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enough, the Bank may be able to order increased subscriptions

without calling in any capital.

The kuropean Investwent Bank acquires virtually all its loan
funds on the European bond. market. Although the Bank resorts
mainly to the European market, it has been able to sell its debt
internationally, particularly in the United States and Japan.

The issues range from a low of 6.3 million UA to a high of
239.1 million, averaging from 20 to 40 million. About 40 percent
of these issues are placed privately. Since 1974, the Bank has
raised morce than 800 million UA per year through the sale of
bonds. Virtually all the public issues are undexwritten by syn-
dicates composed of Europsan commercial and savings banks.

The interest rates the EIB muslt pay are in line with its
strong backing. Rates rose from about 7.0 percent in 1972 to
nearly 10.0 percent in 1974, and has since declined. In fact,
the Bank has just adjusted its uniform lending rates downward to
reflect this movement.

The me..b noteworthy aspect of the EIB bonds is that
all long-term. There are a few occasions where the Bank borrowed
for less than seven years. Most issues are for at least 10 years,
with some going for as long as 15 to 20. The lengths of these
Liabilitics mateh that of the produclkive capacity of the asscts

BB Linances-~capital intensive plant and infrastructure
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FUNDS RAISED UP TO AND INCLUDING 1976
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The EIB has enviable access to the European bond market and
is beginning to offer its issues in the American and Japanese
markets. The burgeoning growth of its demand for funds, shown

in Table 2, has not compromised this access. The benefits o.

timely access to funds, long repayment terms and favorable inter-

est rates deriv d from EIB's strong backing are transferred to

its borrovers.

II1. USES OF FUNDS/LENDING OPERATIONS

By Sectox

Over EIDB's operating history, its loans, in terms of money
volume, have been concentrated in infrastructure projects, pre-
dominately in energy, transportation and telecommunications. EIB
has made about four times as many loans to industrial sectors as
to infrastructure projects. However, total money volume of these
loans was only aboult half of that devoted to infrastructure.
Manufacturing projects have received the preponderant number of
industrial loans. Table 3 summarizes this allocation pattern and

"ables 4 and 5 give more complete breakdowns of historical and

currenl activity.

By Objective

In reporting its loan activities by statutory objectives, EIDB




Table 3

EIB FINANCING, 1976 AND TOTALS 1958-1976

NVHIJ0odNd

1976 1958-1976
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Amt. $ of Amt. $ of
Sector - (mil. UA) Total : (mil. UA) Total

Infrastructure

Agriculture ¢ 12359
Water Supply . . 220.9
Transport . . 1001.2
Telecommunication ; .4 853.7
Other 1643
Enerqgy . 1764.2

ANYY INIWLSTANI

Total 5 : 3980.2

Agriculture, Industry
and Services

Agriculture - -
Industry 120 297.
Sorvices = -

Total 120 297,

Grand Total 159 1,086

All figures in millions UA.

LL6T ‘§T x=quazdes




i{“?%‘qj

EGROPEAN INVESTHMENT BANK - September 14,
Discussion Draft Page 104
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SECTORAL BREAKDOWN OF FINANCING PROVIDED WITHIN THE COMMUNITY, 1976
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consolidates its three mandates (see page 1) into two classifica-
tions: projects for "regional development" and projects of com-
mon interest to several member countries. Some projects cannot
be unambiguously classified and are counted in both categories.
About 18 percent of all projects undertaken by EIB since it began
operations have been so counted. Keeping that in mind, some 76
percent of EIB's 6 billion UA in loans have been justified on the
basis of furthering the development of less developad regions.
Projects of interest to several countries have been mostly in the
fields of energy and transportation. Table 6 shows a more com-

plete breakdown of loans by obhjective.

quggl L.oans

The management of EIB recognizes that small enterprises are
the dominant type of industrial organization in labor-intensive
sectors. These firms seldom have capital needs which match EIB's
1 million UA direct lending minimum. However, they are an impor-
tant source of employment and, in certain sectors and areas, an
efficient form of organization.

In order to meet these firms' needs, EIB lends to intermedi-
ate institutions, usually regional development authorities who in
turn lend to small firms. The authorities are allocated a given

amount and are given a finite period in which to use the funds.



EUROPEAN I NVESTMENT BANK
Discussion Draft

Table 6

FINANCING PROVIDED WITHIN THE COMMUNITY IN 1976 ~ND FROM 1958 TO 1976
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Projects s0 financed must meet EIB criteria and be located in a
specified area, usually one of the less-industrialized regions.
If suitable projects cannot be found within the specified time,
the loan money is restored £o EIR.

In the nine years of this program's operations, 404 million
UA have been allocated to various regional authorities, fovhich
262.4 million has actually been disbursed. EIB has withdrawn
from participating national and regional financial interﬁediaries
11 of the 38 global loans it has made in the last eight years.
Apparently these institutions were unable to find suitable in-
vestments, and EIB was intent on enforcing its lending criteria.
The average size of the loan has been 474,000 UA, and most have
been concentrated in depressed arcas of Italy, France and Germany.
Although the global loan program represents a sound concept, al-
lowing small firms access to an expanded capital market, it com-
prises a very small part of EIB's total lending activity--about
six percent in 1976.

The overriding impression left by this review of EIB's oper-
ations is that the Bank takes a regional approach to its lending--
acknowledging the interaction of public investment and private
productivity. It then cooperates with national and reqional
level public and private financial institutions to provide capital

to dirvectly procductive enterprises.
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This pattern has been particularly evident in EIB's opera-
tions in the Mezzogiorno (southern Italy), one of the most de-
pressed regions in Europe. Over the years 1961-1572, the Bank
provided 7.5 percent of all investment capital coming into the
region, concentrating its investments in roads, telecommunica-
tions, energy distribution systems and capital intensive indust.y.
I cooperated with the World Bank and Italian public and private
financial institutions in encouraging coordination and planning,
providing capital to finance these plans where Italian sources

were insufficient.

IV. MANAGEMENT

There are three basic levels of administration at EIB. The
Board of Governors is responsible for strategic decisions; ensur-
ing that statutory directives are carried out, designating levels
of subscribed capital, authorizing changes in policies condi-
tioned on movements in exchange rates, etc. Each menmber state
appoints one Governor. A majority of the Board, representing at
least 40 percent of subscribed capital, is necessary to carry
moktions.

The Board.of Directors is responsible for all lending and
borrowing decisions. They are appointed by the Board of Governors

and have renewable terms. The number of directors from each
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nember state is set by statute, and the larger states, France;

Germany, the United Kingdom and Italy are most heavily represented.
The Management Council, headed by a President, is respoﬁsible

for seeing that the professional staff carries out the Director's

decisions. The EIB retains agents and industry specialists in

all member states to evaluate and monitor loans. Loan agreements

are executed under the national laws of the state in which the

project is located.

V. ACCOUNTABILITY

There is a minimal formal structure of reporting and sanc-
tions by which the Board of Directors, EIB's operating decision-
Imakers, are held responsible for'their work. The Board of Gover-
nors, acting on behalf of the executive of their respective
states, must approve the Directors' Annual Report. If performance
is not satisfactory, Dircctors may be dismissed. States may fur-
ther effectively censure Bank decisions by refusing to subscribe
nore capital. But all these measures would operate only in ex-
treme cases of mismanagement or violation of statutory directives.
In the important daily work of lending and borrowing, the

Directors seem to have a firee hand.
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VIi. EVALUATION:

EIB is an operating arm of the European Commission, the cen-
tral planning aud policy-making body of the European Community.
We have seen that EIB's major operations have been concentrated
in aiding efforts to develop regions characterized by lack of in-
dustrialization (the Italian Mezzogiorno) or inefficient indus-
tries declining under the force of increased competition stemming
from the lowering of trade barriers (Belgian coal regions).

The European Commission has not yet devé10ped a Community-
wide policy for coordinating the planning and finance of economic
development in subnational regions. In such efforts, national .
authorities must take the initiative and be responsible for over-
seeing or executing the planning, financing and adminisﬁrating
activities involved. Where the financing of costly industrial
plant or infrastructure is involved these authorities may not be
able to raise sufficient capital in a timely manner. The private
or quasi-public financial systems of the several members states
are set up primarily to service national needs. As yet there ex-
ists no institutional mechanism to coordinate these systems to
provide the massive amounts of capital necessary to finance large-
scale development projects.

EIB is designed to do just this. With its solid equity back-

ing, it can raise large amounts of capital quickly in the inter-
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national bond market on the terms necessary to finance long-lived
assets such as capital intensive physical plant and infrastruc-
ture. Because EIB borrows and lends in stable currencies, some
promoters in countries with weaker currencies have been unwilling
to take EIB loans. They would suffer a loss if their national
currency, in which they would receive the revenues generated by
the asset financed, were devalued in relation to the currency in
which they would have to pay off the loan. This risk is offset
in many cases by the favorable interest and repayment period
terms on which EIB can offer its funds. For example, Italian
firms and authorities have been EIB's largest borrowers.

R-:Al economic factors affecting a borrower's potential per-

formangc are not susceptible to EIB influence. ILong and concerted

efforr i: needed, for instance, to improve infrastructure, labor
productivity and the stability of the regional population in the
Mezzogiorno before it becomes a suitable location for the capital
intensive facilities the EIB prefers to finance.

The Bank appears to take these considerations into account
in pursuing its policies. First, it lends to infrastructure pro-
jects, where the ability to mobilize large amounts of capital is
critical. Second, it will not lend more than 40 percent of the
value of an asset. In a faclk, its participation has been sub-

stantially less in most cases. EIB seeks to provide the incremental
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amount of financing needed to implement a project which already

enjoys sound national managyerial and financizl backing. Financial

responsibility is thus not transferred from local government and

business organizations whose political and economic fortunes are
closely tied to the success of the projects. Unfortunately,

EIB's performance, in terms of allocating capital to efficient
uses, cannolk be inferred from its financial success. Most of its
loans are secured by guarantees from national governments. The
pecrformance of its borrowers is not reported in central documents.
Due to the guarantees, poor performance does not show up as a de-
fault rate. The pattern of financial responsibility and ultimave
accountabiliiy therefore corresponds to the European Commission's

as yet decentralized regional development policy.
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VII. RELEVANCE TO THE ALASKA PERMANENT FUND

Purposes: The primary way in which the European
Investment Bank is relevant and important to the Alaska
Permanent Fund is in the strong regional orientation of
the European Investment Bank, where 63 percent of its
portfolio has been invested in the development of lesser
developed regions of Europe. It is important to note
that although the vast percentage of its resources has
been employed in regional development, only six percent
of those resources have been employed through the "global
lecan program." The importance of that point to the
Alaska Permanent Fund is that the global loan program
would be most analogous to a regionalized cffort in
which the regional projects of the Alaska Permanent
Fund were implemented through the regional and local
community development corporations. This matter bears
furthexr consideration.

It is also worth noting that the European Invest-
ment Bank rarely takes more than 40 percent positions

n its loans, to ensure that the risk and responsibility

are borne by both local financial institutions and the

private marketplace. Analogously, in Alaska, this is

the intent of the present language of the Alaska Perma-
nent Mund and in the case of regional developmen* sug-

gests the wise course of joint venturing with the
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regional corporations and with the private marketplace
in all regional loans.

Sources and Uses of Funds: There are three prin-

cipal matters concerning the European Investment Bank's
capitalization which are worth roting for the design of
the Alaska Permanent Fund:

First, all of the earnings of the Europ2an Invest-
ment Bank have been retained for reinvestment in
strengthening the capital structure of the European In-
vestment Bank. This is a different use of retained
earnings than thosc of either ths Alaska, Juc. proposal
or a proposal to use the earnings for General Fund pur-
poses at some future date.

Second, with a strong equity base the European In-
vestment Bank has been very successful in borrowing the
substantial amount of its capital needs in European and
worldwide private capital markets. This is a very im-
portant model for the Alaska Permanent Fund. In design-
ing the Alaska Permanent Fund the $2 to $4 billion of
oil revenues should be viewed as a paid-in equity cap-
ital base for the Alaska Permanent Fund against which
it can then borrow for its lending purposes on world
markets.

Thirxd, the European Investment Bank has a nice

balance of its sources and uses of funds. The majority

Septembor 14, 1977
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of the European Investment Bank's korrowings in world
capital markets are for seven to ten years,'to support
expansion capital lending running seven to ten years.
The longer infrastructure lcans of 15 to 20 years are
then in turn supported by borrowings in the interna-
tional capital market of from 15 to 20 years.

Fourth, all of the infrastructure investing is

backed by a government guarantee. In my judgment, it

would be much more efficient for Aiaska to do the major-

ity of its infrastructure financing through the Perma-
nent Fund, but backed by general revenues.

Management and Accountability: The management and

accountability issues of the European Investment Bank

are less relevant to the Alaska Permanent Fund.
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L. PURPOSES

The British Columbia Central Credit Union is a private,
federally-chartered financial institution owned by the credit
unions of British Columbia. Established in 1944, its major
fuﬁction is that of a reserve bhank for British Columbia's 178
credit unions. In 1970, it merged with the B.C. Credit Union
League, a promotional and educational institution and has since
provided a wide range of financial and administrative services
to its members. Credit unions require nmost of these services
in order to compete with other types of financial institutions
for the deposits and loan business of British Columbia savers.
In geneval, credilt unions are teco small to undertake the capital
expenditure and staff requirements necessary to provide these
customer services efficiently.

Credit Unions in British Columbia - Credit unions are

deposit institutions offering a full range oZ customer services.

Their investments tend to be concentrated in home mortgages,

consumer credit and property development. They are distinguished

from banks in that they are cooperatively owned by their depositors,
each of whom is entitled to one vote in electing the board of
dircctors and who may participate in membersihip-managemant

meakings,
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All members are required to have a "common bond," a legally
construed cconomic association. These bonds may be of three
types: community (those who live or work in a given political

jurisdiction serviced by the credit union), associational (e.q.,

ethnic or church groups) or occupational. About one half of

the credit unions in B.C. have community common bonds.

In 1975, there were 178 credit unions with 261 branch
offices in B.C. These serviced som2 600,000 members, about
23% of the population and composed some 23% of all deposit
institution offices in the province. About one half of these
offices are lcocated in the greater Vancouver area.

The industry has grown remarkably and become more concen-
trated in recent years. Since 1971, membership has been growing
at a compound annual rate of 11l%, assets at 35%. 1In 1971,
there were 217 credit unions holding slightly less than $500 mil-
lion in assets. In 1975, the 178 credit unions held over
$1.5 billion in assets, with half of these held by the 15
larger units, (The remaining units are extremely small, median
assot size being less than $70 million.) Credit union assets
account for 10% of those held by all financial institutions
in the provinee (20% if corporate business is excluded).
Individuol units are usually locatbted within communities serviced

by commercial banks and are in competition with them for deposits.
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Distribution of asscets - There has been a sharp rise in

the demand for housing in B.C. due to the migration of large
numbers of young families. Consequently, th2 credit unions'
assets have become concentrated in home mortcages. 1In 1971,
they composed 62% of the $400 million in loans outstanding.
In 1975, they composed 76% of the $1,280 million in loans
outstanding. Other credit union assets include municipal,
provincial and federal govefnment securities and consumer
loans.

Liabilities - 'The main source of funds to credit unions

is the deposits of members. Credit unions offer term and demand
accounts as well as retirement and home owner savings plans.

The latter two types of deposits have grown at a remarkable com-
pound annual rate of over 100% in the past four years. Of

the $1,409 million on deposit in 1975, 36% were in demand and
64% were in term accounts.

Liquidity - Credit unions are required by law to maintain
liquidity reserves with a bank, a central credit union or in
gualifying federal government securities egual to 10% of deposits
shares and borrowings. Virtually all British Columbian credit
unions maintain their reserves and surplus in B.C. Central.

In recent years, aggregate Loan/Deposit rations for the industry

have exceeded 90%. The credit unions as a whole, then, have
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demanded funds from other sectors of the capital market. This

borrowing and the cash management involved have been handled by

B.C. Central. B.C. Central's functions within the credit union
system and its mediating role between the system and the outside

capital market is the subject of the following sections.

B.C. Central Operations

Financial - B.C. Central's main financial function is to
provide individual credit unions with funds sufficient to meet
local loan demand when local deposits prove inadequate. These
funds ‘re provided in the following forms:

non-restricted reserve credit lines equal to 1.0% of

the credit union shares and deposits for usc only

in meeting any net reduction in shares and deposits

due to increased loan demand;

restricted and non-restricted credit lines to credit
unions equal to four to six times a credit union's
monthly cash flow [or operational purposes. Approved
lines of credit under these first two provisions
equaled $262 million in 1975;

term loans to credit unions to finance office buildings

and credit union mortgage loans;
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- emergency loans through the Canada Deposit Insurance
Corporation.

Actual borrowings by credit¢ unions from B.C. Ceﬁtral have
grown rapidly in recent years from $26.1 million in 1971 to
$91.8 million in 1975, reaching a high of $108 million in the
tight money market of 1974. Credit union credit line and loan
requirements are worked out annually in consultation with B.C.
Central's financial staff on the lis.s of financial statements,
loan recoxds and cash flow projections.

Credit union deposits are nol covered by the Canadian
Deposit Insurance Corporation. Insurance of deposits is handled
by another central institution, the Credit Union Share and
Devosit Guarantee Fund. The Fund is administered by a five mem-
ber Board of Dirxcctors, three of whom serve on the B.C. Central
Board. The Irund, which stood at $13 million in 1975, is
capitalized by annual assessment of member credit unions. The
Board of the Fund may intercede directly in the operations of
individual credit unions experiencing financial difficulties and
may granbt financial assistance where deemed necessary.

B.C. Central provides other important financial services
to its members. These includa centralized check clearing, bad
debt collection, investment management for rebtirement: and home

ownership saving plans and sccondarxy marketing of credit union
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mortgages. The last service is another form of increasing
member liquidity.

Non-financial serxvices - B.C. Central's most important

non-financial service is the provision of on-line teller

terminal data processing to handle deposit and loan transactions

in local offices. 1In 1975, this system covered one-half of all
credit union offices. The savings in time and cost effected

by this system increase credit union ability to compete with
other deposit institutions. Other nonfinancial services provided
for the most part on a fee basis are economic forecasting,
personnel recruitment, printing and supply purchase, collection
assistance, data processing and systems development, market
research, facilities design and planning, education, advertising
and public relations, legal counsel, housing development and

travel services. B.C. Central also provides financial services

to British Columbia's 108 cooperatives.

II. SOURCES OF FUNDS/CAPITALIZATION

Equity - B.C. Central's major source of equity is the sale
of shares to member credit unions. In 1975, members held
6.26 million shares with a par value of $31.3 million, all of
which was paid in to B.C. Central. B.C. Central is required

by law to maintain a 10/1 debt/equity ratio. Their debt consists
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of deposits and borrowings; equity of membership shares, re-
tained earnings and provisions for dividends. Déspite rapid recent
growth of deposits in the credit unicn syster and conseguently
in B.C. Central's deposits, its debt/equitv ratio was a fairly
conservative 5.7 in 1975.

Deposits -~ B.C. Central's deposits are comprised of the
liquidity reserves and surplus funds of its a2mbers. As credit
union dcposits‘have grown, so has B.C. Centrzl's; from
$49.7 million in 1971 to $195.8 million in 1%75. These dévelop-
ments are illustrated in Table I. B.C. Cecntral also receives
one~half the total in the Credit Union Share and Guarantce
fund as depoaits. In 1975, this amounted tc¢ $6.2 million.
Central pays interest on all deposits, which composes its
largest capital expense. See Table 3.

Borrowings - Because credit unions' lending activity has

outstripped their deposit base in recent years, they have been
demanders of funds from sourzes outside their system. These
demands are mediated by B.C. Central. To finance loans to credit
unions, B.C. Central borrows from Canadian, 7S and foreign

banks and has established non-restrictable credit lines with
three of the largest Canadian commercial baniks. .Borrowings

vary greatly from year to year depending on the level of deposits
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FIGURE I

Credit Union Financial System in British Columbia
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Summary Statistics for B.C. Central Since 1971
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and loan demand at the local level. See Table I, "Notes Payable,"
for the level of debt outstanding in recent years.

Income - B.C. Central derives between 80 and 85% of its
income from interest payments on loans and returns on invest-
mants in securities. The split between loan interest and
investment income varies from year to year, depending on loan
demand from members. Other sources of income are service

charges, fees for services Lo members and membership dues.

Gross income has grown from $4.9 million in 1971 to

$27.2 million in 1975.

11I. USES OF FUNDS/INVESTMENTS

Reserve Requirements - B.C. Central is required to maintain

liquidity reserves in cash or short term assets equal to 20%
of its deposits and commercial paper liabilities. In 1975, it
held $48.3 million in such assets; 23.5% of its deposits and

market liabilities. See Table IT.

Loans and Investments - B.C. Central's longexr term uses of

funds arc concentrated in loans to members and investments in
securities. The f[low of loans to members varies from year to
year, depending on demand. Interest rates are adjusted to B.C.

Central's borrowing Lerms, and a spread of 1/2% is permitted
S|

by law.
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B.C. Central invests primarily in high yield, short term
notes of Canadian corporations. Other securities held include
Canadian Governments, Canadian corporate bonds, bonds of co-
operatives and shares in other credit unions and cooperatives.

Operating Expenses - All expenses involved in providing

B.C. Central's many services--salaries, materials and rents--
are paid out of B.C. Central's operating income. After-

tax earnings, having subtracted financial anﬁ administrative
expenses, came to $2.29 million in 1975. Of this, $1.87 million
was distributed as dividends to membars. (The current dividend
on membership shares is 7%.) Retained earnings at the end

of 1975 totaled slightly over $3 million. See Table III for

a complete breakdown of income and expenses. See Figure I

for a schematic representation of the relationships described

above.

IV. MANAGEMENT

The strategic management policies of B.C. Central are set
by a l4d-member Board of Directors clected by the member credit
unions. Day-to-day management of the institution is handled

by a managerial stalff ol 80 (total staff - 180) in three divi-

sions: Adminstration and Finance, Services and Development.
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Each division ie headed by a manager and is further subdivided

along functional lines.

V. ACCOUNTABILITY

B.C. Central is a privately owned institution and is subject
to no special forms of government oversight or control. Its
operations are inspected annually by the federal Superintendent
of Insurance office. On the provincial level, Central's opcra-
tions are monitored by the Department of Consumer Affairs to
ensure that consumer and mortgage credit practices accord with

department guidelines and provincial usury laws.

VI. FEVALUATION

B.C. Central has performed its function of helping a system
of small depository units operate effectively and grow in highly
competitive and quickly changing local markets. The most
remarkable fecature of B.C. Central is that it invests primarily
within the system from which it draws its funds. OF its

$173 million in loans and investments outstanding in

50% were directly in cooperatives and credit unions. Another 36%

were held in very short term corporate notes for cash manage-
ment purposes and could presumably be converted to cash should

there be a sudden increase in membership loan demands. Thus,




BRITISH COLUMBIA CENTRAL CREDIT UNIOQ September 14, 1977
Discussion Draft Page 129

virtually all credit union deposits remain within the
system.

B.C. Central's importance as a promotional institution should
also bz noted. Competition for deposits demands timely and cost-

efficient customer scrvice as well as professional promotional

activity and well-trained personnel. These are functions which

all but the largesl credit unions could not afford to undertake

on their own.

VIT. RELEVANCE TO THE ALASKA PERMANEIT FUND

Purposes: B.C. Central, as noted in the July 11, 1977
report, is the best model of a cpoperatively owned state central
bank capable of providing deposit and lending services to those
rural areas too small for full commercial banking services.

It has the twin advantages of insuring local, coopgrative owner-
ships sensitive to local needs on the one hand. On the other
hand, it provides aggressive centralized capital and management
services to ensure that each village reccives the most sophisiti-
cated economic development assistance possible.

It is also important to note that British Columbia's
economy, geography and demography is not unlike Alaska's.

Sources of Funds: B.C. Central's cqguity comes from the

local mamber cooperative banks or credit unions. It is owned
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and governed by local users. As noted in the July 11, 1977

report, the Permanent Fund could initially capitalize the state
central bank, and then arrange to transfer ownership to the local
booperative banks. This could be along lines used to devolve
ownership of the Farm Credit System from the Federal Govern-

mart to local users. For a description of that procedure,

Re- onalization Models and Options in this Report

B.C. Central's debt is raised in international capital
markets, based on its strong equity base and sound management.
The Alaska Permanenlt Fund and its affiliated Alaska State
Central Bank could do the sane.

Uses of Funds: B.C. Central is a model of a strong central

organization capable of raising international capital to support
effective local economic development under cffective local .
control.

Management: B.C. Central is qgoverned by its local user
instit: tions and attracts extremely able and aggressive central
manage:! 2nkt.

Accountability: B.C. Central is fully accountable to its
local member cooperative banks. The Alaska Permanent Fund could

ensure that it is equally accountable to public purposes.
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TABLE II

Consolidated Balance Sheez

1975

ASSETS

Cash and Demand Deposits

Short Term Deposits, due 1976-1979
(callable notice 1 - 15 days)

Investments

Loans

Mortgages Receivable

Accounts Receivable and.Accrued Interest
Land, Buildings and Equipment

LIABILITIES

Notes Payable and Deposit Balances

Accounts Payable, Accruals, and
Outstanding Acceptances

Deferred Income Taxes
Provision for Dividends
Retained Earnings

Members' Shares

ember 14, 1977

$35,296,728

13,000,000
81,680,246
91,823,385
15,165,509
4,099,861
2,224,522

$243,290,251

$200,317,269

6,495,372
215,400
1,875,595
3,086,610
31,300,005

$243,290,251
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TABLE III

Income and Expense Statement - 1975

INCOME
Loan interest $ 7,745,411
Investment income 15,096,769

Service charges and sundry 1,340,040

Fees for services to members 2,643,521
Members dues 349,007
27,174,745

DIRECT EXPENSES
Interast on deposits 14,393,292
Interest on borrowings 4,123,399
Service charges and sundry 423,963
18,940,654

INCOME LESS DIRECT EXPLENSES . 8,234,094

ADMINISTRATIVE AND GENERAL EXPENSES 5,803,650

FEARNINGS BEFORE TAXES 2,430,444

Income taxes - deferred 131,609
NET EARNINGS FOR THE YEAR 2,298,835
Retained earnings - beginning of yecar 2,659,631

4,958,466
pividends 1,871,856

RETAINED EARNINGS - END OF YEAR 3,086,610




DLU'LSCINE GENOSSENSCHATISBANK S
Discussion Draft D

I.  PURPOSES

The Deutsche Genossenschaftsbank (German Cooperative's
Bank or DG Bank) is the central reserve bank of the vast
West 'German cooperative system. Founded as the Deutsche
Genossenschaftskasse, a cooperativelv-owned Zinancial institu-
tion, shortly after World War Ii, it was reorganized as a
corporation and rcnamad the Deutsche Genossernschaftsbank in
1972,

DG Bank is the apex institution of a three-tiered system
which holds 13% of all deposits in German firnancial institutions.
The base of the system is composed of some 6,400 small banks
and building socicties which service the members of agricultural,
industrial and trade cooperatives, as well as unaffiliated
depositors. Ten regional cooperative banks orovide liquidity
management, auditing, check clearing and investment services
to the base. DG Bank provides similar services to the regional
banks. This system and DG Bank's place in it are described

below.

Coopervatives in Germany

Structure of the Movement - After World War IT, the German

cooperalive movement was organized into Lour scctors, each with

its own credit system and network of regional and national unions.
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The four sectors are agriculture, industry, consumers coops and
non-profit housing finance sociecties.
by far the largest of these sectors is agriculture. In

1971, more than 1.8 million farmers were members of one or more

of the 12,590 local societies. 1,650 marketing and supply co-

operatives, 4,300 trade cooperatives and 12 centralized coopera-
tives with 1,500 branches or depots werc engaged in the buying

and sclling of goods and achieved a total turnover of

$6.4 billion.* In addition, there were in 1971, 4,780 specialized
cooperatives with 29 affiliated regional federations. The
agricultural credit coops take deposits from and finance the

fixed and working capital requirements of their members.

The industrial and trade cooperatives perform similarx
functions, and are active primarily as central material pur-
chasers for their members. They were serviced by 624 coop
banks in 1971.

Consumer and non-profit housing coops (central purchasing
agents for the residential construction industry) comprise a
relatively small part of the systen.

The breakdown of local financial institutions servicing
these scctors in 1971 was as follows:

*All monetary [iqures in the text are given in dollars, con-
vertad from DM at the exchange rate prevailing abt the time the
figure was reported. This is done for casce of comprehension.

Figures in Tables I and IT are presented in DM, where a sense of
proportion is more important than absolute totals.
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Agriculture 5,680
Industry 668
Housing and Consumer 45
Total 6,392

The system also includes 10 mortgage banks uvnaffiliated with
cooperative societies.

Recent trends in total units and membership are illustrated
in Figure I. Overall, the graphs show increzsing membership
and concentration, especially in the two most important sectors,
agriculture and credit. Concentration has mostly been achieved
through the merger of two units.

Despite these mergers at the local level, the cooperative
system maintains the most extensive branching syvstem of any
sector of the German financial market, and its units are incredibly
small. In 1971, there were 18,665 coop bank branches, compared
to 14,506 for savings and 5,428 for commercial banks. 1In
terms of aggregate balance sheet totals, the cooperatives are
behind both the other sectors. The average balance sheet total
for the banks serving industrial coops was $23.3 million; for
those servicing agricultural customers, only $3.7 million.

These changes at the primary level have affected the
structure and operations of the regional coonarative banks.

Fach merger of two local units tends to reduce deposibts with

the regional banks, because the compensatory movements of
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VIGURE I
Cooperatives and Their Membership in the

Federal Republic of Germany
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FIGURE II
The German Cooperative Financial System (1971)

Figures in billions of dollars (US) at the
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liquid funds increasingly take place within the new unit, instecad
of passing through the central institution. The percentage
of customers' deposits held by the local cooperative banks at
their affiliated regional bank has therefore been declining.
Also, larger local cooperative banks usually make heavier demands
on their regional banks, on which they depend for long-term
funds to finance expansion in the volume of lending.

This situatioﬁ has led to the need for larger units at
the regional level, capable of maintaining larger balances of
loanable funds and providing scrvices such as check clearing
where cecconomies of scale can be realized. Since 1968, the parallel
regional systems of the various primary cooperative sectors have
been in the process of consolidation, and the number of regional
cooperative banks has fallen from 18 to 10. Of these, seven
have reorganized as corporations able to sell shares to the
general public. These regional banks, in turn, rely on DG
Bank for depository, liquidity management and other essential
services. The financial interrelationships of this system,
from local depositors to DG Bank are shown schematically in
Figure IT.

Sources of Funds - The source of funds to the local system

is the deposits of members. The local coops offer a full

range of deposit accounts and instruments: checking and savings
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accounts, negotiable and non-negotiable savings certificates.

These last instruments are issued for terms of 7 years and their

proceeds are earmarked for term lending to medium-sized firms.

Uses of Funds - ..esides consumer, home mortgage and business

loans to members, coop banks undertake a number of lending and
investment activities. These include construction financing,
term loans to o. ~r credit cooperatives and industrial customers
and leasing.

DG Bank Operations - DG Bank provides financial and non-

financial services to the regionals in order to help them
facilitate these local activities. Such tasks performed jointly
by DG Bank and the regionals include check clearing, centralized
electronic transaction procession, properlty broking, secondary
mortgage marketing, advertising, personnal training, and the
placement of reserve and surplus funds in investments outside
the cooperative system. This last function is reserved
primarily to DG Bank. They underwrite and market domestic and

foreign corporate equities and securities of various govern-

ments and public authorities.

SOURCES

Equity - DG Bank is capitalized by the purchase of shares.

Of the $134.5 million in paid=in equity in 1975, some 75% was
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held by the regional banks. The rest was held by corporate and
institutional investors outside the cooperative systém. The
current dividend on shares is 8%.

Deposits - DG Bank's main source of deposits is the regional
banks' resexrve and surplus. Of the $7.92 billion on deposit in
1975, $5.36 billion was attributable to the regionals. Other
banks and corporations provided the balance of the deposits.

DG Bank pays interest on these deposits at prevailing rates,
and these interest payments compose their largest finaacial
expense. The volume of deposits in the entire system has risen
rapidly in recent years.

Borrowings - When necessary to incrcase its base of loanable
funds, DG Bank will raise money on the EBEuropsan bond market
through issue of its own bonds. In 1975, it had $832 million
outstanding--down from recent yecars cdue to the simultaneous
increase of deposits and decrcecase of loan demand within the
coop system.

Income - Net interest payments on loans compose by far the
largest portion of DG Bank's income, some B86% of the $606.5 mil-
lion in 1975 gross earninygs. Other sources of income include
l:hnl'l from investments and securities, commissions and fees and

miscellaneous sources amounting to $11.8 million.
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ITI. USES OF FUNDS/INVESTMENTS

Because loan demand in the sectors from which the coopera-
tive system draws its deposits--agriculture, small business and
niddle-income individuals--has fallen in recent years, DG
Bank has had to find uses for its investible funds outside the
cooperative system. Some 57% of its $7.5 billion in loans
outstancing in 1975 were to banks outside the cooperative system.
Another 26% were to non-bank, corporate customers, leaving 17%
to be channeled back to the regional banks. Over 70% of these
loans wvere for terms of less than four years.

Unlilke American banks, German bhanks are not restricted from
engaging in equity and underwriting transactions involving
corporate securities, and they may own subsidiaries directly
instcad of through a holding company. All these ackivities
figure prominently on DG Bank's balance sheet. Of the
$1.24 billion in investments held by the bank, 46% are in
corporate bonds, many of which DG Bank underwrote. Three percent
was held in other securities, mostly corporate equities, 12%
in shares of subsidiaries and 39% in Trcasﬁry notes.

DG Bank's underwriting business is substantial. In 1975,
it underwrote 17 large issues, mostly for German public

authoritices and political units. The Bank also participated
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in 47 other issues as guarantors for various private and public
entities.

DG Bank held equity interest in over 50 other financial
institutions, inciuding the seven regional banks reorganized
as corporations. Among the Bank's wholly-owned subsidiaries is
the Deutsche Genossenschafts-llypothekenbank, one of Germany's
largest mortgage banks, several closed-ended mutual funds and
several foreign subsidiaries engaged in placing DG funds in
investments abroad. DG Bank also owns 19 and 50%, respectively,
of the shares of the two lecasilg firms whose services they
broker to the regional banks.

Thus, using the very sparse information provided in DG

Bank's annual reports and including accounts which may register

holdings outside as well as within the coopzrative system, it

appears that only 18.6% of DG Bank's investments are in the

cooperative system.

IV. MANAGEMENT

The top level of management is the Managing Board, composed
of five members elected by representatives of the regional banks
and cooperative unions. DG Bank doas not report the breakdown
of managerial responsibility between its various divisions.

Nor do they present any overriding management policies besides
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a commitment to helping local credit cooperatives achieve a

greater mirket share.

V.  ACCOUNTABILITY

DG Bank is a privately-owned corporation and thus enjoys
almost total freedom in its investment and liability-generating
policies. It is restricted only insofar as it must obey laws

designed to protect depositors.

VI. EVALUATION

DG Bank's majox purpcse is to help the thousands of tiny
financial units which compose the cooperative credit system
remain competitive with other sectors of the German financial
system characterized by larger units. Banks in these other
sectors tend to deal in larger blocks of money and thus have
lower unit transactions costs. DG Bank and its regional ai-
filiates seem to do this job well. From 1973 to 1975, the
share of deposits in all German banks held by cooperatives in-
creased from 11 to slightly morc than 13%.

Perhaps the most striking aspect of DG. Bank's operations
is the extenlt to which il invests outside the cooperative system,
especially when compared to the British Columbia Central Credit

Union. Such a comparison is misleading, however, in that the
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real economic coﬁditions in the two institufions' deposit markets
may be entirely differcent. Young families are heavily represented
among the British Columbian cooperatives' members. Their demand
for large mortgage loans is high, and they tend to keep little

in savings. Thus, their central bank must channel funds from

outside the system to its member unitis if they are to continue

to compate for loan bhusiness.

DG Bank is the lead institution of a comnpler. system financ-
ing many types of cconomic activity. Its managers claim and behave
as 1if loan demand is declining in these sectors. An analysis of
these sectors and a critique of DG Bank's lending policy is
impossible given the paucity of information on these activities
available in secondary sources and the Bank's own tight-lipped
reporting policies. Management may be doing its members a
service by investing outside the system if that is where their
funds can earn the greatest return.

However, one of the Bank's financial policies does seem
to be a disservice to the member cooveratives. This is the sell-
ing of shares by bolth the regional banks and DG Bank to investors
outside the cooperative system when liquidity apvears to exist
among the individual cooperatives to buy these shares. Thus,
carnings on the deposits conbtributed by the unikts at the base

of the system (and ultimately their members) are siphonad off
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{2 outside investors througi the payment of dividends. According
o our own calculations based on information given in DG Bank's
snnual reports, these payments outside the system amounted to

£8.9% of the Bank's net earnings in 1975.

VII. RELEVANCE TO THE ALASKA PERMANENT FUND

Purposes: DG Bank provides an important counterpoint to
BC Caorral. It shows what happens to a similarly constituted
coop: . 1tive development bank when it matures in a mature

indus crial economy.

ources and Uses of Funds: DG Bank is no longer wholly

owned by its users. It now is a net exportexr of funds--not
only out of local cooperatives, but cul: of Germany.

Management and Accountability: DG Bank is increasingly

less accountable to its local cooperatives. It manages its

funds similar to a large multi-national bank.
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TABLE I

Balance Sheet - 1975

DM Million

ASSETS

Cash and Bills Receivable 627.4
Due from Regional Cooperative Banks 3,198.3
Due from Other Banks

Less Than Four Banks 9,852.9

" Pour Years and Over 909.5
Treasury Bonds ¥;313.1
Bonds and Notes 1,625.5
Other Securities 117.8
Loans and Advances to Non-Dank Customers

Less Than Four Years 3,324.9

Four Years and Over 1,459.6
Due from Public Authorities - Equalization

Claims 86.9
Own Bonds Held for Trading Account 38.0
Fiduciary Transactions 165.2
Investments in Subsidiaries and Affiliates 413.0
Premises and Equipment 45.1
Other Assets ' 107.6

Total Assets 23,284.8

LIABILITIES

Deposits of Regional Cooperative Banks 13,381.9
Deposits of Other Banks

Less Than Four Years 3,528.4

Four Years and Over 1,683.9
Deposits of Non-Bank Customers 1,192. 5
Bonds and Notes Issued 2,302.1
Fiduciary Transactions ' 165.2
Other Liabilities 283.5
Capital Stock 36C.6
Reserves 355.0
Profit After Transfer Lo Reserves 2957

Total Liabilities 23,284.8

Endorsement Liabilities 417.8
Guarantees 1,694.7
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TABLE II

Income and Expenses - 1975

INCOME
Interest Earned
Income from Sccurities and Investments
Commissions and Fees

Other Income Including Adjustment of
Special Reserves

r 14, 1977

DM '000

1,305,936.6
159,911.1
18,741.5

29,471.3

Total Income

1,514,060.5

EXPENSES
Interest Expense
Commissions

Depreciation, Provisions, Transfer to
Special Reserves

Staff Expenses
Other Operating Expenses
Taxes

Other Expenses

1,272,019.7
1;8)3.7

32,048.8
34,542.4
23,918.2
19,192.4

4,852.5

Total Expenses

1l,388,387.7

NET INCOME
Transfer to Reserves

125,672.8
100,000.0

PROFIT AFTER TRANSEFER TO RESERVES

25,672.8
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International and Domestic Patterns

International development banking provides a pattern for
regionalizing the Alaska Permanent Fund which is strikingly
parallelled in a number of publicly-sponsored American develop-
ment finance systems. In each instance a three-tiered arrange-
ment has evolved with these common elements:

First, a government-sponsored development bank or fund
which oversees the whole system.

In the middle, regional development banks or corporations
which are more sensitive to local differences and act as a bridge
between local needs and national. or state resources.

At the bottom, local development corporations or banks with
a great deal of autonomy and flexibiliity to respond to local
needs and differences.

This essential three-tiered pattern is founl in the inter-
national development banking system headed by th2 World Bank,
in sophisticated national development banking systems in Third
World countries such as those of Brazil, Mexico and India, and
in regional developmont banking systems of developed countries
of Burope such as France or italy. The same palttern is followed
in publicly-sponsored American credit systems such as the Farm

Credit system and the Federal Home Loan bank systew.
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It is no coincidence that this pattern repeats itself
in such a range of settings. The advantages of this pattern are
clementary, sensible, and obvious.

In each instance, the system is publicly-sponsored and
accountable but independently operated by an experienced, career-
minded professional staff. Both capital and management are
organized on a long-term basis and initial public investment
is used to generate larger amounts of private capital from the
private capital market.

Just as international and domestic experience provides us
with important pazrallels, cach gives us a better understanding
of different aspeclts of the overall structﬁre and organization
which could help define the Alaska Peumanent Fund as a development
bank capable of supporting the ¢uite different regional economic
needs of different arcas of Alaska.

For instance, international development banking systems
are superior to American development finance systems in the
provision of infrastructure financirg and venture capital.

By definition two major American credit systems, the Farm Credit
system and the Federal llome Loan bank system, do not provide
cither long-term infrastructure finance or essential venture
capital to new enterprise. Venture capital is essential to

the development of rural regions of Alaska and lower-income
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communities in those regions, as it is in Africa, Asia or
Latin America.

.Just as the international development banking systems
help us understand the basic capital formation instruments for
development banking systems, particular American experience in
‘structuring financial institutions gives us a set of basic
guidelines for constructing the regional units of the Alaska
Permanent Fund. After looking at the. evolution of inter-
national experience, it is worth taking a close look at the
specific legal, financial and organizational mechanisms used by

successful American development finance systems.

International Models

One of the most appropriate transferable lessons from inter-
national development banking experience is that a network is
necessary in order to support regional economic development--
not a single, monolithic institution. This is especially true
where regional and ethnic distances are grecat, where infra-
structure is inadequate, and where sensitivity to local needs
must be particularly acute.

The evolution of the international developmant banking

system into a geographically decentralized and functionally

diffeorentiated worldwide system was neither wholly planned nor
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conscious. It simply evolved to fit the rising needs of various
developing countries and regions of the globe.

For instance, early on, the World Bank began to recognize
the value of working through local intermediary development
banks, since they were much more sensitive to local practices
and, in many cases, more likely to make sound financial judg-
ments about loans and investments. The World Bank group began
to work with existing national development banks and to sponsor
the creation of a worldwide network of national private develop-
ment finance corporations in a host of Third World countries.

Second, in large and complex countries with large geo-
graphic areas and significant regional differences, we can

observe a tendency to complement this international decentraliza-

tion with an intranational regional decentralization to subnational

institutions. In one study of 209 development banks, nearly

40 percent werc located in 10 countries--Argentina, Brazil,

Colombia, India, Malaysia, Nigeria, Pakistan, the Philippines,

Spain, and Venezucla--cach of which has developed extensive,

decentralized and regionalized development banking systems.
Third, this pattern repeats itself once again in the

sophisticated and claborate regional development banking systems

which have been organized in France, Italy, and the United Kingdom.
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At the base of each system is the fundarzantal unit--the

local development bank or corporation which s=rves to broker the

risk between the local entrepreneur and the cutside sources of
capital. DBetween the local developmznt corporation and the apex
of the system there is often a regional development bank or
corporation which mobilizes its own capital Zor local use and
may be required to broker-finance between thz local and the

top institutions. At the higher levels in any event there

is also a careful claboration of different infrastructure and
equity "windows" to provide more discrete forms of capital.

for specialized purposes. Figure 1 provides a highly abstract
and stylized version of the institutional relationships among
the World Bank, multinational regional development banks, and
local national institutions on the one hand, and national
development banking institutions, regional and local development

corporations on the other hand.

An American Parallel: The Farm Credit Sysken

The Farm Credit system has cvolved as & highly sophisticated,
publicly-sponsored but user-owned developmernt finance system
like the international development banking retwork. It has
unfolded gradually since its establishment in 1916, assuming

new functions and bacoming more decentralized in response to
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the credit needs of farmers. Today the federal Farm Credit

Board and the Farm Credit administration operate at the financial

level, while twelve district Farm Credit Boards at the regional

level sexve hundreds of constituent associations and coopera-
tives at the local level. The functional diversity of this system
is reflected in twelve federal Land Banks serving 594 constituent
Federal Land Bank Associations, twelve Federal Intermediate

Credit Banks working with 442 local production credit associa-
tions, and twelve banks for cooperatives serving constituent
farmers in cooperatives. This arrangement provides three dif-
ferent functional "windows" of credil to member farmers and
ranchers in cach of the twelve regional Farm Credit Boards.

The Farm Credit grid system, then, parallels the inter-
national development banking patterns both in its geographic
decentralization of decision making and its separation of dif-
ferent functions. The pattern of geographic decentralization
is repeated again in other American financial networks such
as the Federal lome Loan bank system and, of course, the Federal
Reserve system. These inportant domestic parallels not only
confirm international experience; they also provide us with
proven, workable, legal, financial and organizaltional precedents

for a regionalized Alaska Perimanent Fund.
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The Farm Credit system has, for example, developed two
structural attributes worth noting and using in constructing
a regionalized Alaska Permanent Fund. In a characteristically
American fashion, on December 31, 1968, the Farm Credit system
became 100 percent user-owned wilh retirement of the original
federal government capital investment in the system. Part of
each farmer's loan purchases stock ownership in the capital
structure of the banks and associations. Member farmers elect
the Board of Directors of the Federal Land Bank Association,
production credit associations, and cooperatives; the Boards
of the associations and cooperatives in turn elect the District
Farm Credit Board and make nominations to the President for the
federal Farm Credit Board (see attached Figure 2).

The local users govern the system by elz2cting or nominating

each governing board in the system. The local users eventually

repurchase the ownership of the system from the federal govern-
ment with a small percentage of the proceeds received from
the system. This user governance and eventuzl user ownership
is a critical precedent for establishing local cooperative
banking institutions in communities in the state too small to
properly support a full-service bank.

Sccond, the private capital market finances the $8 billion

debt of the Farm Credit system through the sale in the bond
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market of consolidated federal Farm Loan bonds. "Consolidated"
is primarily what they are: thousands of individual farm
mortgages, crop loans and farm equipment loans which have been
put together by the Farm Credit system for resale in the private
capital market. The private capital market supplies the bulk

of the funds used, not the Treasury. On the other hand, the
Treasury's standby credi£ is assurance to the market that the
government stands behind the obligation, even though there is
direct government guarantee. I similarly feel that with the
huge paid-in capital base of the Alaska Permanent Fund it will
similarly be possible to sell many such packaged private obliga-

tions in consolidated bonds in the marketplace with the standby

backing of the Alaska Permanent Fund itself.

Unlike virtually all international development banking
systems, the Farm Credit system has not developed an affiliated
venture capital corporation. As a result, the Farm Credit
system is precisely that--a 100 percent debt financing system
which is no longex able to respond adeqguately to the needs of
those low-income farmers and lesser-developed regions of the
country which it was originally set up in the 1920's to serve.
Nor has it been able to be effective in its original purpose of
seeking to end farm tenancy by making landowners out of share-

croppers. Credit does not make owners, only debtors. The
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banks for cooperatives, for example, usually limit facility
laons to not more than 60 to 40 percent of thz value of the
security offered bf the cooperative, and expsct the balance to
be financed by the association's permanent or long-term capital.
This is fine for a wealthy cooperative that has built up sizable
membership equity, but it is not very helpful to low-income
cooperatives whose members by definition have no equity and,
therefore, whose éooperative is ineligible for a loan from
the bank for cooperatives.

It is for this reason that I have argueé strongly in my
memorandum to the committee of July 11, 1977 that the community
development provisions of the Alaska Permanent Fund legislation

should provide for equity investment as well as debt and

guarantees, just as with productive private enterprise.

Other Domestic Models

The pattern for establishing and operating the Farm Credit
system is parallelled in other major American financing systems
such as the Federal Home Loan bank system. In each instance
there is one initial large public capital stcck purchase by the
Treasury, which starts the system. After that the system pays
its own way cxcept for relatively small periodic appropriations

to cover non-recoverable infrastructure and social overhead
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capital costs. Eventually the Treasury stock is reéaid and
completely replaced by user-owned stock. For example, the
initial $75 million of Treasury stock that started the Federal

Home Loan bank system in 1933 was fully retired by 1950, just

“as was the Farm Credit system.

With strong debt to equity ratios most of these same systems

have been able to raise the substantial body of their capital
on the private market through secondary marketing operations

with strong paid-in equity capital backup.
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In Sunmary: A Range of Options for Regionalization Available

to the Alaska Permanent Fund

The experience of domestic and international development
banks points out that the Alaska Permanent Fund has a number of

specific options that might be used for purposes of regionaliza-

tion. Specifically, the Alaska Permanent Fund might make local

regionalized investments through: independent regional or local

development banks or corporations; affiliates;

subsidiaries; user-

owned local institutions; branches; or some flexible combination

of the above developed on an ad hoc basis. Each of these will be

briefly referred to below.

Independent regional or local development banks or corpora-

tions: The World Bank and the European Investiment Bank are both
examples of institutions which primarily operate by making loans
to and through independent regional and local intermediaries.
Analogously, the Alaska Permanent Fund might make all regional

investments to or through Alaskan regional and local comranity

development corporations.

Affiliates: The French Crédit National finances its regional

development through affiliated Regional Development Corporations.
It has a substantial although not controlling stock interest in

cach of these SDRs. fThe predominant equity interest’'is held by

local financial and development institutions with a greater
P

sengitivity to local needs and conditions.
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Subsidiaries: To the best of our knowledge, no development

banks within the United States or overseas operate through their
regional development programs through wholly-owned subsidiaries.

On the other hand, many development banks, including the World

Bank and the D.G. Bank, do use wholly-owned subsidiaries in order

to undertake specialized functional financing activities such as

equity investment.

User-owned local development banks or corporabtions: As wve

have extensively documented, the Farm Credit System, the Federal
Home Loan Bank System, the British Columbia Central Credit Union,
and the D.G. Bank arc all institutions which are user-owned at
both the regional and central level by local, cooperatively-owned
development banks.

Branches: The Federal Reserve System and the British Finance
for Industry are two central financial institutions which operate

their regional activities through branches.

A flexible, ad hoc approach: The National Enterprise Board

and the Canada Development Corporation are two large national

development banks which have taken a needs-oriented ad hoc

approach to regionalization. The National Enterprise Board, for

instance, has recently established branches in Liverpool and New-

castle in order to get a botter sense for how they could inter-

vene in regional economic development. The Canada Development
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Corpofation has a sole branch in Vancouver in order to be more
responsive to thé regional economic development needs of western
Canada and is undertaking its venture capital program through in-
vestments in affiiiated privately-owned venture capital companies.
Our purpose in this regionalization paper, as in each of the
sections of this second report, is to suggest a number of options
which can then begin to be tailored to fit the Specific purposes,
needs and political economy of Alaska in designing the Alaska
Permanent Fund. Based on the response of the legislature, this
paper may also raise a number of follow-up questions which deserve

further attention.
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ITI. THE PROBLEM OF ACCOUNTABILITY

AN INTRCODUCTION TO THE ISSUE

The question of assuring the accountability of the Permanent

Fund management to the electorate, legislature and executive to .
carry out its public purposes is probably the single most impor-
tant issue before the Special Permanent Fund Committee. 1In this
final section of the report, we begin to suggest some measures by
which the management of public enterprises such as the Alaska Per-
manent Fund may be held accountable for their performance. Be-
cause this is such a central issue, our aim in this section is
simply to introduce the problem and begin to suggest some of the
options available to ensure public accountability. We will detail
some of the tradeoffs involved and cite specific cases from
domestic and international experience.

It is important to point out at the beginning that the
record is generally not a good one. In more cases than not, pub-
lic accountability has been sacrificed for market efficiency.

The task of overseeing the Permanent Fund to ensure that its pub-
lic purposes are carried out will not be an easy one. Our sense
is that this introductory discussion will raise many more ques-
tions that the Committee will want to consider between now and

Decembe)r 31, 1977. By "accountability" we mean the effectiveness
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.

of the mechanisms by which the government seeks to.assure that
the managers of a public enterprise invest public resources in’
order to maximize the benefits to the ultimate providers of the
funds. In the case of the Permanent Fund, those providers are
the people of Alaska.

In some respects, the position of Alaskans in this enterprise
is analogous to that of an investor in a private firm. The active
investor gathers as much information as possible about the firm
in which he invests. Using this information, he forms an inde-
pendent judgment on appropriate management policies. He then
seeks to have these judgments acknowledged and effected by par-
ticipating in shareholders' meetings and by voting his shares.

If, after these measures are exhausted, he is dissatisfied with
managerial performance, he will seek to impose sanctions on the
firm's operations by voting out management or, more likely, by
withdrawing his money £from the firin. In all these activities he
is motivated by the principle of maximizing his benefit from the
investment--his short-run money profit.

The benefit Alaskans expect from the Permanent Fund, however,
is a good deal more complicated and long-lived than that souqght
by the private capitalist. Certainly, short-run financial results
must be considered, but the idea behind the Alaska Permanent TFund

is to convert non-renevable mineral resources into renewable
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capital resources which benefit the Alaskan economy and Alaskans.
These investments could generate many types of public costs and
benefits. A small sample of costs Alaskans would seek to avoid
includes degradation of the environment and social dislocation
caused by the boom-bust nature of certain enterprises. Benefits
might include 'wider participation of Alaskans in the management
and wealth generated by business enterprises and the improvement
of human services.

Experience has demonstrated that publicly-capitalized in-
vestment banks tend to operate solely under commercial prcfit-

maximization criteria unless they are compelled to do otherwisc

through various forms of government direction and control. Our

basic problems, then, are: 1) How is the substance of these di-
rections to be determined? and 2) How are they to be enforced?

It is likely that no stable consensus can be reached on the
proper mix of objectives for the Permarent Fund. Rather the Fund
has many constituencies, each with different and often conflict-
ing economic interests and with differential access to the polit-
ical and economic means by which to have these interests effected.

To design the institutions surrounding the Permanent Fund as
1f the consensus mentioned above existed, as if it were the Fund's
only task to interpret these objcectives in its investment policy,

may be virtually impossible, based on the experience of others.
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Rather, the design of the Permanent Fund must provide a forum in

which conflicts of interest can be aired and resolved on a con-

tinuing basis.

These conflicts are likely tc arise at two points in the con-
tinuing operation of the Permanent Fund: first in the formulatiocn
of investment criteria and then in the applicztion of those cri-
teria. Those affected by these processes must have a chance to
influence each of these scets of decisions. They must then have
the means by which to review how thess decisions are implemented.

In our investigations of the institutions profiled in Section
I and other public enterprises we shall note, we have identified
four stages in the accountability process. Two may be classified
as forums in which the decisions mentioned above are made, two as
means by which these decisions are implemented. 1In practice,
these processes are carried on simultaneously.

Specifically, these stages are:

1) Setting of Goals and Priorities: The essential ques-

tions here are: Who sets the goals and how &re they phrased in
legislation, statutory directives, or guidelines?

2) Formulation of Measurement and Repsrting Procedures:

Goals are given operational substance by the sstablishment of
measures to evaluabte management performance. The issues here are:

the relevance and quality of the measuremaents, the form in which
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this information is presented, and who gets the information?

3) Governance: Public Inputs into Operating Decisions:

In most public enterprises, the elected government usually has a

variety of formal and informal means of influencing day-to-day
operating decisions. The enterprise's various constituencies

also have such means. The important issues here are: Whose in-
terests are made known to the Board? How and at what point in the
decision-making process are they made known? What influence do
they actually exert on the institution's operating decisions?

4) Operating Sanctions: What can an clected government do

£ it is dissatisfied with the results the management of a.
publicly-capitalized enterprise achieves? The most frequently
available formal sanctions are the replacement of management and
the withholding of funds from the agency. There are informal
sanctions as well, such as publicity of mismanagement.

In the case of dismissal of management, the issues are: I!ow
and for what recasons can management be removed?

In the case of control of funde, some of the iassuves are:
The source of funds and the conditions on which they are provided, -
who controls the funds once they are pooled for agency use, and
the conditions under which the sanction of withholding funds can
be exercised?

At cacli of the four stages, democratic elements of the
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process must be traded off against the operating requirements of

an efficient investment bank, i.e., the ability to make indepen-
dent investment decisions and effect those decisions in a timely
and flexible manner.

At each stage, outside control can range from zero to a level

at which the operations of the agency are totally disrupted. Each
level of control is characterized by a set of costs and benefits.

In reviewing the four stages outlined above, we will present ex-

amples of mechanisms which have been used.

They will be ranked
froﬁ lowest to highest by the degree to which they effect manage-
ment's deviation from standard commercial investment criteria.
Finally, we will begin to suggest the nature and incidence of the

costs and benefits of each strategy examined.

A. Setting of Goals and Priorities

Historically, the determination of goals and their definition

in legislation has been the lecast important element in the account-

ability structurc of public enterprise. In terms of cnabling leg-

islation itself, provisions for capitalization, organizational

powers and management selection have had a much greater impact on

the performance of these enterprises. The outcome of informal
political and economic power struggles among the enterprises'
various constituencies and principals has been more important to

the active operation of development brnks.
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The goals of public banks are found in the opening‘sections
of their enabling legislation. Seldom, however, do they repre-
sent the results of legislative deliberation. Bills are generally
drafted by individuals who have some interest in the successful
and continuing operation of the entity they are creating, and
legislative attention is usually directed toward the operational
aspects of the draft. 1In a few cases, the goals and objectives
of developiment bhanks have been publicly ‘debated, but, as in the
case of the Canada Development Corporation, this does not assurec
that the public interest will be served.

The legislated purposes of most public enterprises tend to
be more exhortatory than directive, legalisms intended to justify
the use of public funds. In the case of authorities producing a

s Lo do so-efficiently; in the case

-

good or service, the purpose
of a public investment bank, it is to encourage the develophent
of productive enterprise in the jurisdiction.

There are good reasons for leaving the statement of purpose
vague, which have to do mainly with the legislative process: It
ig easier to build legislative consensus, easier to change opera-
tional direction to fit changing cconomic conditions, and harder
to make small changes in language as the bill proceeds to enact-
ment winich substantially changes the intent.

Still, attempls have been made bto formulate goals so that
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they are useful as guideposts to management and criteria for man-
agerial performance. Usually this entails relating goals to spe-
cific measurable achievements and administrative procedures in
the legislation.

In most cases, the legislated goals of public enterprises or
banks have had little bearing on their actual operations. This
condition breaks down into two sets of conceptually separable ex-
periences: In the first, management has found it convenient as
well as legally and politically possible to evade its statement
of purpose, undértaking operations for which the institution was
not designed or refusing to undertake mandated functions. In the
second, the statement of purpose has been so vagus or founded on
faulty analysis that the management has effectively been given a
free hand.

Examples of the first type of experience occur mbst fre-
quently in public authorities providing a ood or service. In-
stances of selective adherence to statement of purpose arise in
the history of the Port of New York Authority (PNYA). Established
in 1921, the PNYA was charged with "developing terminal, trans-
portation and other facilities of commerce." After a decade of
unsuccessfully and unprofitably attempting to rationalize rail-sea
connections, the Authority was allowed Lo acquire three motor

vehicle bridges and the Holland Tunnel from cther authorities.
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These facilities were highly successful financially, and the

Authority justified their continuing ownership of the bridges by

claiming the revenues they generated were necessary to meet

Authority bond contracts.

7 NY2 this saiug cLic in reverse in the Fifties and
Sixties to resist public pressure to assume the ownership and
management of the region's undercapitalized and unprofitable com-
muter rail system. Maintaining that the projected deficits of
such operations would prevent thewn from executing bond contracts
in good'faith, the Authority's management withstood this pressure
to undertake its mandated purpose for over a decade. A compromise
was reached in the late Sixties when the Authority took over the
most heavily-used portion of the commuter network in return for
the approval of the Governor of New Jersey to use PNYA funds to
build the World Trade Center. Many analysts view the Center as a
speculative real estate transaction only peripherally related to
the Authority's purposes. The commitment of substantial funds to
the Center has in turn precluded the Authority's taking a signif-
icant role in the rail lines.

A similar instance can be found in the now-infamous case of
Robert Moses' Triborough Bridge Authority. Its legislated pur-
poses were solely to construct and operate the Triborough Bridge

until it was paid off. However, through the imaginative use of
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bonding power, bond contract drafting and the subtle use of
clauses in the powers sections, the Authority's life and latitude
in operations were enormously extended.

The statement of purpose for most public development banks
fall into the second category outlined above: they are too in-
clusive to effectively direct managerial policy. The Canéda De-
velopment Corporation is a prime case in point. In the CDC pro-

file we noted how management's interpretation of the Corporation

n

goals threcatened the achievement of the public purposes of the
institution. This interpretation was permitted, however, by the

CDC Act's statement of corporation objectives. These read:

"The objects of the company are;

a) to assist in the creation or development of
businesses, resources, properties and industries of
Canada;

b) to expand, widen and develop opportunities

for Canadians to participate in the economic develop-
ment of Canada through the application of their skills
and capital;

c) to invest in the shares or securities of any
corporation owning property or carrying on business
related to the economic interests of Canada; and

4a) to invest in ventures or enterprises includ-
ing the acquisition of property likely to benefit
Canada;

and chall be carried cut in anticipation of profit. and
in the best interests of the sharcholders as a whole."

These objects permit virtually any investiment activity so

long as it is profitable. They offer no priorities. More
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iamportantly, only in the case of expanding investment opportun-

/ ities do they provide an occasion for the application of guanti-
tative measurements to som: recognized standard of achievement.
CDC's financial participation has led to the creation of only one
new enterprise so far and has done little to open up investment
opportunities for the greater number of Canadians. Yet this re-
sult is perfectly compatible with the Corxporation's goals.

The British National Enterprise Board's statutory purposes,
while broadly stated, are more amenable to measurement than CDC's
and could thus become the basis of an accountability process.

The purposes of the Board, as listed in the Industry Act of 1975,

are:

"a) to develop or assist the economy of the UK
(or any part of the UK),
b) to promote industrial efficiency and interna-

tional competitiveness; and
c) to provide, maintain or safeguard productive

employment. "

The first purpose is so broad as to accomnodate any action
the Doard wishes to take within its extensive powers. The second
two, howaever, are expressions of cconomic phenomena for which
accepted empirical measurements exist. Industrial efficicency can

be measured by cross-national comparisons of costs within sectors

and the changes in profitability of individual firms; international
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competitiveness by changes in the volume of export sales. The
provision or maintenance of employment is similarly measurable,
with differing degrees of sophistication.

The Community Developnent Finance Corporation Act goes one

step beyond providing measurable goals by relating the goals to a

specific set of problems described in the Act. Thus, the bill

performs a clarifying function usually reserved to committee re-

ports, and reduces the possibility of misinterpreting the goals

in their implementation. The essential elements of the findings

preceding the statement of purpose are:

1) that a substantial and persistently low level of employ-
ment and economic activity exists within certain areas of the
state;

2) that it is beyond the ability of the government to cor-
rect these conditions solely through the exercise of regulatory
power; :
3) that it is beyond the ability of the private sector to
counter these tendencies without capital assistance;

4) that Community Development Corporations have made sub-
stantial improvements in these areas, but cannot continue to do
so without public provision of investment funds.

These findings all point directly to the purpose of the in-

stitution, which is to "incrcase the number of development pro-

jects in decadent substandard and blighted areas”" through the

agency of CDCs.

The findings also militate against any alterna-

tive rcading of the Aclk which might permit evasion of the admin-
istrative procedures oultlined in the Act.

Such a specific set of findings, tied to specific objectives,
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administrative procedures and reporting requirements, is one way

of making the legislation statement of goals more meaningful.

F. Formulation of Measurement and Reporting Procedures

Public accounting is an essential element of governmental
control over the activities of a public enterprise. This exposure
forces management to keep operations in line with what is expected
of them, and this pressure can work in anticipation of government
censure as well as retrospectively.

Overseers of the Alaska Permanent Fund are interested in the
social as well as financial achievements of the institution. On
the financial side, public enterprise must be held to the highest
standards of financial disclosure now universally applied to pri-
vate enterprise. On the other hand, universally recognized
measurement and reporting procedures have not yet been developed
for social impacts. Many of the items presented for considera-
tion by Singer and Mollenkopf in "After the 0il is Gone" are
not amenable to quantification or comparison with :'nlike outcomes.
This problem is treated in that useful paper, and we will not
discuss it further here. Rather, we will notc some practices
used by some development banks to measure non-financial results,
and comme~t on their appropriateness to the Permanent Fund.

Finally, accounts are inherently incomplete in that they
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show only what has already happened--and not always very accurately.

If an institution is expending public money, it should be con-
cerned with the social choices it faces and present these choices
to its overseers. We will look ét sone of tha attempts public
investment banks have used to address this problem through cost-
benefit analysis and various other types of projection techniques
and discuss their applicubility to contemplated Permanent Fund

operations.

FFinancial Reporting

Given the geographic and cultural distance from the institu-
tions we have noted, it is difficult to evaluate the accuracy or

fairness with which they represent their performance in annual re-

ports. It must be noted, however, that management of public as

w2ll as private firms is motivated to present its accomplishments
in the most favorable light.

What, then, is presented besides the usual balance sheet,
income and expense statement, and report of changes in capital?
One of the n st important and useful parts of the annual report,
usually required by national corporation laws, is separate reports
on the activities of subsidiaries, major loa:n recipients or sub-
divisions. Consolidated financial records nay conceal cross-—

subisidations, multiple accounting of depreciation of a given
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asset and, most importantly, the true cause of poor performance,
whatever it may be. This has been the case with the.Small Busi-
nesslhdministration's loan guarantee program. For years, the
high loss rate of this program had been attributed by the SBA to
instability in the small business sector. Investigation of the
program by the General Accounting Office, however, revealed that
poor administration and intentional disregard of program guide-
lines were responsible for a large percentage of loan losses.
For the most part, the degree of detail in the reports var-
ies by who gets them. Usually the funding source has privileged
access. For example, the report of agency financial operations
in Conneclkicut Development Authority bond prospectuses are much
more thorough and scrupulous than the report which goes to the
Commissioner of Commerce. Similarly, the British Cabinet Secre-

tary overseeing the operations of the National Enterprise Board

may requisition all operating records. Generally, the legislature

and the public must accept annual reports prepared by the enter-
prise and occasional ad hoc investigative reports as their sole

sources of information on the financial activities of the enter-
prise. In the instiltutions we have noted, these vary greatly in
the detail and usefulness of disclosure~-from vague accounts for

CDC, to quite detailed accounts for NEB.
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Social Reporting

Few of the investment banks reviewed make any use of social

performance accounting. CDC, NEB, and EIB make no specific pro-

visions for reporting even easily measurable social indices such

as total employment of the firms in which they invest. NEB lists

environmental impact and encouragement of worker participation in
management as criteria for investment, but they provide no bench-
marks, measurements or reporting schedule by which to evaluate
projects, prospectively or retrospectively, along these dimensions.
The Connecticut Development Authority reports total eﬁployment of
the firms it finances, but this is an utterly inadequate measure
of its performance in creating or maintaining jobs. As with all

expenditures of publicly-raised funds, it is the marginal addi-

tion to some stock (such as employment) rather than the gross

size of that stock which is the barometer of performance. Pro-
posed CDFC economic impact indices, described in that institu-
tion's profile, are somewhat nore sophisticated but still do not

address the "with/without" problem in evaluating the benefits of

social programs. In other woxds, would any of the benefits have

been realized anyway even if CDFC had not made the investment?

Projections

Projections are necessary to evaluate investment projects,
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especially when there are several competing for the same pool of

funds. CDFC is contemplating a simple projection procedure:

applying its social accounting procedures to the business plan
projections of investment applicants. Thus CPDFC will have a two-
track set of projections--for both financial and social relturns,

hoth of which will be subject to post audit.

Cost-Benefit Analysis

More elaborate wethods of project evaluation have been devel-
oped by the World Bank and its nalional affiliates. These address
the divergence of market and social valuations of the costs and
benefits which can be anticipated from various large-scale capital
investment projects. These divergences are usually caused by
surh factors as monopoly domination of markets, state regulations
and externalities. The method is essentially one of cost-benefit
analysis in which all quantities are reduced to monetary terms,
as described in John Mollenkopf's paper.

These types of analysis are expensive due to their enormous
requirements for data and skilled analysis. Therefore, they are
usually applied only to large projects such as capital-intensive
industrial plants or infrastructure which require massive fixed
investments,  There are some institutional benefits to offset

these expenses. Such studies are usually carried out by consultants
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in coaperation with local officials and managers. . Thus, some
permanent, resident expertise in this kind of analysis can be de-
veloped. Also, data develored for one study may Ee used to analyze
subsequent projects.

In summary, again, the record to date of detailed financial
reporting by development banks is mixed, at best, and social in-

dices are virtually nonexistent.

C. Governance: Public Inputs into Operating Decisions

The most important factors affecting the resuvlts achieved by
public enterprises have been the structure and dynamics of the
day~to-day decision-making. For each institution reviewed, there
has been a complex web of attachments, interests and attitudes
which are brought to bear on each Ltype of operating decision.

For each institution these circumstances are different.

We can begin to analyze this experience by identifying the
groups of players involved in the operation of all public enter-
prises and the nature of the relationships between the groups.

We will then e:plore cexamples of thesc relationships, focusing on
clements of democratic or at least pluralistic control.

The four basic groups with whom we are concerned are:

1) Elected officials and their appointed ministers or sec-

— e = ——

retaries: This group is usually (but not always) statutorily

P e
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responsible for the oversight of the public enterprise. Their
degree of involvement in day-to-day activities of the enterprise
is slight--generally by design. After all, the enterprise's very
existence is premised on its carrying out social purposes without
the full expenditure of effort by the government itself. Elccted
and appointed officials are lumped together here because their

t.enures tend to be coterminous.

2) The Board of Directors is usually the ultimate authority

for all decisions concerning the sources and uses of funds and
setting the overall strategy for the enterprice. They generally
serve finite, overlapping terms which may or may not be rencwable.

3) The Professional Staff carries out the policies of the

Board, policies which they generally propose to the Board. Their
initiative in promotion and competence in administration has the
single greatest impact on the overall performance of the enter-
prise. Generally, they prepare the analyses on which the Board
makes its decisions. Their attachments to the enterprise tend to
be of longer standing than any of the other groups, a situation
wh’'ch enhances their power considerably. Also, they are closest
to the enterprise's constituencies at all levels of decision.

4) Constituents: By constituents we mean those groups in

the general public which have organized, regqular dealings with

the enterprise. These groups include firms which do business




