception of t he quali ty 

of the asset s -- the ventures--which \·:ould generate the i:epnynmnt 

ntrcam. 
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The only reliable way in which CDli'C could prolong its 

operat ions is to recover its equity investment. 

the securities of the ventures it holds. The CDC, by statute, 

holdc the right to first refusal for any sale of securities of 

the ve nture it sponsors. . If, as is most likely, the rate of 

return on the ventures is below the conventionally marketable 

level--say 14-16%--CDC's will be the major secondary market for. 

these securities. 

Even if CDFC realizes no capi tal gain or some loss on 

tl1ese sales, in selling its interests to CDC's it will be fulfill-

ing one of its secondary objectives , ''to enhance capita l owner-

ship in depreRsecl areas." 

CDPC may try to make part of itc stream of investment 

returns more predictable by providi ng financing in the form of 

debt or warrants. These are cash flow problems which can only 

be worked out as the program' ::.: ope' .t ~ ions evolve. 

IV . M.J\NJ\GEMENT 

The nine-member CD1"C noarcl of Directors js responsible for 

nll invc:.;tmen t decisions. 'l'hree of these members arc state 

cnbinet secretaries . 'l'he o t hn r s :i x nre gubc rnn toria 1 appointees 
.. 

s e rving Htaggerec1 tcr.ms of five ycat'l:L Two are to be individutll s 

cxpP.ricncc,1 in .lnvE~n tmen t fin tmcc , t hr ee ara to be represen l:a ti ves 
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of CDCs from eligible target areus and the final -~ember is 

to repres\..:·nt organized labor. It is. important to notice that 

all interests involved in any individual CDFC dea l are 

on the Board. 

The staff, whose number w.ill b e determi :-ied by the volume 

of business CDFC receives or generates is h eaded by a President . 

This designation f or the chie f staff offfcer was chosen over 

"Executive Director" in orde r to reinforc e the f ac t that CDFC 

has been designed as a business enterprise , not a social service 

organi~ation. The staff will enjoy a great deal of discretio11 

in undertaking the promotional activities necessary to gcne.::'clte 

financial opportunities and in structuring the terms of individual 

deal s. 

V. J\CCOUNTADII,I'rY 

Financial - CDFC will keep s tandard f inancial accounts 

and will report annually to the state legislature . These 

reports a nd the books on whi ch they are based will be audited 

periodically by state officials. From an ope r ntional point of 

view, cu~c wi ll be held accountable f or jts financl~ l perform-

unce by the cons trnints imposed by its cupilnli~ation. These 

con~ t·.r.u ln ts arc de sc.ribccl i n Sec ti.on I IID. 
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Social - The CDFC Doard has engaged an accounting f irm 

experienced in the operations of public authorities to design 

r.eporting a nd measurement systems to be used in eva luating the 
I 

l • I • • Corporation s progress in achieving its non-financial objectives . 

'l'l,~ con::;ul tan ts haVl! l.H:!EHl charged with designing methods to 

project employment , both by numbar and types of jobs t o ba 

created by a proposed investment. They are also developing 

methods by which to estimate a project ' s i mpact on tax 

collections and state expenditures. 

Before CDFC money can . be advanced to a ~reject , t he 

noarc1 mus I:. find thu·\: a 11 jobs :ln the enterprise will be full-time 

nnd non-seasonal , pay 150% of the minimum wage and provid~ 

meclica 1 l.Jcnefi ts. Further s ta tu tory guidelines may be enacted 
. 

after CDFC begins operations . 

VJ.. l:~VJ\T .. UA'rION 

CDFC ' s propooed operations raise complex financial and 

political isuues . While those is s ues concerning the nature of 

iLs services and ta r geting have been l~rgely worked out in the 

CDJ:"C s tatutc , critical problems re111rd .n. Oesp:i tc the pages 

c1f: 1:cqu·i. r:ccl finc.lingf: ;rncl p1:ccnut.ions in the bill , CDC'C could fuil 

l:o carry out :i.ts nd.sz .i.011 due to CJ ny number of manageri al c1eci-

Fd ons. Uy iuve~i t: i ng t:oo co11 set:vil t l vc ly .in t:oo few c ntc rpriscs, 
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COFC would merely be displacing private mark~t activity. If 

investment decisions arc overly determined by political con-

sidarations and subsequently fail, CDFC will not only shorten 

its own life but discreclit an important and controversial 

approach to depressed area deve lop11er:t. 

The program's success is dependent on the ability of in-

dividual CDC's to use the availability of CD.!:C funding to 

leverage the cooperation of private business ventures. The 

history of such attempts is predominantly one of failure with 

a few encouraging exceptions. One of the l essons of this ex-

perience has been that new community-based ente rprises ofte n 

require technical assistance if they are to succeed. The 

Massachusetts state government has so far made no explicit provi-

sions for provi<ling such services to CDFC-financed ventures. 

Criticism of the program from community groups has focused on 

this point. 

Equally important for success will be the CDFC's ability 

to manage its limited f i nancial resources. Choices in this 

mntter, however, will largely be determined by the s uccess of 

the ventures in which CDFC invests. 
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VII. RELEVANCE TO THE ALASKA PERMANENT FUND 

Purposes - CDFC is offered as an exfirnple of a program designed 
n • 

to provide community development finance to depressed areas. In 
1 

this regard, the two most ,important points of the eDFC experience 

~are 1) thQt the program design was based on an analysis of the 

economic problems of depressed areas in Massachusetts and 

2) that provisions for targeting investment, based on this 

analysis and the experience of similar efforts, were built into 

the CDFC statute. 

Capitalization - CDFC's lump sum financing by general obliga-

tion bonds of the state allows it the fle>:ibili ty to provide 

financing in a timely nanner on terms suited to the individual 

enterprise. This form of financing also imposes the discipli11e 

of a finite pool of funds. The corporations' investments must 

generate a return if it is to continue operations. 

Uses - The current draft of the Alaska Permanent Fund 

statute is seriously fla~ed in t:hat it does not permit equity 

~nvestments in com.rnunity development project~. The long ex-

perience of CDCs in the United States demonstrates that this 

type of f inancc is necessary if community-based enterprises arc 

to succeed. 

~;_l_gcment - The need to balLtnco the political interests 

involvecl i.n CDPC's op~rations i.s reflected in the composi tion 
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of the Board, which includes representat ives of the 

financial conununity and CDCs. 

Ac90~..!l!;r7hil~: - Accow1tability for ope=ations such as 

CDFC's requires, first, a set of reporting an~ measurement 

procedures to evaluate performance along fin~;ical and social 

criteria. Reporting conventions and criteria exist by which to 

judge financial performance, and CDFC has be~un to develop 

similar porcedures for judging perfor~ance o~ ~ocial criteria. 

Accountability also requires effective sanctions to . unsatisfactory 

operations. In the case of f innncial per forr:-.:ince, unwise or 
·. 

wanteful performance .i.s kept in check by CDPC ' s finite (and rather 

small) capitalization. Effective sanctions in response to un-

ac:ccptable performance on social criteria ha 1:~ not yet been 

developed beyond the required findinss necessary for investm~nt 

disbursal. 



INTRODUCTION 

The European Investment Bank {EIB) was established in 1958 

by the 'l'reaty of · Rome, the charter of the European Economic Com- . 

munity . It is an autonomous, publicly-owned financ i al · institu­

tion whose primary function is to lend long-term to projects pro­

mot i ng the balanced development of t he member economies and of 

·the Cormnuni t y as a whole. 'l'he Dank also gua r antees a small num­

ber of loans each year. 

l. l>UHPOSES 

Statut~~als 

According to its statute, the EIB's purpose is to contribute 

to the "balanCE!d ancl steady deve lopment of the common market" by 

lending to: 

a) projects f or developing less devel oped regions; 

b) proj ects for rationalizing industries o r for developing 

new activi ties called for by conditions arising from the estab­

lishmen t of t he Common Mcu·ket, where these proj ects are of such a 

t;izc or nnture thu t they cannot bo en ti rely financed by tho vari ­

rn1s mcan!3 nv«ilable in the individuul Member Sta tcs; and/or 

c) projects of corrunon i nterest to ncvcrnl Member States 

which a r e of such a size or nature t ha l: t hey cannot be entire ly 

fi na nced by t he va.cious means availi:lblc in t he · i ndividual Member 

f. l:a teti. 
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Evolved Management Goals 

These were the goals of the ban}: at its inception. For 

practical purposes, the bank now ctllocates its funds among: 

projects in less developed r.egio~s ~f the Community 

(e.g., southern Jtaly, Ireland, norther.n Denmark , 

western France); 

projects in industrial regions where redevelopment and 

investment in fresh activities is called for by the 

decline of established industries; 

projects of special interest for the development of the 

Community as a whole (e.g., advunced technology, and 

especially energy supply and distribution systems); 

infrastructure projects of co~mon interest to several 

Member States such as railways, motor ways and tclecom-

munications; and/or 

projects involving technological and economi~ coopera-

tion between enterprises in the different member States. 

EID has been directed by the European Co::unission , its parent 

organization, to assict regional development efforts, but the Bank 

may exercise its discretion in how to do so. In ex~1nining EID's 

lending policies, capitalization and operations, we will focus on 

the mechanisms which facilitate the regional reallocations and 

employment of capital the bank is able to effect. 



EIB sets lending criteria which follow from its position 

multinational, publicly-owned bank which can facilita~e . specifjc 
I •' ~ lj 

development projects through the provision of capital. These 

criteria are: 

a) The project must further development of the Common Mar­

ket. The Bank will finance capital investments which relate to 

well-defined, economically homogeneous projects, geared to a spe-

cific objective which can be obtained in a set period of time. 

b) The project must either be implemented within the ter-

ritory of the EEC or, if outside the territory, be of common ben-

efit to all the members of the Community (e.g., an oil supply 

f~acil.ity). 

c) The project must, in the case of infrastructure, con-

tribute to increased economic productivity or, in the case of a 

.. Private enterprise, must offer prospects of a reasonable return 

on inventment. 

d) EIB financing should not replace financi~g availaMle 

from ol:.her , particularly national, sources . 

Eliq i~lc Borrower~ 
~----~~~~~~ 

a) Pu~lic and private enterpris e s may b0rrow direc tly from 

the Bank provided their project meets the critcrin disctHwecl 
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above. EIB will financ.:e invest,ments ~y foreign corporations 

long as their project is located within the EEC's territory. 

b) Banks and other financial institutions may also borrow 
'(.. 

directly from the EIB to finance loans to ~n~erpris~s which meet 

EIB's criteria. In fact, this is the method t he EID uses to make 

its funds available to small- or medium-sized ventures. 

c) Finally, the EIJ3 wi ll l end to autonomous state or re-

gional authorities , such as the German Lander, which retain cer-

tain powers under federal systems of national government. 

Restr:i.ctions on Use of Fu11ds 

EIB loans may not be used 

· a) to finance cash requirements of firns or working capital; 

b) to finance s pecul.:itive real estate development ; and/or 

c) in the case of governmental authorities, to finance 

state social overhead capi tal such as health and wel-

fare cervices . 

EID will not negotiate l oans below l million UA di~ectly. 

Its funds are channe .l.e ct to enterprises with such smnll capital 

needs th rough .i.n t~;rtnedi.ntc ins ti tut.in:1s uncle:r the "global l oa n 

progr.:im. 11 Direct: lo«ns to projcctr.> r·.m from 20 to 30 million Ul\. 



I,~ndinq 'l'errns ----"'---
EID will not lend funds equalling more than 40 f>.ercent of 

the value of the asset to be financed. This policy requires local 
. 

promoters and fina.ncial· in5tituti'ons to share the risks of the 

enterprise and, hopefully, f orces them to bring their detailed 

knowleclCJe of loca l condi tions to the careful evaluation of the 

project. 

The terms of most EID loans fall into the seven to t wel ve 

year r.angl~ . In the c ase o r: particularly desirable infrastructure 

projects, it may be streteched to 20 years. 

ID r equires appropria te security f or all its loans . Usually 

this takes the f orm of a gunrantee of repayment by the state in 

wl iich the pr.eject is locatecl . Ot her forms of security acceptable 

to the Bunk are : 

a guarantee from a public authority with a good credit 

r ating; 

a guarantee from a major ba nlt, indus tri al or financial 

group ; and/or 

u claiin on specific assets which a r c l iquid enough to 

cover the outstand ing ba J 41 nce a t any time. 

I11tcr c st rates arc un i for m to all borr owers across se~eral 

CJ.iHWCB <.> r lO•llrn , c.1 c f .i.n ec.1 lJy thl! Cll :t'.CCll1CY in wh.i.Ch th ey .:lt'C cl is-

btn:nc cl fl nil the ir ropnyme11 t pc 1:iod. 
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SOURCE OF FllNDS/CAPITALIZATION 
~~~~·~~~~-···~---~~~~~--~-

EIB's share (equity) capital is provic ed by the treasuries 

of the nine st'ates comprising t he EEC. The total ' amount of sub-
~ 

scribed capital and the amount to be contributed by each member 

is determined by the Bank's Board of Governors . Capital is sub-

scribecl in the form of a pledge , a portion of which the members 

deposit with the Dank. These deposits plus reserves funded by 

EII3 operating s urpluses must, under statute , equal 20 percent of 

pledged capital; this is more than sufficient to meet EIB's debt 

service should its borrowers be unable to repay loans in the 

short term. 

This "paid-in" portion has ranged from 25 percent to its 

curren~ level of 15.7 percent of subscribed capital during the 

19 years of EIB operations. Tl1e balance of the pledge may be 

called in by th~ Doard of Directors should these funds be needed 

to meet Bank obligations. Thus , members are permitted free use 

of the greater portion of their pledge. In 1976, pledged capital 

amounted to 3.54 billion UA of which ~~7 million was puid in. 

Under its statu te , EIB may not have loan5 or guarnntees out- · 

standing in amounts greater than 250 percent of its subscribed 

capital. In practice , EIB has bee n considcre~ly mo%e l iquid. In 

1976, lonns outstanding of 5.49 billion UA were he ld ogninst cap­

ital and reserves of 3.96 billion. Total Eia borrowin~s were 
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4 .• 72 UA backed by 3. 54 

of only 1.33. 

EID maintains this high degree of backing to ensure access, 

on ·· favorable terms, to European debt markets; its low paid-in/ 

$ ubscribed capital ratio to minimize the burdens of participation 

to its members. This arrangement seems viable so long as there 

is no sustained period (several consecutive ye~rs) of loan de­

f r .l ts. In that case, EIB would have to rely on its members' 

abi lity and willingness to contribute further portions of their 

subscriptions in order to meet obligations. 

Given EID 's financinl performance, such a crisis is not 

likely to nrise. During the pas t seven years, ope.r.n ti~g revenues 

.:have exceeded annual operating expenses by at least 15 percent. 

Instead of paying out the surplus to the member states as divi-

dends, the EIB internalizes them to supplement its various re-

serve funds. The growth of these funds is traced in Table 1 . 

Tl1e EIB's abilit y to transfer its profits into these reserve 

~unds without paying taxAR has allowed the funds to grow at an 

impressive r ate . These reserves may replace paid-in capital in 

accoun tin~J deposit requirements . So, even though the Bank is 

non-pr ofi t , it does act to the direc t pecunillry benefit o t the 

111cmber nations by using its "pr ofits '' as r eserves which decrease 

the need f o r paid-in capita l. Should the rese rves get large 
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Table 1 
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GROWTH IN RESE rrvE ACCOUNTS 
1970-1976 

Reserves: 1970 1971 1972 1973 1974 1975 

Statutory 57.3 63.7 68.5 97.7 110.0 130.0 

Loan Risk 56.0 64 . 0 71.0 105.0 118.0 143.9 

Equalization 9.0 9.0 9.0 13.0 13.0 13.0 

Monetary Risk 5.0 5 . 0 12.5 23.0 29.0 33.5 

Building 2.0 4.0 6.5 11.0 16 . 0 25.0 
--

'l'OTAL RESERVES 129.3 145.7 167.5 249.7 286.0 345.4 

1976 

150.0 

174.7 

13.0 

38.4 

45.0 

421.1 


