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Social Multiplier Effects in

Community Economic Development

Over the last few decades, much effort has been directed
toward the economic development of depressed areas of the
United States. Iﬁ some ways, this was merely a recognition
of the fact that the high level of development of the nation
as a whole was not uniformly distributed among all regions
of the country. It is clear, however, that the depressed
areas differ enormously from one another, and that they have
little ih common save their poverty. In fact, what are for-
mally labelled depressed, or poor, areas are merely those
which fail to-meet standards that change from time to time,
and thch are themselves relatively arbitrary. INMoreover,
Since.the measures on which these judgments are based tend
to be gathered in conncction with preexisting political units
such as counties, they often have little relationship to any
meaningful social unit. Such areas are large and small,
urban and rural, densely and sparsecly populated, composed of
Black, white, Indian, Chicano, other ethnic groups, and mix-
tures of all and spread across the country. The assumption
that "depressed" or "backward" areas can all be “"devcloped"
by universally applicable decisions and strategi-s is there-
fore extremely doubtful., This is supported by the wealth
of experience indicating that it is still very difficult--

perhaps impossible==to predict the effectiveness of development




programs. Some cases seem to respond better than others to

our present understanding, but in both theory and practice
our understanding visibly lags our results. (Owens and Shaw,
1972)

We propose that success of development programs is ‘a
function of the extent to which organizational decisions are
congruent with, or build on preexisting local structure and
culture. In particular, we propose that certain decisions
broaden the impact of development programs more than others,
and that these essentially help develop a participatory
structure and committed citizenry. In short, the effective
decisions are those which create and support a sense of com-
munity and of shared goals among residents of the area. The
model that arises from this point of view argues that widerx

inpaci of invested resources requires a process of "social
multiplication" by which immediate effects are led by local
institutions and structures to produce impacte clsewhere.
Thus our answer to the question of why investment, oz invest-
ment per capita, does not correlate with progrim cffective-
ness is, in brief, that cextain charactcristics of the

local culture, environment, and institutions intervene to
determine whether the invested resources result in substan-
tial change. We argue, in particular, that certain existing
features and characteristics of the locality rcpresent latent
social multipliers, kut that these do not autor tically come

into play during a development program. On the contrary,




‘although any program will have some effect, if only because
it is in itse .f a source of income, whether the resulting
change will be more or less permanent and self-sustaining
depends on specific institutional and organizational deci-
sions. Economic developmentlof locally depressed areas is
not automatic, even given highly favorable preexisting con-
ditions, nor does it necessarily follow only one path. It I
results from and depends on specific decisions made in
relationship to particular characteristics of an area.

We illustrate these effects by a comparative analysis
of " U.S. communities. These all participate in the Special
Impact Program of OEO, which: has funded some forty community
cconomic development groups since about 1967. gince this
program has attempted to maintain a consistent philosophy
throughout, and since the funded groups are as diverse as
the cepressed arcas themszlves, it offers an unugsually

appropriate opportunity for comparative analysis.

The Special Tmpact Program

In general, American ideology has lent itsell more
naturally to development bascd on individur.l eflfort and
reward. That is, American development policics have
almost without exception been directed toward gaining for
each individual the benefits scen to be attacheld to the

most-favored individuals., Program options have typically

included a heavy dosc of education and training--investment




in human capital, as it is formally known--along with related
structures to help those newly learned persons gain access
to appropriate opportunities. A good example is the con-

cern for equal employment practices, and reverse discrimi-

nation strategies to compensate retroactively. More funda-

mental efforts tend to support traditional social and eco-
nomic infrastructure needs--transport, power, financial
institutions, and physical development. But the rationale
remains provision of the base on which individual efforts
by firms and persons alike can build.

The 'St.ecial Impact Program of OEO emerged during the
mid-19605, in part as a result of perceived failures of
the inlividualistic fallacy; and in part because of the
conviction of some persons on Capitol Hall that more col-
lective cffort was needed. What emerged finally was an
innovative attempt to offer a different option as an
experimental program. (Perry, 1971)

Three clements are common to all of the CDCs. Iirst,
cach CDC explicitly operates within a definced target arca
intended explicitly to represent a potentially meaningful
social unit. Sccond, control of the program and of the
grant funds, is directly in the hands of the CDC. Although
they are themselves structured differently, all believe
themselves responsive to their community constiltuency and
are so viewed by OEO. Third, the program focuscs on

cconomic activities as the primary tool by which the social




welfare of the community can be enhanced. Overall, the

CDCs basic thrust is institutional and economic, no: indivi-
dual. In short, it is assumed to be possible to develop a
mutuality of interest among residents in the develczment ©f
the community as a social, ecrnomic, and political entity.
(Faux, 1971)

Nine CDCs were studied in depth by the senior author,
They are as diverse as the programn itself. Five are rural:
Siete del North (SDN) in northern New Mexico, Northeast
Oklahoma CDC (NOCDC), Job Start Corporation (JS), and Xnox
County CDC (KCCDC), both of which are in Appalachian Rentucky,
and Lummi Indian Tribal Enterprises (LITE) in northwest
Washington. SDN includes tﬂc largest area, 25,000 sguare
miles, but a very modest population (32,000) largely Spanish-
surnuﬁbd, but also including a small Navajo tribe. XNCCDC is
also very large, covering some 10,000 square miles and
inciudinq about 220,000 people of which two-thirds are white,
five percent are Black, and the remainder Indian., J§ is
about the same size, but virtually all white. KCCDC is also
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entirely white, but much small ; 25,000 people and only a
few hundred square miles. LITE is the smallest CDC, wilth a
target population of about 1500 Lummis on @& reservatici ol
roughly eight square miles. In addition Lo these spcecilleally
rural groups is United Durhamn, Inc. (UDI), which is {'al

rural and part urban and whosc target population incliuders

about 50,000 Blacks.




The other three CDCs studied are urban; in fact, they

are métropclitan inner-city Black ghettos. They are Bedford-

Stuyvesant Restoration Corp. (CSR) in Brooklyn, Harlem Common-

wealth Council (HCC), and the Peoples' Development Corp. (PDC)
of Washington, D.C. BSR serves roughly a half-million people,
HCC about half of that, and PDC half again. These nine groups

are organized in different ways. Several are shareholder

corporations (UDI, NOCDC), several are representative corpor-

ations (BSR, HCC, JS) with boards of directors representing
other communitf groups. Still others, though non-stockholder
corporations, are controlled by directors elected by the
community (KCCDC, SDN). Two are controlled entirely by other
organizations (PDC is owned'by a community action agency,

and LITE is owned by the tribe as a whole through its
businéss council). Thus, in every respect, these groups
cover a wide rance.

We have two kinds of data on CDC effectiveness: the
results of intensive case studies of the nine CDCs described
above, and the report of a three-ycar evaluaticn of the
entire program completed by Abt Associates, Inc., in 1973,

As a cautionary note, we point out that there is no uni-
versal or comprehensive aggregate measure of effectiveness,
but some differences are clear cenough for present purposes.

Overall, the Special Impact Program has been a success.
(Stein, 1973b) 1In its summary of the evaluation study, Abt

Associates concluded:




...the experience of the Special Impact Program validates

the key concepts of the approach. Particularly the criti-

cal element of community control and participation has

been found to be effective in increasing the development

impact of the CDC. (1973, p. 26)
This can be interpreted in the present view as an indication
that the basic institutional framework inherent in the con-
cept of the SIP itself activates and increases social multi-
plier effects. It does this essentially by enhancing the
sense of community cohesion through the very act of empowering

(funding) an indigenous organization (thus promoting indi-

vidual commitment to the community, and to the notion of

shared goals,-by estab.ishing a mechanism through which

they may be realized) and structurally by the establishment
of an entity whose defined boundaries create a social
reality--an emergent‘community-—out of what was probably a
mere geographical unit.

In short, it creates a mechanism which not only invites
citizens to participate, but enables them to do so. This is
confirmed by other indicators of effectiveness. Physical
development (housing and local commerce) activities are on
the average more profitable faster than other economic
efforts (Abt, 1973). Also, econometric studies show that
production for local consumption is highly correlated with
venture success, as is the degree of comnunity "representa-
tiveness" of the CDC. (Cromwell and Merril, 1973) These
findings are most directly explained by recognition that

community support itself is meaningful even in economic




.terms;.that is, that social multiplier effects are clearly
visible. Residents can participate by patronizing CDC ven-
tures, and by acting to maintain/support its activities.
What has become known as "turf power" counts.

Beyond this general level of accomplishment, however,
are still great differences in effectiveness, especially as
indicated by institutional and behavioral changes that offer
some sign of permanence and continuity. In the remainder of

this paper, we wish to focus on these differences, to illum-—

inate the ways in which social multiplier effects are influ-

enced by specific existing features and by decisions of the

CDCs. The following brief vignettes illustrate,in our view,

unusually effective development programs. The question is:

why did these . reas respond so positively?

Effective Community Economic Develonment

tnox County, Kentucky, is in the heart of Appalachia.
Before the arrival of the community economic development
program (KCCDC) in 1967, there were few jobs of any kind for
the majority of residents. Indeed, most had never even had
a job in cny formal sense. There are now not only several
new small businesses--c-aft workshops and retail (and
mail-order) outlets, a restaurant, and a planncd notel=-
but more importantly, there exists the Lawson Furniture
Company grossing some million-and-a-half dollars annually,

and employing full time well over 100 persons. All these




..are owned by the CDC. A sign has been erected outside the

county seat; it says, "The Biggest Litf:le Conglomerate in
the World." What is even more impressive, the firm's facil-
ities, and the office of the CDC itself, were built by the
organization using "local materials and with no previous
experience of this kind.

Knox County is now also probably-the only political unit
in the United States where decisions as to the expenditure
of road-building funds--ordinarily a first-rate opportunity
for patronage arrangements--are made by vote of such commun-
ity groubs as the KCCDC councils. One result of this has
been a great opening-up of the "hollows" in the area, many
of which have been so inaccessible as to require school chil-
dren to walk two miles tc the nearest point capable of being
reached by the school bus. Since the CDC also contributes
labor and equipment to the County for the reocad woxrk, ten
timcs as much is done annually as before this arrangement.
The integration of poor community members into these poli-
tical decisions has effected a redistribution of power.
Similarly, when Lawson needs new help, the community councils
elect the new employees on the basis of some combina-
tion of perceived need and personal characteristics. (Stein,
1973a)

Knox County is not a leone example. The Northeast Okla-

homa CDC (MNOCDC) target arca was considered so unlikely to

be successful and so lacking in any effective community




. programs that OEO very nearly refused to fund it on those
grounds alone. Three years later, it had become one of OEOs
favorite demonstration projects. There were ten operating
ventures, well scattered across the territory, and employing
several hundred peoplec. Some of these, entirely owned by
the CDC, were extfemely sophisticated (e.g., jet engine sub-
contract manufacturing).

More remarkable is the fact that NOCDC has been engaged
in a serious power struggle (itself a sign of success). It
may survive; if it does, it will be because of actions taken
by the otherwise uninvolved and entirely inexperienced poor

shareholders. A group of directors, representing the existing

power holders in the area,were attempting toc take over the

cpe for their own purposes. This whole affair, which stretched
out fér over a year, ultimately resulted in the removal from
office, by a complex process of petitioning and special elec-
tions,of all but one of the "take-over" group of direcctors

and their replacement by community representatives. The

fact that so many persons, scattercd over such a wide area,
were motivated and able to take the actions they did, is
striking. (Stein, 1973c¢)

Consider, finally, the Lummi Indians, who until 1966
never had as much as $8,000 of tribal income; thoere had never
been a full-time paid person working for the tribe. Most
members were extremely poor, health care was practically non-

existent (infant mortality was far above the meon), over
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two-thirds of reservation housing was below minimum standards,
no Luﬁmi had ever gone to college, and most of the desirable
ocean-front property on the reservation had been sold to
whites for vacation or year-round homes.

The tribe has since then undergone what could only be
called a renaissahce.l Several dozen persons, mostly Lummis,
are working for the tribe in over a dpzen programs, both
Federal and State. A major aquaculture project, costing well
over a million dollars, has been started, the necessary facil-
ities were constructed by the Lummis themselves, and the
first harvest has been taken. Infant mortality is down to
the prevailing norm, several Lummis have graduated from col-
lege and many'morc are enroiled. Considerable new housing--
attractive and vell designed at that--is finished and more
on the way. So much publicity has been generated that the
Lummis are downright blasé about being the subjcct of a docu-
mentary f£ilm by Marlon Brando, and appearances on Johnny Car-
son and Dick Cavett shows. Perhaps most remarkable of all,
the Lnmmis have started a School of Agquaculture which is
attracting students fro$ many other Indian tribes, and Lummis
from off the reservation are returning in incrcasing nunbers.

(Stein, 1974)

Sources oi Social Multiplier Effects

We are arguing that these examples stem {rom the presence

of social multiplier effects, and from developmznt decisions




..appropriate to related characteristics of the localities in
i guestion. Before attempting to point these out, we expand
somewhat on the concept itself and in particular on the sorts
of local features that contribute importantly to the potential
for substantial multiplier effects.

It is generally agreed that one of the inherent charac-
teristics of more highly developed societies is a more complex
institutional structure. It has also been suggested that cexr-
tain arrays of inscitutions should correspond to particular
stages of development. The contrary argument is that such
a view ié'limiting, inasmuch as it sees development as uni-
directional, universalistic in pattern, and therefore
ahistorical. Although our view is that certain types of
arrangcments will generally promote social multiplier effecr-s,
because they are the source of the "social ratchets" which

permit permanent change, the direction of that change, and

the particular institutions involved, are a function of

local history and culture. In any case, deliberate actions
can promote (or hinder) this process, either through rein-
forcing appropriate linkages or creating new ones. Thus,
social multipliers can be deliberately expanded.

We propose specifically that these social multiplier
effects deri 7e essentially from the existence of a sense
of community among residents of the development area. TFor

present purposcs, we think of that sense of community as

composed of two elements: one, the social cohesion among
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members. (enhancing the strength of the ccllectivity), and two,
personal identification of members with the community (pro-
moting commitment and shared goals). (Rossi, 1972) Under
these circumstances, as the community prospers, so do its
members. (Kanter, 1972) Social multiplier effects provide
the linking mechanisms.
Three features contribute to the potential for such
effects to become important: demographic, leakage-reducing, i
and cohesion-enhancing. Demographic effects are straight-
forward. Local development program effectiveness is enhanced
when persons can identify tlemselves with the area, and when
inﬁerpermonal interaction among the members of the target
population is increased and routinized. These are easier
when: (1) population itself is low, and (2) the target areca
is physically small. Thus, reduction of both numbers of
persons and geographical size increases the potential for e
social multiplier effects, other things, as usual, being
equal. This is not identical with population density;
absolute size is itself important. Also, the impact of
these characteristics will be greater in the lower ranges;
as development area and population rise, the proportionate
offect of further increases will be reduced. These effects N\
are thercfore more obvious and powerful in smaller sizes.
The two most effective CDCs, of the nine studied in depth,

are LITE and KCCDC. These are the two smallest, both in

population and in geographical size, Thus, demographic
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.ﬁactors here contribute to increasing social multiplier
effects.
Leakage effects are associated with isolation, whether

physical (as for instance .in communities located in remote

v difficult access areas, or merely rural and off the

beaten track) or social (as is often the case in ghetto or
barrio, or in poor areas generally--the other side of the
tracks). Although isolation is ordinarily regarded as a
problem to be overcomé, i+ also reduces potentially cohesion-
destroying extra-community attachment. From this point of
view, isolation is a virtue, preventing the social equi-
valen: of leakage effects in economic life. The economic
multiplier islenlargei when the potential for economic
exchénge across the boundary is reduced; this is one reason
for tariffs. Exactly the same notion applies to social
multipliers. Leakage (which includes co-optation and social
and geographical mobility) rcduces the likelihood that intra-
community links will he strengthened. Community leaders are
no sooner identified than they leave for greener pastures;
opportunities for ventures are no sooner created than out-
side firms and entreprenecurs become interested and in effect
guarantee economic leakage. Thus, in gecneral, isolation
strengthens the social multiplier. The few CDC: dropped

from the program (aside from one special case) were in urban/

metropolitan areas whose characteristics notably include

"leaky" boundaries and strong ties out of the turget arcas.




These isolating features may be regarded as characteris-

tics ihat reduce the likelihood of transfer of energy, commit-
ment, and resources across the boundary between the target
area and its surroundings, and thereby make leakage more
difficult and less likely. .Howevar, this result is also
gained by cohesive effects; that is, those which prevent
leakage by building up local cohesion rather than by reducing
extra-community attachment.

The specific nature of these cohesive =2ffects can vary
widely. They range from the well-developerd sense of kinship
and tradition held by members of American Indian tribes, (as
the Lummis) to common awareness 92f ard respect for a signi-
ficant historical past, as in the industri:l towns of New
England. Still another source is a shared allegiance to a
partibular political unit, as in the counties of Appalachian
{entucky (a factor to KCCDC). And the cultural heritage of
ethnic groups, even to fhe point of distinctive language, is
certainly an essential source of solidery feeling for many
groups, as in the Italian-Americans of East Besgton, the
Spanish~surnamed, Spanish-speaking migrants of Northern New
Mexico, and perhaps urban Blacks,

Such features providce the community with a sense of its
distinctiveness with respect to other social units, and
therefore promote effective collective action, cven though
at a sufficiently exaggerated level this may also be dys-

functional for the largyrr socicty. In any case, cohesive
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and isolating forces reinforce and support each other. In

the pfocess, they also increase the potential for social

multiplier effects. This is supported by the finding that
there is a clear and general superiority of rural groups
over urban ones both in vernture results and in the commit-
mént and involvement manifested by residents in surveys
(Abt, 1973). We interpret this as evidence of the effect
of isolation in reducing leakage acroés community boundaries.
Additionally, of course, rural areas benefit in having many
fewer competing claims on persons' time and commitment, so
that the cohesion-building task of the CDC is easier there
than in urban areas. We have already indicated our opinion
that KCCDC and LITE are the most effective groups in the
program. Both are, of course, also rural and unusually

isolated.

institutional Decisions and Social Multiplier Effects

These features of local development arcas provide for
more-or-less powerful, but latent, elfects; appropriate
institutional decisions are required to make them manifest.
Some of these follow from the concept of the Special Impact
Program itself; others are of a more local charicter. Both
may be illustrated with reference to the exampli s deseribed
above.

The progress and change of Knox County was due to some

key institutional decisions which markedly incrcased social
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multiplier effects. For instance, Kcence divided the county

into 1l subdivisionsiroughly corrcsponding to existing poli-
tical and elective units,and made each area the locus of a
community organization with its own facility (typically, a
discarded schoolhouse), structﬁre,meetings, and priorities.
Since all members of these groups (it costs $.50/year) belong
automatically to the CDC, and are entitled to nominate and
to elect directors and vote on policy decisions, these com-—-
munity groups combine functions as local (subcounty) units
and as elements of the overall county community organization,
Keepe.  In effect, by reducing the size of the operating units
to which residents belong, social multiplier effects are
onhanced. At the same time, since the county as a whole
the traditional locus of power and identity, the CDC as a
whole sustains and builds on important and cohesion=buildin~
traditions. In contrast, Job Start Corporation, which
operates in ten counties (including Knox) has had problems
convincing people from the different countics to cellaborate,
or that they could thereby gain. In short, Lradition bhere
mitigates against developing commitinent: to a broader area
than the counties. (Stein, 1973a)

Most target areas are not served only by the CDC, but by
other community or development agencies as well. ©DCs have
therefore had to decide on their relationship to such other

I
who
groups,pon the extent to which they should

n "
oy

speecialize" in

somc types ol action as :1"]'.tj,l‘:'.l_ others.
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This tends to show up in the extent to which business develop-
ment is pursued, as against some combination of that and more
broadly social o: community development activities. In our
view, even though the CDCs that have taken the former path
have generally done so with con:iderable success, it is the
latter that has led to the unus® 1 results noted earlier.
Thus, KCCDC is in fact a joint organization; 1t aiso operates
as a Community Action Agency (CAA) with a common director,
and staff that overlaps almost completely in practice. This
joint approach specifically adds to the ability of such
groups to tap and expand social multiplier effects. For
example, it is the cohesive strength of the community groups
in Knox County that cnables them to elect workers to their
jobs (even though the waiting list is very long).

This breadth of effort is even more true of the Lummis.
LITE is but one arm of the tribal council (all rcgist:rud
members of the tribe), the others concerning tribal affairs
and social welfare. The latter includes a CAA, amony other
things. Thus, even though from our view such a tribe offered
great potential for cffective social development through
social multiplier effects, in all three categories described,
critical institutional decisions enabled these to be mani-
fested. In effect, these built on the tribe as a tightly-
woven web of relationships, which operates to enhance, create,

and support a wide variety of multiplier cffects.

For example, one program has helped sustain tribal




traditions and thereby build cohesion and commitment by

investing resources to write down and record the tribal

history and language before the present elders (who are
few in number) are gone. One can sense the importance of
this,especially to the younger members of the tribe, for
whom these traditions are increasingly a source of personal
identity and meaning. A few years ago, they were more
often a source of embarrassment. Moreover, the Lummis
have taken great advantage of existing tradition by launching
an aquaculture venture that taps the tribe's long-standing
use of the sea both as a source of food and as an important
element in tribal ceremony. For a hundred or so years, the
USA has tried to get the Lummis to start farming on the
reservation, but it has never been ;ful; the chance
to develop the tribal waters has therefore been immensely
important. (Stein, 1974) |

KCCDC and LITE are instances of groupe operating in
areas that had, from our perspective, much potential from
the outset. NOCDC, on the other hand, lacked reason for
any such optimiesm. Its target arca is vast and heavily
populated, three different ethnic groups are involved, and
no successful community organizations were known to exist.
Hlow, then, was it able to accomplish as much ag it did?
Again, the answer lies in certain key decisions made by
the CDC, which enabled it to develop powerful social multi-

plier effects. In this, it may be usefully contrasted with
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,.Job Start, which is similar in size, environment, and multi-
county focus, but not in thrust.
First, JS is controlled by a board of directors elected

by other community groups 'in its ten counties; NOCDC is a
stock corporation, with the-majority of stock (on the basis
of one person, oné vote) held by its poor constituents.
Second, although both have been effective in developing ven-
tures, JS has done this through its own staff with ideas
derived from its own efforts; NOCDC created and supported

a system of groups of constituents interested in generating
ideas fof their own ventures. NOCDC has provided expertise,
funds, and procedures to help develop these (sometimes over
50 ideas pex ﬁonth), Third, JS has done no community organ-
izing, leaving that function in the hands of the secparate
count§ CDCs: NOCDC has formally organized and supported com-
munity groups in each population center, and includes in

its own structure a staff to work routinely with those
groups. Moreover, NOCDC has consistently urged residents

to attend as many of its meetings as possible (including
internal ones, with a few exceptions). Opportunities for
resident participation have therefore been great. (Stein,
1973a; Stein, 1973c)

Both JS and NOCDC have been very successful in terms

of their own goals and perceived environments. However,
NOCDCs accomplishment has been more broadly effective. In

contrast to JS, it has manifested a range of social




.~multiplier effects noticeable especially in the demonstrated
commitment of its constituents. This is the more striking
when it is recognized that JS could build cn effective groups
(such as KCCDC) within its area, whereas NOCDC had to work

alone.

Conclusions

Similar examples exist in other areas. The overall con-
clusion is straightforward. Certain existing characteristics
of any specific area or social/political unit may be regarded

as indicating the potential for social multiplier ecffects

to enhance the effestiveness of development programs. These

characteristics, which increase and support social cohasion
and ipdividual identification with the area, arc mecrely
latent; they require activation through appropriate insti--
tutional actions and decisions. If these are so designed as
to take advantage of those latent opportunities, and to
modify the existing features to promote still grcater multi-
plier effects, then powerful and permanent change--develop-
ment--will more readily occur., Many development theories
and approaches regard existing social arrangements, tradi-
tions, relative isolation and the like as problens to be
overcome rather than as potential means to help cnguye local
persons in efforts which they themselves find mcaningful,
and which they can therefore enthusiastically support. The
essence of appropriate development lies in identification

of those factors, and design of approaches to be consislbent




with them; that is, in recognition and support of potential
social multiplier effects that convert resource units into
institutional change. There are always latent social multi-
pliers~-or dividers--and they will have an effect. They

should be used to advantage and supported, for in the end

they may destroy, or at least modify, any development pro-

gram which does not take them into account.
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I. INTRODUCTION
The following report was prerared under a contract between

the State of Alaska Legislative Affairs Agency and the Univer-
sity of Alaska Institute of Social and Economic Research. 1Its
object was to explore some of tae fundamental economic questions
involved in establishing the structure and policies for the per-~
manent fund authorized by a 1976 amendment to the Alaska Consti-
tution. Research for this report was devoted mainly to an initial
exploration of the question to what extent capital markets serving
Alaska are reasonably efficient, and consisted largely of un-
structured and unsystematic interviews with businessmen on both
sides of those markets --- officers of financial institutions
and other investors and lznders, and corporate officers and
entrepreneurs in Alaska industries or with Alaska interests.

In line with the contract between the Legislative Affairs Agency
and ISER, the study and report were to be "...in the nature of
a general reconnaisance, and need not involve the collection
or processing of original quantitative data." Among the tasks
of the study, however, was to prescribe "the analytical and
policy issues" which deserve further investigation in depth.
A number of the issues raised in this report do warrant collec-
tion and processing of original data. In line with the report's
terms of refererce, I have not proposed final conclusions on

any of the six interrelated questions set out in the contract,

but have only attempted to explore and define them sufficiently

to propose how the Legislature might proceed with such investi-




gations, particularly some quantitative testing of the hypotheses

offered here.

Uses of the Permanent Fund

Public officials, "experts" of various kinds and voters
generally have envisioned several different purposes for an
Alaska permanent fund. The constitutional amendment which
authorized the fund reflects a consensus that at least one-fourth
of Alaska's non-recurring mineral leasing revenue should be ex-
cluded from the regular stream of state spending. A corollary
of this consensus is that the fund should be profitably invested
to give state government a permanent stream of revenue indepen-
dent of current mineral leasing income and independent of economic
conditions in the state generally. Because state government
spending is a large part of Alaska's economic base (and will grow
pronortionately larger as tax and royalty income from North Slope
0il begins to flow), the speading of income from permanent fund
investments and their respending in Alaska's private economy
could have a stabilizing effect on employment and income in the
state.

There is little doubt that the operation of the fund would
have the effect of reducing the immediate fiscal impact of oil
and gas income and a stretching out and smoothing of its long-
term impact, however the fund is organized and whatever its in-
vestment strategy. But the size of these impacts will depend
on how much of the permanent fund's capital is invested or lent

in Alaska and on what terms. Given certain assumptions about




the size and structure of the state's economy, the rewvenues
committed to the fund, the yields of the fund's investments and
the disposition of income from those investments, we can forecast
its effect on the shape of long-term growth of state product,
personal income, employment and per capita income. Some ele-
mentary projections of this sort have already been made by

ISER under the Man in the Arctic Program.

Beyond this, there is little agreement on the proper purposes
or the long-term effects of permanent fund investment strategies,
and there has been little examination of the economic fundamen-
tals which determine whether these purposes can actually bhe
achieved by an instrument by the fund, or what its actual effects
(intended and unintended) are likely to be. Apart from the pur-
pose of delaying and smoothins the fiscal impact of non-recurring
mineral leasing revenue, other goals that have been suggested
for the permanent fund ar: to accelerate the growth of the
state's non-oil cconomy and at the same time to expand state
government's non-oil tax base.

In pursuit of this end it is usually assumed, and there
seems to be a near-consensus in the unofficial statement of
legislators, that permanent fund moneys invested or lent in Alaska
be confined to creditworthy projects and enterprises, and at
market rates and terms. If capital markets in Alaska (and in
the United States) are werkably efficient, however --- and my
investigation so far suggests that they are --- investment of
permanent fund moneys in Alaska wil.l have exactly the same

effect on the state's economy as irvesting them outside Alaska.




(The quality of the fund's investment portfolio may, however, be
affected by the choice.) That is, permanent fund money would
tend to replace the same amount of money that otherwise would
have been provided from private financial sources.

Unless it provides capital subsidies, permanent fund activity
will not accelerate growth of non-oil industry and thereby di-
versify the state's economy. If capital markets are generally

efficient, moreover, non-subsidized permanent fund outlays would

not tend to smooth out Alaska's business cycle or the growth rate

of employment and population, even if there were no other fundamental
difficulties (treated in part IV of this report) in usin¢ state
investment policy as a counter-cyclical tool. In the absence of
capital subsidies, any attempt to disperse economic activity or to
foster rural industries will also tend to be futile if the absence
of growth in rural Alaska or in particular small communities is a
result of factors other than the failure of financial institutions
to bring enterprise and investors together on mutually acceptable
terms. If poverty or stagnation is caused by deficiencies in
natural resources, the skills or attitudes of the labor force,
transportation, communications and enerqgy costs, or an unsatis-
factory institutional environment, the permanent fund cannot cure
these ills, nor even mitigate them unless it is treated as a
source of capital available for investments which will not meet

market tests.

IT. CAPITAL MARKET EFFICIENCY

Every proposed strategy for Alaska's permanent fund depends

-




upon stated or unstated assumptions about the "efficiency" of
national or international capital markets. The proposition that
Alaska as a whole, certain regions of Alaska, or certain Alaska
industries suffer a chronic capital shortage which can be remedied
by permanent fund investment strategy amounts to saying that exist-
ing capital markets do not, in fact, function efficiently.

By "efficiency" in the capital market. we mean the ability of
loanable or investible funds to move readily in and out of Alaska,
among industries and among different kinds of capital instruments
of different term and risk (common stocks, bonds, loans, etc.) in
response to the differences in anticipated yields.

The most important elements of capital market efficiency are
mobility, cost and information. Legal limitations on the flow of
loanable funds can clearly reduce capital market efficiency as
defined here (though there may be good social reasons for the
restrictions). An example of a legal restriction on the mobility
of capital for social reasons, the federal gnvernment limits the
rate of interest payable by banks and thrift institutions on
savings deposits, in order to channel funds to, and reduce
interest costs for, the residential mortgage market (but it also
restricts the funds available to savings institutions). The fees
of brokers, underwriters, lenders, and "finders" of venture
capital, and taxes such as capital gains and stock transfer taxes
also increase the cost of moving funds from one investment to

another. A lack of competition can both erect barriers to capital

mobility and increase transactions costs.




The element of capital market efficiency most often held
to be deficient in Alaska is information. If funds are to move
easily and at competitive rates of return from areas or industries
with cash flow surpluses to those with excess demand for capital,
entrepreneurs must know where equity and Aebt money is available
and on what terms, and potential investors or lenders must have
the means to appraise the earning capacity and risk of the ven-
tures they are asked to underwrite.

Capital mobility, transactions costs and the adequacy of
information are all a function of market size and diversity (which
is in turn a function of market size). A region with large and
diversified capital demands will attract a large number of finan-
cial institutions of different kinds, who will serve as inter-
mediaries between entrepreneurs and investors or lenders. They

will compete among one another for business, thereby lowering

capital transaritions costs to ultimate borrowers and lenders.

And most critically, they will make it their business to under-
stand the industries and kinds of enterprises they serve and
their lncal and regional economies, thereby increasing market
information necessary to evaluate individual ventures.

This issue has important implications for the permanent fund's
investment strateqgy. If capital markets serving Alaska business
are workably efficient, permanent fund moneys dedicated to Alaska
investment will have no impect on the aggregate level of invest-
ment (and thereby the rate of economic growth), the industrial

structure, or on the prcfitahility of investment in Alaska, unless




these moneys are offered on subsidized terms. Loans from the
permanent fund at market rates would simply displace private

capital that would otherwise be available at the same rates.

The only material result might be a reduction in the diversity--

and thereby safety--of the permanent fund's own investment port-
folio because it would be imprudently concentrated on Alaska
issues and unduly sensitive to business fluctuations special to
the state.

If, on the other hand, institutional barriers to capital
movements, excessive fees or taxes on capital transactions, or
inadequate information result in a shortage of capital for Alaska
ventures at normal market terms, then it will indeed make a
significant difference to Alaska's economy how much of the per-
manent fund is allocated to investment within the state. The
conclusion that investment strateqy would, in fact, make a
difference need not necessarily carry with it the implication,
however, that the difference would be great, or cost-effective
or even in the right direction. To the extent there are demon-
strated inefficiencies--barriers, costs or ignorance--in Alaska's
capital markets, it may well be cheaper and more effective to
remedy those problems directly rather than to offset them with
permanent fund investments.

Th. paridigm (pattern of concepts and theories) of capital-
istic finance presented in business school textbooks is one of
ecficient capital markets. Within the terms of this paradigm,
it is very unlikely that Alaska could suffer a chronic capital

shortage. Outside investors and lenders, in their search for
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the highest rates of return consisten: with a given degree of
security, would make an effort to discover investment opportunities
in the state, while entrepreneurs with Alaska interests would shop
the world's capital markets for venturers or lenders of funds on
appropriate terms. Whatever lack of information existed about
capital sources, the particular industry, Alaska's institutions
or business conditions, or regarding the particular firm could
be remedied at a price, and at least for large ventures, that
price would be relatively small compared to the funds involved.
A variety of financial intermediaries and investment services
would compete with one another to bring together borrower and
lender or entreprenevr and investor, and to furnish either side
with needed information. This competition would increase capital
mobility and lower both transactions costs (the spread between
the yield to lenders and the cost to borrowers, for example) and
the cost of information.

Capital market efficiency is obviously a relative matter.
The mobility of funds is seldom totally unfettered; there are
almost always fres and taxes or other transactions costs; and

information itself comes only at a price and is never perfect.

The relevant cuestions here are to what extent and for what regions

and industries in Alaska are capital markets significantly less
efficient than elsewhere in the national economy and to what
extent, if at all, can the investment strateqy of the permanent

fund remedy or offset these inefficiencies.
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Alaskan Capital Markets

In my conversations with businessmen inside and outside of
Alaska, it appeared that bankers and officers of financial
institutions generally, officers of large ccerporations, succes-
sful real estate developers and the most successful entrepreneurs
in contracting, tourism and fishing tended to "believe in" the
efficient markets paradigm and conduct their businesses as if it
were an accurate view of the world. It is true that several of
them spoke of a national "capital shortage"; the reference is to
the aggregate effect of high taxes and inflation, and few of the
businessmen in these categories seem to believe that there is a
shortage of investment or debt capital peculiar to Alaska or to
their own industries., The officers of banks, finance companries
and other money market institutions believe that their companies
actively seek out investment opportunities in Alaska and con-
sistently denied that they insisted on higher rates of return

or greater security for Alaska issues. Two West Coast bankers

active in Alaska stated a belief that it was probably easier to

place large issues generated by their Alaska correspondents than

comparable issues from California or Washington State because

of the widespread confidence in Alaska's wealth and continued

industrial growth. Two corporate officials made a similar shser-

vation, one of them alluding to the "glamor" of Alaska investment.
Officers of national or multinational corporations in petro-

leum, mining and fish processing indicated that for them, the pro-

cedures, problems and costs involved in the financing of Alaska




ventures were for all practical purposes identical with those for

financing comparable ventures in the Lower 48 or in other poli-

tically stable advanced capitalist states. Their own sources

were national and international, and their ability to raise

funds rested in part on the overall strength and reputation of

the company, and in part on their akility to communicate to poten-
tial investors and lenders the reasons /resource base, engineering
cost estimates, market factors, etc.) why they themselves believed
that the proposed Alaska investment was sound. One successful
developer scoffed at the notion of an Alaska information gap:
"Information, salesmanship--that's what business leadership, what
you call entrepreneurship is all about. It's your job as a
developer to get all the information your banker needs into his
hands. Make him as confident about your project as you are
yourself."

Many small businessmen including, it appears, most prospectors,
inventors, independent merchants, and operators of hotel, restaurant
and other tourist-related businesses outside of Anchorage, and some
contractors do not, however, believe in the efficient markets para-
digm. I heard many complaints about treatment by banks and
finance companies and a feeling that "the system" is bhiased against
small bhusinessmen and against Alaskan enterprise. I heard anec-
dotes purporting to show that even Alaska banks favor outside-owned
businesses. Many persons ir this group expressed a hope that the
permanent fund could correc= this bias and make more funds available

for ventures like their own. It was especially noteworthy to me




that most state and federal civil servants in the economic
development or business assistance field expressed views more
consistent with the capital shortage paradigm than with that

of efficient markets and believed that government should provide
more financial assistance to private industrial development in
Alaska. Whether or not these sentiments express an accurate
view of the way in which the economy and financial markets

operate, it seems likely that it is a more representative view

than the more sophisticated textbook, "big business" view of
capital markets, and constitutes a substantial political consti-
tuency for an activist policy by the permanent fund's managers.

In preparing this report, I encountered several instances
where entrepreneurs or corporate managers were working on fi-
nancing a fisheries, minirg or tourist venture, a shopping center
or a residential subdivision. Those in this group who seem to
accept the efficient markets paradigm regarded it as the essence
of their own job as a developer or manager to assemble ar:il inte-
grate the necessary information on resources, markets, costs,
economic and environmental regulation and to draft credible
profit and loss projections and pro forma financial statements
acceptable to their corporate boards or to outside investors or
lenders.

A common situation among small and medium Alaska business
enterprises seems to be a rate of growth (with sales increasing
at 20 to 100 percent per year) that leads to a need for additional

fixed .nd working capital far outstrivping internally generated



cash flow. It is "obvious" to the owners and operators of these

businesses that money borrowed to sustain this growth would earn

a very good rate of return, but that ther¢ is never enough credit
availlable. Businessmen in this situation seem to express two
strikingly different attitudes toward their own "capital shor-

tages." Those who operate by the efficient markets paradigm

(and these seemed generally to be the mosit successful) expressed
their problems objectively in terms of necessary cash flow and
debt-equity ratios acceptable to lenders, while there were others
who attributed their cash crunch to the institutional incapacity
of financial institutions to serve their kind or husiness, or to
the laziness, ignorance or malice of particular lenders.

It is clear that there are widely contrasting perceptions
among Alaska businessmen and others about the adequacy of finan-
cial institutions and the supply of capital to Alaska ventures,
Curiously, the distribution of these perceptions seems to be
bimcdal; that is, they cluster at one extreme or the other with
only a scattering of individuals in the miudle. Perceptions also
seer to be highly correlated by industry and by size of enterprise.

Ia general the bigger the firm, or the faster it is growing,
the more gatisfied its spokesmen are with existing capital markets.
Without exception, representatives of large financial enterprises
doing business in Alaska and of large national and multinational
corporations spoke as if they believed in efficient markets and,

without exception, they rejected the notion that lack of informa-




tion, high transactions costs or institutional barriers created
a capital shor:age in Alaska or in the _ndustries with which
they are conn:cted or whose financial needs they serve.

On the other hand, hardly any local merchants, service
industry operators or tourist business operators outside of
Anchorage and Fairbanks, and hardly any entrepreneur or developer
who was still trying to put together his first "big deal" (capi-
talized at $1 million or more), believed that financial institu-
tions operated efficiently or fairly, and most of them felt that
Alaskan enterprise was at a substantial disadvantage compared with
firms in the same business elsewhere. As I mentioned before,
almost every public official interviewed believed that there was
an Alaska capital shortage that could, and should, be treated by
application of government money. Anchorage and Fairbanks merchants,
contractors and real estate developers seem to fall into both
groups, as do operators of independent businesses connected with
forestry, tisheries and mining.

The time and recH urces available fo. preparing this report
did not make it possible to separate perceptions and ideologqy
from reality. Fach group's perceptions were supported with con-
vincing anecdotes. Nevertheless, most of the correlations be-
tween attitude and situation were predictable, and the perceptions
surely contain a measure of self-interest and self-justification.

Officers of financial institutions who have the job of searching

out and appraising investment opportunities are likely to believe
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that their jobs are useful :ind effective, and they are unlikely
to emphasize the problems of those kinds of ent=rprise that

they céo not serve (and which may not, in fact, be served well

by any sector of the capital market). And it is not surprising

that public officials feel that government financial and techni-
cal assistance (like economic regulation) is essential to a
healthy business economy. But among businessmer,, are the first
group satisfied with the status quo because it served them well,
or are those who accept, understand, and work easily within the
status quo the people who are for that reason most likely to
succeed as corporate managers and entrepreneurs?

My own provisional conclusions on the issue of capital market
efficiency are as follows, but they are subject to modification on
the basis of a quantitative study of attitudes and actual workings
of the financial system in Alaska:

l. Investors and entrepreneurs, would-be lenders and would-be
borrowers alike believe that the existing capital market institutions
are adequate to finance large industrial or commercial developments
in oil and gas, mining, petrochemicals, fisheries, timber, trade,

and tourism anywhere in Alaska. I have found utterly no reason to

doubt this consensus, and sv¢e no way in which the permanent fund

could improve on the mobility of capital, transactions costs, or
the information made available to investors by the sponsors them-

selves and through existing financial institutions.




It follows, therefore, that the permanent fund's investment

activity in these areas will not significantly influence the
profitability or growth of basic industry in Alaska unless loans
are made at less than current market rates or under less secured
terms (e.g., more highly leveraged, lower coverage rates, less
collateral) than is customary. If the permanent fund invests in
Alaska industrial ventures at market rates and tarms, therefore,

it will divert private capital elsewhere that would otherwise be
attracted to the venture. In short, there is no need and no useful
function for permanent fund investment in major industrial or com-
mercial enterprise in Alaska, unless there are grounds to subsidize
that enterprise.

2. Despite the disagreement of those who do not believe in
the efficient markets paradigm, the working and fixed capital re-
guirments of residential and commercial real estate developers,
contractors, retail and wholesale merchants and purveyors of ser-

vices in Fairbkinks and Anchorage are being served by existing banks,

thrift institutions, finance companies, mortgage brokers and the
like, in exactly the same way and at approximately the same rates
and under the same conditions as in other communities throughout
the nation.

Some businessmen will always have grievances against their
bankers (and many Alaskan businessmen have some gruesome yet

convincing tales to tell) or against the financial system gen-

...IS...
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erally. But Anchorage and Fairbanks banks do compete aggressively
for business customers, and some of the "atrocity" stories can
be attributed to understandable disagreements over the credit-
worthiness of a particular borrower or venture rather than a
systematic failing of the system. Again, apart from any argument
that a particular line of business or kind of investment ought
to be subsidized, there seems to be no case for the permanent
fund or one of its subsidiaries to enter the commercial capital
markets in these communities. I am not certain at this point
how well these needs are being served in other urban places in
Alaska.

3 Several alternatives exist for financing the purchase
or lease of standardized machinery used in business, including

motor vehicles, construction equipment, aircraft, boats, elec-

trical generators, compressors, machine tools and the like.

Commercial banks, finance companies, credit unions, manufacturers
and vendors all offer some kind of financing for this kind of
chattel, and one or more of these forms of financing seems to

be available to creditworthy borrowers in any Alaska industry or
location. Higher servicing and collection costs do tend to limit
borrowers in the more remote areas of Alaska to higher interest
rate alternatives, but on balance this reflects not a failure

of the market to reflect true costs but the opposite, it does not

constitute a case for permenent fund involvement in the install-
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ment credit business, unless there is also a case for a capital
subsidy to rural enterprise generally.

4, The general feeling of local businessmen in small com-
munities and rural areas of Alaska is that they face a genuine
capital shortage and that they are at the mercy of one or two
financial institutions that are indifferent to their aspirations
or the facts of their business situation. There seems to be some
merit to these complaints. Lending in small towns or the bush
is exceptionally expensive, however; the cost of investigating
and servicing small commercial, real estate and installment loans
and lease purchase contracts and the like, and the costs of col-
lection, foreclosure, repossession and resale can easily exceed
the potential earnings from loan fees and interest. These excess
cost burdens, together with unfamiliarity with local conditions,
understandably make the statewide (Anchorage and Fairbanks) banks
and other financial institutions reluctant to provide capital
even for the larger locally-owned development, such as resorts,
hotels, apartment houses, fish processing plants, etc., and
where they do make loans they are willing to finance a smaller
portion of total investment. In these cases, governmental parti-
cipation or guarantees (EDA, SBA, Farmer's Home, Alaska Veterans
loans, etc.) have often been essential to obtaining conventional
private financing. This portion of the demand for capital in
Alaska may then be a legitimate area for permanent fund activity.

In sumamry, it appears that most attempts of the permanent

fund to sa2rve as a development bank for Alaska would duplicate




functions that private financial institutions (backed up in many
cases by other governmental assistance programs, e.g., FHA, Farmer's
Home, VA, etc.) perform or are capable of performing adequately.

At this stage in my investigation, I have been able to identify
only one function in which a new public financing source might
function better than the current machinery of the private capi-

tal market, and that ic in provision of commercial credit and
financing of small and medium scale industrial and commercial

enterprises in small communities and rural areas.

III. SUBSIDIES AND SOFT LOANS

Diversification of Alaska's economy is widely regarded as
a desirable goal for state policy and as a proper purpose of
permanent fund strateqgy. The benefits argued for such a policy
are reduction of economic fluctuations and creation of a perma-
nent employment, income and revenue bhase not dependent upon oil
and gas or other exhaustible resources. The line of reasoning
in the previous section of this report suggests that the existing
concentration of Alaska economic activity by region tends to
reflect real resource location and cost factors (such as trans-
portation expense and zmall market scale) rather than capital
market failures. It appears that a reduction of existing barriers
to capital mobility and improving information flows would rot
necessarily accelerate the rate of development in Alaska fish-
eries, agriculture or tourist industries, for example, or in

rural Alaska generally.
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Making capital more readily available at lower rates to

Alaska enterprise generally could be expected to increase in-

vestmert in all sectors of the state's economy, but there is no

reason to kealieve that it would influence the concentration of
investment in the desired direction, that is, in favor of eco-
nomic diversification or geographical dispersion (if the latter
is indeed a desirable objective). Lower capital costs would
likely have their biggest impact precisely where development
would proceed most rapidly in any event. If investment activity
is already concentrated in oil and gas-related activity, fish
processing and in Anchorage residential and commercial real
estate development, that is probably where more abundau£, cheaper
capital would go. There is a strong confirmation of this propo-
sition in the investment behavior of the rural-based regional
and village corporations.

Making capital cheaper and easier to obtain will undoubtedly
have one effect which may be regarded as counterproductive;
business will be given an added iancentive to substitute capital
for labor and the state's economy will tend to become more
capital intensive than it otherwise would be. If investment
policy is to be in any wav directed toward "job creation," it
must be highly selective and not simply a matter of lowering
capital costs across the board.

If the legislature deems it desirable to influence private
investment in Alaska in the direction of greater economic diver-
sification by means of permanent fund investments, it will have

to authorize the fund's managers to make loans to the favored




types of venture on terms other than those of the private market.
There is a serious question, however, how many new ventures will
be made feasible simply by a reduction of interest rates on
borrcwed capital below customary rates. There ir in fact good

reason to believe that investment demand in new speculative

industrial, agricultural or tourist-related develcpment are

relatively insensitive to interest cost. This is becuase private
investors are not likely to commit their own equity to such ven-
tures unless they have a prospect of recovering their total in-
vestment in five years or less. Such an outcome requires an
annual cash flow equal to 30 to 50 percent on total investment,

a situation in which two or three percentage points interest
expense is seldom crucial. More important parameters are the
standards for the creditworthiness of the venture and require-
ments for equity and collateral. In other words, it is likely

to be more critical for a new venture in fish processing or
tourism whether it can borrow three-fourths rather than two-
thirds of its total requirements, than it is whether the interest
rate on that loan is 9 or 12 percent.

In this situation, subsidized loans by the permanent fund
can without qguestion have an influence on the shape and direc-
tion of economic growth in Alaska, and that influence will be
greater the greater the proportion of permanent fund moneys
devoted to the favored types of enterprise. The form the sub-
sidy is likely to take to make it effective, however, will not

be (and should not be) lower interest rates, but rather a
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relaxation of lending standards to enhance the availability of

funds. One danger here, even if the legislature deliberately
authorizes the fund's managers to make such loans, is that the
nature and the degree of actual subsidy may not begin to appear
for many years, until it begins to show up as defaults on prin-
cipal and interest payments. This danger will be aggravated
if, as is often the case with governmental loan programs, there
is not a rigorous policy of classifying problem loans and of
promptly writing off those which are uncollectable. Banks and
thrift institutions are required by law and regulation to do this,
but even there the requirement is only very loosely implemented
or enforced, because lending officers are reluctant to expose
their own imprudence in making bad loans or to write down the
capital position of their institutions.

In any event, there is sure to be some opportunity for the
permanent fund to influence the sectoral and geographic direction
of economic development in Alaska by manipulation of credit
terms. The most aggressive (and in conventional terms, imprudent)
lending policy cannot, however, create an industry where re-
sources, markets, skilled labor and other requisites are missing,
and the fund's managers should never become so "soft" as to
finance enterprises whose promoters are not taking a substantial
risk themselves, or which do not have convincing prospects of
long-term viability.

The most relevant model of a development bank for Alaska
is not the IBRD (the World Bank) or the regional development banks,

but the International Development Agency, the World ~ ‘nk's "soft




loan" subsidiary. If the permanent fund is to direct the shape
of economic growth in Alaska, it will not be through normal com-
mercial investments on normal commercial terms, but through a
postponed or hidden subsidy in the form of higher loss rates in
future years. This is not the appropriate place to judge the
desirability or assess the ultimate beneficiaries of capital sub-
sidies directed at changing the structure of A'laska's economy,
but the Legislature may well wish to assure that those implicit
subsidies are not totally hidden, by setting out (or requiring
the fund's managers to set out) explicit and rigorous standards
for the granting, servicing, classification and writeoff of soft
loans, and by requiring a rigorous annual audit of the fund's
loan quality.

There is another dimension to the capital subsidy issue which
the Legislature should keep in mind as it authorizes any soft or
subsidized loan program under the permanent fund. Granting credit
at terms more liberal than the market will almost certainly make
some enterprises viable that would not otherwise be so, but it
is difficult to draw lending standards in such a way that other
ventures which would be viable anyway do not recieve a windfall
that serves no social purpose. This consideration suggests a

policy that might be adopted toward the soft loan program -=--

that loans under this program be made at rates perceptibly above

market rates (as is appropriate to the greater risk). If my
earlier observation is correct that speculative investment in
Alaska is more sensitive to the degree of leveraging permitted

than to interest rates as such, higher interest rates would




screen out some of those enterprises which did not need assis-
tance from the fund and would at the same time help build up a
reserve for loan losses to offset the subsidy aspect of the pro-

gram.

IV. COUNTER-CYCLICAL INVESTMENT

There are several possible concepts of the permanent fund as
an economic stabilization device for Alaska. The one basic con-
cept of the fund on which there is a near-consensus is that it
is to be regarded as a savings account for a "rainy day." That
is, Alaska's government is about to experience an extraordinary
surge of income from oil and gas royalties that is not likely to
be sustained. Since petroleum revenues will not only be the main
source of general government income but will for some time bhe a
principal support for the private economy and the main engine of
economic growth, the permanent fund would be used to reduce the
injection of income into the state's eccnomy during the boom
phase, and then the income from investing these revenues would be
used to sustain state expenditures and their fiscal impacts after
the boom has ended.

It has also been suggested that the permanent fund could
help even out short-term business fluctuations in Alaska, or
maintain long-term economic growth (as measured by the growth of
state product, real personal income or employment) at some op-
timum rate. Such stabilization policies could in principle
operate through varying appropriations to the permanent fund,

working through the fiscal impacts of general fund expenditures;
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through varying the permanent fund's rate of new lending in
Alaska, working through the fiscal impact of investments sup-

ported by these loans: or with both apprcoriation and investment

policy. The basic principle is simple: when the state'e economy

was booming, larger appropriations would be made to the permanent
fund (thereby reducing revenue available to the Legislature for
general fund outlays) and/or a smaller proportion of permanent
fund assets would be invested within Alaska. When the state was
in a recession, the flows would be reversed: less revenue would
be appropriated to the permanent fund and more to the regular
capital and operating expenses of state government, and/or the
permenent fund would inject more investment money into the Alaska
economy (presumably by selling off non-Alaska investments in its
portfolio).

There are, however, both conceptual and practical problems
with using the permanent fund as a stabilizing device on any
more sophisticated basis than is implied by the "savings account"
notion. One of them has been identified previously --- to the
extent that existing financial institutions make up a reasonably
efficient capital market, the volume of unsubeidized loans or
investment the fund makes in Alaska may not have a significant
effect on economic activity in the state.

Even if there were significant capital market deficiencies
which gave permanent fund outlays a real effect on aggregate
investment in Alaska, or even if the fund had a policy of subsi-

dizing Alaska business (thereby expanding the level of investment




Ve TR g g g S T
T- VoA .v.|\...r‘ll.l,‘g_* R

beyond what it otherwise would be), it is still not obvious
whether a policy of varying state expenditures or permanent fund
investment in response to economic conditions would in fact
reduce business fluctuations in the state, increase them or be on
balance neutral. The crucial question here is the relationship
between our ability to forecast economic conditions or recognize
cyclical turning points, and the time it takes for a change in
appropriations or in lending policy to show up in unemployment
rates or rates of economic growth.

Some very gross economic changes, such as the buildup and
decline cf pipeline construction activity, obviously could be
anticipated and their fiscal effects projected with some degree
of confidence. But the Alyeska pipeline is likely to be histor-
ically unique in size and specific gravity in the state's economy.
Future ups and downs are more likely to be the resultant of a
number of smaller influences, many of which (general business
confidence, for example) cannot be mapped out in advance and are
difficult to quantify even retrospectively. If booms and reces-
sions often cannot be recognized clearly until after they have
been with us awhile, and their turning points recognized only
after they have passed, it is also true that significant delavs
are inevitable between the recognition of a new trend, the fiscal
action that is appropriate and the actual movement of new dollars
into (or out of) the private economy. Depending upon the rela-
tive lengths of the various lags, attempts to stabilize Alaska's

economy or smooth its growth rate might be successful, but it

seems equally likely that state fiscal policy would zig when it

v
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should be zagging, thac the amplitude of the business cycle
would thereby be increased, or even that the permanent fund's
intervention could create oscillations in the state's economy
where otherwise there would be none.

It is not obvious which of these outcomes would in fact
result from an attempt to use the permanent fund as a stabilizing
influence. The effect would depend in part on whether it was
appropriations, lending or both which were being varied, and
what economic indicators were being used to trigger policy changes.
A business cycle model could be developed which would simulate
the behavior of Alaska's economy under the influence of various
decision rules.

Intuitively, I expect that such a model would show that the
various lags in recognizing trends and implementing policy, and
in the actual economic impact of that policy, would preclude
using the permanent fund to offset economic fluctuations with a
term of less than about three years. If the fund is to be useful
as a stabilizing device, it will probably be only as an instrument
to requlate growth rates in very gross terms and only in the very
long run. 1If, for example, the social impacts of a continuing
growth rate in employment below 2 percent per year or above 8
percent were determined to be unacceptable, the legislature might
conceivably key permanent fund appropriations or investment policy
to the average growth of employment in Alaska over the previous

five years, with the understanding that no individual year's

growth is ever likely to be on track because of the fund's poli-

cies, and that excessive growth in one year might be offset by




stagnation in another, or vice versa. It is likely, in other

words, that long-term stability in growth rates might be achieved

at the expense of greater instatiliby in the short run.

The practical problems in establishing a stabilization policy

for the permanent fund are political and administrative. If per-
manent fund appropriations (and their complement, operating
expenditures from the general fund) are to be varied, it is the
Legislature which would have to vary them. While there would be
little difficulty persuading the executive branch to propose

and the Legislature to authorize increases in capital and oper-
ating expenses during a recession if money is readily available
tn be committed, it may be too much to expect a sharp reduction
in outlays to offset an economic boom in the state, particularly

when revenues and "needs" have both been increasing at excep-
tional rates precisely because of the boom. The fate of the
state government's announced interest to "stockpile" puplic works
projects until the end of the Alyeska construction boom should

be instructive on this point. It is not clear, moreover, that
«'e managers of the permanent fund would be immune from similar
pressure with respect to their lending and investment policies,

if they were granted the discretion to altar those policies

according to economic conditions in the state.

V. PUBLIC ENTERPRISE
Another suggested use for permanent fund moneys is to finance
public works projects. The works most often proposed are hydro-

electric plants and fisheries improvements such as hatcheries and
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habitat enhancement. These two examples are of course quite dif-
ferent; electrical generating facilities can be and usually are
self-supporting from the sale of power. The principal reason for
governmental investment in such facilities, ideology aside, is the
exemption from federal taxes of the income of a public utility and
of the interest it pays on its debt. This very consideration sug-
gests that revenue bonds of the Alaska Power Authority or other
governmentally owned utilities would not be an appropriate perma-
nent fund investment, because the permanent fund (whose own

income is tax exempt) could be expected to earn a higher rate of
return from investmants in taxable federal or corporate bonds

than the Power Autlority would have to pay in interest or its own
tax-exempt bonds, assuming that the securities were equally rated.

This consideration does not, however, necessarily foreclose the

permanent fund from providing all or a part of the equity com-

ponent of Power Authority capitial and in earning a rate of return
appropriate to the risk taken by eén equity investor), or from
providing a guarnatee of Power Au.hority bonds, or from subsi-
dizing electric power development.

The crucial characteristics of some public works, such as
hatcheries and habitat improvement, is that they cannot be
financed conventionally. Benefit-cost analysis may well show
that the new benefits to society exceed the capital and operatiag
outlays, but the burdens and the benefits may not fall on the
same people, and it may be impractical (or impolitic) to collect
a user charge from the beneficiaries. In the case of these

fishery-related investments, however, costs could be allocated at
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least roughly among the beneficiaries through a surcharge on
fishing licenses, entry permits or raw fish taxes. If such
capital improvements are not to be funded this way, however, they
seem more appropriate subjects for general fund appropriation:

than as "investments" by the permanent fund.

VI. ISSUES FOR FURTHER INVESTIGATIONS

This report has identified a number of questions whose
answers are crucial if the Legislature is to develop appropriate
policies for operation of the permanent fund. At most, however,
the author has been able to give only tentative answers to these
questions. The following is a list of issues that warrant further
investige®iion, together with some discussion of methods and sources.

1. Capital market structure, costs and efficiency. A survey

is necessary of the number, size and aggregate Alaska activity
(e.g., loans made, loans outstanding, loans being serviced) for
various institutions in the financial market, with offices both
inside and outside of Alaska. Questionnaires and interviews would
be used to determine the relative weight of each of these insti-

. tutions in financing different industries in Alaska and their
policies regarding various types of Alaska business.

A survey is necessary to determine just what is the price
of money in Alaska and how does this price (together with other
credit conditions) differ from those elsewhere in the United
States. A large body of aygregate data comparing Alaska condi-
tions with those in other states is available in the commercial

bank call reports; some information is available by major loan
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categories (real estate, commercial and installment). The abso-

lute level of these rates is less indicative than their rela-
tion to rates in other Western states and particularly the

trend of any Alaska rate differential. Any differences in other
loan terms (for example, requirements for compensating balances)
would have to be based upon questionnaires or systematic inter-
views with lending officers.

Similar questions can appropriately be asked about differ-
ences in the rates and conditions for various categories of credit
as between the urban centers of Alaska, and small communities
and rural areas. The quickest approximation o0 an estimate of
geographic differentials could be obtained by comparing loan
statistics for the outlying branches of statewide banks with those
oL their urban offices. A hypothesis that deserves investigation
is the proposition that retail credit markets are more competitive
and more efficient than "wholesale" markets in Alaska. Tf this
is the case, channelling the permanent fund's Alaska lending
through existing financial institutions could result in large,
unearned windfalls to the banking system without significantly
benefitting Alaska borrowers. Tt would be instructive to see
what happened to the "spread" between the interest cost of public
deposits to Alaska banks and their interest earnings on real
estate loans, for example, as a result of the Alaska preference
provision in management of the state's North Slope bhonus money.

A similar question can be asked about the actual effect of the

state's purchases of residential mortgages, after loan fees are

taken into account.
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2. Demand for investment and for locanable funds. A sample

survey and detailed case studies should be undertaken of the
financial structure and the procedure of financing fish processing
plants, hotels and other relevant investment projects in Alaska.
The contrasts, if any, in structure, procedures, costs of capital
for individual ccmponents of financing (interim construction, work-
ing capital, etc.) should be noted and the appropriate implications
drawn. The importance of capital financing costs to overall project
costs is an important element in judging the potential sensitivity
of investment demand to interest rates.

The investment demand schedule for individual industries ought
to be investigated. The quest »n here is to what extent will a
reduction in the interest rate to a particular group or for a parti-
cular purpose result in an increase in the level of investment.
The question is difficult to answer generally because the shape of
the curve relating investment outlays to interest rates will differ
for each subcategory of investment and will be affected by a large
number of other factors. Builders of national econometric models
have spent much time trying to specify investment demand functions
with only limited success, however. The data base modeling Alaska
investment demand is very limited because there are almost no satis-
factory statistics that can be used as indicators of investment
activity, with the partial exception of residential construction.
The more productive approach would be to model individual projects--
even fictional projects--in the way the Delta barley project was

analyzed,
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3. Aggregate impacts of different policies toward permanent

fund appropriations and investments. The percentage of eligible

funds that should be channelled into the permanent fund is of central
importance. Not only will the future growth of the state's economy
be determined to some extent by the choice of eligible permanent

fund investments, but perhaps more importantly, it will be determined
by the amount of money remaining in the general fund for unrestricted
use. Specifically, Department of Revenue analysis of state revenues
presented in February, 1977, projected a permanent fund balance of
$1.8 billion in 1985 based upon a 25 percent contribution rate.

The same source projected a general fund balance in excess of

$6 billion in the same year. Increases in spending above the his-
torical pattern of state government expenditures would have a down-
ward effect on the total remaining in the general fund, but the
balance can be expected to remain substantial.

The possibility of such a large general fund balance requires
that the choice of the percentage of oil revenue dedicated to the
permanent fund reflect the expected impacts of the uses of the general
fund balance as compared with the impacts of administration of that
money through the permanent fund.

For example, one way to make use of the general fund balance
would be to reduce the personal income tax. The ISER MAP analysis
shows that this would indeed cause a significant reduction in the
general fund balance. At the same time, it would have a highly

stimulative effect on the private sector as the increase in
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disposable income stimulated private sector demands. Employment and

population would increase. Additional revenues would be generated,

but these would not be sufficient to maintain constant per capita

government expenditures. Either the level of services would have

to decline or the general fund balance would be depleted more
rapidly than initial calculations indicated, or both. If the perm-
anent fund is to be a buffer against the depletion of the general
fund, or is interpreted as a fund to benefit Alaskans, the expansion
generated by the income tax could be the worst possible use of
general fund money.

The growth implications of any constant percentage permanent
fund contribution needs examination. Lumpy additions into the general
fund caused by lease sales on state lands may be accompanied by
bursts in general fund spending activity by the state. This erratic
behavior could result in uneven growth and its problems. A formula
for permanent fund contributions, which minimizes fluctuations in
the general fund, might be a more appropriate rule than a fixed
percentage.

Projections of the state fiscal position are important in the
formulation of permanent fund policy in another way. Knowledge of
what is happening to the general fund can determine permanent fund
objectives. A large general fund balance, for example, tends to
reduce the force of the arqument that certain industry should be

stimulated because of the tax base it provides.




The MAP model can be of assistance in the formulation of
permanent fund policy in this regard because it can be used to
project "futures" under varying assumptions of general fund policy
given a "neutral" permanent fund. The state model can be used for
this purpose.

A related issue is what policy shculd be established with
regard to disposition of interest from the permanent fund. It is
important not only what uses should be made of permanent fund
interest but to a certain extent, what should be the target in-
terest rate considering the uses of the interest. That is, if
the interest is not put to good use, there should be relatively
little concern with a higu interest rate.

The basic issue, however, is whether the interest should be
returned to the general fund without strings, should remain in the
permanent fund for some period, or should be distributed to Alaska
individuals who, in a sense, become the owners of the permanent
fund.

The implications of each alternative on the growth of the
economy and its fiscal condition will be considerably different,
Reinvestment in the fund would have minimum impact in the short
run. Transfer to the general fund would result in increased
expenditures on state and local government which would have a
stimulating effect on the economy with the impetus on increase in
public sector activity. A transfer payment directly to individuals
under some form of Alaska, Inc., project would provide an economic

increase with a private sector impetus.

w3l




All of these kinds of expenditure programs can be analyzed
with the MAP model framework. For this kind of analysis, which
attempts to provide a picture of the relative impact of alternatives,

specific program details are not necessary. The qualitative impacts

would be the same regard] :ss of whether a specific dividend amount

were paid out as Alaska, Inc., payments or the available interest
on the fund were distributed in that fashion. Here also, the state
economic model can be used.

On the assumption that permanent fund investment will somehow
be directed to the growth of certain industries, there is also a
need for econometric simulations of the effects of expanding various
Alaska indvstries on the state's economy as a whole, particularly
on its emplovment and tax base.

4. Performance of soft loan programs. There are a number of

existing state ln¢n programs directed ‘to social and economic develop-
ment obj:ctives. In general, they have loaned money at lower than
prevailing commercial interest rates (but not necessarily at less
than the state's "opportunity cost" of money). The actual quality

of these funds' portfolios is unknown, however, and the actual rate
of subsidy taking into account prospective future loan losses cannot,
therefore, be determined. A systematic study should be made of this
issue and its implications explored for administration of any soft

loan program under the permanent fund.




Similar studies would be useful with respect to federal loan
programs such as EDA and SBA, particularly concerning their Alaska
activities. The experience and performance of International Develop-
ment Agency programs and subsidized loan programs of other nations

and states would also suggest problems which might be expected from

any Alaska soft loan prog:ém established under the permanent fund.
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My remarks for this conlerence are addressed irst to the
role of public enterprise generally, and s2cond to some of the
considerations involved in using public enterprisc to foster
greater control by the citizens of Canada and British Columbia
over their own mineral industries. My view is that, generally,
governmental ownership of producing operations 1s not the most
elfective way of accomplishing the social ends for which they
are currently being advocated in these industries. Nevertheless
i have a few suggestions how some of the major disadvantages of
government ent :rprise with respect to efficiency and responsibi-

ity might be overcome.

Government-owned enterprises in the English speaking

countries have seldom owed their existence to anti-capitalist

ideology. is in fact hard to detect any systematic

difference in motive, organization or operation hetween the
national, state (provincial) or municipal enterprises
established 'uring the incumbency ol labor, socialist and
agrarvian radical parties and those implemented by tories of

viarious names and complexions,




Despite the vast amount of government enterprisce that
exists todday in-unpituiiﬁt countrics, and despite the immense
importance ol socialist movements and socialist thought in
the history of modern civilization, the scholarly literature

on government enterprise is remarkably skimpy, and rigorous

comparisons --- either theoretical or empirical --- of the

economic performance of governmental and private entefpriscs

in the same industry are, to the extent I can determine,
nonexistent., For this reason, 1 have incorporated as annexes
tomy own remarks three background studics preparcd by the Congressional
Research Service of the United States Library of Congress.  The first,
concernang a Federal Oil and Gas Corporation is by Kent lughes, and the
second anl third, on  alternative market structures for the domes
tic oitl and gas industry, and on making the oil industry a regu
lated public utility, are by Douglas N. Jones. | have a number
of differences with the policy conclusions implied in these
papers: their authors scem to survey the reasons lor governmentil
enterprise or public utility-type regulotion, but tend to ignore
classic or currently salient ecconomic arguments agiinst - such treatment .
They are valuable, however, for their treastment of some ol the
issees, and some of the experience, | have not heen able to cover

airectly in my own remarks,




2

land and

for government ownership of undeveloped

The casce

natural resource stocks rests on a broader base than that ltor pro-

ducing enterprises. The intrinsic value of any resource in 1ts

natural state is the difference between the value of the goods

that can be produced from it and the cost (in terms of labor,

capital, materials and organization) required to produce them.
As this residual is not the product of any person's labor

or enterprise, it is almost an axiom of distributive

justice that the intrinsic value of the resource should not

be privately appropriated. Much of the value of a resource,
or its appreciation over time, results [rom such diffuse
causes as the increase in population, the general advanc

of technology, the decline in real transport costs, or
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papping and thereby favors its appropriation by public entity,

Other classical prounds lor government ownership of
natural resources are the desire to control external costs
or capture external beneflits of their exploitation, and the
expected divergence of private capital costs (rom the
social rate of time preference, which results in too rapid
(or too slow) development of  the resource.  While | oam
sheptical aoout the universal applicability of these Tlast

two arcuments (who indeed knows what the social rate ol time




preference is, and why would politicians and civil scrvants be
ecxpected to be more sensitive to it than entrepreneurs?), !

believe that a presumption in favor of government ownership

of undeveloped land and resources s generally justified.

Turning to productive enterprise, however, there are
three main economic rationales for government ownership in a
cupitalist society:

First, is the use of the state to establish or
maintain productive activity that would not be profitable as
private eneterprise, but whose external benefits are deemed
to justify a subsidy out of thepublic exchequer. A subsidy
dvoes not, of course, require state ownership, becausce
cither private or government enterprise could enjoy that subsidy.
In cither case support could take the direct form of
providing capital or operating expenses from the Treasury, or
the indirect form of tax exemptions and the use of public
resources at less than their cost of fair market valuce. State
ownership, however, may well make a subsidy more palatable,
by avoiding the enriching (or appearing to enrich)a (ow

privateentrepreneurs.,




Within the category of public ownership as a
vehicle for subsidization are the numerous instances

of private enterprises socialized because of cnronic

insolvency or imminent liquidation, including the

Canadian National Railway, most of British Labour's
nationalizations afte: World War II, and the recent
takeover of rail passenger transportation by the United

States government.

In other cases, the motive for government owner-
ship has been the creation of "public goods ' products
(or by-products) of an enterprise whose value 2 private
owncer could not expect to recover by mu;kol pricing,
Examples of such externalities are flood control by

hydro-power projects and the promotion of literacy and

national unification Ly the postal systemn.

Military necessity has been yet another justifica
tion for producing in state enterpriscs goods that might
not meet! the test of the private market. Instances
range from the nineteenth century's lead mines, arscnals
and plantations for naval stores, to the present-day

processing of nuclear fuels. Many public¢ transportation

and communications ventures were begun on defense grounds;
1' i

an Alaskan, I immediately think of the ALCAN highway

and the White Alice communications system,

A
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Sccond among the rationales for public enter-
prise is the perceived inability of private business,
because of the great size or risk of the venture in
question, to assemble suificient capital. This °
tradition in North America began with canal and rail

P ventures of the states in the early nineteenth century extended
to river control and irrigation projects and continues up to
the present in enterprises like COMSAT and Canada'a
PanArctic 0il. In many of these cases, the propesed

T activity was expected to be self-sufficient in the
long run on the basis of the revenues from its
product or service, but state initiative was scen
as necessary to take advantage ol scale cconomices,

or to overcome high risk threshholds.

Third and last of the circumstances which have

been seen to justify government ownership are possession
by an enterprise of monopoly power, or possession of
exceptionally rich natural resources, cither of which
can produce substantial "unearned profits" or rents.
Government ownership is one means of preventing

monopoly exploitation of consumers (or monopsony
exploitation of workers or sellers) and/or of collecting
for the public treasury monopoly profits or resource

rents that would otherwise be capturcd by the private

owners.
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Government takeover of profitable businesses has
been rare in the English-speaking world. Here we do
-
have a few instances of ideologically motivated
nationalizatien, but it 1is instructive to note that
: these have often been reversed, as in the case of iron
. and steel in Britain and more recently the grain
o trade in India. The remaining cases have principally
¢ been those of utilities - grain elevators, street
railways, water, electrical or telephone systems - which
had a monopoly ("natural' or otherwise) in a local |
o cervice area. In the last category it is often
. hard to distinguish between the instances where govern-
ment took over tr prevent private exploitation of
monopoly po.er, and those in which government saw i
monopoly as an assurcd source of revenue for itself.
There are, of course,a varicty of cases which
overlap two or all three of thesc categories. Economic
development of a poor or sparsely settled region 1s
often advanced as a justification for public enterprise
in transport, communications, oOr elactrical power on
the premise that the region lacks capital or capital
markets and only the state can mobilize resources on
the desired scale. At the same time the project 1s
- ceen to encourage growth by its ability to widen

markets or otherwise to cut coOSls for commodity producing

cectors of the regional economy. Unce established,




moreover, sucii an enterprise may h:ve a moncpoly
status and the power to abuse or erploit that status,
and seem thereby to demand public control or owner-

ship.

Many government enterprises (and regulated utilities,
which they resemble in important respects) combine
subsidies with appropriation of monopoly rents or
resource rents. A common practice in Loth regulated
private entities and government enterprisce in

transportation, communications and utilitiee 18

"cross-subsidization," in which monopoly profits

earned from one area, line of business or class of
customers are dissipated in subsidizing others thut

are decemed to be socially meritorious, Thus, air-

Line and railroad tariffs on heavily travelled rouate
segments typically exceed cost, (including a "faip"

return) while service on lower don ity sepments s

provided at a loss (Though usually not an out-of pocket los:
Also hydroprojects in the Western United States typically
subsidize users of Irrigation water rom revenues

carned by water sales to municipalities and tndustry,

and by sales of electric power, In Alaska, stumpiaoe

feoes n I‘[‘?h state and ’It'lll‘]'.l; timhor Saloes I T e edd

Fo svpport otherwise unceconomic lumber and pulp mil
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Turning to the mineral industries of Westecrn

- Canada, [ see little that suggests they need to be

subsidized by formation of a public corporation or

otherwise. The Province of British Columbia, for

example, does not have a great but decaying industry

upon which the community is heavily dependent both

for energy and employment, as Britain of the forties

had in its collieries.

The B. C.-Yukon Chamber of Mines may from time

to time assert that cach mining job pgencrates seven

(or is it seventeen?) additional jobs in supporting

industrics, but there is no respectable analyticcal

foundation for such a claim. Even if the extractive

industries in fact had such an cmployment multiplier

it does not nccessarily follow that "job creation”

is in itself 2 benefit that deserves a subsidy from

the public purse, much less the creation of a govern-

ment enterprisce. New cmployment opportunities are

a net benefit to the community only to the extent that

othuerwise be productively

the workers employed would not

"

like that of B.C.

In an "open economy"

employed.

or my home state of Alaska, there is no predictable

relartionship between local job creation and local

unemnloyment, because new employment opportunity tends




to attract immigrants who more or lcss offsct the
employment gain. Even if the new jcbs directly
created were reserved for long-time residents, dis-
placement of residents from old to new jobs, and
their replacement by non-residents, can be expected

to have a similar ecffect.*

lational sclf-sufficiency in materials and the
carning or retention of foreign exchange are some-
times argued as external benefits of mining
justifying preferential treatment, but neither reason

is particularly relevant to Canada which is and expects

to be a nct exporter of mineral products and has no

chronic exchange problem. And, of crurse, protection
of environmental quality or the fostering ol an
optimum geographical distribution of population can
hardly be argued as benefits of the government g
pramot ion of mining ventures which would not be self

supporting.

On the whole, it is hard to find a basis for any
claim that mining (including oil and gas production)
creates beneficial externalities for the surrounding

community, as disgtinct from the net value of the minerals

in a study aimed at projecting the cemployment impact

of the Trans-Alaska pipelinc, we found tha unemployment
in individual labor market arcas wis almost totally
insensitive to the level of employment; that is, on i
net basis new jobs in petroleum, wood products and
government were entirely filled by inmigrants.

(Tussing ct al., 1971)
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produced, or the factor payments ( wages, profit,

rents and taxes) which make up that value.

The current Canadian interest in state enterprise
in the mineral industries does not seem, in summary, to
be a result of the belief that they are inevitably
unprofitable under private cnterprise. On.the contrary,

= it rests in part upon the notion that mineral extraction
can indeed be very profitable, and that unearned profits
(rents) ought to be controlled and disbursed in

socially approved ways. One theme in this interest

is a concern whether the people of the nation or of

the Province, who are the nominal owners of its natural
resources , are receiving the maximum possible

return for the products of their land (or even more

than they otherwise would). One issue is. in

— short, whether the state is effectively maximizing its

revenues from disposal of minerals.

Where cffective capital markets exist together
with a large enough number of potential operators
to create workable competition for resource rights,
the government (as landlord and/or sovercign) is
more likely to maximize its revenues if it does not

cagage in production.  This conclusion does not
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depend upon a presumption that government-owned

entities arc necessarily less enterprising and less
effective in cost control than profit motivated private
corporations. There surely is a tendency for state
enterprises "o be inefficient, if only because their
standards of performance as viewed by cither management

or political authority, are scldom as clearly defined asis the
imperative of the private manager to maximize the net

worth of his firm. Conventional enterprises are, in
addition, often under political pressurec to pay higher than
market rates for labor, services and supplies, and to

sell their product in local markets at less than its
opportunity value. Some of these pressurcs and their

results might be regarded as bencfits not shortcomings of

public ownership, but they could, at least in principle, be
measurced or offset in the organization and terms of
reference of a government corporation so that it would be an

arnressive profit maximizer, if that rvesult were desired.

Even so, however, by operation of a productive
enterprise, the governmant loses the ability it
would have as landowner to exploit, for its fiscal
benefit and society's economic benefit, the competition

among potential operators.

At oil and gas lease auctions in the United
States, for example, the bid prices on a single tract
may vary by a factor of two, ten or even one hundred.
These vaviations reflect widely differing geological
evaluations of the tract, exploration strategies, and

circumstances of the various companies with respect

e —
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to capital and other costs. The result is that each

tract tends to be won by the operator with the most

favorable combination of expectations among all the
- bidders regarding the recoverable reserves and thelr
development and lifting costs. The landlord who
operates on his own land, however, has only one manage-
ment team, one exploration strategy, one team of
geologlsts and enginecers and one supply function for
capital. His operating performance over the average
of all his propertics is likely tc be no better than
average for the industry, leaving a. d residual between
cost and revenuc On each property only an average
oy combination of profits and resource rents. If, however,
he leases cach tract to the highest bidder among
a group of competing operators, he can expect to
receive a greater rent on each property than the
industry's average expectation would justify. This
prediction is nlqulrv}tl)‘awunfirwnud in empirical studies
of UU. S§. Outer Cont inental Shelf leasing hy Walter
Mead and Jessc sMarkham, which indicate that successfuol
hidders on the average carn d diccounted cash flow rate of
return on lease acquisition costs substanttally less

than the oil industry's average rete of return on capital.




The most effective use of competition to optimize
revenues does not dictate the use of a cash bonus
bidding system for all minerals or even for petrolcum
under every circumstance. The degrec of knowledge or
uncertainty regarding the volume and value of
minerals present and their cost of extraction, the
rel tive weight of fixed and variable costs in total
extraction costs, the number of potential competitors,
and the relative preferences of the government and
private operators for certain present income versus
uncertain future income, are all appropriate consider-
ations in the choice of lcasing or disposal systems
and taxes on the mincral industries. [ have written
on these questions elsewhere (Tussing and Erickson,
1969) and it is evident from the agenda of this

confereace  that other papers will give close attention
to the relative merits of location, leasing and sale
of minerals; royalties and severance taxes on gross
value as against net profirs; no bonuses, cash
bonuses, and deferred bonuses; the use of acreage

rentals; the optimum size and configuration of tracts;

the amount of geological information the landlord

ought to obtain and publish before opening land for
lease or disposal; duration of the primary term of

a lease or permit, and its terms for rencwal, «




[n summary, state enterprise in the business of

developing and producing minerals is surely one way to
capture and redistribute resource rents, put it is like
ly not as effective a device to maximize thosec rents as
the appropriate combination of a leasing system that
takes full advantage of eompetition among private firms,
considering the technology and institutional characteristics
of ecach branch of the mining industry, togcthér with ap
appropriate tax system.
The most powerful cascs for public enterprise
in developing regions (like much of Western Canada
and the Territories) refer to transport and other
infrastructure facilities which create external
cconomies for other cconomic sectors, including mining.
In these instances both the first motive for socialization
(the desire to subsidize) and the second (the need to
overcome barriers of scale and risk) may justify invest-
ment Ly the government on projects which private
enterprise will not venture. Ne ither of these general
motives, however, creates a casc for state vnlvrprinu
in mineral extraction itself. Capital and enterprise
for mineral cxploration and development are plentilul
and mobile. Specialized tecknical inputs, such as
unuphysiuul surveys, drilling and heavy construction
can be |n=rclu|uvd on contract in a highly compet itive
market (so that great petro leum and mining companics
do very little of these activities for themselved.
Capital sums in the hundreds of millions,or even hillions,
of dollars can be mobilized privately cven without

governnment gul rantecs  for projects in remote regions,




11ke the Arctic Gas pipeline.

Development ol mainervals, Lihe collect ton ol
revenues, is likely to be move rapid and more el licient

if it utilizes the diversity of skills, techniques,

erterprise and access to capital in the private economy

and the competition between firms differently endowed
in these respects. Nationalization or municipalization
of producing operations, in my view, has an inevitable
price both in state revenues and in social cfficiency
the payment of which price must be justified on other

grounds.

The hard core of Canadian interest in public
enterprise today seems to stem not from a perceived
shortage of capital and centrepencurship (much less an
idcological opposition to capitalistic enterprise
as suchj, but from g perceived surplus of foreign
capital and engreprencurship. The problem, it scems,
is to assure that mineral development (and presumptively,
related activities like oil refining or oil and
gas transportation) are under the control of Canadians
or the people of Pritish Columbia, rather than great

multinational (read United States) corporations.

[t is probably not politic of me as an American
to ask what practical difference the nationality of
a company's owners or management makes as long as it

15 subject to the samo laws (and obeys them) und pays
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its proper share of taxes. Our own satisfactions

and grievances regarding the r 01l companfds apply

in the same way to Mobil and Texaco, which ﬁre

domestically controlled as to She]i and SOH10, which

arc foreign controlled. As I have indicated previously,

I don't belicve you can squeeze any more in the way

of real resources for Canadians out of your government-

owned business than you could out of American or

Canadian-owned private enterprise under @ well dqsigncd

leasing and tax system. Nonetheless, one billion

o American dollars invested in Canada is moi2 conspicuous than
one billion Canadian dollars invested in the U.S., and
the nationality of your managers and stockholders

does make a difference to many Canadians.

s Government enterprise is one way to "nationalize"
the mineral industries but it is not, ol course, the
('nl'\ l}l)ﬁflilll( way to foster Canadian equity and
enterprisce.  Stricter nationality criteria could well
he applied tu holders of claims and leases or of
permits to build pipelines, concentrating plants and
refineries. Such policies raise a further question,
however,'1s there in fact enough private equity capital
and enterprise in Canada ¢ffectively to take the place
of foreign equity and '-mm‘l‘-l'i:;o‘_‘” 'his is an empirical
question to which I haven't an answer. If the answer is

"no", however, the use ol government funds and management

& il
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implies a subsidy in some form, because the establish-

ment of a government enterprise does not create any new

Canadian resources. It only uses taX money Or resource

rents foregone to bid capital and talent away from
some other employment. The cost of Ganadianization
(either by restrictive licensing of private industry
or by government enterprise) may be minimal, however
if preferences for nationals result in bidding home

significant amounts of Canadian capital and Canadian

tulvﬁt.which would otherwise be employed in the United
States. (Vresumably, thé net effects of even these
moves would have to-take into consideration the remittance
that wonuld otherwise {low.)

Government capital need not always be regarded
as substitute for private capital, Canadian or foreign.
[n North America during the first half of the ninetecenth
century, and in almost every country at onc time or
another, state companies were used as a vehicle to
attract foreign (usually pgritish) debt or equity
capital to ventures they would not otherwire consider.
A government-owned (or guarantced) railroad company was
often naively regarded by the London meney market as
4 safle investmernt, while the promotions of an unknown
overseas entreprencut  would be viewed with great

shepticism.
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The use of government participation is still
a major instrument for encouraging foreign invest-
ment in developing areas. Joint ventures between
American, European or Japanese private companies, and
governmental entities of the host country are common
in almost all the extractive industties and in many
countries at different levels of economic development,
Canada has at least one government enterprise created
largely with this function in mind, Quebec's SOQUEM,
whose activity consists mainly of joint ventures

in mineral exploration with private companier

In addition to being a means by which domestic
enterprise becdmes a trustworthy borrower (or partner)
ol “oreign capital, state enterprisc can be a means
of offsetting a shortage »f domestic cquity and
entreprencurship.  In this role it has one advantage
nver promotion of domestic priVutc enterprise
through nationality restrictions on investment, manage-
ment or licenses; it avoids the spectre of dpen
discrimination, which could lead to retaliation and
vtherwise undermine trade and investment relationships
that are beneficial to Canada. The nearly open border
allows this country to draw on a much larger pool of
capital, technology and talent than it would with

policies lostering autarkhy.,  Althouph this openness

1S A major clement in the ambiguity and insecurity ol
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Canada's national identity, its economic benefits to
Canada are relatively greater than they are to the
United States. (That is, its impact on the size of
the resource pool available to Canada is greater than
on the size available to the United States. Y It Es
thercefore a circumstance to be modified only carefully,
and selectively. Establishment of a Provincial oil
company 1is one way to contain the side effects of a
move in the direction of autarky in a single

industry. It might, in fact, limit these side effects
even in the industry in question: suppose the best
candidate for exccutive officer for a British Columbia
based 0il company were a Texan; you might well have
fewer misgivings about hiring him to work for the

e Province than you would about his heading a subsidiary

Gy an American private firm.

I have only recently had an opportunity to read
the B.C. Petroleum Corporation Act, and Bill C-236 to
establish a Canadian national petroleum company, and
[ will not comment on them specilically. I do, however,
have some suggestions for the structure and policy
of public corporations in the minetal judustry, aimed
at combining some of the best features of government
and private enterprise razher than their worst

features (as so often happens).




First, before establishing a governmental enterprise,

be clear what its purpose is to be, what the incentive

for the management to accomplish their purnose will be and (in

quite rigorous quantitative terms) nhow the citizens

whp presumably own the erterprise will know whether or not it is

successful. (I owe this first and most vital poiht to

Milton Moore's critique of the draft of this paper).

Second, do not set up a monopoly. There is no surer

formula for inefficiency and social ilresponsibility.
Economies of scale do exist in mining, but they arc very
small compared to the opportunities for development in
an arca the size of British Columbia., In petrolceum
refining, the minimum efficient size of relinery is
probably now about the size of the B.C. market, but

a new government-owned refinery needs a monopoly
protectionist legislation to be profitable, it will almost
certainly be a serious burden on consumers. Il a
government company is to be set up in an industry where
scale ecconomies are narrow aad where ingenuity and
intutition are still crucial, as in mineral exploration
or onshore oil and gas production, consideration might
be given to establishment of more than one competing

public enterprise.




