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Purpose: !~: The Bri tir:h National Enterprise noard, liJ~e the 

Ct:'..nada Deve lopment Corporution is reJ.ev<:mt to th e:\ Alnska Pe::ma-

ncnt Fund in thnt its central function is to finance the re-

structuring of ownership to ensure that assisted firms are 

efficientl y operated under British ma nagement control. 

Like the Canada Deveiopment Corporation and like the 

proposed draft of the 1\laska Permanent Fund, the British 

National Enterprise Board is requir~d to return a profit on 

investment that essentially meets the nor1ns of the marketplace . 

On the other hand , the Dritish National Enterprise Board statute 

9nes one major step beyond that of the Canada Deve lopment 

Corporation in requiring that a ny s ubsidies are borne directly 

by the Drl tish Gene ral Fund a nd not by the National Enterprise Board. 

'J'hat implicatlon exists in the current draft of t1'a Alaska 

Permanent Fund but. should be made more explicit. 

Fina lly , the princ ipal weaknesaes of the British National 

J·:n t:Prpri::::e noard arc the conflicts in incompn tiblc goals. A~ 

wac empha~:i11,ed in the July 11 mcmot:undum to the Hom; c committee, 

th i ::; is ct principal <lunger of an imprope r ly struc tured develop-

mc 11t bunk. 1\ny se parate gouln snch a o the sctnirnt~ and con-

.. f: :r i c t:i.JHJ tru;ik.G of the B.t:i L: :i s h Ntt tional f:n t:.erprisc Boa rd s houl<l 
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b~ separated into s_~b_sidiary institutions wh:L6h have sources 
\ 

and uses of funds and management capable of c~ealing with those 

distinct functions. 

Sourc.cs and Uses of Funds: 'l'he Bri ti~:h National Enterprise 

Board is, of course , 100 percent financed by th~ British 

government . Unlike. the Canada Development Corpora ti on, it 

does not have to float its stock issues or bond~ on the private 

market . Therefore it does not have a market sensitivity. 

'rhe Canaclu. Deve lopment Corporation is too scnsi ti ve to 

the marketplace ; the Dritish Na tional Enterprise Board is not 

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

British National gnterprise Board cart and doe s mal:e unsound 

inves tme nts which a rc unproductive and in ~he long run a di s -

service to the Br.i t:i.sh economy. 'l'he ideal is a mixed public 

and private financing in which the initial capitallzntion of 

the government px:ovides flexibility but the subsequent financing 

is from the marketplace and is market sensit i ve a s , for 

instance, in the case of the Europe an Investment Dank. The 

l\l aoka Pe rmanent Fund cnn he 01:ga nir.e c1 to c rea te a s ubstantial 

multipli~r of: private firrnncin~ on its public cap.ittll which 

will ho th improvo i. tf! per forma nc:e and nm l-;0 nv;,.rc cf f.icie n t us e 

of itu r esources . 
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~~.gcment : 'rhe British National Enterprise Board, 

like the Canada Development Corporation , does not involve 

itself in the day to day manageme nt decisions of its affiliates 

or subsidiaries, a policy which should again be followed by 

the 1\.laska Permanent Fund . 

It is also important to note the balance among government , 

business a nd labor on the British National Enterprise Doard , 

a ba l.anca wh.i.ch may or may not have any relevance to l\laska. 

l\cc9_untability: The British N<.1.tional Enterprise Board 

stat ltc and its ex~cutive implementaiton provide some of the 

most. striking rnoclcls for the l egislative and executive oversight 

of a large und powerful development bank. 

First , NEB's financial reporting standards are extremely 

rigoroun. Even in its Annual Report , all accounts are un-

consoliclutecl, so that t h e performance of subsidiaries and special 

purpose funds is appar ent from casual perusal. For exampl e , 

the conversion of a large portion of Roll s Royce government 

debt to public d ividend capital was duly noted. This was a 

i:c.:lm.:;.i t ion of f inancia 1 discipline contrary , perhaps , to. NBn 's 

r.tDtcd }JOlicy. llO\\•e vcr., thi.s infor.mnt:i.on was p icked up by the 

n1·i ti::.:h C:i nuncj ; ~ l pres r:; nncl used by mr:!mbc1·::; of rarliamcnl.: to 

bring pol.itical pr0ssure to tho s tn1g9lc.: to impose ~tr.tel.er 

i:t.c:tndo.i.d .; OJ\ nationalized .i. n1lustrie~1 . S:i.ncc the :;olutiom; to 
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Britain's industria l problems must be worked out in the political 

as well as the ·economic and financial spheres, the informed 

participation of the interested public may serve as an important 

control on NEB's activity. 

Secondly , day-to-day investment activities are subject to 

regulations designed to ensure that NED is not. displacing private 

market investment. While the success of these regulations is 

impossible to measure, it should be noted that CDC is under 

no such control. 

'l'hirdly , and most importantly, ~;EB must justify its 

requests for investme11t funds on an annual basis to the Secretary 

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

di5bursal of these funds. 1'he Secretary is, in turn , accountable 

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

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

consonant with national policy and financial responsibility (to 

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

such approval mechanisms may involve bureaucrats far removed 

from the operations of the a!;sistcd firms. They may also inhibit 

the timely provision of: fu nd s necessary to negotiate nnd 

effec t <lealo. I ~wcver , this does not see m to have been a pro~lem 

so far. 
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IN·fRODUCTION 

The Connecticut Development Authority 

independent state agencies . . 
I 

assist existing small- and medium-sized firms in obtaining long-

term debt financing for expansion and 

and equipment. Cr1.:!ated in 1973 by an act of the Connecticut 

.state l egislature , its operations to date are noteworthy on sev-

oral accounts: 

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

·have been fina nced by service fees and float from efficient cash-

flow management. 

2) Screering procedures have been rigorous . Virtually all 

CDA service users have been financially successful. 

3) Management has been innovative in harnessing the private 
. 

money markets to p1:ovide financ e to firms which, due to their 

small size, have had restricted access to capital on suitable 

terms, particularly during tight money periods. 

I . OPERATIONS : PURPOSES, SOURCES AND USES OF FUNDS 

The J\uthority manages fi.ve programs , each of which deal s 

with a somewhnt dif fercn t aspect of: providing cxpC1nsion capital 

to small- and medium-si~ed firms. The volume of these operations 

in the past three years is shown in Table i, in terms of numbar 

of loans closed or ins~rcd and their total dollar ~mounts. Since 
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Table I 

$ AMOUNTS IN MILLIONS 

Self- Umb. Ind. t-lort . 
Program Sustain Bond Ins. 

Year 

1974 # 37 18 2 
$ amount 172 . '1 5.1 4.4 

1975 # 19 8 3 
$ n.mount 48 .6 4 . 3 5.2 

1976 # 11 10 B 
$ amount 35.3 4.9 21.2 

Total .u 67 36 13 ft 

$ amount 256.3 14.3 30.8 

September 14, 1977 
Page 47 · 

Small 
.Business Contractor 

5 
.09 

9 
.10 

5 2 
. 09 .04 

19 2 
. 28 .04 
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sourc<:!s and uses oI funds are functionally tied to each other by 

these financial mechanisms, th~se two important topics will be 

discussed in the context of the individual programs rather t han 

summarized separately as in the other profiles in this series . 

CDl\'s three major progrnins , both for volume of business and 

for purposes of illustrating the match of perc;8ived need for 

.financial ser vices to program de sign are: 

1) ~l'he IndustE_ial Mortga~J_c Insurance Program which insures 

loans made by private institl.ltions to financ"<~ the purchase of 

~lnnt and equipment; 

2) 'J'he Self-Sust.aininq Re ve nue Bond Pr oqrunt through which 

the CDA adn1inisters a conventional state-wide industrial reve nue 

~1onding system; and 

3) The Umbrella I.can Proqr am, a dil:ect: industrial mortg~ge 

lending operation financed by revenues bonds of the Authority. 

The Umbrella Program is the most innovative nnd ag9ressivc;:i 

of t hese operations and, for purposes of program design , the most 

important . 

In Connecticut, industrial r eve nue bonds arc sponsor ed at 

the stub,! us opposed l:o the lo ca 1 l e vel . I Rl3' s ar c a meclwn.i..sm 

by which « g t·.at.e 01:- r:ml\icipal nuthority may transfer the tc1x-
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exempt status of the interest it ' pays on borrowings to bonds of , 

private industrial concerns. The recipient firm~ usually use the 

proceeds of such issues to finance new plan·t or pollution control 

facilities. These securities are evaluated in the marke~ solely 

on the financial condition of the borrowing firm. Thus, state 

involvement l owers the interest cost, but not the risk, informa-

tion or transaction costs--factors influencing the availability--

of such capital. Hence the term self-sustaininq. CDA charges a 

fee to cover the legnl investigative and adoinistrative costs of 

such i ssues . These fees are used to cross-subsidize the more 

costly and time consuming operations involved in the other pro-

grams managed by CDA. 

B. Industrial Mortgu~Insurance 

Purpose 

Commercial banks tend to view smaller firms ns risky 

borrowers due , mostly, to the volatile nature of U1e markets 

in which they operate. Larger firms are favored borrowers for 

several other reasons , inclu~ling : 

1) They offer the prospect of entering into larger, more 

profitable custome1: r clati<>ns wi tli the lenders for servic~s such 

as buoiness accounts (compensa ting bnlance~ ) . 

2) Joan origination costs per unit of earning asoets tend 

to he less th0 laLger the loan. 
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3) Commercial banks are seldom willing to make loans with 

long repayment periods appropriate for the finan9ing of plant and 

equipment , and small firms do not have access to the corporate 

bond and private placement markets which provide long-term 

finance to larger firms. CDA claims that banks have been willing 

to extend their typical five to seven year terms when participat-

ing in the insurance program. Th i s reduces the borrowers• annual 

de bt burden . 

4) Small firms often c annot afford the downpayment on an 

asset r equired by banks under reserve r equirements. Insured 

loans ar.e not counted against:. reser.v(? requirements under certain 

c:i.rcumstanccs. Thus banks are induced to h '>wer c.heir up-front 

.requirements of small borrowers. 

Sal icnt Fc:1a tu res of th c Serv.Lce 

Recent empirical studies s how that, during periods of high 

loan demand, loann to small businesses arc the first to be cur-

L·.ailed . In order to coun tcrac t the reluc ta nee of commercial 

lnink!J to lend on favorable terms to snmller businesses, CDA 

<>ffers to inDurc all pnymnnts , interest , principal and property 

.i nrrnrrinca , cm loans for up to 90 pc1~c.:ent o f the vulue of new or 

m~pnnclccl real C1!..isct::> nnd UO per.cent of l:he va lue of equipment. 

J.oiln~; tc> rcc.rc'1t .i.on and comme1~c :i.al projc•cts are not elj giblc f0t: 
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All l oans must be 

Eligible borrowers 

include firms wishing to locate or expand facilities in Connecti-

cut, conununity foundatie>ns, private developers or realty holc1ing 

companies. Other import.ant features of the service are: 

Eligible projects: Manufacturing and processing or research 

facilities and offices or warehousing atta hed thereto; 

Project limits: Real property - $10 million 

Equipment -

Maximum ~erms: Real Property - 25 years 

Equ:Lpment - 10 years 

Application Fees: Sliding scale determined by loan amount. 

Maximum - $7 , 500 

Minimum - $300 

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

Equipment - l perc~nt of outstandi~g balance. 

Screening and Review 

A bank which agrees to be the primary mor tgage lender to a 

firm seeking an insured l oan applies to the CDA for coverage on 

behalf of .the borrowe r. The CDA screening process includes a re-

view of the borrower 's e.ligibil i ty under the ?rograr.t!; and a brief 

::cview of the firm's financial condition and plans. The bunk 
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performs the usual assessment of the borrower's ability to repay 

·the loan . The i;.rogram rejection rate is appro>:imately 10 percent. 

Financing 

The CDA supports its obligations under insurance contracts 

through an insurance fund in which all premiums are deposited. 

As of December 31, 1976, this fund stood at $2 . 4 million. Should 

this fu nd prove lnsufficient to meet its obligations, CDJ\ may re-

guest that the State Bond Com.'llission authorize the issue of gen-

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

faulted payments. 

Operating expenses of the program are covered by application 

and commitment fees. 

0Ee rating History 

The Mortgage Insurance Program was . begun in 1961 under the 

management of the Connecticut Industrial Building Commission. It 

was taken over by CDA in 1973. l\s of July 1976, the program had 

insured 123 loans (not includi ng loans made under the Umbrell« 

Program), and had suffe~ed only three defaults. Through coopera-

tion with creditors in di spoDing of insured p~operty , none o f 

these defaults ever lee] to a nargc o.n the i nsurance fund . Donel 

: ttuthoriznt:i.on for $600,000 was used in one case to fin ance the 
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The CDA has been able to 

lease the repossessed facility at rates which more than cover 

debt service on the bonds. 

Volume o f activity under this program for the past three 

years l s be P three, two and eight loans per year, respectively. 

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

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

lical loosening of the market for loan funds and to competition 

iri similar services from the CDA ' s Umbrella Bond program. Because 

the Umbrella program has been used -t-.o deal with loans below $1 

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

has risen. 

c. The Umbrella Bond Program 

During the period 1970-1972, when markets for commercial 

loans to small companies were particularly tight, the management 

of CDA determined that it was necess~ry to take more positive 

action (than that permitted by an insurance pr ogram) to address 

the problems enumerated in the previous sec t i on . 'l'he CDJ\ now 

issues ta:.--exempt bonds , the proceeds of which are usea to pro-

vide long-term loans to small companies seeking first mortgage 

finance for pl~mt cind equipment. The process by which this is 

accompli£:hed :i.s rather c:omplicnl:e<.1 and rni0ht be$t be understood 

through a brief, step-by-step outline . 
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1) CDA solicits ana receives loan applications 

firms with eligible projects. 

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

applications are submitted to the Board of Directors for approval. 

3) If the loan application is accepted, the bo~rower is 

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

procure temporary financing from a private institution for the 

construction of the project. The Authority ·1ay only make loans 

secured by completed projects . 

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

mortgage from the borrower , the proceeds of which ar~ used to pay 

off the construction loan. Umbrella program borrowers are re-

quired to participate in the Industrial Mortgage Insurance pro-

gr am . In order to finance this loan , the Authority has procured 

a $12 million line of credit with two commercial banks. Before 

the succe~rn of this scheme had been demonstrated, the Authority 

J1ad issued Bond Anticipution Notes to cover interim financing. 

'rhc line of credit reduce!.; uncertainty over the tel:'ms and avail-

ability of interim finnncing , wh ich in turn makes it less likely 

t:ha t CDl\ w.lll viola l:.e IRS rules p(;!l'.'tain:i.n9 to c.n·b.Ltrage. During 

this pcr :i od before a bond .i.~ :Lssueci to provide permanent financ-

.i..ng for th ·:~ morl:<Ja<Jes , t he l\uthor:tty may charge its borrO\·:ers ~n 

interest rate of 1/2 perce nt above its own c0st of funds. 
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5) When a sufficient number of loans have been made such 

that their repayment would secure a marketable r evenue bond issue 

(about $1 0 million--minimum), the loans are consolidated into 

several series on the basis of size and matu=ity. (Series cannot 

exceed $1 million due to IRS regulations. ) ~hesc revenue bonds 

are t hen sold to the public. 

6) A portion of the proceeds of these bonds is used to pay 

off the interim creditors. The borrower's terms are then restruc-

tured so that interest rates under permanent financing are 1/2 

percent above the Authority ' s cost of funds U!1der the bond issue . 

After costs of issuance are paid , the remainder of the bond pro-

ceeds are placed in a Special Capital Reserve Fund whose function 

is described below. Principal and interest payments on the bonds 

are so structured that repayment of the loans should cover them . 

Salient Features of t he Service 

Other features of the service are similar to those of the 

Insurance Program. The only significant difference is the projec t 

limits: $500 ,000 for rea l property, $400,000 for equipment. De-

sides bei ng necessary to meet IRS requirements f or uncon!>olidatcd 

reporting ;md filing, this l .imi t targets services to sm.:t ll.er 

firms. 
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The screening process used by the Umbrella Bond program is 

considerably more stringent than that at a commercial bank. 

sides the usual finnncial records and projections, independent 

asset appraisals, security checks, insurance on principals, per-

;Son al pledges and on-site investigations arC:! required. '.rhese 

policies have paid off in that there have been no defaults during 

the program's five-year operating history. 

Authority officials claim that the extra cost imposed on 

bor~owers to meet these requirements a re more than compensated by 

reduced interest and more favorable repayment terms of Umbrella 

loans. 

l:"'inancing 

In order to facilitate sales in an ~lready crowded market for 

tux-exempt securities, the Umbrella Bonds have extensive financial 

back~ng. Should .loan payme nts be insufficient to cover debt ser-

vice , the first pool of funds to be tapped is a Special Capital 

J~cserve Fund maintained at the level of one year's debt service, 

Should this fund fal l below the required l evel, the 1\u l:horit:y 

mus t use t he Insurnnce Fund to make UJ> the deficit. This fund is 

h <1ckad by general obligation bond i.ng authority. Should these re-

Gour.ces be ins uf f ici.en t to res t:ore t he Resel:vc E'und to i l: s rcgui red 
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level, money from the general fund of the state is "deemed to b~ 

appropriated" at the end of each calender year to make up the 

deficit. Since this backing requires no legislative approval, it 

is a good deal stronger than the "moral obligations" which under-, 

lie most revenue bond issues. In so~e states, t his arrangement 

is like ly to be unconstitutional. 

Ope rations are financed by the 1/2 perce:it spread between 

borrowers' interes t rates and the Authority's cost of funds, ap-

plication a11d commitment fees and flo--t generated by deposit of 

locm pz.1yments prior to cli !;;bursement of debt service . 

.Qp_era ting Hi s to~ 

The Umbrella program was established in 1972. As of January 

1977, 173 firms had submitted formal application s of which BO had 

been rej ected or were voluntarily withdrawn. Seven were in pro-

ccss ~nd BG had been apnroved. Of these, 67 had been closed, and 

66 weru outstanding with a balance aggregating $24.4 million. 

Approved loans no l; yet closed totaled about $~ million. 

'fhcoe loans h l. vc been financed by tw{) bo~d issue~ ; one in 

197 5 for $2 3 . !:i 11d.l.l10n , of which $/. 0 mi l J.ion · .. :~s .:it=iplie<l to pcr­

nwn c-m I: mort.gage f inunci11g; one in J. 97 7 for $1 :> . 5 mill ion of which 

$9. /. mi:l l.i.on will b e! <lppllccl to pe rmu:1cn t f in =.:-?cing. '.l'hc average 

lonu n.i %e hns been n bout ~3 0 0, 000 w.i th the m.:!j ori ty being for 25 
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years. Interest rates to borrowers , including insurance premiums, 

were 9.38 percent for real property and 9.3 percent for equipment 

on the first issue, and 7 . 23 and ". 73 percent for the second 

issue. Commercial interest r.ates without insurance coverage at 

the time of these issues were appr.ox:i.matcly 10.5 and 9.5 percent, 

re spec ti Vl:~ly. 

Considerable delay and difficulty accompanied the first bond 

.i.s~;ue, despite its l\.A rc1ting clue to the dislocations in the tax-

exempt market caused by New York City's financial difficulties 

an<l the unprecedented form o E the issue itself. The second issue, 

howcveJ:, went off smoothly, the bonds being well-accepted in the 

marketplace . 

D. Other _Qpcrations 

CDA also administers , for the Connecticut Department of Com-

me rce , two smaller programs funded by occasional general obliga-

tion bond issues of the state. 

Coo12~ra tive financing of 502 JJocn 1. Devel oEment Corporations -

llnclcr · thir: program, the CDl\ lends 50 percent of the front-end in-

vc s tmen t wli i c h '' local d c v e lop111en t c;01:poration 1m.l st raise in 

order to rccc.l v e ci thc1~ SDl\ or BDJ\ long-term fiiurncing . CDl\ l,!.; 

rm1powcrecl l:o lend np to $2 million of its resources for this seed 

money f .inmH.:ing . l\s of: July 197G it 11act mnde $220 1 000 in such 

loi1ns. 
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Contractor ' s Loan Programs - The CDA has provided small 

loans on a contract by contract basis to construction firms who 

demonstrate a need for work .tng capital to carry out procured con-

tracts. con accords priority to minority businesses . 

II. MZ\NAGEMENT 

The CDA is a subdivision of the Connecticut Department of 

Commerce. However, it is an · independer.t agency whose operat ing 

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

Board cons is ts of the Commissioners of Fin~mce and Commerce, the 

Treasurer and four member s appointed by the governor, who have 

tended to be executives in private financial institutions. The 

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

screening committe e composed of experts in various sub-areas of 

industrial finance. Each loan write-up is submitted to three 

members of the committee who review the proposal and return a 

recommendation to the Board. These outside reviewers are compen-

sated by a set fee for each loan reviewed. 

'J'he professional staff of ten, which performs most of the 

screening loc:in evaluation and program admini3tr a tion functions, 

consists of ~n Executive Director , managers for the programs , and 

loan officers. The fact that thJ a staff is subject to state 

civil service regulation has caused some ope ra ting problems. 
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Because the state civil service commission regulates the Author-

it.y' s h iring practices and the salaries it may offer, ·CDA has 

found it difficult to hi re staff in the timely manner required 

by profes~;ional financial operations . It has also found it dif-

ficult to retain qualified personne l since the private market 

provides higher salaries and more opportunities for advancement 

t •> those with commensurate skills. 

Although CDJ\ is an independent agency , it is very much tied 

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

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

this c.loze connectio·· is bent:. ficial in that t.he Department's pr o-

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

l1and , di fferences of opinion concernlng professional judgme nt on 

financial matters have arisen between the Doard and the Staff. 

III. ACCOUNTABILITY 

To The Executive 

The Authority' s operations are , for the most part , une ncum-

bercd by executive oversight or contr.ol. Approval o f the Trean-

ur er nnd the State Bond Council is needed in order to i nsue bonds , 

a nd yearly reports mHst be submitted to th ~ Commissioner of Com-

me .i:cc . Indirect power mciy be e xer.c.i.scd through appointme nts to 

t he Doa rrl. llowevcr , any nanctions go into effect only if the 
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·Authority is in financial trouble or wishes to expand its already 

generous p~ogram limits. Given CDA's record, this situation is 

not likely to arise soon. 

Given the stringency of IRS regulations on disclosure and 

arbitrage and the competitiveness of an alrec.1y-glutted tax-exempt 

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

IRS, the banks with whom it cooperates, and its investors than to 

any state governmental body for its financia l performance~ 

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

cants to submit employment estimates for thei.::- projects. However, 

the Authority makes no attempt to analyze the incremental impact 

of their operations (new as opposed to retai~~d jobs , replacement 

of private sources of investmen t fund s , etc.). Authority managers 

state bluntly that these consideratio~s are secondary to maintain-

ing the financial credibility of CDA operatio~s . 

To the Legislature 

CDA is not required to report its aclivitien to the s tate 

l egislature . This body exercises no sanctio~s over the opera-

t:i.ons of the J\u t ho1;ity. 

IV. EVi\I.Ul\TION 

'l'hc CDl\ has been particularly cffccti vc i n countering the 
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informational and cyclical money market problems which many ob-

servers feel account for recurrent contractions in the long-term 

debt market for small firms. 'l'he benefits of the Authority's 

services can be divided into two classes: assistance in making 

capital markets more efficient, the pecuniary benefits of which 

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

ceiving financial services , to the extent that these services 

\·1ould not have been of fere<l on as f avorable terms, or at all, by 

the private market. 

MC:lking Capital Ma1:kets More Efficient 

Numbers of applications for CDA services have been highes t 

during per iods of tight money , indicating that the Authority 

picks up the pri vate institutions ' lower priority customers. Yet 

the Authority ' s bor rowers and insurees have not been bad credit 

risks . In fac't, the default rate on CDA' s portfolio of "ri~ky" 

J oans is considerably lower than that of most 'banks '. 'l'his con-

Dtitutes some evidence t ha t the Authority i r; tackling inform~-

t ional problems s loughed off by bnnks and investment houses which 

prefer to lc~na to bigger cus tomcrs . Through the Insunmco Pro-

urnm and the: Umbrell<.\ pro9 t·om, CDl\ r educes t he .i.n fo.rm« t i on cos ts 

.i.nvolve fl in adequately asnessin~1 tho crocl i tworthi 11 css of nnHill 

firms to b.:i nks and .indiviclmtl invcf-; L·.ors . 'l'hc e.xpensc:rn for thiB 
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service , however, are borne by the borrm,·ers through fees and 

premiums and by the taxpayers who must someho~ make up revenues 

foregone due to the use of tax-exempt financing. 

Benefits to service users have included access to capital 

during a period of universally-recognized shortage in the case of 

~le first Umbrella Bond issue and access to capital on extremely 

attractive terms in the case of the second. Participants under 

both the Umbrella and Mortgage Insurance programs enjoy lower 

down payments and 4Ccreascd annuc1 l dct>t burden, both of which 

may be important factors for firms with unccrtajn or variable 

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

possible to estimate . 

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

integrity arc due to the efforts of i ts management rather than to 

any features of its legal structure or capitalization. Similar 

arrangements have l ed to unproductive allocations of capital and 

ser ious defaults in mortgage insurance progra~s i11 other states 

and most notably in spccial-purpooc public authorities witl1 tax-

exempt bond issui ng powers . 
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V. RELP.VANCE TO TIIB ALASKA PERMANEN'l' FUND 

Purposes: The principal importance of the Connec-

ticul: Development Authority to the Alaska Permanent 

Fund is as the b~st North American model of a state-
11 • 

sponsored deve lopment bank fin ancing interm.ecliate- and 

l ong-term capital for medium and small business on a 

collaborntive basi s with the private marketplace. 'The 

Connecticut Development .1\uthor.ity has been ext:r:emely 

efficient in carrying out that purpose . 

'l'he Connecticut De velopment Authority, however , 

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

financing. In that regard, the Massachusetts Industrial 

Finance Agency (modeled after the Connecticut Develop-

mcnt .1\uthor.ity in most respects ) is pursuing a course 

much more like that of the European Investment Bank in 

taking only 40 per cent of the risk, once again ensuring 

local and private market participation in both the risk 

and the resources . 

Sources nn<l Uses of Funds : The sources and uses 

of fu nd s of the Connec ticut Development Authority nre 

again t he j.dail l model for this purpose of nppr.opr .i.n te 

n l: c.t tc bucking to e ns u re th~ t virtually all of the used 

fun d:.: are r.n:i se<l in the private market. 'l'he 1\l as lrn 

Pcrm\lnant. F'uncl w.t.ll be nblo to Re t up the cume kinds of 

r cRerv as with its own capital resources without the 
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net'·! of any Alaska General F'und backing , in my judgment, 

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

in cupital resources. 

Management .. : · 'l'he Connecticut Devel o,?ment Aut hority 

has built up an extremely fine management , but has 

t ended to lose good staff or not be able to hire them 

· in the first place because of the const=aints of a Civi l 

Service salary stru tura . Were the Con~ecticut Devel-

opment l\uthority capable of h iring independent profes-

sional s taff as does the Canada Develop~ent Corporation 

or the European Investment Bank, it m~ght be 

an even stronger institution . 

The Connecticut Development Authority has a l s o 

made good use o f professionals from the private market 

both on its board and on its investment committee to 

ensure that its decisions are sound. 

Accountability : CDJ\ is essentially unaccountable to 

any division of the Connecticut state government . Any 

sanctions reserved to the executive are activated only 

in the event of severe financ.i .. al eris is , say the default 

of a substantia l number of insured or u;..:.:,rel l a loans . 

J::ven the token legislnt.:ivc oversight entailed in "morctl 

obligation " arrangements has been relinquished. •r hi s 
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insulation from democratic scrutiny and control has not 

left CDA operations free of political influence . The Executive 

Director of the Authority has reported confidentially that 

professional staff judgment on loan applications has been 

compromised, on occasion, by pressure from appointed offic ials 

to take on the deal. 
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The Community Development Finance Corpo:-ation (CDFC) is 

a state-owned institution designed to provide equity investment 

in enterprises sponsored by cormnuni ty-based ;conomic development 

organizations in depressed areas of Massachusetts . It was created 

by an act of the Massacpusetts state l egislature in 1975. It 

i s funded by a $10 million general obligation bond issue authorized 

in 1976. At present , the CDFC Board of Directors h as been 

appointed; counsel and accountants have been selected. However , 

the institution is not yet st~ffcd, nor has it undertaken any 

investment activities . 

Despite this lack of actual operating experience, CDFC 

is of .considerable interest t6 policy-makers concerned with state 

assistance to community-based economic develop~ent in depres sed 

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

of interaction, not to mention controversy between gove1 1ment 

officials , businessmen, community leaders and academics. All 

theoe groups sought to have their political a nd economic 

i nterests in t he design of CDFC ' s structure and operations. 

Some o f thcs1~ concerm; h ::tve been addressed in the definitions , 

s l:atcmc.! n tn nf purpose , re qui red findings and o;>ern ting procerlurcs 

$pecif:i.cd in t he CDFC b.Lll. Ot hers , less easi l y- sp1;:;c:i.f i ed, 

wi ll have to be \·1orkecl out on a ca~y-by-c~!Je ba'sis when operation~ 

be gi n. 
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The basic issues discussed in this profile are: 

1) The nature of the financial needs of firms 

locate in ' depressed areus; why these needs· are seldom met 
? ' 

conventional fin<,lncial insti tutiorn;; how . CDFC' s I?!oposed 

targeted to eligible areas and projects. Where is investment 
•I 

I 

l ikely to produce t he greatest good in terms of increased em-

f•loym~ut and its concomitant benefit s? lvhat organizations are 

likely to bG most capable of managing 'the investmen,t? .. 
. 3) The methods by which financial responslbili ties and 

re\·1ar.ds will be distribute d among CDPC, the manageme nt:. of the 

v1:mtures it finances and U 1e local public organization sponsoring 

' the venture . How .can the motivations of the key participants be 

balanced: the desire of the management of the enterprises 

financed for an adequate return on investment of time, energy 

ar;\d capital ; CDF'C 1 s claim to a return on its i.nvestment suf-

fjcient to maintain operations ; and the local orgnnization's 
I 

wish to ensure t hnt sub stantial ben6fits accrue to its 

consti tuents? 

4) Ry whnt s t a ndards, fin<tncial and socia l, can CDPC 1 s 

pe1: f:ormnnce be m(!asm:ecl , c:.mcl how can the various pnr ticipants 

)Jc held itccountable? 
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CDFC's purpose is. to help increase levels of employment, · 
I 

capital ownership, tax revenues and overall economic acti~~ty in 

depressed areas by providing . financial ~ervices t6 firms locat~d 

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

legislative definition of depressed areas.) The plan for the 

type of financial services CDFC would offer proceeded from an 

analysis of the type of firms that could operate efficiently 

in depressed areas and their financial needs. The elements 

of l:his analysis were drawn from academic and empirical work on 

the determinants and patterns of business location and from the 

operating experience o f financial, non-financial and governmental 

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

tions is as follows: 

1) Massachuse~tts employment, particularly in the manu-

facturing sector had been declining rapidly for at least 15 years 

prior to the formulation of the CDFC idea. The effects of this 

decline were purtic\llarly vi s ible .in cities and tm·ms dependent 

on one or a few manufa cturing plunts for the ir economic activity. 

'l'hese town s cont«ined hi9h levels of surplus, sellii~skillcd 

l c.thor and abandoned or underutilized physic~l plant. 

2) Empirical ana lysis of the composition of empl oyment 

leve l change, taking the indi·lidual states ns th e unit of 

observation,<lcmonstrated that: 
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expansion 

:i.ng firms contributed most of the increases l in the number 

jobs in 
I 

a given state. 

b) The contraction or closing of existing firms composes 

'l:hc g.r,eatest portion of the <lccrease in the number of jobs within 

a given state. 

c) Interstate movement of business activities, despite 

t he publicity such inc i<le nts r eceived, accounted for little 

c hange in employm~n t: levels in the ~;tatcs of origin or dest:i.na-

tion. Most inters tate moves were accounted for by the rcloca-

t:i.on of brc.rnch plants of co1:porations serving a na t:i.onal market . 

'l'he se move s were usually in r e sponse to conditions such as dif-

f erentinl factor co~ts and proximity to markets which state 

governments, acting i ndependently , were powerless to affect. 

4) T.h<=? actual location of smaller and newer firms was not 

adequately 1:!xplained by cost-minimization. In the absence of 

such belrnvi<>r , their loco ti on might be influenced by active 

!Jtat e promoi: ion an<l f ii1.:.a1cia l ets s i s tance . These f .i.rms accounted 

f o r. a ppro;d.nmtcly 0 O* o f the monu.f nctur.i.ng cmploymen t in 

Moss~cbuscl: ts . 

!.> ) l\t t h e t ime , t.DJ:C was firs t proposed , th e United Stat en 

\vns s u f:f:od.ng il:s wor:;1t r e c ession since tlw Gr.0-a t nep i:cs.sion . 

Ne w s t oc k i sg ues h ad slo~~a to f ive pe r ycur, and vc 11turc 
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capitalists were reluctant to invest in any company in its 

early stages of development. Without such investment , firms 

were unable to develop products, markets and operatiohs to the 

point where the}' could a ttrnct debt financing from conventional 

sources. 

6) 'l'he experience of .business and financia l people in 

Massachusetts indicated that th~re were many businesses , falling 

into several distinct categories, whose potential viability 

would be gre~tly enhanced by the provision of equity capital, 

but which could not offer the potential for return ( 30% is a 

freqncntly mentioned rule of thumb) sufficient to attract com-

me.rcinl ven l:u1·e cup.ital:i.sts. 

The categories of firms were: 

a) Manufacturers of high-technology products who needed 

time , money and freedom from debt but"den to develop products 

and 1nu.rke ts. 

b) Pirms in manufacturing industries which had been bought 

and subsequent ly mismana ged by national corporations and were 

now threatened with closure. In some cases, local inanagement 

hnd fought to restructure owncrGhip and control, re-establishing 

th(! p] nnts a~; vinble entc1:pr.i.se:; . Equity fincinc i ng was essential 

to such <let\ l s in onler. to ob ta in fa vorablc trec:i l:men t from lend-

.i ng ins l:itu l:.ions . 
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c) . Many local developinent organi.zations were 

; in initia~ing and managtn~ proje6ts such as rental housing and 
' ·' 

community service facilities, which improve¢! the living condi­

tions o f their constituents. Most of these projects required 

,property development, which in turn required ~quity to leverage 

construction loans and mortgag0s . The organizations themselves 

wc~re seldom able to generate such equity , and the major in-

st.i.tutional sources of eguity--the Federal Government and private 

founclations--\·1erc cutting bu.ck such funding. 

Thus, categories of enterprises whi6h could operate, or, 

in the case of housing and services, should operate ln depressed 

areas were identified. All three types needed fin ancin1 which 

did not impose an inflexible repayment schedule , and all ob-

servers of the financial scene agreed that this kind of fimrnc-

ing was unavailable throu9h conventional private channels. 

The use of State funds to provide such financing was further 

justified on the basis that the Commonwealth would capture 

pecuniary benefits in addition to conventional return on in-

v0.utment. 'l'hese would c.:onsir::t of increased income sales and 

l>usiness tax collections un<l decraascd welfa re a~d unemploy-

mc nt :i.n s u1=ance p<tym~n ts zi.motmting l:o about $30 00/yca r pe r job 

create<l o~ rel:ain~a. 
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CDFC's .source of investment funds , is the proceeds of. a 
,· • l 

$10 million state g~neral obligation bond issue. These funds 

will be transferred to CDFC in a lump sum. Increments to this 

capital would require further legislative bond authorization. 

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

general state tax revennes as opposed to operating r'=!venues of 

CDFC. 

This form of capitalization is justified by the following 

argument: 

1) According to the analysis of the economic conditions 

in depressed areas presented above, equity financing of enter-

prises is the most potentially productive form of capital assist-

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

state financial intermediary designed to provide equity 

financing. 

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

these investments. Therefore, it could not meet its own 

financial responsibi lities i f it were forced to pay off its 

inves tment capital on an inflexible schcc1nlc demanded by debt 

financing. The experience of SDIC's and NESBIC's demonstrate 

that intr:.: rmediaries charged with mc1king equity investments cannot 

fulfill their mandate if they themselves rel~, on loans for their 
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investment funds . One response of these institutions to 

their capitalization has been to invest conservatively, usually 

through debentures, in order to assure a regular income stream. 

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

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

the statutory function, for which these institutions have been 

granted special borrowing rights , been carried out. 

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

issued in behalf of CDPC is justified on two counts: 

a) . It matches the sources of costs and prospective 

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

creased employment provided by CDFC-financed enter-

prises will generate benefits to the general fund 

in terms of increased tax collections and decreased 

welfare payments. 

b) It matches costs and benefits on the t i me dimension. 

Debt service costs will be paid over a period of 

20-30 years , and the benefits described above should 

accrue over a similarly long period. 

III. USF.S OF FUNDS/OPEM'l':CONS 

~ . General Powers 

In o.rclcr to ta:i.lor its services to the specific financiul 
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needs of each project, the CDFC Bo~rd has been. granted a 

panoply of financial powers and broac discretion over their use. 

CDFC may finance all cdsts of a project which the directors deem 

recoverab l e and necessary to the carrying out of the act ' s 

purpose. 'l'hus , money to finance market surveys , product plan-

ning, early staffing and working capital could be advanced as 

well as more traditional finance secured by physica l assets. 

CDFC may also provide directly or pay ~or technical advisory 

services to the venture. CDFC may advance S'.Jch fin~mce in the 

form of pnrchase of equity , convertible dc.:?bt instruments or 

straight loans. It may formulate and readjust the terms for 

loan r epayme1yt or paym~nt of divi<lencs to accommodate the 

venture •s cash flow as it evolves. CDF'C ll_lay alr;o acquire , hold 

and transfer real property where necessary to fu ·J·ther the 

establishment or expansion of an enterprise . 

l\lthough CDFC has the statutory flexibility to advance 

money on longer and less onerous terDs than private financial 

institutiono of any type , it i s constr~ined to seek some 

return on its investments if it is to continue operations. 

•.rhc v1 ay in which financial re t urns m•.:s t b e r c nli zecl and the 

const~aints thus imposed on CDFC financlng operations are 

di s cus ~:ed in sect-Lon D. 
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'I'herc are two sets of tttrgcting requiren1ents invci.; #d in 

the statutory di rec tions to cove investment activity: one defines 

eligibl e sponsoring agencies as Community Development Corpora-

tions (CDCs ) no t dj. ssimila~ to r egional a nd local development 

corporat.i.on s i n l\laskn; another def ines e ligible geographic 

T~JC ti l1C1 to Cl?,Cs - J\ll CD Fe. f innncing is advuncecl to CDCs , 

which t11en transfer. th e funds to t he ventures . 'l'he statutor y 

requirements for e ligi ble CDCs have been formulated to a~surc 

tlwt·. they arc ncco\lntdblc to their constituents . 

In t he legisl.:i l: j Oil, a enc ir;i defined a!:> I "a quasi-pub]. le, 

non-prof: i. t corpon1l:ion organiz .~ cl under the General Laws to 

carry out certain public purposes «nd with by-laws providing 

tha l:: 

1) it .i.s orgiin izc d to operate within n 'specific geo­

gJ:uphic ~roll col ncide n t wi. th cxis ting political 

boundaries ; 

/.) t:h.1 t mc rnl'H:! .t"H h it> :i 11 t he corpora ti on sh~ l l bu ope n to 

n I .I rc~lclcn t 1: of ~t• i <'l n r •,1 \·1ho arc ciqh Le n y ew r~1 or 

oltlc r ; 

:Jlt.ill be c l cc t ccl by t he !ull 1nrnnba r ah tp with c nc h 

rncml>er hu v i n~ nn c quri t vote ; 
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4) that the by-laws of the Com.rnunity Development Corpora-

tion shall provide that any other cirector.s be either 

appointees of elected state or local government officials 

or appointeees of other non-profit organi~ations having 

as a purpose the promotion of development in the 

designated geographic area; 

5) that snid e lections shall be held ~nnually for at 

least one-third of the mernbe.rs of t!"le Bo; rd of 

Directors so that each elected director shall serve for 

a term of at l east three years; 

G) thnt the designc.\tcd geographic a rea shall be consistent 

with some exioting, or co1~ination of existing, political 

district, provided that the aggregute populntion of such 

geographic area s hall not exccec., or:c hundred and 

fifteen thousand people based on the most recent 

nppropriate census ." 

In addition to these formal requirements, observers and 

supporters of the bill have sugge~ted that s everal further 

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

'I'hcso i nclude: 

J) '£he org.1ni7.ation shoulcl b e uctj vc i n the community 

pr.ior to COFC funding, although no~ ncccsoarily in 

cconom.lc cle vclopmen t. J nvol vcmc n t i n socia 1 service 
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provision or political organizing p~ovides a com-

munity group with the opportunity to develop stable 

leadership, strategy and visibiJ,-ity that may contribute 
I 

to its ability to manage a subsidiary or ensure 

community support of a sponsored venture. Evidence 

of prior activity also ind i cates that the CDC is not 

a "front" set up by private interests merely to take 

adv?ntnge of CDFC financing. Finally, prior experience 

provides the CDFC Board wi~h some baais for judging 

the competence of the CDC's management to oversee 

the use of state funds. 

2) There should be paid management and/or professional 

staff responsible to the CDC board. This might 

insure continuity and stability of venture oversight 

or management . 

3) The leadership of the CDC should have demonstrated 

initlative in solicitng the participation of its con-

stituents. Evidence of this activity might include 

frequency of public meetings, the publication of 

newsletters and other publicity c[fo:rl:s. 

'l'ar.qel:in ~J to Depressed l\rcas - 'rhe COFC le~1isla tion require~; 

thnt CDl?C opcriltc exclusively i 11 deprcsr.cd areas. •rhc le9 iE; lntion 

clcfine£, " t£irgct a rcu «s 11 any a rea in wh ich, accord) n~J to the 
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mos t recent government census, the household income is reported 

to be at ~east 15% lower than the reported income for the 

Boston standard me tropolitan statist i cal area" or "any contiguous 

are a in wh:i.ch the board of directors of the par ticular CDC finds 

and publi shes in accordance with statistical criteria previously 

established by the CDl:'C that s ub s tantial conditions of blight, 

economic depression , and widespread relia nce on public assist-

ance exist i n said area ." 

CDFC i s perhaps the only govern!"'.!O?n t f i na ncial intermediary 

that places restric tions on the location of the projects it 

wi ll finance o n the basis of descriptive s t at is tica l criteria. 

On the other ha nd, t hese criterin ore not unambiguous. There 

is no specific measure of "average household income " in the 

1970 census. '11h c two closes t appr oxiraations are "mean family 

income " una "median f amily i ncome. " (The median is a preferred 

descriptor of income distributions since it is not subject to 

bias stemming from concentrations i n the low or high ends of the 

distribution.) The l ists of eligible t ownD differ depe nding 

on which mcnsurc i s uscc1 , a nd t he preferred "r.tecljan " ex-:ludes 

some of Mit!H.>~c husct t~ • s mos t v hiibly depressed towns. 

llcJWcvcr , <rn L'lren dOC$ not h l1vc to be a city o .r « town in 

orde r to quLi J. i.f y f:o1: CDFC fi nnncinCJ . The lcgis l n t .ion states thn t 

a CDC muBt he loca tcc.1 i n a targe t are.:i th-.1t is consictcnt with 
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po ) ! tical boundaries." This might be a Ht ate representative 

district , a Wul7d or even a preciifct. Many cities that do not 

1ualify do have ~ections within them that do. 

C. Balnncing the Tnterests of the Parties in Individual 

Projects 

Any CDFC-financed project involves three organizations 

wi th .dif f erent , and in some case s conflicting'· aims. 

Mmrngcmcn t of the vent ure wi shes ·~o obtain financing on 

the favorable terms CDFC can offer. It can be assumed 

that they wis h to give up as few of the operating preroga-

tivea and financial returns of conventional management as 

possible. 

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

over the venture to assure that the j obs it of.fers CDC 

cons tituents are as we ll-paying, secure and satisfying as 

pos Hible. If the CDC itself is able to take an equity 

posi t i on in the vcntu~c , it wi ll want to realize a return 

on j t s invc ::;t:inent in oJ:-dc r t o fi nance its own op~rations 

or. Cur.til er i11ve st:mc nt!i. 

CD1"C wcmts to . <H~S tl1 'P. tlwt the purpos es of the bill are 

me t: by .i.t ~ invcstmc nt·.s i-lnd that it cun recover its invest-

m0nt plu~ suf ficicn t: Aurplu ~ to finance further ope rations. 
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All of these claims are on the same pool of funds ; revenues 

genera t e d by the venture. 

The key . ~o balancing these clairas is the form of ?articipa-

tion the CDC takes in the project. The six possible for.ms 

a llowed by the l egislation are as follows: 

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

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

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

d ) The project is conducted by a limited-dividend corpora­
tion or other association organized under the laws 
of the Corrunonwealth to provide public benefit and 
which exists for a public purpose. 

e ) The project is conducted by a non-p=ofit corporation 
including local development corporations organized 
under the Small Business Act. 

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

No one form of participation will be suitable or preferable in 

all cnsee . Particular circumstances will differ from venture 

to venture and CDFC will have the flexibility to consider each 

deal separately. In projects conducted under clauses d and c 

below, the forms of participation are determined by the stntutes 

which govern f:cderal and s t:a l:e programs. \·1e focus on two types 
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of participation: the \·1holly owned subsidiary (form a) and 

the joint venture between a CDC and a private entrepreneur 

(forms b, c and f). The national CDC experience indicat~s that 

both joint ventures and wholly owned subnidiaries can be viable 

vehicles for economic develo~nent. There are different costs 

and benefits to the various parties from both. 

!•iholly Owned subsidiaries: A wholly owned sub~idiary requires 

tha t the CDC provide or hire its own manngcrnant. Thi s could · 

limit the r esources available to other activities in the com-

munity. However, by under.:l:aking the entire financial and 

managerinl r.csponsib:i.lity for a venture, the CDC could develop 

considerable management skills, produce a product useful to 

its constituents, control the labor pra ctices of the venture and 

retain all earnings for other CDC activities . The fact that a 

venture is a wholly owned subsidiary is no guarantee that 

the co!':lp«ny will contribute to communi ty goals. 'l'here },ave been 

CDC subsidiaries which have provided few benefits to local 

rcGidents. Therefore, CDFC will need to be certain that adequate 

so fegm.lr<l~; of commun i. l:y in terci:; l:s «re writ t·.en in to any invcs tmen t 

ogrecmAnts jt underwrites. 
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A joint venture 

requires much less CDC staff time and in-house expertise than 

a subsidiary . However, it also generu.tes less earnings for 

t he CDC and allows the CDC less control of the ve nture's 

activil:ics. On the other hc:ind, the prerogatives and returns 

given up by the CDC are ge nerally appropriated by the venture• s 

management, a situation which should leverage more watchful and 

energetic private control of the enterprise . 

Forms b and c in the l egislat ion provide for joi nt venture s 

in which the CDC owns a majority of either the voting or the 

capital stock. This strong CDC ownership position and the 

influence implied by that owne~ship may be sufficie nt to 

represe nt and protect the community ' s inte~ests . Tho CDC would 

be able to s hare in the benefits--both earnings and employment--

if the venture succeeds. Similarly , the CDC can protect t h e 

interests of the conununi t y if the venture does poor.ly. Por 

in$tuncc , the CDC could clct:e rmine the distribution of labor 

cut-backs and the proceeds from the l i guidat i0n of a ssets. 

!!oin ~tu r es with Ni.nor:i. t:y CDC Ownors hi.i2_ : 'I'hcre mlly be ca!:!cs 

in which t he CDC :i o w.i.l.l:in9 t o <Jssumo a mino:-5. ty ownership pooi.-

t:jon :i.n ·Lhe venture ( form f.) i11 return for st:bstunt.ia l employ-

ment: or other benefits. In those coscu , the CDC' s interest: can 
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be protected by including specific legally binding requirements r 

' in the agreement between the CDC and the entrepreneur. · E>::.amples 

of l:hesc requirements .are as follows : 

!I 1) The venture must obtain the express written approval of 

the· CDC before undertaking any expansion of operations outsi~e ,, 

the local area ana before altering any of the Articles of Incorpora-

tion '.or By-laws. 
I 

2) 'l'he management agree to mnJ~e reasonable effol;'ts to 

hire ancl promote local unemployed people as long as the qua lity 

of work was not sacrificed. 

It is clear that any agreement betw~en a CDC and the 

venture it sponsors \-till require compromise by bo t h parties, 

0specially in . regard to managerial prerogatives. rt is important 

that CDFC ensure that the extent of each party ' s prerogatives 

is ·stated as explicitly as possible in the documents of the 

transaction. 

A final issue is the financing of the CDC's equity positiot\ 

if it does not have internally gene1:uted funds to purchase it 

outr:i.gh l: . 'l'he functions and appropria t e rewa nls to CDFC and 

t he vr-.!nture m&nag1·!1n:.nt are those of the conventiona l financier 

c:111cl en t-.r.cpr r:meur. 'J.'hc CDC ' s prencnce cun appear to b e a legal 

formality (~o assu~c the publicness of the expe nditure) and a 

politicnl necessity (to assure tlrnt constituents and locctl 
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.Political leaders feel they are being involved in the expenditure 

of cormnuni ty resources). What ec6nonic justification is t here 

for CDFC subsidizing the CDC's equity participation? 

First , the CDC may offer services in packaging t he deal 
I 

" . 
:i.nd mobilizin<"" community support for the venture which will 

accrue to the venture as pecunia ry benefits . Second, the 

possibility of monetary returns m.:ly induce the CDC to monitor 

the venture ' s f i nancial and social performance vigorously, 

helping to a:~surc CDFC that its objectives a re being accomplished. 

One proposal for providing this equity position is to award the 

CDC a "findex:'s f ee" of 5-10% of the venturc's returns, depend-

ing on the CDC ' s role in assembling the deal. 

D. Constraints on Uses of Funds Caused by Sources 

The Doard' s investment decisions are constl:aincd primarily 

by CDFC ' s capital structure . For all intents und purposes , 

CDFC ' s originill $10 million bond authorization is its entire, 

non-renewable capitalization. The ins titution may seek to 

bor row or issue bonds to finance further operntions , but here 

they would be cons trained by market percept.ion of the quality 

of the assets-- the venturc s --which would genera t e the repayment 

strcnrn . 



COMMUNI'l'Y DEVELOPMENT FINl\.NCE CORPORATION 
Discu;· .... ;ion Draft 

September 14, 1977 
Page 86 

The only reliable ·way in which CDFC could prolong its 

operations is to recover its equity investment. It may sell 

the securities of the venture~ it holds. The CDC, by statute, 

holds the right to first refusal for any sale of securities of 

the venture it sponsors. 
\ . 

If, as is most likely, the rate of 

return on the ventures is below the conventionally marketable 

level--say 14-16 %--CDC's will be the major secondary ~arket for 

these securities. 

Even if CDFC realizes no capi tal gain or some loss on 

these sales , in selling its interests to CDC ' s it will be fulfill-

ing one of its secondary objectives , "to enhance capital owner-

ship in depr.ess~d areas." 

CDFC may try to make part of its str«:?arn of investment 

returns more predictable by providing financing in the form of 

debt or warr·;ants. These are cash flow problems which can only 

be worked ou:: as the program's operations evolve. 

'.CV. MJ\Nl\GF.MEN'r 

'!'he nin<;i-member. CDFC Board of Director s :is responsible for 

Dll invo!-; tment decisions. •1'hree of t hese members are state 

cnl>inet sec re t.Clries. 'l'he other s.i.x nre guberna to:r.iD 1 appointees 

' 
sc~ving staggered terms of five ycurs. Two are to be individuals 

experienced in inventment finance , t hree ~re to be representatives 
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of CDCs from eligible target areas and the final member is 

to represe nt organized labor. It is important to notice that 

all .interests involved in any individual CDFC deal are represented 

on the Board. 

The staff, whosa nunber ~ill be determi~ed by the volume 

of business CDFC receives or generates is headed by ~ a President. 

This designation for the chief staff officer was chosen over 

"Executive Director" in order to reinfor~e tte fact that CDFC 

has been designed as a business enterprise , not a social service 

organization. The staff will enjoy a great ~eal of discretion 

in undertaking the promot~onal activities necessary to generate 

financial opportunities and in structuring the terms of individual 

deals. 

V. ACCOUNTABILITY 

Financial - CDFC will keep standard f i nancial accounts 

and will report annually to the state legislature. These 

reports and the books on which they u.re based ·will be audited 

pe riodically by state officials. ~rom an 09erational point of 

view , CDFC will be held accountnble for its financial perform-

ance by the constraints imposed by its capitalization. Thesa 

conotr.a:i.nts are desc:ribcd in Section IIIO. 
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Socia~ - The CDFC Board has engaged an accounting firm 

experienced in the operations of public authorities to design 

reporting and measurement systems to be used in evaluating the 

Corporation's progress i~ achieving its non-financial objectives. 

•
11
l'I1r:? consul i:.ants have been charged with designing methods to 

project employmE!nt , both by numbt::r and types of jobs to be 

crented by a proposed investment. 'l'hey are also developing 

methods by which to es timnte a project's impact on tax 

collections and state expenditures. 

Before CDF'C money can . be adva!1ced to a project, the 

Board must fine] thnt all jobs in the enterprise will be full-time 

and non-seasonal, pay 150 ~ of the minimum wage and provide 

medica l benefits. Further statutory guidelines may be enacted 

after CDFC begins operations. 

VI. EVl\f.;UA'rION 

CDFC 's proposed operations raise complex financial and 

political issues. While those i ssues concerning the nature of 

its serv:i.ccs and tC\r~1et:i.n<J have bee n l ar.gely worked out in th e 

cm·c s tatntc , c:r.i t .Lca l problems r emain. Desp:i. tc the pages 

cir requi r e d findings nnd prccuutiono in the bill, CDFC could fail 

l:o carry out its m:i. ss.i.on dun to any number of nmnugeri a l deci-

:-d.ons. Dy in Vl-!:J ting too conservat.i. vely in too few enterprises , 
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CDFC would merely be displacing private market activity . If 

~nvestment pecisions are overly determined by political con-

siderations =md subsequently fail, CDFC will not only shorten 
)~ 

its own life but discredit rin important and controversial 

approach to depressed area. development. 

The program's succ::::;~s is dependent on the ability of in­

dividual CDC's to use the availability of CDFC fundin ~i to 
I 

leverage the cooperation of private business ventures. The 

history of such attempts is predominantly one of failure with 

a few encouraging except ions. One of the lessons of this ex-

perience has been that new community-based enterprises often 

require technical assistance if they are to succeed. 'l'he 

Massachusetts state government has so far made no explicit provi-· 

sions for providing such services to CDFC-fina nce d ve 11tures. 

Criticism of the program from community groups has focused on 

this point. 

Equally important for success will be the CDFC's ability 

to mHnage its limited financial resources. Choices in this 

1natter, however, will l arge ly be determined by the ouccess of 

the ve ntures in which CDFC invests. 
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I 

Purposes - CDFC f} s offered as an example of a progru.m 
• I 

to provide community development finance to depressed areas. In 

this regard, the two most important points of the CDFC experience 

are 1) th;:it the program design was based on an analysis of the 

economic problems of depressed areas in Massachusetts cmd 

2) that provisions for targeting investment , based on this 

analysis and the experience of similar efforts , were built into 

the CDFC statute . 

Cupitalization - CDJ?C's lump sum financing by general obliga­

tion bonds of the state allows it the flexibility to provide 

financing in a timely manner on terms suited to the individual 

enterprise. 'rhis form of financing also imposes the di!lcipline 

of a finite pool of funds. 'l'he corporations' inves tmcnts must 

generate a return if it is co continue operations. 

Uses - The current draft of the Alaska Permanent Fund 

statute is seriously flawed in ehat it does not permit equity 

investments in c ommunity development projects . The long ex-

perience of· CDCs in the United States demonstrates that this 

type of fi nance is necessary if communi ty-based e nterprises are 

to succeed . 

Ma nago_n_1ent - The need t o balance the politica 1 .i.n te:t:es tti 

involved in CDFC' s operations i~ reflected in the composi tio 11 
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of the Board , which includes representatives of the state, the 

financial con~unity and CDCs. 

· A£9~~ntabil.i. ty_ - Accountability for operations such as 

CDFC ' s requires, firs~, a set of reporting and measurement 

procedures to evaluate performance along financal and social 

criteria. Reporting conventions nnd criteria exist by which to 

judge financial performance, .:n1d CDFC has besun to develop 

similar porcedures for judging performance on social criteria . 

Accountability also requires effective sanctions to unsatisfactory 

operations. In the cc:1se of financial per forr..;incc, unwise or 
·. 

wasteful performuncc .i.s kept in che ck by CDPC 's finite (and rather 

small) capital ization . Effective sanctions in response to un-

ncceptable performance on social criteria ha ve not yet been 

developed beyond tha required findings necessary for investment 

disbursal. 
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INT RODQC'l' I ON 

I 

'111.ic European Investment Bank (EIB) was established in 1958 
II 

by the 'l'rcaty of · Home, the charter of the European Economic Com-

munity. It is an autonomous , publicly-owned financial institu-
I 

tion whlo:.->e pr.imary function is to lend long-term to projects pro-

moting the balanced deve lopment of the member economies and of 

"' the Corrununi t~1 as a whole. ~r.·he Bank also guarantees a small num-

be r of loans each year . 

I. PUHPOSES 

Statut~~y Goals 

According to its statute, the EIB's purpose is to contribute 

to the "balanced Ctnd steady deve lopment of the common market" by 

lending t o : 

a) proj ec t s for developing less developed r egions; 

b) projects for rationali~ing induotries or for developing 

new nctiv:i. ti c s ca].) ed for by condition s arising from the estab-

:U.shme n t of the Common M~n:ket , where t hese projects are of such a 

::d.~c~ o.r. nnture thu. l: they cannot be en l:irely financed by the var.t-

ous rn<:!ans nvt1ilablc in the :i.nc1iv:i clnnl Member Sta tes ; and/or 

c) projects of common interest to . sc~vcro l Member States 

wh.i.ch are of s uch a s.i.ze or nature t hat they cannot be entire ly 

f:tn~nced by t:hc vc:ir ious means availnblc in the· indi vidual Member 

states. 
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These were the goals of the bank at its i nception. For all 

practical purposes, the bank now allocates its funds among: 

projects in less developed regions of the Community 

(e.g., southern Italy, Ireland, northern Denmark, 

western F'rance) ; 

projects in industrial regions when~ redevelopment and 

investment in fresh activities is called for by the 

decline of established industries; 

projects of special interest for the development of the 

Community as a whole {e.g., advanced technology , and 

especially energy supply and distribution systems); 

infrastructure projects of common interest to several 

Me mber States such as railways, motor ways and tclecom-

munications; and/or 

projects involving technological and economic coopera-

tion between enterprises in the di ffe rent member States. 

EIB hem been directed by the European Co::\11\ission, its parcn t 

organization, to assist regional development efforts, but the nank 

may exercise it!; discretion in how to do so. In exttmi.ning EID'~ 

lending µolicies , capitalization a nd ope ratio~s, we will focus on 

the mecha nisms whi ch .facili ta tc l:hc regionnl real loci: t ions <mcl 

e mploymcn t of ca pi l:al the b~nl~ is ul>lc to cf feet . 
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EID sets lending criteria which follow from its position as a 

multinational, publicly-owned bank which can facilitate specific 

development projects through the provision of capital. These 

criteria are: 

a) The project must furtheJ: development of the Common Mar-

ket. The Bank will finance capital investments whicl1 relate to 

well-defined, economically homogeneous projects, geared to a spt?-

cific objective which rdn be obtained in a set period of titne. 

b) The project must either be implemented wici1in the ter-

ritory of the EEC or, if outside the territory, be of conunon hen-

efit to all the members of the Community (e.g.,, an oil supply 

fucility). 

c) The project must, in the case of infrastructure, con-

tribute to increased economic productivity or, in the case of a 

private enterprise, must offer prospects of a reasonable return 

on in Vl?S tmen t. 

d) EIB financing should not r e place f i nan cing available 

from other, pa rticularly national, s ource s. 

Eligi~lc Oorrower~ 

n) PulJlic nnd private en tcrpi.·.i.sC!s muy borrow di rec tly from 

l:.lic Bank p.rov.lded thcii::- pr o j ect mc etG the criteria di s cu s!'.Jocl 
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above. EIB will finance investments by foreign corporations as 

long as their project is located within the EBC's territory. 

b) Banks and other financial institutions may also borrow 

directly from the .EIB to finance loans to enterprises which meet 

EIB ' s criteria. In fact, this is the method the EIB uses to make 

its fund ~· available to small- or medium-sized ventures. 

c) Finulli', the EIB will lend to autonomous state or re-

gional authorities , such as the German Lander, whicl1 retain cer-

tain powers under federal systems of national government. 

Restrictions on Use of Funds 

EID loans may not be used 

a) to finance cash rnquirements of f irws or working capital; 

b) to finance specul.:1 tive real es tatc dl':!velopmen t; and/or 

c) in the case of governmental authorities, to finance 

state social overhead capital such as health and wel-

fare scJ:vices. 

EIU will not ncgoti~te loans below 1 million UA <li~cctly. 

Its fund:;; arc channeled to enterprises with such smnll capital 

ncccls tht:ough .in t.:c rmcclia Le ir1~ ti tu l"..io:!s under the "global loan 

proqru.m." Direct· lonns to projccl:s run f rom 20 to 30 million Ul\ . 
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I.~nding 'l'erms ____ ...___.. __ 
EID will not lcnc;l funds equalling more than 40 p·ercent of 

the value of the asse t to be financed. This policy requires local 

promoters and financial insti~utions to share the risks of the 

·e n t.:erprisc and, hopefully, forces them to bring their detailed 

knowl edge of local condi tions to the careful evaluation of the 

proj ect. 

'!'he t. <:?r ms of most EI 13 lo.:tns fal l into the s even to twelve 

year ran9i~ . In tho cace, o f pa rticular ly des irable infrastructure 

~ ~ejec ts , it may be s t rct eched to 20 years . 

ID r equires appropri ate secur i t y for all its loans . Us ually 

t his t-.ikes t he form o f « gun r em t ee of repayment by the s ta l:e in 

whic h the project is locate d. Other forms of securi ty acceptable 

to the Dank ar e : 

a guarnntee f rom a publ i c authority with a good credit 

r a ting; 

a guara nt ee fl~om .;i mu j or ba nk, ind us tria l o r fin ~mcial 

gr oup; a nd/or 

n c l airn on s pec.::i.f:ic assets which a rc l i qui d e nottyh to 

covc .r the outs l:a ncUn y bn J c:tnce. a t nny t i me . 

I n l:c r cs L rates nr.c nn i[or m l:o c:11.l borrowers ucros::; sevel:a l 

c;J.; 1 ~;scs of loilrH; , d c f i nc d l>y the c ur r e ncy in whi ch t hey arc cl is-

!)llrnc cl an(J t hc-i r rc1K1y 111cnt pndod . 
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EID's share (equity) capital is provided by the treasuries 

of the nine s~ates compris ing the EEC. The total amount of sub-

scribed capital and the amount to be contr ibut ed by each me mber 

is determi ned by the Bank' s Board of Governors. Capital is sub-

scribed in the form of a pledge, a portion o f which the members 

deposit with the Bank. These deposits plus reserves funded by 

EID operating surpluses must, under statute , equal 20 percent o f 

pledged capital; this i s more than sufficient t o meet EID 's debt 

service should its borrowers be unable to repay loans in the 

short term. 

This "paid-in" por tion has ranged from 25 pert::ent to its 

current level of 15.7 percent of subscr ibed c apital during the 

19 years of ElB operations. The balance of the pled~e may be 

called in by th~ Doard of Directors s hould these fund!;) be needed 

to meet Bank obligations . '£hus , members are pe rmitted free use 

of the greater portion of their pledre. In 1976, pledged capital 

amounted to 3.5'1 bil l ion UJ\ of which 557 mi llion wan paicl in. 

Under its statute , EID may not hnve loans o r guarantees out-

s tandinCJ :in amounts 9 r.eater than 2 50 per.ccn t of its subsc.1:ibed 

capital.. In practice , EIB has be e n conside rably more liquid . I n 

197G, l omrn outst:and:i.ng of 5.'19 lJillion ll/\ were he l d ngilinst:. cnp­

itnl an<l reserves of 3 . 96 bi l lion. ~~tHl EIR borrowin~s wer e 
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4.72 UA backed by 3.54 billion in equity, for il debt/equity ratio 

of only 1. 33. 

EID maintains this high degree of backing to ensure access, 

on favorable terms, to European debt markets; its low paid-in/ 

"subscribed capital ratio to minimize the burdens of participation 

to its members . This arrangement seems viable so l ong as there 

is no sustained period (several consecutive years) of l oan de-

fnu.tts . In that case , EIB would have to rely 0 · 1 its members ' 

ability and \·d.llingness to contribute further por t ions of their 

~ubscriptions in order to meet obligations 

Given EID 's financial performance , such a crisis is not 

l ikely to arise. During the .past seven years, ope rnting revenues 

have cxcecc~ed annual operating expenses by at least 15 percent. 

Instead of paying out the su~plus to the member states as divi-

<lands, the EI D internalizes them to supplement its various re-

serve funds. The growth of these funds is traced in Table 1. 

'l'lte Eill ' s abiJ i ty to transfer its profits into these reserve 

funds without paying taxes has allowed the funds to grow at an 

impr.css :i. vc rate . These reserves may replace paid-in capital in 

ciccoun ting dcposi t requirements . So, even though the Bank is 

non·-profj l:, it clo~s ucl.: to the di rect pccun.ic.n;y benefit 0 1: the 

me mbe r na l:ions by uHing its 11 p1:ofj b .; 11 as reserves which decrease 

t.he need f.or pc-lid-in c a pital. Should the rc!:>er.vcs get lar')~ 
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Reserves : 1970 

Statutory 57.3 

Loan Ri sk 56.0 

F.qualizal:ion 9.0 

Monetary Ri sk 5.0 

Duil<ling 2.0 

'l'OTJ\L RESERVES 129.3 
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IN RESERVE ACCOUNTS 
1970-1976 

1971 1972 1973 1974 1975 1976 --
63.7 60.5 97.7 110.0 130 . 0 150.0 

64 . 0 71. 0 105.0 118 . 0 143 . 9 174.7 

9.0 9.0 13.0 13.0 13.0 13.0 

5.0 12.5 23.0 29.0 33.5 38 . 4 

4.0 6.5 11.0 16.0 25.0 45.0 

145. 7 167.5 249.7 286.0 345.4 421 . 1 
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e nough, th C:! B:lnk may be able to order increased subscriptions 

without calling in any capital. 

Th e l::m~opean Investment Bank acquires virtually all it~ loan 

funds on the European bonc.1 mn:cket. Although the Bank resorts 

mainly to the European market , it has been able to sell its debt 

internationally , particularly in the United S~ates and Japan. 

The issue s 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 arc pla ced privately. Since 1974, the Dank has 

rnisec.1 mor~ than 800 million UA per year through the sale of 

bonds . Virtually all the public issues are underwritten by syn-

clicates c0mposed of European commercial and savings banks. 

The interest rates the EID mu s t pay are in line with its 

s t:rong bad~ing. Hates rose from about 7 . 0 percent in 19 72 to 

neilrly 10.0 percent in 1974, and has s ince declined. In fact, 

the Bank has just adjusted its uniform lending rates downward to 

ref lcct this movement . 

'l'he mos l: noteworthy aspect of L:he EIB bonds is that they are 

c.11J long-term. Ther e are a few occanions where the Da nk borrowed 

fo>: l ess l:ha n 8cvc11 ycc1rs . Most i srrnes are for at least 10 years , 

\'ri.th som(~ ~Joing foi: us l ong as l !:i to 20. '£he length s o ·f these 

1 i.nbili t .Ler: rn~tch tha l: of the produC' t·.:i. vo cL·1paci ty 0£ the assc ts 

Io::rn f i 11 <:\ t1 r.:l"' !~--cC1p:i. tal in l:c nt::ive pl nn I: an cl inf rc1s tru~tu re. 
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\, 
The EIB has enviable access to the Europe:::fin 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 'l'able ?. , has not compromised this access. ;'Jrhe benefits of 

timely «ccess to funds, long repayment terms and favorable inter-

est rates derived from EIB's stron9 backing are transferred to 

it's borrowers. 

IJI. USES OF FUNDS/I.ENDING OPERA'l'IONS 

By Sector 

Over EIB's operating history, its loans, in terms of money 

volume , have been concentrated in infr.astructur~! projects, pre-

dominately in energy, transportation and'telec~1~unications. EID 

has made about four times as many loans to industrial sectors as 

to infrastructure projects. However, total monc!y volume of these 

loans was only about half of that devoted to infrastructure. 

Nanuf acturing projects have rccei vecl the prepondt~ran t number of 

industrial loans. 'l'able 3 sununari zes this alloc<1tion pattern and 

'.i.'ables '1 cmd 5 give more complete breakdowns of .l1iz torical and 

current activi ty. 

In reporting its lo~n activities by statuto~y objectives, EIB 
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consolidates its three mandutes (see page 1) into t wo classifica-

tions : projects for "regional development" and projects of com-

mon interest to sevaral member countries . Some projects cannot 

b~ unambiguous ly classified and are counted in both categories. 

ru>out 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 b i llion UA in loans have been justified on the 

basis o f fur the1:ing the development of l ess deve loped 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 objective. 

Global Loans 

The managemen t of EID recognizes that small enterprises are 

the dominant type of indus trial organizatio~ in labor-intensive 

sectors. These firms seldom have capital need H which match EIB's 

l million U~ direct lending minimum. However, they are a n imper-

tan t source of employment and, in certain sectors and areas, an 

effici ent form of organization. 

In or de r to n~eet the~e firms ' needs , EID lends to intel:medi-

u l:c inst i.tutions , u~ually regional development author.l tics who in 

t.ut'n l end to small f irms . 'l'h c authorities are allocated a give n 

mnonnt nnd ure give n a finite period in whi ch to use !:he fu nds . 
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Projects so financed must meet EIB criteria and be located in a 

specifi ed area , usual ly one of the less-industrialized regions . 

If suitable projects cannot be found within the specified time, 

the loan mon ey is restored to EIB. 

In the nine years of this program's operations, 404 million 

Ul\ have been allocated to various regional authorities, fo\..hiclt 

262 .4 mi llion has ac tually been disbursed. EIIl has withdrawn 

f rom participating national and regional financial intermediar ies 

11 of the 38 global loans it has made in the l as t eight years. 

Apparently these institutions were unable t o find sui table in-

vesbnents , a nd EIB was inte nt on enforcing its l ending criteria . 

The average size of the ~oan has been 474,000 Ul\, and most have 

been concentrated in depressed areas of Italy, France and Germany. 

Although the global loa11 program represents a sound concept, al-

lowing small firms access to an expanded capital market, it com-

prises a very small part of EID's total l ending activity--about 

s ix percent in 1976. 

The overrid i ng impression l eft by thi s r eview of EID ' s oper-

ations is t hat the Dank t akes a regional approach to its l e nding--

a cknowl edg l.ng the in te=.-nc ti on of puulic investment u nd pr:i.vn te 

pJ:oductivl.t:y. It then cooperates \·1 .i. th natimH~1l and reg.tonal 

level pul>lic a ud pri va t:e fi nancial i 11 ~;ti tu ti ems to provide capital 

to di rectly productive 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 1961-1972 , the Bank 

provided 7.5 percent of all investment capital coming into the 

r egion, concentrating its investments in roads, telecommur.ica-

tions , energy distribution systems and capital intensive industry. 

I coopera ted wi th the World Bank and Italian public and private 

financial institutions in encourag ing coordination and planning, 

providing capi tul to fi n.:rnce these plans whe re Italian sources 

were ins ufficient . 

IV . MANl\GEMBN'l' 

There are t hree basic level s of administration at EIB. The 

Doard of Governors i s responsible for strategic decisions; ensur-

ing that statutory direc tives are carried out, des ignati ng l e ve ls 

of subscribed capltal, authori~ing changes in policie s condi-

tionecl on movements in exchange rates , etc . Each member stntc 

nppoi nts one Governor. . l\ mnjori.ty of the Uon r cl, r epresenting nt 

lc~3t 40 perce nt of subsc ribed ca~it~l , i~ nnccssa ry to carry 

ll\O t .i.O ll!I. 

'J.'lac HOd l"d oC n.i r e r: t.o rn i~ rl:!:lponsibl c for 4111 J cncJ :i. ng ilncl 

ho rl"ow i ll\J d cci:.: i. on~ . 'l'h y nro ilJ>JJOi n tcd by the no.i rd o C Governors 

u 11 c1 liu vc r c 11c wnblo term~ . 'J'h c numbc1: of d ircc tor ~ r rom c~1 ch 
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member state is set by statul~, and the larger states, France, 

Germany, the United Kingdrnn a nd Italy are most heavily represented. 

The Munagement Council, headed by a President, is responsible 

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

decisions . The EID retains agents and industry specialists in 

all member $tates to evaluate and monitor loann. Loan agreements 

at'e executed unc.let: t he n atiom1l laws of: the state in which the 

project is loca ted. 

V. ACCOUN'l'l\IHLI'l'\' 

'!'here is a mi nimu.l formal structure of reporting and sane-

tions by which the Bourd of D.i.rcct:ors , EID's operut ing decision-

mnkers, are held responsible for t heir work. '.l'he Board of Gover-

nors, <::cti.ng on behalf of the executive of their respective 

states, must approve the Di rec tors ' 1\nnual Report . If p er.formance 

is not oatisfactory , Directors may be dismissed . States may fur-

ther effectively censure Rank decisions by refusing to subscribe 

more capil:ut. But all these meDsures would operate only in ex-

t1:cme c11!:lcS oC mi sman.:igcment or v .Lolnlion of st.:atutoty dir ectives . 

Jn t he .i111LJnr t:a n l: cfoily w01:k or: .l encU n<.J nn(I bar.rowing , thl> 

n.i 1:ect;ori-; H C ('ll1 l.:O h ~VC o (re c honcl. 
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EIB is an operating arm of the European Commission , the cen-

tral planning and 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 (Be lgian coal regions). 

The European Commission has not yet develope~ a Community-

wide policy for coordinating the planning and finance of economic 

development in subnational regions ~ rn· such efforts, national 

authorities must take the initiative and be responsible for over-

seeing or executing the planning, financing and administrating 

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 quas i -public financial systems of the se1crnl members states 

are set up primarily to service national needs. 1\s yet there ex-

jsts no institutiona l mechanism to coordinate theoc systems to 

provide the mnssiva nmounts of capital nccessHry to £jnnnce large-

scule development projects. 

EID is designed to do just th is. With ito aolid 0quity back-

1ng, it can raise la.rgc umounts of capit.:il qu i ckly in the inter-
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na tional bond market on the terms necessary to finance long-lived 

assets such as capital intensive physical plant and infrastruc-

ture. Because EID borrows and lends in stable cu.rrencies , some 

promoters in countries with weaker currencies have been unwillin~ 

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 

\'t'hich they would have to pay off the loan. This risk is off set 

in many cases by the favorable interest an3 repayment period 

terms on which EIB can offer its funds. For example, Italian 

firms und authorities have been E't}j 's largest borrowers. 

H·.:rt l <:::conomic factors affecting a borrower's potential per-

formanc0 are . not susceptible to EIB influence. Long and concerted 

effort i ~ needed , for instance , to improve infrastructure , labor 

productivity and the stability of the regional population in the 

Me7.zogiorno before it become s a suitable location for the car i tal 

intensive facilities the EIB prefers to finan~c. 

The Bank nppe~rs to take these conside rritjnn s into account 

i n pursu i ng its policie s. Firs t, it lends to infras truc ture pr o-

j ects , wher e the Hbility t o mobilize large amounts of capital i s 

c r iti c a l. Second, it wil l not l e nd more than 40 percent of the 

value of an asse t. In a fact , its partici pa tion has be en s ub-

s tan tial J y les s in mos t c c1Se!.i. E!Il s eeks to provide t he .incremental 
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amount of financing needed to implemen t a project which alr eady 

enjoys sound national managerial and financial backing. Financial 

responsibility is thus not transferred from local government and 

business organizations whose political and economic fortunes are 

closely tled to the success of: the pro jects. Unfortunatel y, 

Eill ' s performance , in terms of allocating capital to efficient 

uses, cannot be inferred from its financial Si.lCcess. Most of its 

loans are secured by guarantees from national governments. The 

pe.c£ormm1ce of its borrowers is not raported in centrql documents . 

Due to t he guarantees, poor performance does not show up as a de-

fault rate . The pattern of financial responsibility and ultimate 

accountability tl1erefore corresponds to the European Commission's 

a ~ yet decen~ralized regional development policy. 
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VII . RELEVANCE 'l'O 'l'lfB )\J .. A~KA PERMANENT FUND 

Purposes: The primary way in which the European 

Investment Bank is relevant and important to the Alaska 

Permane11t Fund is in the strong regional orientation of 

the European Investment Dank , ~here 63 percent of its 

portfolio has been invested i n the development of lesser 

developed r egions of Europe . It i s important to note 

th~t a l t hough the vast percentage of its resources has 

been employed in r egional development, only six percent 

of those resources have been employed through the "globa l 

loan program." The importance of that point to the 

Al aBka Permanent Fund i s that the global loan program 

would be mos t analogous to a regionalized effort in 

which the regiona l projects of the 1\laskc;i Permanent 

Fund were implemented through the regional and l ocal 

community d evelopmen t corporations. This matter bears 

further consideration. 

It is also worth noting that the European Invest-

mcnt Dan k rarely takes more than ~O pc rc~nt positions 

in its lonnB , to emu 1re that t he ri sk ancl rcsponnibili ty 

circ borne by both local financin l institut.i.ons and the 

pri vcite mar kc tplacc . l\trnlogously, :in Alaska , this is 

the in t.:mt of the prese nt language of th e l\las ka l'erma-

n c 11 t Fund uncJ i n the case of regionl'll d eve lopme nt- s ug-

gests the wlse cours~ of joint ventu r i ng with the 
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regional corporations antl with the private marketplace 

in all regional loans. 

Sources and Uses of Funds: There are three prin-

cipal matters concerning the European Inves tment Bank's 

capitalization which are worth noting for the design of 

the 1\laska Permanent Fund: 

First, all of the earnings of the European Invest-

ment Dank have been retained for reinvestmen t in 

strengthening the capi tal structure of the E1ropean In-

vestment Dank. This is a different use o ( r~Lained 

earnings than those o f either the 1\lask ~ , Inc. proposa l 

or a proposal to use the earnings for General Fund pur-

poses at srnne future date . 

Second, with a strong ' cguity base the European In-

vestment Bank has been very successful in borrowing the 

substant.ial mnount of its capital needs in European and 

worldwide private capital marke ts. This is a very irn-

portant mode l for t he J\laska Permanent Fund . In design-

ing the J\laski.\ Permanent Fund the $2 to $'1 billion of 

oil revenues s hould be viewed as a paid - in equ1ty cap-

ital base fc1r the /\l1t~kn .Pcrmunen t Fund a 9C1 trH• t which 

it can then borrow for its lending purposes on \·JOrld 

llllll:k c t s . 

Third, the Bu copean Invcs tl!len t Dani~ hur; « nice 

ba 1.t:lnce of its sources and uses of funds. 'l1hc rna :j ori ty 
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of the European Investment Bank's borrowings in world 

capital markets are for seven to ten years, to support 

exponsion capital lending running seven to ten yerirs. 

The longer infrastructure loans 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 gua rantee. In my judgment , it 

would be much more cf ficient for Alaska to do the major-

ity of its inf rastructure financing through the Perma-

nent Pund,but backed by gennral revenues. 

Manaqemen t and Accoun t~tbil i ty: 'fhe management and 

accountability issues of th.e Eut'opean Investment Bank 

are less relevant to the Alaska Permanent Puna. 
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The British Columbia Central Credit Union is a private, 

federally-chartered financia l institution owned by the credit 

unions of British Columbi.:.t. . Established in 1944, its major 

function is that of a reserve bank for British Columbia's 178 

credit unions. In ~970, it merged with the B.C . Credit Union 

League , a promotionc l and educational institution and has since 

provided a wi<lc range o f financial and administrative services 

to its members. Credit ·union s require most. of these servi:::es 

in order to comp~te with oth~r types of finn~cial institu tions 

for the deposits and loan }··usiness of British Columbia savers. 

In ge neral , c redit unions arc too small to undertake t~e capital 

expenditure and staff requireme nts necessary to provide these 

customer services efficiently. 

Credit Unions in Dri. tish Columbia - Credit unions are 

deposit institutions offe ring n full range of customer services. 

'l' hei.r investments tend to be concentrated in home mortgages, 

consumer credit and prui)er ty development . 'l'hey are distingui~ l1ec1 

from ~anks in that they are coope r n tive ly o~~etl by their depositors, 

e;ich of whom is entitle d to one voto in electing the bonrcl of 

di:roctors and who rnn.y participote in me111bers:~ip-rnana~1eme n t 

mec t·.:L n ~ f !:i. 
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All members are required to have a "common bond, 0 a legally 

construed economic association . These bonds may be of three 

types: community (those who live or work in a given political 

jurisdiction serviced by tlle credit union), associational (e.g., 

ethnic or cht1rch groups) o r 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 

nff.i.ce s in n.c. 'l'hese serviced some 600,000 members, about 

23 '.a; of the population and composed some 23i of all deposit 

institution off.ices in the p rovince . About one half of these 

offices arc located in the greater Vancouver area. 

The inclustry has grown remarkably and become more concen-

trated in r ecenl: years. Since 1971, membership has been· growing 

at a compound annual rate of 11,, assets at 35%. In 1971, 

there were 217 credit unions holding slightl)' l ess than $500 mil-

l ion in ass~ ts. In 1975, t he 170 credit unions held over 

$1.5 billion in assets, with half of these he ld by the 15 

larger uni ts. ' ('l'he rema l11 i.ng uni ts a re extremely small, median 

t1 ssct si:1.c: bei.n~r l ess thun $70 mill.ion.) Cr.edit union ust>ets 

acco-. .mt f or 10 ~ of: those h clc1 by a ll financial institutions 

in t.hc prov.i.nce (20 % if corpor.:tl:c business is c xclnc1ed). 

Jndi vid u~> 1 un L ts n re usual l.y locn tcd within comm uni ties serviced 

by commcrc:i..:tl b <:1nk s and •tre in competition wi l:h them for deposit s . 
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Di~tribution of assets - There has be?en a shar-p rise in 

the demand for housing in B.C. due to the migration of large 

numbers of young families. Consequently, the credit unions ' 
I 

assets have become concentrated in home mortgages. In 1971 , 

they composed 62% of the $400 million in loans outstanding. 

In 1975·, they composed 76% of the $1,280 rnillion in loc:l ns 

outstanding. Other credit union assets ;i.nc:lude municipc. l, 

provincial and federal government securities and consumer 

loans. 

Liabilities - The main source of funds to credit Dnions 

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 corn-

pound annual rate of over · l00% 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, n central credit union or in 

qualifying federal government securities equal to lO i of deposits 

shares and borrowings . Virtually all British ColumbiD ·1 credit 

unions ma intain their reserves and surplus in B.C. Central . 

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

have cxcceclec.l 9 O'U. 'l'he 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 handleCl 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 func~ion is to 

provide individual credit unions with funds sufficient to meet 

local loan demand when loca l deposits prove inadequate . These 

funds ' re provided in the following forms: 

non-restricted r eserve credit lines equal to 10% of 

the credit union shares and deposits for use only 

in meeting any i.et reduction in shares and deposits 

due to increased loan demand; 

restricted and non-restricted credit lines to credit 

unions equal to four to ~ix times a credit union's 

monthly cash flow for operational purposes. Approved 

lines of credit under these first two provisions 

equ~lcd $262 mi llion in 1975; 

term loa ns to cradit union~ to finance office buildin9s 

unLl credi-t union mortg c:i gc loa ns ; 
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emergency loans through the Canada Deposit Insurance 

Corporation. 

Actual borrowings by credit unions from B.C. Central have 

grown rapidly in recent years from $26.l million in 1971 to 

$91.8 million in 197~, reach ing 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 basis of financial statements , 

loan records and cash flow projections. 

Credit union deposits are not covered by the Canadian 

Deposit Insurance Corporation. Insurance of deposits i s handled 

by another central insticuLion , t he Credit U~ion Share and 

Deposit Guarantee Funtl. '!'he Fund is administered by a five mem-

ber Board of Directors, three of whom serve on the B. C. Central 

Board. '!'he Fund, 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 

individuai credit unions experienclng financial difficulties and 

may grant financial assistance where deemed necessary. 

O. C. Central provides o the1: imp::H: tan t financial services 

to its 1n~mbors. These include centr~lizcd check clea ring, bad 

debt collt~ction, investment:. nwnagement for retirement and home 

ownership savin9 plans and secondary rnarkc U.:lg of crcdi t union 
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mortga~E-!S. The last service is another form of increasing 

member liquidity . 

Non-fin2ncial services - 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. In 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. Or.her nonfinancial services provided 

for the most part on a fee basis arc economic fo recasting , 

pen:onnel recruit:ment, printing and bupply pUl:chase, collection 

assistance , data processing and systems development, market 

research, facilities design and planning, education, advertising 

and public relations, legal counsel, housing deve lopment and 

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

to Dritish Columbia's 108 cooperatives . 

I I. SOURC~~OP FUNJJS/C1\PJ:'l'J\LIZ7\'l'ION 

f:qu.i.1::.Y. - B.C. Ccntra l's major sout"ce of equity is the sala 

of sh\:1re:. to memb~r creel i.t unions. ln 197~ , member$ held 

G. 2G m:Llli.on slwres w:i.th a par. vulno of $31. 3 million, all of 

which wcJ. s pi.lid in to B.C. Cm1t:n1l. D.C. Ccnt:rul is r equired 

by luw to nwint ;..t :ln a 10/l d e bt/cc.1uity r.atio. '!'heir debt cor!sis to 
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of deposits and borrowings; equity of mem.'-?ership shares, re-

tained earnings and provisions for dividends . Despite rapid recent 

growth of deposits in the credit union syste~ and consequently 

in B.C. Central's deposits, its debt/equity :::-atio was a fairly 

conservative 5 . 7 in 1975. 

Deposits - D.C . Central ' s deposits are comprised of the 

liquidity reserves ana surplus funds of its :::embers. J\s credit 

union deposits have grown, so has n.c . Central ' s; from 

$49.7 million in 1971 to $195.8 mi ll ion in 1975. These develop-

men t:s are illustrated in •rable :r.. B. C . . Ccn t :::-a l also rccei ves 

one- half the t otal in the Cr.edit Union Share and Gnar,lntee 

fund as deposits . In 1975, this amounted to $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 fun<ls from sources outside thei~ sys tem. These 

demands arc mediated by D. C . Central . To finance l oans to cre dit 

un).on1;, n. c. Centra 1 borrows from Canadian , US and fore ign 

bank~ and has cstabl~ sh ec1 non-rcnl:r i ctnble c~cdit lines with 

three o .r: the l a rges t Canndian commcrc.i.nl bn~ks . Borrowings 

vory grnatly from year to ycnr depending on the l evel of depo~i ts 
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FIGURE I 

Credit Union Financial System in British Columbia 
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TABLE I 

Summary Statistics for B. C. Central Since 1971 

(000 's except where indicated) 

ASSETS 

Liquid Assets 
Loans to members 
Total assets 

L!ABIJJITIES 

Notes payable 
Members' Deposi·cs 
Members' ShDr.es 

INCOME AND EXPENDITURES 

Income 
Expenses (financial ) 
Net Income 

Dividends ? er share 

Pcrcen l:. G.rowth in Assets 

1975 1974 1973 1972 

$127,885 
91,823 

243,290 

4,500 
195,817 

31,300 

27,175 
18,941 

2 , 299 

35¢ 

25. 9'l; 

$ 61,824 
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13,906 
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1971 
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