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Arthur D. Little, Inc., is pleased to submit this proposal to provide economic dcvelo~ment 
advice to the Dep~rtmcnt c.f Rc\'enue and the State Investment Advisory Committee. We 
view t11is as a.n exciting opportunity to be "present at the creation" of what could emer·,e as 
one of the more momentous economic de\'clopmcnt mechanisms so far conceived. We dpprc­
ciatc having had the opportunity to participate jn a number of St:ite Investment Advisory 
Committee· meetings and to meet with interested parties within the Administration and the 
Legislature regarding the possible scope of our services and the need for assistance in defining 
economic development analyses appropriate to the Permanent Fund. 

Our proposal is divided into lhe following·scctions, reflecting our understnnding of your 
requirements: 

• Bnckground 
• Sectoral Analysis 
• The Stntc of the Alaskan Economy 
• Purpose and Scope of the Study 
• Methodology 
• Work l',·ogram 
• Management Organization nnd Staffing 
• Cost, Duration, nml Dillinl; Procedures 

CAMORIDOE. a.tASSACHUs:ns 
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We have made a diligent effort to respond to your needs on the basis of our professional 
judgment as to the appropriate manner in which to conduct this project. Should you wish 
modifications of our work program, we hope that we will have the opportunity to jointly 
review your needs in order to mak~ the necessary changes in our response. 

We believe that Arthur D. Little is unusually well qualified to meet the ne.eds of Alaska in 
the area of economic development, including analysis and development of recommendations. 
We base this belief on the following factors: 

• Members of the Arthur D. Little staff who will be assigned to this project 
have recently conducted or are completing assignments of a similarnature. 
Such studies provide us with a good background for evaluating the suit-· 
ability and appropriateness of pote!ltial economic sectors. · 

.· • Staff assigned to this project have operational as well as consulting expe­
rience with public agencies and public entities which have as their primary 
concern appropriate economic development and facilitation of this devel­
opment through various financial mechanisms. We arc experienced both 
in the area of .public policy and of industrial and economic analysis. 

.. ~· 
'I 

• Our Western Regional office in San Francisco specializes in regional 
planning and industrial development projects. We hnvc assigned to this 
projcc.t senior personnel with excellent credentials in the area or indus­
trial development. 

BACKGROUND 

Based on existing best estimates, between now and 1985 Alaska •s share of North Slope, 
Prudhoe Day, and other Outer Continental Shelf (OCS) oil and gns production can be ex­
pected to exceed S7 billion. In addition, 'the possibility exists for additional state income 
from the extraction of coal, iron ore, nnd other minerals. With this large potential revenue 
from non-renewable resources flowing in nt an incrensing rate over the comine period, it 
becomes necessary to dctem1ine from a public standpoint the optim:il ways to best utilize 
this income. 
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Until now, the majority of th~ oil-related revenues have gone into the st.ate's Gene!al Fund. 
While these revenues have provided for much-needed improvement in services and facilities 
provided by th~ state, a saturation point has probably_been reached fo. terms of the ability 
of state government to absorb much additional revenue on a current operating basis. This 
will be underscored by the significant increase in state revenues following the start of the 
flow of oil through the pipeline . . 

Last November the Alaskan voters overwhelrr ingly approved the concept and the creation of 
the "Alaska Permanent Fund." Simply put, the concept was to prov~de ~means of collecting 
at least a portion of the ongoing non-renewable resource revenues and placing these revenues 
in a permanent fund where the revenue capital would be maintained (the concept of perma­
nence) while the income from the fund could be utilized for vari~us purposes. This action 
was taken in anticipation of the fund's providing a sound basis for ongoing economic develop­
ment beyond the period of non-renewable resource extraction. 

,· 

Along with the passage of the referendum on the Alaska Permanent Fund, the ongoing State 
Investment Advisory Committee was expanded with additional citizen members reflecting a 
wide r:mge of viewpoints to consider the questions of the structure and organization of the 

. proposed Permanent Fund. Over the past few months, the investment committee, in associa· 
. tion with its consultants, has developed draft legislation detailing the proposed management 

·• : .. and organi~tbn for the Alaska Permanent Fund. 
-"·· ' ~ ·;. . .: ,~. ··· . . . 
· .. Quoting from Se~tion 37.13.020, 0 Pu.rpose of the Permanent Fund," House Bill 298, on~ 
.. version of Uie proposed legislation, provides an indication of the thrust of the gonls of the 

. · '. Permanent Fund: 

• .. 

.. (a) The purpose of the Permanent Fund is to provide a means of con­
serving a portion of the statc"s revenues from mineral resources 
to the ultimate benefit of present and future generations of 
Alaskans. The revenues so conserved shall be invested in income­
producing investment which wilt provide further benefits to pres­
ent and future generations of Alaskans, 

"(b) Further benefits may be derived from the use of the Permanent 
Fund to: · 
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"(I) .Assist the diversification of the economy of Alaska by 
making sound investments in Alaska's renewable and 

non-renewable resources. 

"(2) · Seek to smooth the cyclical pattern of growth of the 

Alaska economy. 

· "(3) Encourage and assist the participation of private capital 
from both within and outside Alaska in private enter­
prises of benefit to Alaskans ••.• " 

The Permanent Fund, at least as envisioned in the legislation un~er consideration, will be both 
a savings bank as well as a development bank. The draft bill provides that : 

.· • Half the revenues derived by Alaskc:1 from its mineral resources will be 
put into the Permanent Fund. At a minimum 40% of the fund's balances 

must be put into "investment gr~de securities." 

• As much as 30% of the remainder of the Permanent Fund will go to· pro­
viding long-term investment capital for expansion of private sector eco- . . 
nomic activity in Alaska when sufficient capital is r.ot available from 

other sources. 
. ..... <\. 

. . - . ' 

• 
'• . 

No more than 30% can go t~ public works for community development 
projects for municipalities and public entities within Alaska. . . 

Thus, a significant amount of revenue will be a.vailablc to the Permanent Fund for purposes 
of providing investment capital for existing and potential economic activity within the state. 

. . 

Having agreed upon the concept of the Permanent Fund, it becomes important to determine 
on what basis and through what set of criteria will fmancial assistance by the P~rmanent Fund 
in economic development projects be determ ined. As in any capit:11 budg~ting decision, typi­
cally. the fund will be focecl with a set of proposed projects whose cumulative financial re­
quirements exceed the Permanent Fund's financing capability at that point in time. Given 
this budget constraint, the question is then how to <tllocatc scarce invcstml!nt resources among 

a set of proposed projects. 
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In addition, the State of Alaska has historically been utilized as a resource base for the rest of 
the United States and to some extent Japan. Today it remains an economy primarily de\·oted 
to the extraction of both renewable and non-renewable resources with lit.tie value added from 

· the processing of such resources. Pipeline activity has been a significant short-tenn boost to 
the state economy over the last several years, but i't may weJJ leave behind little residual long­
term economic activity because of the relative "thinness" of the Alaskan economy. This would 
once again confirm the ·"boom and bust" characterization of the Alaskan economy. 

SECTORAL ANALYSIS 

At least in concept, the creation of the Pennanent Fund, with its ability to supplement and 
complement the existing commercial banking activity in Alaska with the capacity to provide 
long-term loans and/or equity participation on a development basis, could well be an impor­
ta~t mechanism for diversifying the economy and providing for greater utilization of Alaska's 

. resources within Alaska. 

One way of establishing a mechanism for budgeting and allocating scarce investment resources 
among alternative opportunities is to P.repare a sectoral analysis of the Ala:~ka economy to 

· identify those sectors, industries, or portions of economic acti\·ity that appear to have the 
· greatest payoff in the long ~n for Alaska in.tenns of diversification, income distribution, ilncl 

· : · .. the various other economic goals·the state might develop. This sectoral analysis would p~o-
. vide an overview of the economy, linking both the existing sectors and those that' might ·exist 

in the future to the ove.rall markets within the ·u.s. economy as well as the intcmationill one, 
·partictilrirly the Pacific Rini economics. By focusing investments in those sectors of the econ­
omy that are likely to have long-term markets rmd meet state economic goals, it is most likely 
that the investments will provide long-term gain for the Alaskan economy. 

Referring again to the proposed legislation to establish the Permanent Fund, "sectoral analysis" 
has been identi~ed as one important means for the fund to determine what projects it will 
finance and in what manner. Included in the section .. Duties of the Policy Board'' is an ele­
ment relating to the annunl review and approval of long-range operating plans based on sec­
toral analysis of the Alaskan economy. 

Further, iri the section cntitlcll .. Operntional Prir1ciplcs," various guidelines are provided for 
the operation of the public corporation. In addition to est;iblishing the 64prncknt person rule 
of investment," this section rcquires·th•H the particular project or investment being consid­
ered be able to stand on its own in terms of financial productivity. Should the Permanent 

. . . . .. .. . . . .. 

• .. 

. . ' , l 
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The relative thinness of the Alaskan economy reflects the fact that so much of the consumer 
goods as well as a good portion of the industrial requirements are imported. indicating tremen­
dous leakage of Alaskan income to the lower 48 and elsewhere. Recently in ~laska, the distri­
bution of wage and salary employment, a measure of econo111ic activity. has been roughly in 

. the following proportions (this excludes self-employed workers, which exclusion would tend 
· to understate. among other things, the fishing component of the Alaskan economy): 

• Mining (including oil and gas extraction) 3% 

• Contract construction 17% 

• Manufacturing 5% 

• Transportation, communication, public utilities 10% 

• Trade 16% 

• Finance. insurance, and real estate S% 

• ·Services 16% 

• Government 29% 
. 

The above figures indicate the dependence of the economy on government - federal, state, 
and local. Contract construction representing 17% of recent total wage and salary employ­
ment is obviously distorted because of pipeline cqnstmct'on and related activities. Mining, 
even including oil and gas activity, provides only a mode~t proportion of the wage and salary 
employment in the Alaskan econo.my. Thus, even with recent pipeline: activity, sectors im- · . 

. . port~nt to increasing the. amount or income retained \vi thin the r\Ia.skan economy remain 
small. In fact, in the pe.riod.from 1970-1975 manufacturing employment actually. grew very 
modestly ·and stands nt no more than 9000-10,000, primarily in fish processing and forest 
product activities. 

Excluding government employment, the Alaskan economy relies in greater or lesser amount 
on the following activities: 

Ml11eral exploration, dc1•clopme11t, and l'roductio11, including fuels and metallic and nonme­
tallic materials. Herc the possibility exists for expansion in a num~~r of areas. It npp1~:irs 

that the coal potential along with 1>etrolcum 11atural gas can pro .. ·ictc an ongoing thrust to 
economic nctivity. 

Fisheries. With the passage of Public Law 94-264 extending the U.S. Conservation and Man­
agement zone to 200 nautical miles, fishing is still inn period of nux. It c~m be nnticipatcd 
that at least some poi~;on of the yieid of ground fish currently i;oing to Russian and Japanese 

• .. 
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ships, will go t<! Alaska eithe~ through actual participati~n in the fishing or some payment 

· mechanism. In addition, the traditional catches of the Alaskan fishing industry - sa~mon, 
king crab, snow crab, shrimp, and halibut - will continue t.o provide a basis for possible ex-
pansion of ~his sector. · 

Forest products. This sector, in v.:hir;h the current demand is primarily for pulp for both the 
lower 48 as well as Japan, reflects the sensitivity of the industrialized economies to materials 
competition. With the recent rise in oil prices, pulp has been substituted to some extent for 
petroleum-based fiber. The balance to be struck in the forest products industry in the future 
is unknown. 

Tourism. Certainly in large measure a renewable resource, tourism has emerged recently as 
an important component of the Alaskan economy. Because its impact covers numerous sec­
tors in a typical economy, it is difficult to me?sure. Whatever the combination of cruise ship, 
highway, ferry, liner, plane, and motor coach modes of travel, tourism wilt continue to grow 
over the next 10 years. Ways of insuring maximum returns to Alaska of tourism activity are 
still to be determined. 

Agriculture. Agriculture -·mainly eggs, potatoes, a~d milk - pro~ides a modest contribution 
to Alaska's domestic needs. Similarly, 'truck forming surrounding. the urbnn areas meets a. 
rr.odest part of the increasing demand in the urban population. Importation of food products · · " 

._ from the lower 48 continties to he an important "leakage" 'out of the economy, and it ca.n be 
anticipated that opport.unities in this sector will emerge over time. · 
... 

·, o \ 

Where docs the ccononw go in the future?. Arc there take-off possibilities bnsed on capital­
izing on resources, cspcciall}' the rcne'wablc resources, of Alaska? Can this tremendous store­
house of resources and energy potential be developed with sensitivity to the compntibility of 
maximum utilization of renewable resources with the unavoidable use of non-renewable re­
sources? These arc the types of questions which a sectoral analysis of the Alnskan economy 
will begin to examine. 

PUnPOSE, SCOPE, AND APPROACH 

As a bcginnin~ point for the ongoing econoir un:ilysis that will be required for proper proj­
ect assessment by the Permanent Fund, this proposal is directed toward developing a struc­
ture •md/or framework for c·.-aluating proposed projects for investment. We h:we tamed this 
a sectoral analysis - an examination of the Alaskan economy from a macro viewpoint, link­
ing its current :111d potential outputs with those of tht! rest of the U.S. cconom}' as well as 

.~ 
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Pacific Rim areas, to identify those long-term markets in which Alaska can most probably 
compete. Our work would also include an assessment of the internal Alaskan demand for 
various outputs, to it'entify areas where there is a possibility for "import substitutio_n." In 
other words, given certain investmerit potential among various sectors of the Alaskan econ-. . 
omy, what areas wi'f have the greatest payoff to the Fund, balancing risk and return. 

Our proposed worl would identify the a!'sets that would foster growth and the liabilities 
that constrain or ir111ibit development of particular activities in ~laska, and the mechanisms 
that might be used to remove or at least mitigate impediments in various sectors. To the ex­
tent that long-term capital will assist in removing impediments to -development, clearly the 
Permanent Fund can well become an important mitigating measure. 

The crux of our approach is to build upon existing studies, data compilations, and investiga­
tions of current activity in a manner which will maximize the inrol\'cment of the private sec­
tor as well as the public sector. This will assis_t in the identification of appropriate sectors in 
the evolution of economic diversity and stability within the Alaskan economy. 

Specifically, our analysis would include: 

. , .. ,_:.. I . 
· . .,,. \ • .... 

. 2. 
.• . • x 

An assessment of the long-term outlook for the U.S. economy as well as 
Japan:·,.... . . . . 
An assessment of growth prospects for individual indust ries . . . . 

3. An assessment of the outlo.ok for the Alaskan economy and industry: .. .. .. ... . . 
a. ldenti~cntion of influence of national, intcmntional, and state 

trends. 

b. Identifica tion of factors contributing to or inhibiting growth 
in Alaska-based industry. 

4. Evaluation of major sectors of the Alaskan economy: 

a. Resource extraction, such :1s petroleum and natura: gas, other 
minerals, forestry, fisheries, and ngriculture. 

b. Manufacturing and processing, such as fish processing, other 
food proccss:ng, pctrokum- and natural nas·rclatcd processing, 
and wood prodt::ts. 

c. Tourism 

. .. . . 
... 
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d. International and domestic trade iinkages 

e. Energy 

1-8883 

S. Identification of candidate industries for pos5ible establishment in Alaska. 

., 

.. 

6. Preparation of sectoral analyses 

a. Characterization of industry at national level. 

Size . 
Location 
Concentration 

b. Historical development. 

Major growth influences . 

c. Long-term growth prospects . 

·· ... . 
Macro economy 
New products 
New markets 

. . 

. . \ 

- · Other considerations 

d. Industry in Alaska: . 

... 
Contributing factors . 
Inhibiting factors 

e. l~dustry dcveiopmcnt and the Pc~manent Fund. 

Consistency of goats 
Recommendations for fu rther action 

7. Sugge!:tcd project financial productivity measures. 

a. Fund investment criteria. 
b. Sector fin:mcial measures. 
c. In it ial sector priorities 

'Ilic underlying goal of the above analysis is to utilize the revenues derived from non-rcnewabll! 
resources to achieve maximum u::..: cf renewable resources within the state. 
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II 
UETHODOLOGY 

' ' 

lhe development of a sectoral analysis emphasizing identification of possibmties for vertical . \ . ' . 
integration within the Alaskan economy to capitalize on existing renewabfo and non-renewable 
re.sources as well as expanding the availability of goods and services for the internal Alaskan 
economy requires a broad approach and a wide array of methodologies. The product of this 
proposed study is not just the output of a macroeconomic model; rather, it is the results of 
several flows of analyses coming together, leading to the identification of sectors appropriate 
for consideration by the Permanent Fund for project investment - sectors that are either rep­
resented currently in the Alaskan economy or are likely candidates for inclusion in the econ­
omy over the next few years. This would include vertical integration in l~rrns of the process­
ing of both renewable and.non-renewable natural resources, as well as consideration of ways to 
reduce the leakage out of the domestic economy. For instance, over the next few years cer­
tain thresholds may wen be reached within the economy, permitting the ilstablishment of 
bt&siness activity that heretofore could not viably compete b~cause of such factors as Jack 
of economies of scale, sufficient domestic market, etc . 

. An important aspect of our a'pproach and methodology is the utilization of our ongoing eco­
·riomic advisory :;crvice. Over the past several years Arthur D. Little has offered a variety of 
.programs to both pubiic and private clients focusing on the grO\V.th prospects for the U.S . . 

~ economy and, ·rribst_importantly, individual industries within the sector·s. Currently a te:im . . . ~ 

.. of analysts is charged with assessing the performance of the U.S. and international economies .. 
.. :.and the implications for indu.stry !. p0w.th- Prominent ir1 this ongoing effort is Arthur D • . 

. · Little's large-scale input-output model of ti1e U.S. economy, which characterizes the inter-· · 
face between the. macroeconomy and individual industries, incorpornting technological 
changes, new products, m~terial substitutions, etc. As part of this effort we closely mo,l"\itor 
the economy and developments in areas such as: 

• Consumer spending. 
• Business capital spending. 
• New building activity. 
• Fiscal and monetary policies. 
• International trndc activities. 
• Worltlwidc economic.: conditions. 

Through these activities, Arthur D. Little main tains close 1iw:ueness of developments in more 
than 220 individual in~u strics (sec A'ppcnclix A). This provides us \\' ith a large, compreh~nsivc. 
consistent, and detailed (four digit industrial classifica tion) ir..lustry l'tformation system for 

\) . 
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problem solving - in particular, identification of likely sectors of growth in the Alaskan econ­
, omy. This information system, embodying the analyses and insights of a large body of Arthur 

D. Little expertise, is carefully managed and continually updated. 

WORK PROGRAM '"·, 

To achieve the purposes of the project, we propose to undertake the following t~ks: 

I . Characterization of existing conditions, 

2. Assessment of the present Alaskan economy, 

.3. Determination of the domestic/international markets related to outputs 
of key sectors of the Alaskan economy, 

Preliminary analysis of the comparative locational advantage for Alaska . . 4. 
by maj~r sector, 

• • :.,_ .. "-'i .1. ~·· ··; 

- ··5~ Jnte.rsectoraf cbst/benefit comparison. a~d dev<:iopment of investment · 
' .!:·..;..:~. ::.· · ... cr1"teria ·and . · ' . . . . ·:: .. . : . .. . .. \ ·. \ : 

• ' :•.: t~, l ' • '• ' • • : y:\ , !, ••• ,· ,•: • 1\ ' l<O ', ': • • : ' I, ' I \ ', f I 

<:.-.;- 6: . Suggested sectoral priorlties for the. Permanent Fu~ct'. ...... ' ~:.~ ·. : . .. . ... · . . . 
.. t •• t . ~ 

,. . ,·,. . : . ... . : .. 
.'' 

. . . ,. . . ·' 
t I o • 1 ' :. • o 0 f • 

Task ! - C/zaractcrizalion of Existing Conditions in Alaska 

To establish a consistent set of baseline information for determining suitable sectoral in\'est­
ment focuses and developing economic development strategics, we will first initiate n recon­
naissance program to bring together relevant information on the existing situation within 
Alaska. This will cover existing studies and ongoing research including relevant data and 
analysis from the numerous affected public agencies in Alaska as , .. :JI as pri\'ate sector 
sources. 

To compleml!nt the review of existing published data and analyses. we will conduct a struc­
tured interview program with appropriate persons primarily in the private sector in the major 
ar\':as of activity in the Slate. This progrnm will pro\•idc ttdditional background on issues we 
consider it necessary to address and on the current nature of economic acti\'ity, Jnd will also 
provide a preliminary assessment of the ability of existing Abskan industry to compete in 
expanded markets. 
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There are a number of studies in progress th3t provide infonnation on the current state of 
the Alaskan economy; this· inclu<:les both statistical information and "models of the economy.'• 
Among these basic sources of information are the following: 

. ' 
• ~Jaska Department of Commerce and Economic Development. 

· • Alaska Department of Revenue. 

• Alaska i>epartment of Labor. 

• Govemor•s office, Policy Development and Planning. 

• University of Alaska, particularly the Institute for Social; Economic and 
Government Research related to their "Main in the Arctic Program.0 

. . 
.· • Bureau of Land Management, quantita tive models developed for assessing 

impact on the Alaskan economy of oil and natural gas development. 

• Trade flow models developed both in the State of Wasrungton and in 
. . Alaska linking the Alaskan economy to the Northwest portion of the 
.. ' .. . . , ... I 48 . ~. · 

.• · !·~ • .. , . ower . . 
. . ..... : .:.;" .:?:/~)~ .. i· ·~ :.:: ·:.~'·'.·:!.:.~~:~.:'.:·· .. ... . .. : . . ~. ~ ·~ · .. : . . . " 

:-- . :· · . . :. · ··:· Other public agency informatiOn~ ·· · 
. . : . . . : .·-~ .~~/·:.· ... ~::· ..... ·,:1.:;.:- .· .:~ .' ·:. ·.· ... . . ( . . . . . . 

. . · . .. .. ,. : .. :· :. • : The scfof Regionp.l Profiles prepared by.the University of Alaska for 
· · · · ': · · ... :·::··-:.'.: ~.;~~~ ·~· the· state and the Joint F~dera.1-Statc Land µse Planning Commission 

for Alaska. · · 

. . . . .. . ' •· 

Our analysis t;f the availability of infrastructure and 'cvel of community de\·e!opment will be 
based \lpon information provided by the Alaska Department of Highways, the Alask3 Depart­
ment of Public Works, the U.S. Bureau of L:ind Managcrucnt , and the U.S. Bureau of Indian 
Affairs, supplemented by local area information from the Al;tskan Dep:irtmcnt of Community 
and Regional A ff airs. 

For specific sectoral information - i.e., historicc! measures of economic ~1cth'ity - we would 
utilize information from such entities as the Alnsk:l Dcp:utmcnt of Natural Resources, Alaska 
Department of Fish und G:mc, the 1)ivision of Economic Enterprise of the Department of 
Commcrc~ and Economic Development, 1hc National ~tarinc risherics Service, the Burc:iu 
of Indian Affoirs, the U.S. Forest Service. :ind the Bureau of Mines. 

I .. ..... 
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To place Alaska in persprctive, we will utilize the baseline information developed in Task I 
to prepare an assessment of the present Alaskan economy. This will include: 

• Trends in economic indicators, 

• Identification of strl.lcturnl relationships within the Alaskan economy, 

• Delineation of regional economic activity in Alaska, 

• Nature of economic development factors, 

• Characteristics of the major sectors of the current economy, 

• Level of infrastructure development, and 

• Preliminary identification of constraints and impcdinicnts to future 
economic growth. 

This assessment will be ·utilized later in this' ~vork program }·~ co>mparc Alaska's potential as 
well as development constraints with likely emerging markets within 1\lask:l, elsewhere i~ the 
Uni.led States, ilnd abroad. Labor supply and wage structure, transportation amt comi:nun_ica­
tions, capital availability, utilities, tax structure, and existing markets will be included in our 

· examination of dcvelopment-relat -:d factors . . 

The major basic sectors of the economy, including resource extraction (e.g., petroleum and 
natural gas, other minerals). forestry. fisheries, and agriculture, plus the currently limited 
manufacturing ancl processing areas, will be chnracterizcd in terms of their long-term poten­
tial. Tourism - nn activity that cuts across n number of sectors of the regional economy -
will be quantified to the extent possible, :md the sensitivc factors in it will be idcntific'~­
Energy development, including utilizat ion of coal :rncl hydro, the potential of geothermal, 
nnd the utilization of oil ancl natural gas, will be de lined. 

. -

. . .. 

.. . . 

.. " ... 
• 1 
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Task J - Determination of Domestic/lnlemational Markets Related to Outputs of Key 
Sectors of tile Alaska11 Eco11omy 

We will utilize Ute Arthur D. Little e~;onomic analysis model which provides information 
(among oth:.-r things) on the output from 220 industry sectors. (Sec Appendix A for dis­
cussion of the industry indicators and industry sectors included in this assessment.) This 
will be used as a take-off point for estimating 10-year demand for output~ of various indus­
trial sectors and, in combination with the results of Task 2, will enable us to screen down 
to those sectors that represent possible expansion potential. 

We not~ thnt, in addition to the util:zation of infomrntion on the U.S. economy, along with 
information on trends in the Japanese economy, we wm examine (again based on the infor­
mation from Task 2) possibilities in non-basic sectors of the Alaskan economy such as the 
service, trade, and other areas that might represent important growth prospects. It is our 
feeling that there is a need for a blend of quantitati~e analysis with quali.rntive judgments 
regarding possibilities for expansion of some of the smaller sectors in the Alaskan economy 
for which local manpower and local resources can be utilized. To the extent possibh!, utili­
zation of renewable resources will be stressed to enable the economy to reach a sustainable 
level of activity. 

. . , . 
Task 4 ~ Prellmf11ary Analysis of Comparative Locatlo11a· 1tcfrantage for Alaska by Major 

· · Sectors · 

The result~. of Task 3 will identify on n preliminary basis those sectors both existing and 
potcntlnl that mny offer the opportunity for expanded economic acti\'ity in Alaska. In 
this task we will utili7.c industry (or sector) specialists to determine on a pre-feasibility study 
basis the ability of Alaska to compete with other nrcos providing similar outputs or products. 
lfnving previously identified growth sectors, we will cvulu:lle which of Alasko·s choractcristics 
operate to its ndvnntagc os an industri:il locntion nncl which or~rutc to its. dis:idvant:igc. This 
will require knowlcdi;c of the sectors' resour~c input requirements, labor and c:ipit:il rcquir~­
ments, and market distribution. 

The key factors in the detcrmin:ition of the locat ional requirements of the potcnti:ll sectors 
ndc1ressc<I wilt Include proximity to suppliers nnd rn:ukcts, nvnil :1l>ilitr of lnl>or force, sensi­
tivity to other input costs, tnxcs, infrustructuro requirements, nnd rl!l:ttl!d Industrial factors. 
R:111kinc of the relevant im portnnc:c" of l'ach of the above will be made for sector :iml industry 
types. 

··-

1 • 
• , r. • . ... 
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The candidate industries would be those whose locational requirements would be most closely 
met by Al~ska ns compared to other potential areas. 

Task 5 - Jntersectoral Comparison and Development of /m1estment Criteria 

The results of Task 4 will provide an estimate of the likely ability of Alaska to com pete in 
the identified sectors on a statewide basis. While the economics of a particular establishment 
might indic3te potential for Alaska, for example, lack of development of infrastructure and 
related factors may hinder economic development in a given sector or industry. In this task 
we will examine on a subregional basis the likely distribution of future economic activity 
related to major sectors with the goal of identifying problems associated with, for example, 
lnfrastmcture that would provide access or supply water or energy to the particular economic 

. activity. This will enable us to make a preliminary ranking of appropriate sectors in terms of 
viability of a particular enterprise or cslabli >hmcnt, 11nd of the types of investment in infra­
structure that probably would be required to facilitate development. 

TJte results of this interscctornl comparison will be a preliminary se t of investment criteria 
for establishing on a project-by-project basis the '1ecessary types of information that will be 

.required when a proposed investment comes before the Permanent Fund. 

The project analysis based on certain investment criteria will differ from fin:mcing decisions 
in degree of complexity and in the bre:tdth of its scope. The financing of proje.cts requires 
an examination of the several methods of financing, such as debt , equity or combinations 
thereof and the terms and conditions of the finoncing instruments, and the project's ability, 
operating as well as financial, to provide a return on nn investment mndl! in it. Typic:illy this 
procedure will include an annlysis of operating performance, return on capital ratios. and 
other financial ratios. On the other hand, to select investment opportunities, the Pc:rmancnt 
Fund will view the particular financing decision as only one pnrt of nn o\·crnll strntegy. An 
investment nnulysis requires the design of n methodology for mcnsuring various projl!cts, the 
use or scnsith·ity nnu lyscs; nnd the development or risk/return profiles on each project under 
consldera lion. 

In this tnsk, we will consider the following aspects or developing investment criteria for proj­
ects within various sec~ors: 
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• The fund strategy is initially determined. This includes identifying the 
mix of projects desired in the fund, and their risk, return, and capital 
requirements. The choice of various projects will determine the financial 
structure of the fund and· will define the overall level of risk the fund will 
be able to support. A "hurdle rate" refers to this risk level whenever a 

• 

project is considered as a potential investment. · 

In the evaluation process of choosing among projects one key assump­
tion is that investment decisions wilt most likely be made under a capi­
tal rationing situation. This means that the fund itself will be limited 
in size and that if presented with several "attractive" investment oppor­
tunities, the selected process must decide up)n only a subgroup of the 
total array of possibilities. 

For evaluation purposes, each project must be analyzed according to 
.· such criteria as the net present values (NPV) of earnings it proposes 

• '1 

to achieve within a specific timetable. The fund will value this proposed 
stream of earnings according to the amount, timing, nnd opportunity 
~osts it is likely to incur. These costs represent the opportunity fore-

·. 

. gone on the next most profitable. investment. 
: ... · . . 

.O~her measurements of projects exist, such as the payback method 
which analyzes the number of years required to return the original 

. investment - the far simplest method. Payback criteria, however, do 
' not consider income beyond the payback period. Therefore, if the 

fund portfolio is to be viewed as an ongoing source of cash, attention 
must be given to events beyond the one project's payback period. This 
necessitates a tong-tcnn fund stra tcgy. 

Thus, an objective of the fund strategy will be to select the combination • 
of investment proposals that provides the highest net present value sub­
ject to any constraints for the period. To determine the NPV of n proj­
ect, the appropriate discount rate will have to be selected. Thi! discount 
rate must be In line with the hurdle rnte, must consider an opportunity 
rate, should include on inOation foctor, and most importantly must 
reflect a risk factor. For n project within a pnrticul:tr sector. its fin:in-
cial productivity should bear a relationship to the tong-run char:ictcr-
istics or the industry in which the project is located. 
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• . Once the rate is set, and the NPV computed, a sensitivity analysis should 
be undertaken to examine how volatile the variables arc thnt determined 
the projected stream of earnings. If a company has a perfonnance history 
against which variables can be verified and adjusted, this task is much 
simpler. If, on the other hand, the fund is presented a pro;:o~~l for e.i. 

new project with untested characteristics, the exercise of assigning prob­
abilities to the variabl!:s becomes more difficult. The sensitivity analysis 
provides another tool of measurement and helps define more clearly the 
risk level of the project. 

• The risk analysis of an investment decision docs not simply en tail mea­
suring the risk of a project relative to its potential return. A particular 
project's risk must also be judged against that of other investment oppor­
tunities and most importantly against the overall risk of the fund itself. 

.· This m~ans that the project should at best complement the fund's risk 
level. This can be accomplished, for example, by fitting the projecCs 
risk level against other fund projects such as having the risk of a high 
risk/return balanced against a low risk/return project. 

• •I 

... 
• • I 

Task 6 - Suggested Se~toral Priorities for the Permanent Fund 

To provide the dcd°sion-makcrs within the Permanent Fund with useful sectoral information 
against which to evaluate proposed projects, this tnsk will focus on assigning priorities to sec­
tors and/or industries that appear to justify possible public investment. We will suggest short­
tcrm ns well us long-tem1 priorities, based on not only market and r~source use criteria but 
the state of development of the associated infrastructure necessary for the establishment of 
certain industries. For example. it might be that in the immediate future, certain projects 
that might be proposed within particular sectors may be in existing, developed areas where 
access to :wail:1blc labor und i11frastrncturc is relatively cnsy. These projects m:ir ha\'c more 
imrneidatc public returns. 

For long-term projects, it may be that irwcstment might be required not only in the enter­
prise it st:l f but in the infrnstntcturc such as ro:Hls, utilities, etc., necessary ro m:tke it fonsiblc. 
Thus investment in these projt:cts, e\'cn though within promising sectors, may r~quirc grc:it1~r 
investments over lon~er periods of ti!11c. 
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In establishing these priorities we would anticipate the involvement of the committee to in­
sure an understanding of the procedures that we would have gone through in arriving at these 
priorities. 

MANAGEMENT ORGANIZATION AND STAFFING 

I will be project administrator and maintain day-to-day administration of this case. My profes­
sional experience includes to years as a regional economist and industrfal development sped<dist 
with Arthur D. Little, Inc., in a wide range of public and private projects. I will have major 
responsibilities in the assessment of the current Alaskan economy, in linking the long-tenn 
demands in the overall U.S. economy, and that of Japan, with the appropriate sectors of the 
Alaskan economy, and in developing investment criteria and ranking sectors for possible 
investment. 

I have extensive experience in the development of criteria for location of industrial activity 
in metropolitan and rural areas both in the United States and in developing countries; much 
of my work has also involved identification of specific economic activities appropriate for 
particular areas. Domestically, my work in industrial development has included identification 

.. of target industries for regions in Kansas, Nevada, Pennsylvania, Oregon, Washington, and · 
Califomi:l. · 

. . . ' '" - ... , , ... .. : 

Internationally, I have examined the prospects for expansion of particular economic sectors 
·in the countries of Senegal, West Africa; Republic of South Korea; :ind in the developing 
economics of the South Pndfic, specifically the Kingdom of Tonga and I he island of Truk, 
in Micronesia. These studies have also assessed the benefits and costs associated with the 
development of the specific sectors. 

Closely associated with me in this project will be senior Arthur D. Little staff members with 
extensive experience in the broad areas of regional economics nnd industrial development: 

Cyril C. llcrrmmm - Dr. Jlermiann will assume primary project m:rnagcmen t and implement 
overall contract nnd study policy. Dr. Hcmnann hns been n consullnnt with Arthur D. 
Little for 22 yc~1rs, nnd hns worked on mnny economic development projects. His 
domestic work has included studies in New England, FloridJ, nnd Californi:i. For several 
years he wns manager of the Arthur D. Little "Operation Doobirnp"' program in Puerto Rico, . . 

..., . 
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one of the most succl!ssful industrial development action programs ever established. He had 
similar responsibilities for indu~trial development programs in Egypt, Iraq, Honduras, the 
Phillipine~, and severai prcvinrcs in Canada. He is Vice President of the Urban Land Instit~te 
and Chairman of the Research Committee. 

Harry Foden - Mr. Foden will join with Dr. Herrmann in providing policy guidance and proj­
ect review. Mr. Foden's experience in economic development work for Arthur D. Little ex­
tends over a 20-ycar period. Within the United States he has directed studies for states, muni­
cipalities, and public utilities, including New York, Pennsylvania, Mississippi, Massachusetts, 
Illinois, Indiana, and South Carolina. Overseas he has been involved in economic development 
work for Iraq and currently is engaged in such studies in Saudi Arabia. He is an Executive 

·Group Member of the Industrial Council of the Urban Land Institute and a member of the 
American Industrial Development Council. 

Vi11ce11t Ficcag/ia - Mr. Ficcaglia is a senior staff economist whose work is concentrated in 
the areas of industrial and regional development and applied quantitative economics. Over 
the past several years he has directed numerous studies employing econometric and other 
qmmtitative techniques. In particular, he has utilized Arthur D. Little's input/output model 
of the U.S. economy to address questions related to the impact of various public policy mea­
sures a~d ne.\~ industria~ developments upon national, r.egional, and local economies . . . .. 

' . .... 
Donald Tatzin - Mr. Tatzin is a regional planner and economist specializing in the iden tific:l­
tion of economic sectors for regi.onal and local economics. He is presently evaluating th~ 
type and magnitude of new industrial and related activities associated with the effects of . 
Alaskan· Outer Continental Shelf development on Puget Sound and the.State of Washington. 

Richard Goodale - Mr. Goodale is a financia·r specialist with Arthur D. Little, conccntrnting 
on investment opportunities and financial analyses. 

Christopher Krebs - Mr. Krebs is :m econ om lst and social analyst with special interest in com­
munity and rcgionul economic development and public policy formut:ition. Of particular rel­
evance to this project is his recent work for a major U.S. air carrier rcgJrding the trad t: linkages 
and communities of interest between the United Statl!s and Japan, focu sing particularly on the 
impacts on the Pacific Northwest economy. 

In addition, as appropriate, tcchnic::! specialists knowledgeable in particular sectors will be 
called on lo pro\'idc in-dt:pth assessments of markets :rnd competitive positions within these 
sectors. Their resumes and those of the project team members art: nttachcd. 

' 

-.· 
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COST AND DURATION 

It is our understanding that this work is to be completed within six months. Assuming an 
early August start, work could be completed by the first of February during the next 
Jegjsl'ative session. By early October we would be able. to provide an interim report to 
you and the committee relative to the preliminary sectoral analysis. We will also submit 
monthly informal progress reports indicating work done to that time. 

The final report could ; e p1esented in January, with the final report in 20 copies and a 
reproducible master copy provided at the beginning of February. 

For the work outJined we propose that you authorize a fixed price of S98,000 to cover 
professional services and expenses. We have estiniatcd that the following lc\'els of effort 
by task will be required: 

P1ofes1lonal S!rvicc 
Task 

and Expense 

... 1 - · . \. s 6,500 
: 

2 .. . 
8,000 . . , 

3 
.. 

18,000 •• I .. 
4 

41,000 

6 
14,500 

6 
10,000 

Invoices will be submitted monthly nccordin,g to the following schedule and will be 
pay a hie UJ>on receip t: 

.: 
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Invoice Date 

End of Mont~ 1 . . . ~. 

End of Month 2 

End of Month 3 · 

End of Month 4 

End of Month 5 

End of Month 6 

Submittal of Final Jlcport 

GENERAL PROVISIONS 

1-8883 

Amount 

s1s.ooo 

15,000 

15,000 

15,000 

15,000 

15,000 

8,000 

Our work for clients is conducted on a confidential ba!iis, and we will treat information deyel­
oped hereunder in accordance with our established professional standards. 

s.;cC~nriouOccmcn t io ihc public of our wo",king".clntionship, either.~hilc ii is in progress 
or afterward, might be mutually beneficial, we will discuss with you any opportunities w~ 
sec in this area. Of course, the details of any such announcement would be confirmed in 
writing by both parties. 

Our work will be on a best efforts basis. We trust the results will meet the objectives sought, 
and we have assigned to the work professional personnel hnving the requirecl skills, experience 
and competence. In any event, our liability for d:unnges direct or consequential resulting 
from this work will be limited to the amount paid us hernundcr. 

Any change in this agreement shall be confirmed in writing. This ngr~cmcnt shall be inter­
preted accord ing to the Jaws of the State of California. 

Our t1grccmcnt rn:1y be tcrminntcd on 30 days' written no tice by citha party, or within such 
lesser time as we may find necessary to i::oncludc the wod: currently under wny and summa­
rize our findings for you. In that event, you will be n:sponsiblc only for the professional 
services nnd expenses which have been commit tcd to that time . 

. , 

.. 

. .. .. 
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ACCEPTANCE 

We look forward with great interest to working with you on this project. If this proposal 
meets with your approval and you would like us to proceed, please sign and re tum the en­
closed copy within thirty days. Should you have any questions or wish more time to con­
sider our proposal, please let me know. 

KAJ:gac 
.· 

Appr ved for Arthur D. Little, Inc. · · 

,- . - ~Y . . {°, 4~_ .... . · 
: · " ,;.· · ' -Authori.zecl Coi1tracting Officer .' · .. · 

• .~ • f ~ • • t I ' I : 

. .. . .. ·• 

Sincerely yours, 

J:k!!:,.~-
- Kenn~.-;ensen 

Accepted for State of Alaska, Department 
of Revenue 

. ... . · . . Dy 
------~ 

Title 
.~ ·., 

---------- -----------
Date 

----------~ 



OVERALL ANALYSIS TO BE 
PREPARED FOR EACH SEPARATE 

PROGRAM RELATED TO COMMUNITY 
DEVELOPMENT 



What should be the relationship between your agency or program and the 

Permanent Fund? In your narrative discussion your analysis should address, 

but should not be limited to answering the following questions: 

Do you believe that the availability of capital from the public 

sector is critical to the continuance of your program? Can 

capital be provided by the private sector? If private sector 

financing is not available, why not? What is the economic and/or 

social advantage (if any) ' of public rather than private sector 

financing? 

Considering that 25 percent of oil revenue may be placed in the 

Permanent Fund and 75 percent may be placed in the General Fund 

(thereby making the General Fund potentially three times as 

large as the Permanent Fund), is it more or less advantageous 

from the state's point of view to meet your capital needs from 

the Permanent Fund? 

Do you believe that the existence of the Permanent Fund will 

enlarge or diminish the scope of your program? Explain. Do you 

envision consolidation of your program with another? Do you 

foresee the potential for your program to absorb others? 

If you believe that the Permanent Fund should participate in 

financing your program, should it do so as a lender or as an 

equity partner? As a lender what are the probable risk~ involved 

and the probable earnings (rate of return)? As an equity partner, 

what are the risks and the probable rate of return on investment. 

Do you have a 15 year operating and/or capital funding plan? 

(If you do, please attach a copy to this report.) If you do not 

have one, when will you ~ave one? 



ADDITIONAL SPECIFIC QUESTIONS DIRECTED 
TO CERTAIN STATE OFFICES/AGENCIES 



ALASKA STATE HOUSING AUTHORITY 

ALASKA HOUSING FINANCE CORPORATION 

OFFICES RESPONSI~LE FOR GOVERNMENTAL HOUSING 
(REAA - PUBLIC SAFETY - OTHERS) 

OFFICE RESPONSIBLE FOR HOUSING FOR THE ELDERLY 

OFFICE RESPONSIBLE FOR PIONEER HOMES 

OFFICE RESPONSIBLE FOR VETERANS LOANS FOR HOUSING 

1. What 1s your projection of total need, to be satisfied by your program 

1n terms of housing units and dollars, for the following time frames: 

FY 1979-1983 

FY 1984-1988 

FY 1989-1993 

If possible, stratify the answer to the above by types of housing 

and geographical area. What percentage of the total need wi il be 

met by your program or activity? 

2. What do you estimate or propose the source of the capital dollars 

required to fund your program to be? In what amounts? 

General Fund appropriations? 

General Fund capital appropriations for leveraging? 

Leverage loan dollars borrowed from Pennanent Fund? 

Other borrowed funds from Permanent Fund? 

Sa le of investments to Pennanent Fund? 

Other Funds {specify)? 

(Indicate amounts required by type of funding source in 

year groups FY 1979-1983, FY 1984-1988, FY 1989-1993.) 



TO BE ANSWERED BY: 

ALASKA POWER COMMISSION 

1. What is your projection of capital dollar needs over the next 

fifteen years, to fulfill the needs for power in Alaska? Structure 

your analysis in terms of five year increments (FY 1979-1983, 

FY 1984-1988, FY 1989-1993). Indicate the need for regional power, 

rural (bush) power, municipal and private power generation within 

organized units of government. What percentage of total statewide 

need will the Commission satisfy? 

2. Where should the capital funding for these projects come from: 

General Fund appropriations? 

General Fund capital appropriations for leveraging? 

Leverage loan dollars borrowed from Permanent Fund? ... 

Other borrowed funds from Pennanent Ful'd? 

Sale of investments to Permanent Fund? 

Other funds (specify)? 



DEPARTMENT OF ·TRANSPORTATION 

What i~ your ·projection ~f capital doJ lar .~eeds over the next fifteen 
' j . 1 

year~ to fulfill the following needs: 
' \'~ '• I 

Ports & Docks 

Small Boat Harbors 

Airfields 

Municipal Mass Transit 

Local Roads & Trails 

Major Highways 

Ferries & related facilities 

(Indicate other capital dollar needs by five year time blocks 

FY 1979-1984, FY 1984-1988, FY 1989-1993.) . 

2. Where should the capital financing for these projects come from? 

General Fund appropriations? 

General Fund debt (G.O. Bonds)? 

Loans from the Permanent Fund? 

Equity investment by the Permanent Fund? 

Federal Funds? 

Municipal Government Funds? 

Other funds (specify)? 
' . 
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Tile Governor appointed the Department of Revenue as the lead agency for the 

administration in the development of the Alaska Pennanent Fund. Further, the 

Gover nor appotnted the State Investment ldvi3ory Committee to aid the State in the 

development of the Alaska Permanent Fund (the S.I.A.C. iG statutorily mandated to 

advise the State on investment policy). It is the recommendation of the Department 

of Revenue that the proposed administrative Alaska Permanent Fund Working Group 

rurort to th~ State Invest~ent Advisory Commlttee in order to continue the rapport 

already established with Alaska ' s various interest groups. The purpose of the 

Working Group will be to develop recommendations on policy for the S.I . A.C . bused on 

public input and State agency programs. 

The Division of P?licy Developmer t and Planning will be resporJible for 

coordinating the efforts of the Working Group . It will monitor report pr<!parntion 

and distribution to all agencies. Each agency wlll be responsible for cite preparation 

of reports and sub~equent presentation to the Working Group. The Division of 

Policy Development and Planning and the Depn rtn1en t of Revenue will he responsible 

for jointly preparing a final report to the Stnte Investment Advisory Committee . 

The membership of the proposed Worki.ng Group be comprised of the following: 

Ucpartment of Revenue/Commissioner's Office 

Department of Commerce & Ecouornic Development/Commis~loner's Office 

Depnrtmcnt of Commun I ty & Rcgi.on<ll t\ff n i.rs/Conuni.ssloner ' s Off lee 

Ucp:1rtment of T1·nnnportatln11/Commlsi;loncr's Office 

Jlcp:11: t ment ' Of /\dmini.:;t l'tJtlon/\.orn111 f SS loner 1 
S Q(f J re 

Ocpttrtmcnt of l .nhot·/Con11nl!>i-> ioncr'~ Off le• 

Oepnrtinent of N11 Lllru l lkROllf'C<'S /C:umm Ls:; font•( I s or f 1.cc 

l>C'partmcnt of Lnw//\cc,,rney C:cncrnJ ' r; Office 

l>cpnrlmt:nt of Fll:lh fr C1une/Co1nml1;sl.u1\t:r':: OCf lcc 
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Division of Policy Develor ment & Planning/Director's 

Alaska Municipal Bond Bank Authority/Dave Rose 

The Working Group should be sub-divided into the following categories fo·~ partici-
{ ., 

I 

I 

! . pation purposes: 

a. Public information and input 

b. ·conuuunity developme'nt inve~tments 

c. Savings account 

d. Economic div<::rs:tfication 

Task assignments will be made at the first meeting of the Worki ng Group. Each 

assignment should take into consideration each agency's major area of activity and 

expertise, e.g., Community and Regional Affairs be assj une<l in tl1e community develop-

ment area; Division of Policy Development and Planning for agency coordination 

(circulating r eports fo r comments, deadlines, etc.), ancl so on . 

~ecific Questions to be Addressed by the Al<1sb Permanent Fund Worktng Group! 

I. Public Comment and I n(ormation I nput 

llow s hould the Alas kn Permanent Fund monies be invested? 

A. I nvestments in the private secto r. 

lf the Al:ts ka Pcnn:rnent Fund i s used to s tim11lntc devc l opment ln t he pr lv:1te 

sector, n number of <t1t <.: s ti.ons :..:ho11ld bP. .i skctl o( the pubtlc. The follow1ng nr c 
... 

qucR tJ.on::i whJ ch 111oy be presented t o thC! public for conB lllc rot!on: 

].. L11vostmrntt; in cupll.'11 i n tensive :;i(!clon1 vonrni; JnvPH tmt!nto tn l:ibor 

1111 cu wtve ncc tort-1. 

2. l11vc9tmc 11 tR whi ch r. 11lrnldl;~c pro j c<'t cl c vel opm1•n t thrt1111~h i nterest r a t es 

l. lnvcRtmcnts nt morkct rntcs of interest . 

-2-



effects 

Investments to diversify th~ economy in order to 

~ l 
of ~~rtain industries, implement new industries, and to broaden the 

recurring tax base. 

5. Investments which minimize envlroi;mental impact . 

B. Community development investments . 

Some types of community development projects which need to be considered 

by the public i ~clude: 

1. Hous.lng. 

2. Infra-structure development (to i nclude 4tillties, transportation, 

communica t i ons, power development, e tc.). 

3. Financial assi8 tance t o communi t :es through provi di ng trus t, gua rantee, 

and othe r types of agreement~ fo r munlcipnl sccur i t J.es . 

Questions which need t o be as ked pe rt i nent to community devel opment i nclude : 

1. Who t: kind o E hous i ng : sin~lc family , multi ple , l arge hous i ng develo1J -

mcnt proj cct8 (condomlnlum devel opment ) ? 

2. Woul d t he re be a l.lml t otlon on i nfra -s t r11c: t 11re development assistance? 

3 . Should the r e be n s pecific umo11nt ullucatccl for commmd.ty development 

pa:Oj f!C t s ? 

C. Snvln~s account. 

The !Ill v l ri~, 1 1 nccoun L cone c p t mc:11tR t lut c t he /\ 1 n~ kn Pc r. 111. 1 nl~n t Fund cou lei be 

c it.he r pn i: t !ltll y ur who ll y l nvc s t c d J.n Lh • (tn:u1 c l~1l. sccu1· l t: .l u:; innrkc t. !'I . Thlt:; conce pt 

JrnpJ l •R i nvCfi t·mc1\I S or t 11c J\J nsko l'Crma l\l 0 11t: F1111d nt(lnlc~ Jn u. s. l ~UVl'rn 1:wn t. flCl!ur l r.:lc ::; , 

llA:t 11~curlLJ ·11, 11n cl oLh\.! r :wc 11 r l.Lic: ~ of 11 !dn1ll a r rnt lng. 'fhc ohj l!c t ivu h ; Lo c .tr11 

r·hc 1~rc:i t ct1 1 n1110 1111 t. o( ir1c o 1•1c whil e 111 l11l111 i. z l 11~ t he nm1H1n l. uf' ri sk in nrd t•t: to itHill rl' 

t he p n.!Hl' t'VlH l 0 11 uf th•~ l' c r m11 11 11t F1111d . Qucnt ltHW Lo h · prc H1 ·11.cd r o t hu p11 ld le 

lnc.l11dc : 
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1. What percentage of the Alaska Permanent Fund be allocated to the 

savings account concept? 

D. Alaska, Inc. 

II. State Agency Data and Stu~. 

A. Investments in the private sector. 

I 
Information concerning Ala§ka's economy may be useful in evaluating invest-

ment proposals submitted to the Alaska Permanent Fund. The development of a sectorial 

analysis of the State's economy to provide information to be used for evaluating 

inve8tment proposals is an important aspect of the State agency and data area. Such 

quc~st lons as the following may be asked: 

1. What sectors of the Sta te' s economy are more attractive for investment 

purposes? 

2. Wha t sectors of the State's economy should be considered for purposes of 

prlod.t.lzing .lnvestment~ from the Alaska l'crmanent: Fund in the State ' s economy? 

J. Should there be nn nl locn tcd nmount: of A losk~1 Permanent Fund monies 

<lesignntcd (or ·tnvcstment purposeR ·Into n pnr:ticular sector of the Alaska economy? 

ll. Comrnunl•·y development: investments . 

.I. Rcglonnl growth rates (nct u.11, projccrcd, l imltatlons). 

2 . !'rojec L«.!d ho11slng needs . 

J. M11tu11l optloni-; (or communlq· l1w1•stm 1 11ts ln Chu cntcgorlcs o C c lcctr lr 

J>OWl'I .. uLlll.tl<'.' l't , trans pOt:tntion r11cllltics , nnd COlnOl\ll11c:t t lon. 

I,, An Inventory of c:ommunlLy JnvcsLm~nt opport11nltlc8. 

5. An l11vr11tory or co111nn111LLy credi t c har:1ctcr l ntlc:;. 

c. S11vJ11i,;11 account (f lnanC'i n l 1n1111nf~Crnt!nt uncf lnv•~stments). 



1 . The State's investment management experience in the security 

2. Investment management experience of other investment managers . 

D. Othe r technical questions. 

1. Legal meaning of "permanent" and "income producing". 

2. Comparison of cost of adminintra tion of other State investment f ,unds . 

ii 
ii 
I E. Alaska, Inc. 
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MODELS AND ~PTIONS FOR THE ALASKA PERMANENT FUND: 

FUNCTIONS, REGIONALIZATION AND ACCOUNTABILITY 

September 14, 1977 

INTRODUCTION: Some Models and Options 

My first report of July 11, 1977 raised many questions 
' 

concerning t he purposes, functions, sources and uses of funds, 

management and accountability of the proposed Alaska Permanent 

Fund, based on the accumulated experience of several hundred 

development banks over the last one hundred years. 

This second report takes the next step, and provides a 

beginning look at a number of development banks whose experience 

and functions seem particularly relevant to potential public 

purposes of the Permanent Fund. In selecting development banks to 

analyze in detail, I have been guided by two factors: first, 

institutions which would compliment reports already prepared for 

the State Investment Advisory Committee by Price Waterhouse and 

White, Weld; second, institutions whose purposes and functions seem 

particularly relevant to key potential Fund goals . 

Each of these institutions have been analyzed and compared in 

terms of: I . Purposes; II. Sources of Funds/Capitalization; 

III. Uses of Funds/Operations; IV. Management; V. Accountability; 

VI. Evaluation; and VII. Relevance to the Alaska Permanent Fund. 

In addition to this look at fun ctional models for the Fund, 

two key structural issues are outlined in some detail, based on 

domestic and international experience: regionalization; and 

accountability to the taxpayers, l egis lature, and executive. In 

both instanc~~, a conceptual approach is developed out of a range of 

1 
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domestic and international experiences . 
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This experience and the 

conceptual framework will probably raise more questions for your 

further consideration . 

Again I would like to note that as an outsider, I feel 

competent to suggest detailed operating experience which may be 

relevant to the Permanent Fund's purposes, but not competent to 

suggest what those purposes should be. There is an old Asian proverb 

which says that after one trip to India foreigners write a book, 

after twq they talk in qui et whis pers, after three, they say nothing 

at all . This i s my second trip to Alaska . 

It is wi th special gratitude that I thank my research associate, 

Mitchell Rosenberg, for hi s extraordinary care in helping to prepare 

this report. One of the pleasures of teaching and working is witness­

ing younger colleagues and friends grow in competence to encompass 

their vision. I wish Mitchell well in his year in Germany. 

My sense is that this second report, like the first, will ruise 

more questions than it answers. For this reason, I have noted it 

a "discus s ion draft", and look forward to responding to the further 

issues it raises. 



I. FlJNCTIONS 

A. ALASKA OWNERSHIP OF LARGE SCALE ALASKA ENTERPRISE 

1. CANADA DEVELOPMENT CORPORATION 
Dizcussion Draft 

".:. PURPOSES 
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The CDC is an investment bank ope rating in the priva te sec-

tor of the Canadian economy. Created in 1971 by an act of Par-

liamen t, its initial capitalization was provided by the Canadian 

treasury in the f orm of a purc?ase of over $250 million in common 

stock. Such an ins titution had been proposed by government offi-

cials as early as 1958 in response to concern over the high level 

of foreign ownership and control of Canadian business . This con­

dition, they f e lt, discouraged the development o f native entre ­

preneuria l talent ne cessary for ' economic growth and job creation. 

The proposed use of financial mechanisms t o achieve such goals 

met with strong opposition from the Canadian business s ector and 

allied politicians . When the CDC bill was passed after 15 year s 

of de bate, none of these social objectiv0s were included in the 

institution's statutory agenda. 

Leg~ la ti ve Goa ls 

'l'hc three mai n ob jec tives of the CDC sun.11ar.izcd i n the act 

are: 

1) t o help develop and ma ln tain s t rong, Canadian-control led 

a nd managed corporations in the private sector of the economy; 

2) to widen the investment opportunities open to 

CanadiDns; and 
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3) to operate profitably, in the 
\ 

shareholders, public and private. 

interests 
~ 

The investm~nt policies by which these goals are to be 
I 

·' achieved were left purposefully broad in the act in order to 

accommodate conflicting views of the proper role for the .institu-

tion in passing the legislation and to provide maximum managerial 

discretion. This is similar in concept and language to the draft 

of the Permanent.: Fund developed by the Investment Advisory Com-

mittee. Howeve:c , the "Objects" section of the act, various docu-

ments of the debate prior to its passage, and statements of com-

pany officials provide a clear picture of the CDC's inves tment · 

criteria and their rationale. 

Management Interpr e tation of Goals 

CDC management interprets its role as a provider of the 

equity capital necessary to mobilize Canada's material, human and 

capital resources to bring domestic industry up to internationally 

competitive scale in the long run . The management~s investment 

policies fo llowing from this view are: 

1) emphasic on large, longer-range deve lopment projects, 

p~rticularly those involving upgrading of resources, a high tech-

nological base or good potential for building a Canadia11-controlled 

•presence in internat ional marke ts. 
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2) Profit potentials must be commensurate with perceived 

risk. This is the one criterion mandated in the act, similar to 

the current draft of the Permanent Fund. As a rule of thumb, the 

. ' Board proposed targeting investment to sectors in which predicted 

growth exceed twice that of GNP. Acknowledging t!le long-term 

nature of their mode of investment, the directors declare, "CDC 

is prepared to be patient, recognizing that some of its opportun~ 

ities will exist because others are unwilling or unable to wait · 

through the years of earnings buildup." 

3) CDC in a manner again similar to the current Permanent 

Fund draft , does not seek to duplicate or preempt activities in 

the private capital market. Thus it does not lend, debt capital ~ 

presumably being readily available to large-scale enterpris~s in 

the Canadian private market. It is, however, prepared to play a 

catalytic role in joint ventures with foreign or domestic investors. 

4) CDC seeks controlling positions, through the purchase 

of voting stock, in the companies in which it invests--this in 

order "to take measures neces5ary to protect and increase the 

value of its holdings." Such measures connote input into top-

level stra t egic and corporate planning decisions , not day-to-day 

management. The Permanent Fund draft is unclear on this poi1t. 

5 ) CDC seeks to concentrate its activities in sectors 

where Canada holds competitive advantage on an international 
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scale or c a n achieve such position through consolidation of mar-

. ' k ~ ts. 
I 

6) Roles the CDC specifically rejects include buyer-of-

last-resort for faltering firms, buy-back agency for foreign-

controlled firms or high bidde r in take-over contests· where 

foreign firms ~~e involved. 

In order to pursue the s e policies, CDC has been granted a 

very brf)ad range of powers. It may invest in any asset or secur-

ity, pron1ote companiP-s, lend or guar antee funds. It may even 

invest in firms not carrying on any p art of their business in 

Canada when, in the opinion of the Board of Directors, such in-

ve stment would further the aims of the company. 

IJ.. SOURCES OF FUNDS/Ci\PITALIZi\TION 

Authorized - CDC is authorized to issue 200 million common 

shares without nominal or par value, of "!hich the first 30 million 

were subscribed by the Canadian government from 1971 to 1975 at 

prices averaging slight ly over $10 a sha re. The company is fur-

the r authorized to issue up to $1 billion in preferred stock with 

s uch convertibility, voting and interest feature s as the Bonrd 

de termines . CDC is under no statutory debt limit. Management 

hao chosen a target level of 40 pe rce11t of paid-in capital, a 

cons ervative policy designed to compliment CDC's risk-oriented 
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investment policies. This scheme indicates a potential capital-

. ization of $5 billion. 

Capitalization Goals 

CDC wishes to finance further investment through the public 

issue of shares . Its aims in so doing are ~ . 

1 ) · to decrease the government share of ownership to 10 

percent wit hin 10 years. The government currently holds 65 per-

cent of all CDC stock outstanding. 

2) to offer opportunities for equity investment in Canadian 

industries to Canadian investors . Political support is an expected 

by-product of such a policy. 

Reliance on public support reinforces the profit criteria 

for investment , since continued growth will depend on investors~ 

perception of CDC as a safe and profitable investment . 

Actual History of Capitalization 

1971 - CDC was originally capitalized by the Canadian govern-

ment ' s purchase of 25 million shares for a price of slightly more 

than $250 million. The government increased its holdi~g incre­

tttentally over the subsequent four years until it held about 30 

million shares valued at slightly more than $300 million in 1975. 

1974 - CDC plnced 10 million non-voting redeemable preferred 
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shares with institutional investors . These preferred shares sold 

for $10 and carried a dividend of 5 3/4 percent. The proceeds of 

this issue were used, in part, to pay off bank debt incurred to 

finance start-up operating costs. The shares are r edeemable at 

the option of the holder or CDC after five years. 

1975 - coc · marketed 1.5 million preferred voting shares to 

some 20,000 individual, institutiona l and governmental investors. 

These shares sold for $100 and carried an 8 percent dividend . 

They were convertible for 10 shares of co~non stock with further 

Rhare bonuses for early conversion. They are redeemable at the 

option of the holder or CDC after five years. This was the 

largest public stock offering in Cunadian capital market history. 

Des p ite CDC's profit orientation, its performunc~ hos not 

yet ins pired sufficient investor confidence to support the sub-

scription of common stock on the basis of c apital gains alone. 

In 1975 CDC also issue d about 950,000 shares of common stock 

to the Canadian government as the final $10 million payment for 

t he Crown Corporation , Polysar. 

Outstanding debt of wholly-owned subs idiaries stood at $250 

ini.lljon a l the end of 1975 . 

III. USES Of FUNDS/INVESTM~NT OPERATIONS ·-
CDC h ufl U!>ed it:.s funds prima rily to invest in cntul>l.t s hc d 
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businesses either through buying the e~terprise outright or 

through purchase of a significant portion of its outstanding 

securities. CDC's holdings in 1975, by industrial sector, were 

as follows: 

Petrochemical s - CDC acquired Polysar Ltd., a manuf acturer 

of r ubber and petrochemical products, from the Canadian govern-

ment . The negotiated price for the Crown corporation was $62 

million pl us $10 million i f certain profit targets were met. As 

of year-end 1975, Polysar ' s assets were $602 million. In 1975 , 

CDC , through Polysar , joint-ventured \ 1i th Canadian banks to finance 

the construction of the Pctrosar naphtha cracking pl ant , ·a $575 

million, world-scale facility . 

Mining - In 1973 , CDC acquired , through tender, 30.2 percent 

of the stock of 'l'exasgulf , Inc., the American-based energy and 

mining firm . At t he time of this ocquisition, 68 percent of 

'l'exasgul.f' s earn i ngs were gener ated by enterprises located in 

Canada . 

Oi l and Gas - In 1975, CDC acquired GO percent of the Canadian 

zrnsets of 'J'enneco. These assets include gas and oi l processing 

plun ts and vast oreas of oil, gas and bituminous tar producing 

prope rties. These asset s are valued at $135 . 0 million . 

llcnlth Cnrc - CDC !ins purchnsccl several drug companies and 

rcaearch facilities i n a 11 effort to build a consolidated Canadian-
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The flagship firm of 

Connlab Holdings Ltd. is Connaught Laboratories, a research 

facility formerly attached to the University of Toronto. Since 

the consolidation of these companies in 1974, Connlab has shown 

steady l osses. 

Venture Capital - CDC's directors have acknowledged the 

crutical role of financial support for technological innovation 

in economic development. They have not found it appropriate , 

however , to undertake the complex and time consuming services of 

venture capitalists themselves. Ins tead, CDC has purchased large 

amounts of stock in three existing venture capital firms, leaving 

their management free to administer the newly expanded funds. 

These firms invest in a wl<le variety of enterprises at the con-

ceptual or enrly developme nt phase. 

Pipelines - CDC hus advanced $3.8 million to a consortium 

planning the construction of a North-South natural gas pipeline. 

Looking over CDC's investments, it is apparent that they 

1uee t the institution's criteria of being in sectors where Canada 

holds a compara tivc advantage (na t.urnl resource cxtrc1ction and 

proccn.!-.d 119) ol· whic:h have experienced hi9h grow th (medical sup-

pllcs ancl equipment). Unf ortunately, statistics which would per-

111 i. L an as t: ima t:c of CDC Gnbs i.d it1.rics ' pro!;ence in their re spec t:i.vc 

t:octorH nrc not available. We can, however , get some idea of the 
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impact of these investments on · the extent of Canadian control of 

these sectors by comparing 1968 statistics on total assets, 

Canadian and foreign held, in major sectors which appear in a 

1973 government report. on foreign inves tment in Canada to CDC's 

·current holdihqs. 

In 1968, assets employed in the petroleum/natural gas ~ector 

total<:!d $9. 2 bi llion , of which Canadians held $3. 7 b.illion (38 

percent). Even given growth in this secto~ between 1968 and 1973, 

CDC's Petrosar undertaking is a sizable net addition to Canadian 

holdings in this sector. None of CDC's other under t akings have 

nearly no large u quantitative i mpact . 

IV . MAN AGEMEN'l' 

The Corporation is managed by a Doar d of ~l Directors drawn 

mos tly from the business community. While the government holds 

over 50 percent of the stock, two Deputy Ministers are ex officio 

Board members with no voting power. The government may choo~e to 

appoint four Directors rathe)';' than custing its ba llots at Share-

holders ' Meetings. Such power has not been exercised to date. 

'l'hc government has stated both publicly and priva tely that it 

doc s not intend to interfere wi.l:h t he affairs and management of 

the Corporation. 

'l'he l.loard ' s policies arc administered by a highly prof es-
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·sional central staff of twenty. Subsidiaries' production deci-

•sions are t.o be mnde independent of CDC input. The staff wp.s 

kept small to encourage flexible response to problems. Special-

ized matters are often referred to consultants. 

V. ACCOUNTABILITY 

The CDC act, elements of Canadian corporate law and ' the 

political climate jn which the Corporation was implemented.com- · 

bine to leave the CDC Board and staff in virtual total control of 

company operations and investment. 

~egislative Accountabilit~ 

Dy statute , CDC is not subject to Parliamentary oversight. 

Parliament's latitude for inteiven~ion is restr~cted to voting 

cl1anges in capital authorization and certain exceptional by-laws 

concerning CDC's objec·tlves. Given the Corporation• s immense 

initial capitalization, it is u11likely that Parliament will have 

~he opportunit y to exercise any constraints on CDC short of clos-

ing it doi.-;n . 

CDC is not a Crown Corporation, i .e., a public corporation 

f:or mca unclc!r the Cunacliu11 Fin<mcial 1\dmin.is trution 1\ct "that is 

ul t i matc ly accountable, through a Mi nister , to Parliament for the 

cond uc t of: :i.ts c:iffa:i.rs. " J\il:.hough .it i s lUblicly capitalized, it 
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is s ubject to no ministerial oversight or control . Rules govern­

ing disclosure for Canadian corporations h ave been widely attacked 

for being unduly lax; these are the accountability standards to 

which CDC ·is being held. 

Executive Accountability 

'Th0 federal government does hold a certain amount of de facto 

power through ~ules governing ·the distribution of shares. Ne 
association, a term defined operationally by the noard , may holi 

more than 3 percent of the outstanding voting stock. ·The ~ ~~~ral 

government may hold 10 percent. Therefore, its voti"'-d position 

may always be dominant, given an absence of block coalitions. 

Jlowever, the government has chosen to maintain a hands-off stance 

towards CDC operations. Investment policies and priorities, for · 

example, were set by the Board w.ith no government input. With 

its current holdings, the gove rnment could exercise control 

through the removal of Board memuers , but has chosen not to do so. 

'l'he governrnen t has eschewed other control mechanisms which 

have been applied to mixed enterprises in Europe , where this kind 

of structure has a longer history . These mechanisms include hav-

ing government offi=ials as voting members of the Board of Direc-

tors , actively exercising voting shares , statutory regulation of 

investment operations and maintaining a permanent or intermittent 
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public body to audit the activities and reports of the publtc 

financial institution. The CDC act provides for none of these 

supervisory measures. According to most observers, such lack of 

government input and control ~liminates CDC from use as a tool in 

,..any centrally planned economic development effort. 

VI. EVALUATION 

Recalling the three purposes of the institution (p. 3), how 

has CDC performed? Before attempting an answer, we must recog-

nize that evidence is limited to skimpy annual reports covering 

only four years of operating experience. 

Re ' , 'trding the creation and maintenance of strong , Canadian-

controlled industries, CDC has followed a policy of expansion and 

consolidation of existing firms. CDC's equity presence in Polysar 

a llowed the company to incur debt to finance capit al expansion at 

1a much quicker rate than was realized under government ownership~ 

In assembling Connlab Holdings, CDC seems to be creating a 

vertically-integrated drug complex covering research, production 

ar :1 distribution. What these policies will mean in te.r.ms of 

rationalization, i nvestment and employment remains to be seen. 

CDC has increased investment opportunities open to Cnnadians 

only mnrgin«lly. I ts one public s tock issue wan in the fairly 

large de nomination of $100/slrnre and was nppar cntly bought: in 
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blocks averaging 75 shares. Clearly , . this kind of marketing wil l 

not b roaden participa tion in equity ownership. Quantitatively, 

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

to t he issue, gross new i ssues of Canadian preferred stock aver-

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

shot by CDC. 

CDC has shown some profit in terms of earnings per share 

every year . . 

CANADl\ DEVELOPMEN'l' CORPORATION 

Y.ea r Ca.pi talization 1~ Vc1lne of Holdinqs 2 
Earninqs/Share -

1975 700 857 $0 . 31 
1974 5 '10 549 $0.01 
1973 344 ~65 $1.89 
1972 130 200 $0 .57 

1
capita lization = Capital stock pl us retained earnings, i n 

$000 ' s . 

2 
Val ue o f Holdings = Investmen l:o plus f b:ed an sets of wholly­

owned subsidiarie s , in $000 ' s . 

Given the $10+ price of shares , earnings hove been modest:. 
'l'hey ha vu f luctua l:ed with the gcncrn l con<.li tlons or: the Canad inn 
economy Clnd hnve b~en wel l below the CDC Board ' s s ta t.ecl p1:of it. 
t c-1r9ot of 1 5 pcrc en t. 
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CONSOI.IDJ\'l'ED BALANCE SHEE'r 
December 31 , 1975 
Canada Development Corporation 

l\SSETS 

Cur.rent Assets 
Investments 
Fixed Assets of Subsidiaries 
Other J\sset.s 

·TOTAL 

LIABILITIES 

Current Liabilities 
Shor t -tcr.m l oans 
Accounts payable antl accrued 

liabilities 
Dividends payable 
Income and other taxes payable 
Long-term debt due within one year 

'l'otal 

J.ong-'l'crh\ Debt 

Deferred Income Taxes 

Interes t of Minority Shareholders in 
Subsidiar.iei:, 

'l'otal 

SHAREUOLDl~RS I EQUITY 

Capital Stock 

Retained Earnings 

Excess of nook Value over Cost at n~tc 
of /\cquisiti.on of Subu:Ldiary 

'l'O tn l 

'J'O'l'J\ r. 
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1975 

(thousands 

$ 378,430 
354,581 
502,792 

41,73 

$1, 277 •. s 37 

$ 95,190 

95,674 
4,280 

15, 222 
10,416 

220,790 

250,358 

25,337 

73,219 

569 ,703 

564,563 

91,699 

51,572 

707,834 

$1 , /.77,537 

- ----

1974 

of · dollars) 

$ 321,811 
332,354 
216,271 

. 29,155 

$899,591 

$ 97,'104 

74,752 
1,437 
3,5 "15 

15,672 

192,920 

137,439 

9,7'14 

11,172 

351,275 

422,000 

74,744 

51,!:>72 

540,316 

$89 9 , 591 
----
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VI I. RELEVANCE TO THE ALl\SKA PERMANENT FUND 

In analyzing the relevance of the Canada Development 

Corporation ' to the Alaska Permanent Fund we will review the major 

headings in this memorandum in order: Purposes, Sources and 

Uses of Funds, Management, and Accountability . 
11 

Purposes: The purposes of the Canada Development Corpora-

tion appropriate for consideratio.n by the Pt~rrnanent Fund are: 

1) to encourage the establishment ancl maintenance of 

strong Canadian controlled enterprises; 

2) to widen investment opportunities for Canadian 

investors; and 

3) ~o operate for a profit. 

'l'he achievement of the ~irst two goals is conditioned by and 

dependent on the third. Profit is the operational goal most 

frequently and explicitly me ntioned by manag<~ment in its official 

r epor t s . 'rhey attempt to make a cuse for thE~ir pursuit of profit 

by claiming that the partially public benefit:s of the first two 

goals will never be realized unless a rate of profit and growth 

higher t han ci1at enjoyed by foreig n controlled elements of the 

Cunadian economy are achieved. In the first annual report, 

ma nagement stated , 

IC we us n not ion are to incrause the Ca,nlldiiin content of 
our economy, .i.t must be c!lscm t.i.c1lly by cncouruging the 
f.1ound gr.owt:h of Canadian-con l:rollod en te :rpriscs nt a pace 
which exceeds tha t of their non-reside nt·-ownecl compe titors. 
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In the case of altering the balance of Canadian/Foreign control 

of Canadian industry, the statement above amounts to a tauto.~.ogy. 

In terms of providing wider investment opportu?ities in Canadian 

enterprise to Canadians, the statement is true to the .extent that 

CDC issues must out-perform competitive securities in order to 

be attractive to investors. Canadian investors have access to 

internationa l capital markets, and, in 1970, 40% of the securities 

held by institutions and individuals in Canada were of foreign 

issue. 

The achievement of extraordinary profits by an investment 

holding company like CDC is unlike ly. Recent work in investment 

portfolio theory and the experience of the securities industry 

in the past decade have demonstrated the futility of attempting 

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

CDC may even be compounding its dif f icultie:s by investing in 

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

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

Such a s ituation may inhibit the planning of future operations . 

CDC's investment operations raise issues of control over 

the exploitation of natural resources, oper~tions of the Canadian 

cnpi till market and owne r s hip s L·.ructure of major ind us tries, all 

0£ which Hrc lc9itimnte concerns of: the l:"eclerc:1l govcrnmen t and 

the Canadian people. 'l'he proponents of CDC in i 1:s present form 
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convi.nced Parliame11t that it was necessary to give up control 
I 

over these matters in order to ac·hieve the more limited goals in 

the statute. However, what the government got for relinquishing 

such controls is of questio~able value. Lack of governm~nt input 

into CDC operations is the major weakness of the institution. 

Sources and Uses of Funds: The management of the Canada 

Development Corporation has intentionally developed a strong 

equity base with only 40 percent debt in order to undertake 

the kinds of long-range, high-risk strong ow~ership positions 

which are essential to carry out its purposes. 

On the other hand, the Canada Development Corpor.ation must 

maintain a very strong return on its invested capital in order 

to attract the substantial private investment in the Canada 

Development. Corporation which it is seeking. The Permanent Fund 

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

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

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

it will not have the correction of the marketplace monitoring 

its investments quite so carefully. 

Manaqement : The Canada Deve lopment Corf oration has the --.#·---
kind of strong , independent, professional staff necessary to any 

successful development bank. The Canada Developme nt Corporation 

follows the wise course of only overseeing t he major strategic 
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planning decisions o·f its subsidiaries and affiliates, 

... involving i ·tself in duy to day ,decision t:11aking. . ' ' ' ,. , 

Also, the Canada Development Corporation management has 

been given the very broad managerial discretion to make invest-

mcnt decisions which is contemplated in the current draft of 

the Permanent Fund. 

Accountability: On the other hand, the Canada Development 

Corporation is a preeminent example of a development bank which 

does not have sufficiE!nt accountability to either the executive 

or the legislature. 
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The National Enterprise Board , established under the In'dustry· 

Act of 1975, is ~ public financial and promotional institution 

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

to promote industrial efficiency and international competitiveness 

and to expand opportunities for productive employment . 

From 1968 to 1971, the British government operated a ·public 

~lnancial institution with a similar purpose--the Industrial 

Reorganization Corporation (IRC). IRC's functions were limited 

to promoting and providing finance for mergers which ele direc-

tors felt would help effect the rationalization of an industry. 

(Many of Britain's manufacturing sectors are characterized by 

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

e~atcd a great deal of opposition from private financial inter-

ests which felt that they were being subjected to unfair compe­

tition. The institution was disbanded' by the newly elected Tory 

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

into the comprcl1ensive program described below, began operations 

in November 1975. 

I . PURPOSES 

In order to meet L:hese broad objectives the NHn carries out 

~1cvera l d:Lffc.r.ent functions. Some observers .feel these f unctions 
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In plauning its investments, 

the Board is to apply standard commercial criteria of profit-

ability. On the other hand, it is viewed by government an<l its 

own directors as an instrument of national industrial ~olicy and 

is therefore responsible for meeting various public policy cri-

teria in its operations. The implications of NEI3'·s mixed agenda 

wJ ~ 1 be examined in the detailed enumeration of the institution's 

pt. '.~poses below. 

NED's operations fall into four conceptually separable 

~classifications: 

a) F.i.nance for Industrial Investment - NEC acts essen·· 

tially as an investment baaker , purchasing the equities of pri.-

vate firms where it feels the investment will show « reasonable 

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

displace private investment. NEB also makes loana on commercial 

terms . 

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

strategic management and fina ncin l mon i toring of several large 

nationali~ed firms. 

c) 1\!:isistancc to Comp.:inieu in Fj.nancinl Dif: f~c~lt~ - Nl:O 

uclminis t-.ers ca pi l:ul cissis tnncc to f i r 11\s in tumpo ca r y f in~ncj a l 

dif ficul l:ies. Funds for this nc ti v:i. L:y n 1~c provided lJy the Sec-

retary of State for Induotry who is aloo rcupo11ciblc fo~ deciding 

which firms w.i.11 be con~idcrcd for such nonista ncc. 
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d) Promotional Acitvity--NEB offers assistance in procur­

ing foreign contracts for British firms or groups of firms and in 

coordinating the activity of regional development authorities. 

Each of these four purpos es is analyzed below. 

a. Finance For Industrial Investment 

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

trial investment, particularly for the expansion and moderniza­

tion of productive facilities in manufacturing. In addition, 

finance or advisory services may be provided to promote indus ­

tria l restructuring. Finance is normally provided in the form of 

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

provi ded. 

NEB' s investment policies are shaped by on inter im statement 

of guidance from tl1e Secretary of State for Industry, which is 

now pending statutory enactment. Except for those investments 

made at the direct i on of the Secretarytt (see Section c), profit­

ability, defined as the projected discounted rate of return to 

capital, is to be the main investmen t criterion . Subsidiary to 

th is arc certain public policy considerations, including: 

ttNo tc: In this profile , "Secretary" denotes the office of 
tho Secretary of State for Industry. 
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i. preparing for growth by action to increase longer-term 

capacity in key sectors of manufacturing industry; 

ii. increa~ing exports or savings imports; and 

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

in areas of high unemployment. 

NEl3 devoted considerable time to identifying sectors where 

its assista.nce would be most beneficial in terms . of promoting 

e f ficie1lcy. They incorporated data and analysis from the White 

P.aJ.' 1~r ac:compnnying the Industry Act and a 39-scctor industry 

study by the National Economic Development Councils into their 

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

othe r analysis prov:i.ded by the Secretary to guide future invest-

ment pol.icy. 

~b. Industrial Holdi1~ Compan:t, 

The NEll acts as il holding company for a number of sharehold-

ings previously held di rectly by the govcrnme11t. The portfolio 

w.ill be added to from time to t:i.me as a consequence of the NEB's 

role as ~ provitlcl: to new equity finance oncl through the purchase 

of cxis t.i ng shai.·eo j ,n cornpn1tie:::. In uclcll ti on , the NBB hns power 

under l:he /\ct to s e t up n~H enterprises o r to participute in 

,i o:i. nt~ vcnt1.11:cs with the~ priv«tc sector. 

'l'hc bn~ic job of t he r-:rrn as :::;lrnrcholder lS to ensure a proper 
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return is secured to the taxpayers who 'provide cap.ital through 

the Consolidated Fund, the general t ax revenues of the British 

government. In s o doing , the Board does not i ntend to participate 

in day to day mana gement. Their oversight consists in most cases 

of making arrangements for the provision of regular monthly in-

forma t ion to the NEB on performance and fi nanc i al prospects , for 

the provision of annual and long-range plans for the approval by 

the NEB and for the submiss i on (in the case of subr idiar.ies--

wholly-owned companies) of major capi tal investment propos als , 

acquisitions and disposals for approval. 

Many of the "tra nsferrcc companies '" problems have arisen 

from unstable industrial relations resulting from the inabi lity 

of management and labor t o work out satisfactory wage a nd produc-

tivity provisions . There are three high union officia ls on the 

NEB' s t en-member Board of Directors . Their presence may be in-

terprcted as a move to force some rapprochement between labor and 

managoment, given the Boa rd' s responoibility for strategic man-

agement a nd overs i ght of the troubled enterprise. 

a. As!lis t an co to CompHnies in Fine.me in l Dif fj .oul ~ 

'J'hc NED mny be directed by ':he Secretary to nssist n compnny 

in f i nHnciul d if ficulties whjch needs to be restot:c<l to a s o11nd 

state for rcasono of employment o r indll !>~ riill policy. In oon c 
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cases , the Board will consider the provision of funds in some 

combination of commercial and subsidized terms. In such cases, 

the NED will be reimbursed specifically for their involvement; 

nnd to cnsu.ce that their financial discipline is not undermined, 

these activities will be nccounted for separately. 

d. Promotional l\ctivities 

Fo:r.ei.9.n Contracts , - In keeping with its policy to expnnd ex-

ports, the NEB attempts to use its central organizing and finan-

~cial capabilities to help British industries compete for large 

foreign contracts. l\ccording to the Directorst analysis, "Over-

seas cont1:acts are be coming so large in value, and the conditions 

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

big enough asset base to undertake the risks; in addition ttere 

i s a tendency among developing countries to favour tenderers with 

Gome form of government backing." NED hao announced that it is 

willing to joint venture with firms or groups of firms compe ting 

for s uch contracts. In 1976, it assisted ill two s uch projects. 

'.t'hc contrac ts were , however, awarded to o thcr bidder·;;. 

Ragionnl Activitie s - The Secre tary's interim pclicy state-

inc.:n t directed NED to give particulux we:i.<Jht to creatin9 jobs in 

a r.G?as of hi gh uncmploymen t . I n accorcla nci::? with th is d i l'cc ti on , 

Nl-:0 hn s r~ct up of.fic5 c~ in Livcrpoool uncl Newcas tle . 'l'he Reg ional 

. . 
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Directors' initial task has been to establish their offices , to 

build up close relations with public and other bodies concerned 

with regional development and industrial investment in their 

r~gions, and to seek out companies with potential which might re-

quire finance from the NEB to fulfill their modernization and ex-

pansion plans . 

II. SOURCES OF FUNDS/CAPITAI,IZJ\'I'ION 

NEB's i nvestments are financed wholly by the national gov-

ernment. NED may draw on two sources within the government ': the 

National Loans Fund, ancl "public d ividend capital" appropriated 

annually by Parliament to the Secretary of State by the Treasury 

for use jn industrial investment. The Natio11al Loans Fund is a 

revolving fund to be used to make loans to pri.vrite firms . The 

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

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

NEB may borrow from the Fund at private comme::cial ratt~s nnd lend 

this rnon~y to the firms in which it invests . NEB must repay 

thcs<..! loans on a fixed schedule set in advdncc in cons\lltation 

wl th the Secre l:ttry. NEB muy cha rye A small i:1tcr.c!:>t rate differ-

cntjnl to its horrower.s to cover j ts co~ts in origini1ting Hncl 

mon:i. l:o1· lng the loan. 

Public cl.iviclcnd capital is anotho r pool of investme nt fundn 
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made available to the Secretary by Parliament , with controls sim-

ilar to those exercised over. the Natio1u1l Loans Fund. Repayment 

of these advances are flexible . Dividends and recovery of cap-

i'tul ar e set by the Secretary in consultation with NEB on a yearly 

bnsis. In 1976, NED paid no dividends on the public dividend 

capital it received and subsequently invested in the firms it 

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

the Consolidated F'und. 

The Secretary and the Treasury must approve all advances 

from both the National Loans Fund and public dividend capital. 

The Board must supply accounts of the application of these funds 

t o both offices. 

The Treasury may authorize the use of general tax revenues 

to guarantee repayment of loans undertaken by NEB . The 'l'rensury 

must notify Parliament o f all such guarantees. 

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

NEB was: 

Publjc Dividend Capital 

Dabt nssumcd from the 9ovcrnme nt 
upon tl:an!.ifer of ' nvc!l t ll\enl·.s ; D.i·· 
r cctccl by Sccr.ct·. ;1t:y or St.-i t·c to be 
tr cu tcd as p ubJ le: div .i.dc11n cc.1 pi. t c\l: 

Subsidiaries 418.4 

~ssocintcs 6.2 

Oth 1:n 1.2 . 
425 . 0 



BRI'!'ISH NA'£ION1\L ENTERPRISE BOJ\HD 
Discussion Draft 

Loans 

Capital debt assumed from 
transferred companies : 

New loans issued to NEB durinq 1976 
Total 

(J\11 figures in L million.) 

September 14 , 1977 
Page 29 

77 . 8 

21. 3 
99.l 

Since NEB does not market secnrities, debt/equi ty ratios are. 

not material to its success in obtaining further f unds for invest-

ment. More impor tant wil l be its ·return on capital and the per-

formance of its subsidiaries . ~·hese factors will figure promi-

ne nt ly i n the Secretary ' s decis ion to continue providing invest-

ment funds to NEB . 

I II . usr.s OF FU~,DS/INVES'rMEN'r OPER7\'f IONS 

NED ' s asseto consist l argely of investments and loans to 

fi ve large public corpora tions transferred t o i t by the govern-

ment. All of these companies have suffered fin~ncial, managerial 

and lubo.r problems in t he last f ew yearn. They have been only 

ma.1~~.i.nalJ y profitable or have shown losse!3 . •.rhe book value o .f 

t.hese companie~ · anscts was :Ei62 '1 . l million nt t he time of t rans -

fer. 'l'hoir negotia t ed p:r .i.ce , di scoun ted for. t heir mm:-kct p1~ob -

l erno <.incl used for cal.cu l et tiny returns to Nf:IJ, wan !:> '19 ~i. ~, mil Li on . 

Dm:.ing 1 97G, NF.lJ made b '10.'11 mill:ion i n nm.,. equ ity investmen ts 

llncl ~2C.l3 milli on in l onns to these companias . 
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The operating status of NEB's major industrial 

date of transfer from the government was as foll;ows: 

British Leyland Ltd. 

Sales 

Profit (Loss), Before Tax 

U. I<. Employment 

12 months to 
Sept. 1975 

l>l,868 mill. 

(76.1) 

191,000 

L 

15 months to 
Dec. 1976 

!:>2,692 mill. 

70 .5 

183,000 

British Leyland is a major ma nufacturer of motor vehicles 

and all:i.ed products. 'l'he compa nies comprising this conglomerc:i te 

hetcl shown steady losses during the Si~ties. 'l'hey were consol­

idated and nationali;led in 1973. British Leyland's small profit 

in 197G is attributed to higher ej~port margins resulting from the 

decline 0£ the pound . The firm's major problem is that it has 

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

due mainly to d.i.srupt~d labor relations. During the 15 months 

· ended December 1976, 7.1 million rnnn-hours were lost due to 

st~ikes and subsequent l ayoffs. 

g~:_tH_ RccorcJ.i.ng In:::l: r ument: Co. Ltd. 

Sale~ 

(Los s) Defore Tax 

U. K. Employme nt 

12 months to 
Sept . 1975 

iilO . 15 mi ll. 

( 0. J.'1) 

923 

l!i months to 
De c. 197G 

fiB. 50 mill. 

(0 .09) 

1,030 
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Data Recording is a young firm producing co~puter peripheral 

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

manageme11t has announced expansion plans calling for a douHling 

of employment in the next four yenrs. However, the sales figures 

above do not seem to warrant such optimism. 

Ferranti Ltd. 

Snlcs 

Profit (Loss) Before Tax 

U.K. Employment 

12 months to 
~~- 1975 

1:-iBG. 3 mill. 

( 0. 5) 

16,651 

15 months t o 
Dec. 1976 

!:il08.5 mill. 

4.1 

15, 57 b 

Ferranti is a conglomerate producing many lines of heavy 

electrical equipment and elec troni~ instruments. Its operations 

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

land. As of Lhe end of 1976, divisional managemen t w~s being de-

centralized in an attempt to accelerate the increase in profit-

ability indica t ed above. 

Herber t I.td . 

Salcl: 

Profi t (Loso} Before Tnx 

U.l\. Employment 

12 months to 
Sept. 197 5 

f.>'19.7 mill. 

(13.4) 

6,716 

15 mont:hs t o 
Dec. 1976 

b1~9 . 4 mill. 

(0.7 ) 

6,017 
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llcrl.Jert is one of Britain' s largest machine. tool manufac tur­

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

sion of the early Seventies , and the firm had been forced to · 

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

domeCT t:i.c and foreign orders we r e increasing . Herbert was planning 

to complement upgrading of its capital with wide-reaching dece n-

trali:~ ·:tt i on of divisional management respons ibility and worker · 

part:i. ·: i.pation in plant-level management. 

~oll i:: Hoyce Ltd. 

Sales 

Profit (Loss) Before Tax 

U.K. Employment 

12 months to 
Sept. 1975 

Ii602.l mill. 

4.5 

6 2 ,375 

15 months to 
Dec. 1976 

!>620.2 mill. 

(21.9) 

59,758 

Rolls Royce Ltd. produce~ aircraft engines and industrial 

turbines. The automotive divis ion was separated from the firm 

upon nationalization i n 1971. Recessionary declines in demand 

for air travel and electricity cu t severely into the derived d e-

mand for Rolls Royce 's products. Declining nales leading to in-

cr~!ascc1 unit cos ts forced managcmon t t o c:los<~ three p l a nts and 

c urtuil subcon tracting buoiness . Despite steady inter11ationa l 

ordc:!r.s for mi.li ta1:y airc1~af t: engines, RR intends to continue cu l:-

bc.icks J.n cmpitul c>•pendi.t:ure and p1:oc.1uction. 



BRITISH NATIONAL 
Discussion Draft 

14, -1977 

During 1976, NEB also in~e7~ed .in new. and existing smal;leJ 

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

dustries . These investments amounted to nll.51 million in equity 

and r.21.18 million in loans. 

IV .- MANAGEMENT 

· · NEB is managed by a Board of Directors consisting of two 

full-time and eight part-time members. The two full-time members, 

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

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

business executives and three are union officials. The Board is 

the ultimate authority in investment decisions except in those 

cases reported in the "Functions" section; 

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

quartered in London with regional branches in Liverpool and New-

castle. 

V. ACCOUNTABILITY 

Accountability to the Executive 

The NEB is s ubj ect to a great dea l of oversight by the Sec-

rctary of Sta t.:e for Industry and the Tre~sury. NC:n must satisfy 

these officers th~tt its inves trnents are sound by commercial crj.-

terin (e xcept in the case of investments directed by the Secretary) . 
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NEB STATEMENT OF SOURCE AND APPLIC~TION OF FUNDS 

for the period from 20 November 1975 to 31 De~e~ber 1976 

Source of Funds 

From Her Majesty ' s Government 
Public divide nd capital 
National Loans Fund 

From Her Majesty 's Government upon the 
transfer of investments and loans 
under Section 5 of the Industry Act 
1 975 

Public dividend capital 
Capita l Debt 

. ~E..Plication of Funds 

o.verall Excess of Expenditure over 
Income 

Less Depreciation 

Purchase of Fixed Assets 
"ur.chase of investments 

Subsidiaries 
Associates 
Others 

Loans to 
Subs:i.di. ~ies 
Associates 
Others 

Inven tmcm t!> transferred by 
, Hor Maj esty's Governme nt 

Subsidiaries 
l\ssociutes 
Others 

Loans transferred by 
Iler Mil:jesty ' n Government 

Subsidiurles 
· Associa t.:ei:; 

I Note !\ 

14 
15 

14 
15 

7 

7 

9 
11 
10 

9 
11 
10 

9 
11 
10 

9 
11 

I 

53.97 
21 . 29 

425.79 
77.84 

40.41 
10 . 70 

. 81 

20 .. 13 
.76 
.4 2 

'118.36 
6. 2 '1 
1.19 

74. 59 
3.25 

75.26 

503.63 

1. 09 
.OS 

1.04 

.65 

51.92 

21.31 

425.79 
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~~ must also make an effort to fulfill a ratt~r long list of pub-

lie policy responsibilities as well. These include : 

l) location of new facilities in areas of high unemployment; 

2) ensuring the furthering of democra t i c managerial prac-

tice; 

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

inflation policy; 

4) ensuring t hat public corporntions maintain f inancial 

discipline ; 

5) assisting and coordinating activit ies with regi onal 

planning agencies; and 

6) ensuring protection of consumer interests. 

Crnnmercial standards for investment ar e ~ell understood , and 

there exist permanent agencies wi thi •1 the government to monitor 

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

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

formancc on the socia l criteria or to hold it ac=ountable. 

In sn tting guide lines for NEB , t ho Secretary acknowledged 

that the institution had to be left wi th cnou;~ discretion to 

respond flexi bly to quickly changing invcstrue~t opportuni ties . 

'l'hus, gover nme nt oversight is to be o:-:crciEac t hrough t he l·c vi.e w 

of t hree-year i nvestmen t plans snbmi.tte<l t:i nn u=lly to the Secrc-

l:nry. '.l'hc plan h: to i nclude sections clealir.g with: 
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a) existing NEB holdings (with particular attention to the 
I 

activities of large companies); 

b) acquisitions, joint ventures and new ventures; and 

c) assistance operations; 

with a discussion of the balance between these various activities. 

The Secretary may enforce his decisions through two mechan-

isms discussed above, regulation of certain investment activities 

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

Should the policies of the Board and the Secre tary seriously 

di verge, these provisions could be come powerful sanctio~s on the 

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

sl1ips be tween NEB and the government seem more collaborative than 

ndversary. 

'!'he overall frrnnework of the NEll' s ·,ccotmtabili ty to the 

government on matters of public ~olicy and financial goals is 

given above. Hero we list certni n types of investme nt operations 

which require notlfication of or approval from the Secretary of 

State. 

Notifica tion of the Secretary is required wh en: 

1) coiom:L tmen ts exr cc<l n lO miJ lion or t he in ve:.~s tmen t 

.n1ir;cn nmv or si9nif:icm1t pol?.cy :i ssues ; 

2) N.c:n ncgu :i.rcs more than 10 pe rcc·m'l: o .E t he voting 

.ohnrcs of n compnny ; and/or 
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.'3) the acquisition may require investigation under 

monopoly laws. 

l\pproval is required when: 

1) NED wishes to dispose of securities; 

2) commitments exceed !>25 million; and/or 

3) the co~ts of acquiring share capitol exceed nlO 

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

in a company. 

Most of these restrictions on investment activity were en-

acted in order to assure the bu!iiness conunur.iity that NEB would 

not use its access to lcff9e a111ounts of government funds to com-

pet:e at an advantage with private invGs tors. NED is ~ubject to 

the same laws regar ding ownership acquisit ion and disclosure that 

apply to private investora; it may not make use of privileged in-

formatiory such as planning a greements worked out between the gov­

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

sell out. 

Legislative Accountabil ity 

NED is only indirectly accountnble to Parliament t hrough 

min:i.stcrs appointed by them. Parliament also contt:ols the amount 

of N« l:i.ouol Loans Funcfa and public dividend capital availclblc t o 

cill r C:!c:.i.pirrn ts. 
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The most remarkable aspect of the NEB is the array of con-

ceptually separable functions it is to fulfill and problems it is .. ' 

to addressft After only one year of documented activity , it is 

impossible to assess the Board' s per.Eorrnance. We can, how~ver, 

review NED's functions and design to make some prognosis on its 

chances of success. First we must review interpretations of 

nritain's present industrial difficulties. 

Since 1960, the post-tax rate of return on physical capital 

to British commercial and industrial companies has f al len from a 

percent to near zero. 'l'he cause most frequently identified by 

commentators on this phenomenon is lack of sufficient reinvest-

r1ent to maintain capacity. However, recent studies have shown 

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

to those of other Western i.1dustrialized countries. 

Recently, attention I.as been focused on the low productivity 

of labor as the major cause of unprofitable manufacturing activ-

ity. In manufacturing and utility sector~ , nritain's enterprises 

rank conRistently lowest in international comparisons of output 

(~c.ilcB) per unit of. ma npower. employed. This condition ic p rtic-

ulnrly ncn tc in the na t:i.onali zed in<.lttst:i:ies where, for e>wmple , 

British T.8yland trncs about twice as much manpower/unit: as i l:s 

c:on t:i.nen tnl cot,nterparts p:roducin9 similar. car::; with similn t' 
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equipment. Frequent strikes cut further into productivity o f . 
I ,. 

capital. For obvious political reasons, both Labour and Tm~y 

governments have been obliged to maintain employment and hav·e 

thus subsidized losses in nationalized enterprises and in larger 

private manufacturing crnnpanies as well. Unions, therefore, face 

few constraints, in terms ~f membership job loss, in pressing for 

more and more costly wage and benefit settlements . . Nationalized 

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

of continuously rising factor costs. 

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

dustry in Brituin; they fcice conditions weighing on all import-

dependent industrial economies. They do, ho~ever , have the ad-

vant.i.ges of a relatively modern ind us trial plant and a highly 

trained technical and managerial elite . 

What are the prospects for NED's various roles given the 

simplified analysis abova? Taking them one at a time: · 

Provision of Investment Capital: NEB's operations are a 

substantial improvement over previous British systems of capital 

assistance t :> private firms. Under older pro;rc:1ms, the Treasury 

had to be petitioned for virtually every disbursal of investment 

funds , bureaucratic response tended to be slow to the point of 

obstructing the tompletion of deals. Further~orc, most assistance 

was in the form of lo.:ln s Hi th :i.n f:lc~~ible repaymcn t terms. 
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Recipients o f ten had to peti t ion for further assistance to pay 

off their government loans. 

Wi thi n rath0r high per investment limits, the NEB may ~ct on 

i 'ts O\'ln ~.nitiative, without e:-:ecutive approval . Since its own 

source of capital for new investments is predominantly public 

dividend c apital (76 percent of the total funds available to it 

i n 197G ), it may advance equity to the companies it invests in. 

··rhus , : ~ 1m can absorb long ges ta ti on pe riods necessary for new en-

l:erpr ) '>es or new operations .Ii thin existing enterprises to show 

profi ~. s . 

J::)ldin9 Compan~: '!'he protlems facing Dril:ain ' s nationa lized 

industries are too complex, t oo embedde d in historical patterns 

0£ c lass , socia l and economic relations for any super-managerial 

authority to turn a .1~ound in the forseeabl c future. The NEB may 

provide one of many desperately needed forums in wl1ich labor and 

management representatives can be induced to address common prob-

J.emc • 

. '\si:; i stance to 1:' i~anci<llly Troubled Companies: This is NEB• s 

l c C\s t env l able nnd 10.ns t - to-bc-emula tcd frn1ction. To the extent 

t lw c the annlysis above hold s true i11 in di vidunl cases , pr0vis ion 

c.r nduit.irnwl cC1pit«l under any l:c:rms is economica lly inefficie nt. 

:r i; mn y, hm·1cvcr, be pol:i.l:ic.;a lly tlC'CCSSC\ t~y. NEB keeps separate 

occou nt !:: fl">r auc: ll ac ti v i t.i.cs mHl is rcimbm. Eccl for t hem. Thus , 
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the "subs idy" nature of these activities is acknowledged in NEB's 

records, allowing for the applica.tion of other-than-com.rnercial 

standards in judging performance. 

Promotional Activities: Both the foreign contract and re-

gional development functions seem to be sensible approaches to 

creating markets and encouraging coordination, particularly in 

sectors dominated by small units. Coupled with NEB's financial 

powers, these could be particularly effective services for in-

creasing Britain 's international competitiveness. 
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Purpose: !~: The Bri tir:h National Enterprise noard, liJ~e the 

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

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

structuring of ownership to ensure that assisted firms are 

efficientl y operated under British ma nagement control. 

Like the Canada Deveiopment Corporation and like the 

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

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

investment that essentially meets the nor1ns of the marketplace . 

On the other hand , the Dritish National Enterprise Board statute 

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

Corporation in requiring that a ny s ubsidies are borne directly 

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

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

Permanent Fund but. should be made more explicit. 

Fina lly , the princ ipal weaknesaes of the British National 

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

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

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

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

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

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

distinct functions. 

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

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

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

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

market . Therefore it does not have a market sensitivity. 

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

the marketplace ; the Dritish Na tional Enterprise Board is not 

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

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

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

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

and private financing in which the initial capitallzntion of 

the government px:ovides flexibility but the subsequent financing 

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

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

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

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

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

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

like the Canada Development Corporation , does not involve 

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

or subsidiaries, a policy which should again be followed by 

the 1\.laska Permanent Fund . 

It is also important to note the balance among government , 

business a nd labor on the British National Enterprise Doard , 

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

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

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

most. striking rnoclcls for the l egislative and executive oversight 

of a large und powerful development bank. 

First , NEB's financial reporting standards are extremely 

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

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

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

the conversion of a large portion of Roll s Royce government 

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

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

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

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

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

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

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

participation of the interested public may serve as an important 

control on NEB's activity. 

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

regulations designed to ensure that NED is not. displacing private 

market investment. While the success of these regulations is 

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

no such control. 

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

requests for investme11t funds on an annual basis to the Secretary 

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

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

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

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

consonant with national policy and financial responsibility (to 

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

such approval mechanisms may involve bureaucrats far removed 

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

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

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

so far. 
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IN·fRODUCTION 

The Connecticut Development Authority 

independent state agencies . . 
I 

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

term debt financing for expansion and 

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

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

oral accounts: 

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

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

flow management. 

2) Screering procedures have been rigorous . Virtually all 

CDA service users have been financially successful. 

3) Management has been innovative in harnessing the private 
. 

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

small size, have had restricted access to capital on suitable 

terms, particularly during tight money periods. 

I . OPERATIONS : PURPOSES, SOURCES AND USES OF FUNDS 

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

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

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

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

of loans closed or ins~rcd and their total dollar ~mounts. Since 
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$ AMOUNTS IN MILLIONS 

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

Year 

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

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

1976 # 11 10 B 
$ amount 35.3 4.9 21.2 

Total .u 67 36 13 ft 

$ amount 256.3 14.3 30.8 
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Small 
.Business Contractor 

5 
.09 

9 
.10 

5 2 
. 09 .04 

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

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

discussed in the context of the individual programs rather t han 

summarized separately as in the other profiles in this series . 

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

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

.financial ser vices to program de sign are: 

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

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

~lnnt and equipment; 

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

the CDA adn1inisters a conventional state-wide industrial reve nue 

~1onding system; and 

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

lending operation financed by revenues bonds of the Authority. 

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

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

important . 

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

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

by which « g t·.at.e 01:- r:ml\icipal nuthority may transfer the tc1x-



CONNEC~ICUT DEVELOPMENT AUTHORITY 
Discussion Draft 

September 14, 1977 
Page 49 

exempt status of the interest it ' pays on borrowings to bonds of , 

private industrial concerns. The recipient firm~ usually use the 

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

facilities. These securities are evaluated in the marke~ solely 

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

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

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

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

fee to cover the legnl investigative and adoinistrative costs of 

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

costly and time consuming operations involved in the other pro-

grams managed by CDA. 

B. Industrial Mortgu~Insurance 

Purpose 

Commercial banks tend to view smaller firms ns risky 

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

in which they operate. Larger firms are favored borrowers for 

several other reasons , inclu~ling : 

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

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

as buoiness accounts (compensa ting bnlance~ ) . 

2) Joan origination costs per unit of earning asoets tend 

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

long repayment periods appropriate for the finan9ing of plant and 

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

bond and private placement markets which provide long-term 

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

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

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

de bt burden . 

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

asset r equired by banks under reserve r equirements. Insured 

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

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

.requirements of small borrowers. 

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

Recent empirical studies s how that, during periods of high 

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

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

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

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

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

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

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

Eligible borrowers 

include firms wishing to locate or expand facilities in Connecti-

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

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

Eligible projects: Manufacturing and processing or research 

facilities and offices or warehousing atta hed thereto; 

Project limits: Real property - $10 million 

Equipment -

Maximum ~erms: Real Property - 25 years 

Equ:Lpment - 10 years 

Application Fees: Sliding scale determined by loan amount. 

Maximum - $7 , 500 

Minimum - $300 

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

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

Screening and Review 

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

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

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

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

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

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

Financing 

The CDA supports its obligations under insurance contracts 

through an insurance fund in which all premiums are deposited. 

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

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

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

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

faulted payments. 

Operating expenses of the program are covered by application 

and commitment fees. 

0Ee rating History 

The Mortgage Insurance Program was . begun in 1961 under the 

management of the Connecticut Industrial Building Commission. It 

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

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

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

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

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

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

lease the repossessed facility at rates which more than cover 

debt service on the bonds. 

Volume o f activity under this program for the past three 

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

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

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

lical loosening of the market for loan funds and to competition 

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

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

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

has risen. 

c. The Umbrella Bond Program 

During the period 1970-1972, when markets for commercial 

loans to small companies were particularly tight, the management 

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

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

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

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

vide long-term loans to small companies seeking first mortgage 

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

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

through a brief, step-by-step outline . 



CONNEC~ICUT DEVELOPMENT AUTHORITY 
Discussion Draft 

The Process 

September 
Page 54 · 

1) CDA solicits ana receives loan applications 

firms with eligible projects. 

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

applications are submitted to the Board of Directors for approval. 

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

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

procure temporary financing from a private institution for the 

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

secured by completed projects . 

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

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

off the construction loan. Umbrella program borrowers are re-

quired to participate in the Industrial Mortgage Insurance pro-

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

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

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

J1ad issued Bond Anticipution Notes to cover interim financing. 

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

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

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

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

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

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

that their repayment would secure a marketable r evenue bond issue 

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

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

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

are t hen sold to the public. 

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

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

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

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

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

ceeds are placed in a Special Capital Reserve Fund whose function 

is described below. Principal and interest payments on the bonds 

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

Salient Features of t he Service 

Other features of the service are similar to those of the 

Insurance Program. The only significant difference is the projec t 

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

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

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

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

considerably more stringent than that at a commercial bank. 

sides the usual finnncial records and projections, independent 

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

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

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

the program's five-year operating history. 

Authority officials claim that the extra cost imposed on 

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

reduced interest and more favorable repayment terms of Umbrella 

loans. 

l:"'inancing 

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

tux-exempt securities, the Umbrella Bonds have extensive financial 

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

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

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

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

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

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

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

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

deficit. Since this backing requires no legislative approval, it 

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

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

is like ly to be unconstitutional. 

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

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

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

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

.Qp_era ting Hi s to~ 

The Umbrella program was established in 1972. As of January 

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

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

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

66 weru outstanding with a balance aggregating $24.4 million. 

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

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

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

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

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

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

were 9.38 percent for real property and 9.3 percent for equipment 

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

issue. Commercial interest r.ates without insurance coverage at 

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

re spec ti Vl:~ly. 

Considerable delay and difficulty accompanied the first bond 

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

exempt market caused by New York City's financial difficulties 

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

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

marketplace . 

D. Other _Qpcrations 

CDA also administers , for the Connecticut Department of Com-

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

tion bond issues of the state. 

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

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

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

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

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

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

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

loans on a contract by contract basis to construction firms who 

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

tracts. con accords priority to minority businesses . 

II. MZ\NAGEMENT 

The CDA is a subdivision of the Connecticut Department of 

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

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

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

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

tended to be executives in private financial institutions. The 

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

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

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

members of the committee who review the proposal and return a 

recommendation to the Board. These outside reviewers are compen-

sated by a set fee for each loan reviewed. 

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

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

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

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

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

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

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

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

ficult to retain qualified personne l since the private market 

provides higher salaries and more opportunities for advancement 

t •> those with commensurate skills. 

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

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

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

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

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

l1and , di fferences of opinion concernlng professional judgme nt on 

financial matters have arisen between the Doard and the Staff. 

III. ACCOUNTABILITY 

To The Executive 

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

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

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

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

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

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

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

not likely to arise soon. 

Given the stringency of IRS regulations on disclosure and 

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

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

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

any state governmental body for its financia l performance~ 

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

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

the Authority makes no attempt to analyze the incremental impact 

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

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

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

ing the financial credibility of CDA operatio~s . 

To the Legislature 

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

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

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

IV. EVi\I.Ul\TION 

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

servers feel account for recurrent contractions in the long-term 

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

services can be divided into two classes: assistance in making 

capital markets more efficient, the pecuniary benefits of which 

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

ceiving financial services , to the extent that these services 

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

the private market. 

MC:lking Capital Ma1:kets More Efficient 

Numbers of applications for CDA services have been highes t 

during per iods of tight money , indicating that the Authority 

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

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

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

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

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

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

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

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

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

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

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

foregone due to the use of tax-exempt financing. 

Benefits to service users have included access to capital 

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

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

attractive terms in the case of the second. Participants under 

both the Umbrella and Mortgage Insurance programs enjoy lower 

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

may be important factors for firms with unccrtajn or variable 

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

possible to estimate . 

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

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

any features of its legal structure or capitalization. Similar 

arrangements have l ed to unproductive allocations of capital and 

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

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

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

Purposes: The principal importance of the Connec-

ticul: Development Authority to the Alaska Permanent 

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

sponsored deve lopment bank fin ancing interm.ecliate- and 

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

collaborntive basi s with the private marketplace. 'The 

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

efficient in carrying out that purpose . 

'l'he Connecticut De velopment Authority, however , 

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

financing. In that regard, the Massachusetts Industrial 

Finance Agency (modeled after the Connecticut Develop-

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

much more like that of the European Investment Bank in 

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

local and private market participation in both the risk 

and the resources . 

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

of fu nd s of the Connec ticut Development Authority nre 

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

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

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

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

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

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

in cupital resources. 

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

has built up an extremely fine management , but has 

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

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

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

opment l\uthority capable of h iring independent profes-

sional s taff as does the Canada Develop~ent Corporation 

or the European Investment Bank, it m~ght be 

an even stronger institution . 

The Connecticut Development Authority has a l s o 

made good use o f professionals from the private market 

both on its board and on its investment committee to 

ensure that its decisions are sound. 

Accountability : CDJ\ is essentially unaccountable to 

any division of the Connecticut state government . Any 

sanctions reserved to the executive are activated only 

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

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

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

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

left CDA operations free of political influence . The Executive 

Director of the Authority has reported confidentially that 

professional staff judgment on loan applications has been 

compromised, on occasion, by pressure from appointed offic ials 

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

a state-owned institution designed to provide equity investment 

in enterprises sponsored by cormnuni ty-based ;conomic development 

organizations in depressed areas of Massachusetts . It was created 

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

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

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

appointed; counsel and accountants have been selected. However , 

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

investment activities . 

Despite this lack of actual operating experience, CDFC 

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

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

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

of interaction, not to mention controversy between gove1 1ment 

officials , businessmen, community leaders and academics. All 

theoe groups sought to have their political a nd economic 

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

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

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

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

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

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

1) The nature of the financial needs of firms 

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

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

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

I 

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

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

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

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

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

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

balanced: the desire of the management of the enterprises 

financed for an adequate return on investment of time, energy 

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

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

wish to ensure t hnt sub stantial ben6fits accrue to its 

consti tuents? 

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

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

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

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

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

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

legislative definition of depressed areas.) The plan for the 

type of financial services CDFC would offer proceeded from an 

analysis of the type of firms that could operate efficiently 

in depressed areas and their financial needs. The elements 

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

the determinants and patterns of business location and from the 

operating experience o f financial, non-financial and governmental 

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

tions is as follows: 

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

facturing sector had been declining rapidly for at least 15 years 

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

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

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

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

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

2) Empirical ana lysis of the composition of empl oyment 

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

observation,<lcmonstrated that: 
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expansion 

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

jobs in 
I 

a given state. 

b) The contraction or closing of existing firms composes 

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

a given state. 

c) Interstate movement of business activities, despite 

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

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

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

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

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

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

governments, acting i ndependently , were powerless to affect. 

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

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

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

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

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

Moss~cbuscl: ts . 

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

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

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

early stages of development. Without such investment , firms 

were unable to develop products, markets and operatiohs to the 

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

sources. 

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

Massachusetts indicated that th~re were many businesses , falling 

into several distinct categories, whose potential viability 

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

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

freqncntly mentioned rule of thumb) sufficient to attract com-

me.rcinl ven l:u1·e cup.ital:i.sts. 

The categories of firms were: 

a) Manufacturers of high-technology products who needed 

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

and 1nu.rke ts. 

b) Pirms in manufacturing industries which had been bought 

and subsequent ly mismana ged by national corporations and were 

now threatened with closure. In some cases, local inanagement 

hnd fought to restructure owncrGhip and control, re-establishing 

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

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

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

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

community service facilities, which improve¢! the living condi­

tions o f their constituents. Most of these projects required 

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

construction loans and mortgag0s . The organizations themselves 

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

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

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

Thus, categories of enterprises whi6h could operate, or, 

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

areas were identified. All three types needed fin ancin1 which 

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

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

ing was unavailable throu9h conventional private channels. 

The use of State funds to provide such financing was further 

justified on the basis that the Commonwealth would capture 

pecuniary benefits in addition to conventional return on in-

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

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

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

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

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

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

capital would require further legislative bond authorization. 

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

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

CDFC. 

This form of capitalization is justified by the following 

argument: 

1) According to the analysis of the economic conditions 

in depressed areas presented above, equity financing of enter-

prises is the most potentially productive form of capital assist-

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

state financial intermediary designed to provide equity 

financing. 

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

these investments. Therefore, it could not meet its own 

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

inves tment capital on an inflexible schcc1nlc demanded by debt 

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

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

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

their capitalization has been to invest conservatively, usually 

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

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

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

the statutory function, for which these institutions have been 

granted special borrowing rights , been carried out. 

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

issued in behalf of CDPC is justified on two counts: 

a) . It matches the sources of costs and prospective 

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

creased employment provided by CDFC-financed enter-

prises will generate benefits to the general fund 

in terms of increased tax collections and decreased 

welfare payments. 

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

Debt service costs will be paid over a period of 

20-30 years , and the benefits described above should 

accrue over a similarly long period. 

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

~ . General Powers 

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

panoply of financial powers and broac discretion over their use. 

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

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

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

ning, early staffing and working capital could be advanced as 

well as more traditional finance secured by physica l assets. 

CDFC may also provide directly or pay ~or technical advisory 

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

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

straight loans. It may formulate and readjust the terms for 

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

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

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

establishment or expansion of an enterprise . 

l\lthough CDFC has the statutory flexibility to advance 

money on longer and less onerous terDs than private financial 

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

return on its investments if it is to continue operations. 

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

const~aints thus imposed on CDFC financlng operations are 

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

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

eligibl e sponsoring agencies as Community Development Corpora-

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

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

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

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

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

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

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

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

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

tha l:: 

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

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

boundaries ; 

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

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

oltlc r ; 

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

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

tion shall provide that any other cirector.s be either 

appointees of elected state or local government officials 

or appointeees of other non-profit organi~ations having 

as a purpose the promotion of development in the 

designated geographic area; 

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

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

Directors so that each elected director shall serve for 

a term of at l east three years; 

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

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

district, provided that the aggregute populntion of such 

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

fifteen thousand people based on the most recent 

nppropriate census ." 

In addition to these formal requirements, observers and 

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

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

'I'hcso i nclude: 

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

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

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

munity group with the opportunity to develop stable 

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

to its ability to manage a subsidiary or ensure 

community support of a sponsored venture. Evidence 

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

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

adv?ntnge of CDFC financing. Finally, prior experience 

provides the CDFC Board wi~h some baais for judging 

the competence of the CDC's management to oversee 

the use of state funds. 

2) There should be paid management and/or professional 

staff responsible to the CDC board. This might 

insure continuity and stability of venture oversight 

or management . 

3) The leadership of the CDC should have demonstrated 

initlative in solicitng the participation of its con-

stituents. Evidence of this activity might include 

frequency of public meetings, the publication of 

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

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

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

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

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

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

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

and publi shes in accordance with statistical criteria previously 

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

economic depression , and widespread relia nce on public assist-

ance exist i n said area ." 

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

that places restric tions on the location of the projects it 

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

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

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

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

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

descriptor of income distributions since it is not subject to 

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

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

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

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

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

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

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

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

1ualify do have ~ections within them that do. 

C. Balnncing the Tnterests of the Parties in Individual 

Projects 

Any CDFC-financed project involves three organizations 

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

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

the favorable terms CDFC can offer. It can be assumed 

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

tivea and financial returns of conventional management as 

possible. 

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

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

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

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

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

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

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

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

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

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

genera t e d by the venture. 

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

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

a llowed by the l egislation are as follows: 

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

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

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

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

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

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

No one form of participation will be suitable or preferable in 

all cnsee . Particular circumstances will differ from venture 

to venture and CDFC will have the flexibility to consider each 

deal separately. In projects conducted under clauses d and c 

below, the forms of participation are determined by the stntutes 

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

the joint venture between a CDC and a private entrepreneur 

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

both joint ventures and wholly owned subnidiaries can be viable 

vehicles for economic develo~nent. There are different costs 

and benefits to the various parties from both. 

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

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

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

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

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

considerable management skills, produce a product useful to 

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

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

venture is a wholly owned subsidiary is no guarantee that 

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

CDC subsidiaries which have provided few benefits to local 

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

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

ogrecmAnts jt underwrites. 
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A joint venture 

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

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

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

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

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

management, a situation which should leverage more watchful and 

energetic private control of the enterprise . 

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

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

capital stock. This strong CDC ownership position and the 

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

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

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

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

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

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

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

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

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

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

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

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

of l:hesc requirements .are as follows : 

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

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

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

tion '.or By-laws. 
I 

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

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

of work was not sacrificed. 

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

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

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

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

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

transaction. 

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

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

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

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

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

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

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

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

for CDFC subsidizing the CDC's equity participation? 

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

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

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

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

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

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

One proposal for providing this equity position is to award the 

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

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

D. Constraints on Uses of Funds Caused by Sources 

The Doard' s investment decisions are constl:aincd primarily 

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

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

non-renewable capitalization. The ins titution may seek to 

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

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

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

strcnrn . 
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The only reliable ·way in which CDFC could prolong its 

operations is to recover its equity investment. It may sell 

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

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

the venture it sponsors. 
\ . 

If, as is most likely, the rate of 

return on the ventures is below the conventionally marketable 

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

these securities. 

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

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

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

ship in depr.ess~d areas." 

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

returns more predictable by providing financing in the form of 

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

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

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

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

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

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

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

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

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

all .interests involved in any individual CDFC deal are represented 

on the Board. 

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

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

This designation for the chief staff officer was chosen over 

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

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

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

in undertaking the promot~onal activities necessary to generate 

financial opportunities and in structuring the terms of individual 

deals. 

V. ACCOUNTABILITY 

Financial - CDFC will keep standard f i nancial accounts 

and will report annually to the state legislature. These 

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

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

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

ance by the constraints imposed by its capitalization. Thesa 

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

experienced in the operations of public authorities to design 

reporting and measurement systems to be used in evaluating the 

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

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

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

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

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

collections and state expenditures. 

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

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

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

medica l benefits. Further statutory guidelines may be enacted 

after CDFC begins operations. 

VI. EVl\f.;UA'rION 

CDFC 's proposed operations raise complex financial and 

political issues. While those i ssues concerning the nature of 

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

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

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

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

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

~nvestment pecisions are overly determined by political con-

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

its own life but discredit rin important and controversial 

approach to depressed area. development. 

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

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

leverage the cooperation of private business ventures. The 

history of such attempts is predominantly one of failure with 

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

perience has been that new community-based enterprises often 

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

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

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

Criticism of the program from community groups has focused on 

this point. 

Equally important for success will be the CDFC's ability 

to mHnage its limited financial resources. Choices in this 

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

the ve ntures in which CDFC invests. 
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I 

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

to provide community development finance to depressed areas. In 

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

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

economic problems of depressed areas in Massachusetts cmd 

2) that provisions for targeting investment , based on this 

analysis and the experience of similar efforts , were built into 

the CDFC statute . 

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

tion bonds of the state allows it the flexibility to provide 

financing in a timely manner on terms suited to the individual 

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

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

generate a return if it is co continue operations. 

Uses - The current draft of the Alaska Permanent Fund 

statute is seriously flawed in ehat it does not permit equity 

investments in c ommunity development projects . The long ex-

perience of· CDCs in the United States demonstrates that this 

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

to succeed . 

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

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

financial con~unity and CDCs. 

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

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

procedures to evaluate performance along financal and social 

criteria. Reporting conventions nnd criteria exist by which to 

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

similar porcedures for judging performance on social criteria . 

Accountability also requires effective sanctions to unsatisfactory 

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

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

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

ncceptable performance on social criteria ha ve not yet been 

developed beyond tha required findings necessary for investment 

disbursal. 
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INT RODQC'l' I ON 

I 

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

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

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

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

moting the balanced deve lopment of the member economies and of 

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

be r of loans each year . 

I. PUHPOSES 

Statut~~y Goals 

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

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

lending t o : 

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

b) projects for rationali~ing induotries or for developing 

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

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

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

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

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

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

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

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

practical purposes, the bank now allocates its funds among: 

projects in less developed regions of the Community 

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

western F'rance) ; 

projects in industrial regions when~ redevelopment and 

investment in fresh activities is called for by the 

decline of established industries; 

projects of special interest for the development of the 

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

especially energy supply and distribution systems); 

infrastructure projects of common interest to several 

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

munications; and/or 

projects involving technological and economic coopera-

tion between enterprises in the di ffe rent member States. 

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

organization, to assist regional development efforts, but the nank 

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

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

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

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

multinational, publicly-owned bank which can facilitate specific 

development projects through the provision of capital. These 

criteria are: 

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

ket. The Bank will finance capital investments whicl1 relate to 

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

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

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

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

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

fucility). 

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

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

private enterprise, must offer prospects of a reasonable return 

on in Vl?S tmen t. 

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

from other, pa rticularly national, s ource s. 

Eligi~lc Oorrower~ 

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

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

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

b) Banks and other financial institutions may also borrow 

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

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

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

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

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

tain powers under federal systems of national government. 

Restrictions on Use of Funds 

EID loans may not be used 

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

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

c) in the case of governmental authorities, to finance 

state social overhead capital such as health and wel-

fare scJ:vices. 

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

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

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

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

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

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

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

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

proj ect. 

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

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

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

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

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

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

to the Dank ar e : 

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

r a ting; 

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

gr oup; a nd/or 

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

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

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

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

!)llrnc cl an(J t hc-i r rc1K1y 111cnt pndod . 



EUROPEAN INVES'£MENT DANK 
Discussion Draft 

II. SOURCE OF FtJNDS/CAPI'fALIZATION 

September 14, 1977 
Page 97 

EID's share (equity) capital is provided by the treasuries 

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

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

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

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

deposit with the Bank. These deposits plus reserves funded by 

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

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

service should its borrowers be unable to repay loans in the 

short term. 

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

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

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

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

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

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

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

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

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

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

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

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

of only 1. 33. 

EID maintains this high degree of backing to ensure access, 

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

"subscribed capital ratio to minimize the burdens of participation 

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

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

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

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

~ubscriptions in order to meet obligations 

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

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

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

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

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

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

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

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

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

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

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

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

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

Statutory 57.3 

Loan Ri sk 56.0 

F.qualizal:ion 9.0 

Monetary Ri sk 5.0 

Duil<ling 2.0 

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

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

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

9.0 9.0 13.0 13.0 13.0 13.0 

5.0 12.5 23.0 29.0 33.5 38 . 4 

4.0 6.5 11.0 16.0 25.0 45.0 

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

without calling in any capital. 

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

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

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

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

The issue s range from a low of 6.3 million UA to a high of 

239 .1 million, averaging from 20 to 40 million . About 40 percent · 

of these issues arc pla ced privately. Since 1974, the Dank has 

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

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

clicates c0mposed of European commercial and savings banks. 

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

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

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

the Bank has just adjusted its uniform lending rates downward to 

ref lcct this movement . 

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

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

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

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

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

Io::rn f i 11 <:\ t1 r.:l"' !~--cC1p:i. tal in l:c nt::ive pl nn I: an cl inf rc1s tru~tu re. 
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The EIB has enviable access to the Europe:::fin bond market and 

is beginning to offer its issues in the American and Japanese 

markets. The burgeoning growth of its demand ~for funds, shown 

in 'l'able ?. , has not compromised this access. ;'Jrhe benefits of 

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

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

it's borrowers. 

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

By Sector 

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

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

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

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

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

loans was only about half of that devoted to infrastructure. 

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

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

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

current activi ty. 

In reporting its lo~n activities by statuto~y objectives, EIB 
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SECTORl\L BREAKDOWN OF FINANCING PROVIDED NITHI:-1 THE CO.HMUNITY, 1976 
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consolidates its three mandutes (see page 1) into t wo classifica-

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

mon interest to sevaral member countries . Some projects cannot 

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

ru>out 18 percent of all projects undertaken by EIB since it began 

operations have been so counted. Keeping that in mind , some 76 

percent of EIB' s 6 b i llion UA in loans have been justified on the 

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

Projects of interest to several countries have been mostly in the 

fields of energy and transportation . Table 6 shows a more com-

plete breakdown of loans by objective. 

Global Loans 

The managemen t of EID recognizes that small enterprises are 

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

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

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

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

effici ent form of organization. 

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

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

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

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

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

If suitable projects cannot be found within the specified time, 

the loan mon ey is restored to EIB. 

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

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

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

f rom participating national and regional financial intermediar ies 

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

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

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

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

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

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

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

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

s ix percent in 1976. 

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

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

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

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

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

to di rectly productive enterprises . 
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This pattern has been particularly evident in EIB's opera­

tions in the Mezzogiorno (southern Italy), one of the most de-

pressed regions in Europe. Over the years 1961-1972 , the Bank 

provided 7.5 percent of all investment capital coming into the 

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

tions , energy distribution systems and capital intensive industry. 

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

financial institutions in encourag ing coordination and planning, 

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

were ins ufficient . 

IV . MANl\GEMBN'l' 

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

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

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

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

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

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

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

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

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

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

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

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

The Munagement Council, headed by a President, is responsible 

for seeing that the profmssional staff carries out the Director's 

decisions . The EID retains agents and industry specialists in 

all member $tates to evaluate and monitor loann. Loan agreements 

at'e executed unc.let: t he n atiom1l laws of: the state in which the 

project is loca ted. 

V. ACCOUN'l'l\IHLI'l'\' 

'!'here is a mi nimu.l formal structure of reporting and sane-

tions by which the Bourd of D.i.rcct:ors , EID's operut ing decision-

mnkers, are held responsible for t heir work. '.l'he Board of Gover-

nors, <::cti.ng on behalf of the executive of their respective 

states, must approve the Di rec tors ' 1\nnual Report . If p er.formance 

is not oatisfactory , Directors may be dismissed . States may fur-

ther effectively censure Rank decisions by refusing to subscribe 

more capil:ut. But all these meDsures would operate only in ex-

t1:cme c11!:lcS oC mi sman.:igcment or v .Lolnlion of st.:atutoty dir ectives . 

Jn t he .i111LJnr t:a n l: cfoily w01:k or: .l encU n<.J nn(I bar.rowing , thl> 

n.i 1:ect;ori-; H C ('ll1 l.:O h ~VC o (re c honcl. 
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EIB is an operating arm of the European Commission , the cen-

tral planning and policy-making body of the European Community. 

We have seen that EIB's major operations have been concentrated 

in aiding efforts to develop regions characterized by lack of in·-

dustrialization (the Italian Mezzogiorno) or inefficient indus-

tries declining under the force of increased competition stemming 

from the lowering of trade barriers (Be lgian coal regions). 

The European Commission has not yet develope~ a Community-

wide policy for coordinating the planning and finance of economic 

development in subnational regions ~ rn· such efforts, national 

authorities must take the initiative and be responsible for over-

seeing or executing the planning, financing and administrating 

activities involved . Where the financing of costly industrial 

plant or infrastructure is involved these authorities may not be 

able to raise sufficient capital in a timely manner. The private 

or quas i -public financial systems of the se1crnl members states 

are set up primarily to service national needs. 1\s yet there ex-

jsts no institutiona l mechanism to coordinate theoc systems to 

provide the mnssiva nmounts of capital nccessHry to £jnnnce large-

scule development projects. 

EID is designed to do just th is. With ito aolid 0quity back-

1ng, it can raise la.rgc umounts of capit.:il qu i ckly in the inter-
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na tional bond market on the terms necessary to finance long-lived 

assets such as capital intensive physical plant and infrastruc-

ture. Because EID borrows and lends in stable cu.rrencies , some 

promoters in countries with weaker currencies have been unwillin~ 

to take EIB loans. They would suffer a loss if their national 

currency, in which they would receive the revenues generated by 

the asset financed, were devalued in relation to the currency in 

\'t'hich they would have to pay off the loan. This risk is off set 

in many cases by the favorable interest an3 repayment period 

terms on which EIB can offer its funds. For example, Italian 

firms und authorities have been E't}j 's largest borrowers. 

H·.:rt l <:::conomic factors affecting a borrower's potential per-

formanc0 are . not susceptible to EIB influence. Long and concerted 

effort i ~ needed , for instance , to improve infrastructure , labor 

productivity and the stability of the regional population in the 

Me7.zogiorno before it become s a suitable location for the car i tal 

intensive facilities the EIB prefers to finan~c. 

The Bank nppe~rs to take these conside rritjnn s into account 

i n pursu i ng its policie s. Firs t, it lends to infras truc ture pr o-

j ects , wher e the Hbility t o mobilize large amounts of capital i s 

c r iti c a l. Second, it wil l not l e nd more than 40 percent of the 

value of an asse t. In a fact , its partici pa tion has be en s ub-

s tan tial J y les s in mos t c c1Se!.i. E!Il s eeks to provide t he .incremental 
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amount of financing needed to implemen t a project which alr eady 

enjoys sound national managerial and financial backing. Financial 

responsibility is thus not transferred from local government and 

business organizations whose political and economic fortunes are 

closely tled to the success of: the pro jects. Unfortunatel y, 

Eill ' s performance , in terms of allocating capital to efficient 

uses, cannot be inferred from its financial Si.lCcess. Most of its 

loans are secured by guarantees from national governments. The 

pe.c£ormm1ce of its borrowers is not raported in centrql documents . 

Due to t he guarantees, poor performance does not show up as a de-

fault rate . The pattern of financial responsibility and ultimate 

accountability tl1erefore corresponds to the European Commission's 

a ~ yet decen~ralized regional development policy. 
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VII . RELEVANCE 'l'O 'l'lfB )\J .. A~KA PERMANENT FUND 

Purposes: The primary way in which the European 

Investment Bank is relevant and important to the Alaska 

Permane11t Fund is in the strong regional orientation of 

the European Investment Dank , ~here 63 percent of its 

portfolio has been invested i n the development of lesser 

developed r egions of Europe . It i s important to note 

th~t a l t hough the vast percentage of its resources has 

been employed in r egional development, only six percent 

of those resources have been employed through the "globa l 

loan program." The importance of that point to the 

Al aBka Permanent Fund i s that the global loan program 

would be mos t analogous to a regionalized effort in 

which the regiona l projects of the 1\laskc;i Permanent 

Fund were implemented through the regional and l ocal 

community d evelopmen t corporations. This matter bears 

further consideration. 

It is also worth noting that the European Invest-

mcnt Dan k rarely takes more than ~O pc rc~nt positions 

in its lonnB , to emu 1re that t he ri sk ancl rcsponnibili ty 

circ borne by both local financin l institut.i.ons and the 

pri vcite mar kc tplacc . l\trnlogously, :in Alaska , this is 

the in t.:mt of the prese nt language of th e l\las ka l'erma-

n c 11 t Fund uncJ i n the case of regionl'll d eve lopme nt- s ug-

gests the wlse cours~ of joint ventu r i ng with the 
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regional corporations antl with the private marketplace 

in all regional loans. 

Sources and Uses of Funds: There are three prin-

cipal matters concerning the European Inves tment Bank's 

capitalization which are worth noting for the design of 

the 1\laska Permanent Fund: 

First, all of the earnings of the European Invest-

ment Dank have been retained for reinvestmen t in 

strengthening the capi tal structure of the E1ropean In-

vestment Dank. This is a different use o ( r~Lained 

earnings than those o f either the 1\lask ~ , Inc. proposa l 

or a proposal to use the earnings for General Fund pur-

poses at srnne future date . 

Second, with a strong ' cguity base the European In-

vestment Bank has been very successful in borrowing the 

substant.ial mnount of its capital needs in European and 

worldwide private capital marke ts. This is a very irn-

portant mode l for t he J\laska Permanent Fund . In design-

ing the J\laski.\ Permanent Fund the $2 to $'1 billion of 

oil revenues s hould be viewed as a paid - in equ1ty cap-

ital base fc1r the /\l1t~kn .Pcrmunen t Fund a 9C1 trH• t which 

it can then borrow for its lending purposes on \·JOrld 

llllll:k c t s . 

Third, the Bu copean Invcs tl!len t Dani~ hur; « nice 

ba 1.t:lnce of its sources and uses of funds. 'l1hc rna :j ori ty 



EUHOPEZ\N INVES'J.'MEN'i' Bl\NI~ 

Discussion Draft 
September 14, 1977 
Page 116 

of the European Investment Bank's borrowings in world 

capital markets are for seven to ten years, to support 

exponsion capital lending running seven to ten yerirs. 

The longer infrastructure loans of 15 to 20 years are 

then in turn supported by borrowings in the interna-

tional capital market of from 15 to 20 years. 

Fourth, all of the infrastructure investing is 

backed by a government gua rantee. In my judgment , it 

would be much more cf ficient for Alaska to do the major-

ity of its inf rastructure financing through the Perma-

nent Pund,but backed by gennral revenues. 

Manaqemen t and Accoun t~tbil i ty: 'fhe management and 

accountability issues of th.e Eut'opean Investment Bank 

are less relevant to the Alaska Permanent Puna. 
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The British Columbia Central Credit Union is a private, 

federally-chartered financia l institution owned by the credit 

unions of British Columbi.:.t. . Established in 1944, its major 

function is that of a reserve bank for British Columbia's 178 

credit unions. In ~970, it merged with the B.C . Credit Union 

League , a promotionc l and educational institution and has since 

provided a wi<lc range o f financial and administrative services 

to its members. Credit ·union s require most. of these servi:::es 

in order to comp~te with oth~r types of finn~cial institu tions 

for the deposits and loan }··usiness of British Columbia savers. 

In ge neral , c redit unions arc too small to undertake t~e capital 

expenditure and staff requireme nts necessary to provide these 

customer services efficiently. 

Credit Unions in Dri. tish Columbia - Credit unions are 

deposit institutions offe ring n full range of customer services. 

'l' hei.r investments tend to be concentrated in home mortgages, 

consumer credit and prui)er ty development . 'l'hey are distingui~ l1ec1 

from ~anks in that they are coope r n tive ly o~~etl by their depositors, 

e;ich of whom is entitle d to one voto in electing the bonrcl of 

di:roctors and who rnn.y participote in me111bers:~ip-rnana~1eme n t 

mec t·.:L n ~ f !:i. 
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All members are required to have a "common bond, 0 a legally 

construed economic association . These bonds may be of three 

types: community (those who live or work in a given political 

jurisdiction serviced by tlle credit union), associational (e.g., 

ethnic or cht1rch groups) o r occupational. About one half of 

the credit unions in B.C. have community common bonds. 

In 1975, there were 178 credit unions with 261 branch 

nff.i.ce s in n.c. 'l'hese serviced some 600,000 members, about 

23 '.a; of the population and composed some 23i of all deposit 

institution off.ices in the p rovince . About one half of these 

offices arc located in the greater Vancouver area. 

The inclustry has grown remarkably and become more concen-

trated in r ecenl: years. Since 1971, membership has been· growing 

at a compound annual rate of 11,, assets at 35%. In 1971, 

there were 217 credit unions holding slightl)' l ess than $500 mil-

l ion in ass~ ts. In 1975, t he 170 credit unions held over 

$1.5 billion in assets, with half of these he ld by the 15 

larger uni ts. ' ('l'he rema l11 i.ng uni ts a re extremely small, median 

t1 ssct si:1.c: bei.n~r l ess thun $70 mill.ion.) Cr.edit union ust>ets 

acco-. .mt f or 10 ~ of: those h clc1 by a ll financial institutions 

in t.hc prov.i.nce (20 % if corpor.:tl:c business is c xclnc1ed). 

Jndi vid u~> 1 un L ts n re usual l.y locn tcd within comm uni ties serviced 

by commcrc:i..:tl b <:1nk s and •tre in competition wi l:h them for deposit s . 
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Di~tribution of assets - There has be?en a shar-p rise in 

the demand for housing in B.C. due to the migration of large 

numbers of young families. Consequently, the credit unions ' 
I 

assets have become concentrated in home mortgages. In 1971 , 

they composed 62% of the $400 million in loans outstanding. 

In 1975·, they composed 76% of the $1,280 rnillion in loc:l ns 

outstanding. Other credit union assets ;i.nc:lude municipc. l, 

provincial and federal government securities and consumer 

loans. 

Liabilities - The main source of funds to credit Dnions 

is the deposits of members. Credit unions offer term and demand 

accounts as well as retirement and home owner savings plans . 

The latter two types of deposits have grown at a remarkable corn-

pound annual rate of over · l00% in the past four years . Of 

the $1,409 million on deposit in 1975, 36' were in demand and 

64% were in term accounts. 

Liquidity - Credit unions are required by law to maintain 

liquidity reserves with a bank, n central credit union or in 

qualifying federal government securities equal to lO i of deposits 

shares and borrowings . Virtually all British ColumbiD ·1 credit 

unions ma intain their reserves and surplus in B.C. Central . 

In recent yearc , aggregate Loan/Deposit rations for the industry 

have cxcceclec.l 9 O'U. 'l'he credit unions as a whole ,. then, have 
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demanded funds from other sectors of the capital market. This 

borrowing and the cash management involved have been handleCl by 

B.C. Central. B.C. Central's functions within the credit union 

system and its mediating role between the system and the outside 

capital market is the subject of the following sections. 

B.C. Central Operations 

Financial - B.C. Central's main financial func~ion is to 

provide individual credit unions with funds sufficient to meet 

local loan demand when loca l deposits prove inadequate . These 

funds ' re provided in the following forms: 

non-restricted r eserve credit lines equal to 10% of 

the credit union shares and deposits for use only 

in meeting any i.et reduction in shares and deposits 

due to increased loan demand; 

restricted and non-restricted credit lines to credit 

unions equal to four to ~ix times a credit union's 

monthly cash flow for operational purposes. Approved 

lines of credit under these first two provisions 

equ~lcd $262 mi llion in 1975; 

term loa ns to cradit union~ to finance office buildin9s 

unLl credi-t union mortg c:i gc loa ns ; 
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emergency loans through the Canada Deposit Insurance 

Corporation. 

Actual borrowings by credit unions from B.C. Central have 

grown rapidly in recent years from $26.l million in 1971 to 

$91.8 million in 197~, reach ing a high of $108 million in the 

tight money market of 1974 . Credit union credit line and loan 

requirements are worked out annually in consultation with B.C. 

Central's financial staff on the basis of financial statements , 

loan records and cash flow projections. 

Credit union deposits are not covered by the Canadian 

Deposit Insurance Corporation. Insurance of deposits i s handled 

by another central insticuLion , t he Credit U~ion Share and 

Deposit Guarantee Funtl. '!'he Fund is administered by a five mem-

ber Board of Directors, three of whom serve on the B. C. Central 

Board. '!'he Fund, which stood at $13 million in 1975, is 

capitalized by annual assessment of member credit unions. The 

Board of the Fund may intercede directly in the operations of 

individuai credit unions experienclng financial difficulties and 

may grant financial assistance where deemed necessary. 

O. C. Central provides o the1: imp::H: tan t financial services 

to its 1n~mbors. These include centr~lizcd check clea ring, bad 

debt collt~ction, investment:. nwnagement for retirement and home 

ownership savin9 plans and secondary rnarkc U.:lg of crcdi t union 
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mortga~E-!S. The last service is another form of increasing 

member liquidity . 

Non-fin2ncial services - B.C. Central's most important 

non-financial service is the provision of on-line teller 

terminal data processing to handle deposit and loan transactions 

in local offices. In 1975, this system covered one-half of all 

credit union offices. The savings in time and cost effected 

. by this system increase credit union ability to compete with 

other deposit institutions. Or.her nonfinancial services provided 

for the most part on a fee basis arc economic fo recasting , 

pen:onnel recruit:ment, printing and bupply pUl:chase, collection 

assistance , data processing and systems development, market 

research, facilities design and planning, education, advertising 

and public relations, legal counsel, housing deve lopment and 

travel services . B. C. Central also provides financial services 

to Dritish Columbia's 108 cooperatives . 

I I. SOURC~~OP FUNJJS/C1\PJ:'l'J\LIZ7\'l'ION 

f:qu.i.1::.Y. - B.C. Ccntra l's major sout"ce of equity is the sala 

of sh\:1re:. to memb~r creel i.t unions. ln 197~ , member$ held 

G. 2G m:Llli.on slwres w:i.th a par. vulno of $31. 3 million, all of 

which wcJ. s pi.lid in to B.C. Cm1t:n1l. D.C. Ccnt:rul is r equired 

by luw to nwint ;..t :ln a 10/l d e bt/cc.1uity r.atio. '!'heir debt cor!sis to 
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of deposits and borrowings; equity of mem.'-?ership shares, re-

tained earnings and provisions for dividends . Despite rapid recent 

growth of deposits in the credit union syste~ and consequently 

in B.C. Central's deposits, its debt/equity :::-atio was a fairly 

conservative 5 . 7 in 1975. 

Deposits - D.C . Central ' s deposits are comprised of the 

liquidity reserves ana surplus funds of its :::embers. J\s credit 

union deposits have grown, so has n.c . Central ' s; from 

$49.7 million in 1971 to $195.8 mi ll ion in 1975. These develop-

men t:s are illustrated in •rable :r.. B. C . . Ccn t :::-a l also rccei ves 

one- half the t otal in the Cr.edit Union Share and Gnar,lntee 

fund as deposits . In 1975, this amounted to $6.2· million . 

Central pays interest on all deposits, which composes its 

largest capital expense. See Table 3. 

Borrowings - Because credit unions' lending activity has 

outstripped their deposit base in recent years , they have been 

demanders of fun<ls from sources outside thei~ sys tem. These 

demands arc mediated by D. C . Central . To finance l oans to cre dit 

un).on1;, n. c. Centra 1 borrows from Canadian , US and fore ign 

bank~ and has cstabl~ sh ec1 non-rcnl:r i ctnble c~cdit lines with 

three o .r: the l a rges t Canndian commcrc.i.nl bn~ks . Borrowings 

vory grnatly from year to ycnr depending on the l evel of depo~i ts 
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FIGURE I 

Credit Union Financial System in British Columbia 
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TABLE I 

Summary Statistics for B. C. Central Since 1971 

(000 's except where indicated) 

ASSETS 

Liquid Assets 
Loans to members 
Total assets 

L!ABIJJITIES 

Notes payable 
Members' Deposi·cs 
Members' ShDr.es 

INCOME AND EXPENDITURES 

Income 
Expenses (financial ) 
Net Income 

Dividends ? er share 

Pcrcen l:. G.rowth in Assets 

1975 1974 1973 1972 

$127,885 
91,823 

243,290 

4,500 
195,817 

31,300 
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and loan demand at the local level. See Table I, "Notes Payable~" 

for the lev ~ l of debt outstanding in recent years. 

Incor~e - B.C. Central derives between 80 and 85% of its 

income from interest payments on loans and returns on invest-

ments in securities. The split between loan interest and 

investmf?n t income varies from year to year, depending on loan 

demand from members. Other sources of income are service 

ch.:irges, fees for services to membe rs and membership dues. 

Gross income has grown from $4.9 mi l lion in 1971 to 

$27.2 million in 19 75 . 

III. USES OF FUNDS/INVESTMENTS 

Reserve Requirements - B.C. Central iB required to maintain 

liqui dity reserves in cash or short term assets equal to 20~ 

of its deposits and corrunercial papl;!r liabilities. In 1975, it 

held $~8.3 million in such assets; 23.5~ of its deposits and 

mcirket liabilitie s. See '!'able II . 

Loans and Investme n ts - D.C . Central's longer term uses of 

funds nrc concentrated in lonns to memb ers and )nvcsl:ments in 

~:ecud. L:ics . The flow of lonns to me mbe rs varies from year to 

yclli:, clc pcnc.li.ng on c.1 c ma nd. I :1tct· c::.:t rutC!j nrc Hdjustcd to B.C. 

Cuntrr1l' r.: borr.ow.i.ng l:.c1:m.<:; , und il sp.reuc.1 of 1/2'6 is permitted 

by 1 t\\'/. 
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B.C . Central invests primarily in high yield, short term 

· notes of Canadian corporations. Other securities held include 

Canadian Governments, Canadian corporate bonds, bonds of co-

operatives and shares in other credit unions and cooperatives. 

Operating Expenses - All expenses invol"ved in providing 

D.C. Central's many services--salaries, materials and .rents--

are paid out of B.C. Central's operating income. After-

tax earnings, having subtracted financial and administrative 

expenses , came to $2.29 mi llion in 1975. Of this, $1.87 million 

was distributed e>s dividends to me111.uers . (Tr.e current dividend 

on membership s hares is 7%.) Retained earnings at the end 

of 1975 totaled slightly over $3 million. See Table III for 

a complete breakdown of income and expenses . See Figure I · 

for a schematic representation of Lhe relationships described 

above. 

IV. Ml\Nl\GEMP.NT 

The strategic management policies of B.C . Central are set 

by a 1'1-mcmber noa r d of Direc;tOl~!J clectccl by the member credit 

unions . Day-to-cla y mauagemcnt of the institut ion i s handled 

by n nw nugcrial staff: of 00 ( total !:i ':.« f. f: - 180) in th ree di vi·-

~ i.ons: l\d1n:i.n s trn t i on and Fint.1nce , Bervices a nd Dc vE'! lopment. 
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Each divi:;>ion is l\e .:ided by a rnanage r and is further subdivided 

along functional lines. 

'· 

V. ACCOUNTnDILITY 

B.C. Central is a private ly owned institution and is subject 

to no special fo ~.~ms of government oversight or control . Its 

operationo are inspected annually by the f ederal Superintende nt 

of Insurance office. On the provincial level , Central ' s ope ra-

tions are monitored by the Departmen t of Consumer Affairs to 

ensure that consumer and rnort~rage cre<lit prnctices accord wit·h 

departmen l: gui.:Jelines and provincial usury l aws. 

VI. F:VALUNL'ION 

B. C. Ce n t rul has performed its funcl:ion of he lping a system 

of small depository units operate effective ly and gro•,1 in highly 

competitive and quickly changing local markets. The mo s t 

remarkable feature of D·.c . . cen tra l is that it invests primarily 

with in the system from which :i. t draws its fund s . 0£ j ts 

$17 3 mi llion in l oa ns uncl in vc:; tmen t s oul:s tn nclin9 in 197 5 , 

!.>0!6 were directly in cooperatives <rn<l credit un ions. Another 36'6 

were he lcl :i.n very s hort term corpor,1tc notes for c.:ish nmn <HJC-

men t pu rpo::;cs nn<l could prc~um<1b ly l>e c.:onver.ted to Cc1sh shot1ld 

t he.re be n su<lclc n inc r cnse :i.n 111e inbersh ip lo.:tn clcmattc1u . 'J'htt£; , 
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virtually all credit union deposits remain within the 

system. 

n. C. ·central' s importu.nce as a promotional institution should 

a lso be noted. Competition for deposits demands timely and cost-

efficient customer service as well as professionu.l promotional 

activity and well-trained personne l. These are functions which 

all but the largest credit unions could not afford to undertake 

on their own. 

VII. nELEV/\NCE TO 'l'IlE ALAS Kl\ PERM1\NENT FUND 

Pur2os~: B.C . Central , as n0tec1 .in the July 11, 1977 

report, is the best model of n cooperatively owned state central 

bank capable of providing deposit and lending services to those 

rural arens too small for full commercial ba~king services. 

It has the twin advantages of insuring local, cooperative owner­

~hips oensi tive to local needs on the one hand. On the other 

hand , it provides aggressive c entra l ized capital and management 

services to ensure that each village receives the most sophisiti-

cntetl economic development aDsistancc possible . 

It: i.s also important to note that Ut·i tish Colmnb:i.a's 

C!COnor.ly, <Jcog.raphy nnd d~mog r.;1phy ) s not trnli::e 7\lu:,;ka ' s . 

Sour.c es of Fund s : 13.C . CC!nl:t:ill 1 !.i equity come s from t he 

local me mber coopE!rati.vc bunks or. c.redi t unio:u:; . It is owne tl 
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and governed by local users. l\s noted in the July 11, 1977 

report, the Permanent Fund could initially capitalize the state 

central bank, and then ar.ninge to transfer ownership to the local 

' cooperative banks. This could be along lines used to devoive 

ownership of the Farm Credit System from the Federal Govern-

nK~ · ~ to locn~ users. For a description of that procedure, 

SI'.• II. 

~ . ::ma~_:!:~\t -Lon Models anc.1 o:e.ti~n s in this Report 

B. C. Central's debt is raised in international capital 

metrkets, bLJsed on its strong equity base and sound rnanugement. 

The Alaska P~rmanent Fund nnd its af filiuted Alaska State 

Central ~ rnk could do the same. 

Uses of Funds: B. C. Central is a model of a strong central 

organization capable of raising international capital to support 

effe ctive local economic development under effective local. 

control. 

~~nagement: B.C . Central is governed by its local user 

inst:i.tt :ions and attracts extremely u.blc and a~grcssivc centru.l 

~c;c'?~_!1tubility_ : n.c. Ce ntral is fully accountnbl.c to its 

local mcmb!:!r. cooper.Cl ti ve banks . 'l'hc Alasl~a P<.~rinanen t Fun cl could 

cnsu i. c that it iLJ cqua lly nccutmtnblc to publ i.c purposes. 
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Consolidated Balance Sh£?e"': 

1975 

ASSETS 

Cash and Deman~ Deposits 

Short Term Deposits , due 1976-1979 
(callable notice 1 - 15 days) 

Investments 

Loans 

Mortgages Receivabl e 

Accounts Receivable and . Accrued Interest 

Land , Buildings and Equipment 

LI.l'THLITIES 

Notes Pay able and Deposit Balances 

Accounts Pflyable, Accruals , and 
Outstanding Acceptances 

Deferred Income Ta xes 

Provision for Dividends 

Retained Earnings 

Members ' Shares 

$35,296,728 

13,000,000 

81 ,680 , 246 

91,823,385 

15,165,509 

4,099,861 

2,2 24 ,522 

$24 3 ,290 , 251 

$200,317,269 

6,495,372 

215 I 400 

1, 875 , 595 

3,086,610 

31, 300 ,005 

_$243 , 290 , 251 
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Income and Expense Statement - 1975 

INCOME 

Loan interest 

Investment income 

Service charges and sundr.y 

Fees for services to rrcmbcrs 

Members dues 

DIRECT EXPENSES 

Interest on deposits 

Interest on borrowings 

Service charges and sundry 

INCOME LESS DIRECT EXPENSES 

ADMINISTRATIVE AND GENERJ\I. EXPENSES 

EARNINGS DEFORE TAXES 

Income taxes - def erred 

NET EAHNINGS FOR THE YEl\R 

Retained earnings - l>eg:i.nni.ng of year 

Dividen<ls 
RE'£1\IN ED F.l\RNINGS - END OF Yf:l\H 

$ 7,745,411 

15,096 , 769 

1,340,040 

2,643 , 521 

349,007 
2 7 , l 7 4: , ., 4 8 

14,393,292 

4 , 123 , 399 

423,96 :.\ .. 
18,940,654 

-···--· 
8,2311,094 

5,803,650 

2,430,444 

131,609 

2,298 , 835 

2!659,631 

4,958,466 
1,871,856 

$ 3,086,610 
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The Deutsche Genossenschaftsbank (German Cooperative's 

Bank or DG Bank) is the central reserve bank of the vast 

\vest German cooperative system. Founded as the Deutsche 

Genossenschaftskasse, a cooperatively-owned :inancial institu-

tion, shortly after World War II, it was reorganized as a 

rorporation and renamed the Deutsche Genosse~schaftsbank in 

1972. 

DG Bank is the apex institution of a three-tiered system 

wl1ich holds 13% of all deposits in German fi~ancial institutions. 

The base of the system is composed of some 6,400 small banks 

and building societies \·.'hich service the merr2>ers of agricultural, 

industrial and trade cooperatives , as well as unaffiliated 

depositors. Ten regional cooperative banks ?rovide liquidity 

mru1agement, auditing, check clearing and investment ~rvices 

to the base. DG Bank provides similar services to the regional 

banks. This system and DG Bank's place in it are described 

be low. 

Structure of the Movement - nfter World War . II, the German 

coopcre:1 l::L vc movement wns organized into fou~ sectors , each with 

its own credit. system and network of regional and notional unions. 
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The four sectors are agriculture, industry , consumers coops and 

non-profit housing finance societies . 

By far the largest of these sectors is agriculture. In 

J.971, more than 1.8 million farmern were members of one or more 

0£ the 12,590 l ocal societies. 1,650 marketing and supply co-

operatives , 4,300 trade cooperatives and 1 2 centralized coopera-

tives with 1, 500 branches or depots ,,·ere engage d in the buying 

and selling of goods .and achieved a total turnover of 

$6.4 billion.* In additio11, there were in 1971, 4 , 780 specialized 

cooperatives with 29 affiliated regional federations . The 

agricult ural ~redit coops take deposits from and finance the 

fixed and working capital requirements of their members. 

The industrial and trade cooperatives perform similar 

functions, and are active primarily as central material pur-

chasers for their members . The y were serviced by 624 coop 

banks i n 1971. 

Consumer and non-profit housing coops (central purchasing 

ugen ts for the residential cons true t.ion ind us try)- comprise a 

relatively s m.;111 part of the sy!3tem . 

'.I 'he br.cC1kdown o !: l ocal finm1cial institutions servicing 

Lhese scctorD in 1971 was a~ follows : 

·---*l\11: n\000·-l·~~f')' -f.iglll:C~; in l:hC text arc CjiVC~rl in clollars I CQfl­

Ve'CtCd f:rom DM al: t he e>:clwnge rate prcvailin9 al: the time the 
f i.0u r.e wa$ l~cportec.1. 'l'hin is don~ for ease of: compn~hens ion. 
J:'.i.qurcs :Ln '.l'ablc:s I und II ctre pre~:cnted in DM, wher:c a sen se of 
proportion is more i mportant than absolnte totals. 
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The system also includes 10 mortgage banks u~aff iliated with 

cooperative societies . 

Recent trends in total units and membership are illustrated 

in Figure I . Overall, the graphs show :.i.ncreas.Lng membership 

and concentration , especially in the two most imporiant sectors , 

agiiculture and credit . Concentration has mostly been achieved 

through 1-.he merge.r. of two uni ts. 

Despit~ the~e mergers at the local level , the cooperative 

system maintains the most extensive branching system of any 

sector of the German financial market , and its units are incredibly · 

sma ll. In 1971, there were 18,665 coop bank branches , compared 

to 14,506 for savings and 5,'120 for commercial banks. In 

terms of aggregate balance sheet totals , the cooperatives are 

behind both the other sectors. The average balance sheet total 

for the banks serving industrial coops was $23.3 million; for 

those servicing agricultural customers, only $3.7 million. 

These clrnnges at the primary l evel have uf fectecl the 

atructure and operations of the regional coo?a rative ba nks. 

Ench merger of two locill units tends to reduce deposits with 

the rcgionul. bunks, because the compensatory i!lovcments of 
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FIGURE I 

Cooperatives a nd 'l'he i r Me mbe rshi p in t h e 

Federal Republic o f Germany 
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FIGURE I (continued) 

Consumer Cooperatives 
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F IGURE I :t 

The German Cooperative Financial System (1971) 

_,f 0 . 8 
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l.iquid fun.as increasingly take place within the new unit , instead 

of passing through the central institution. The percentage 

of customers ' deposits h~ld by the local cooperative b~nks at 

their affiliated regional bank has therefore been declining. 

Also , larger local cooperative banks usually make heavier demands 

on their regional banks, on which they depend for long-term 

funds to finance expansion in the volume of lending. 

This situation has led to the need for larger units at 

the regional level, capable of maintaining larger balances of 

l oanable funds and providing services such as check clearing 

where economies of scale can be realized. Since 1968, the parallel 

regional systems of the various primary cooperative sectors have 

been in the process of consolidation, and the number of regionctl 

cooperative banks has fallen from 18 to 10. Of these, seven 

have reorganized as corporations able to sell shares to the 

general public. These regional banks, in turn, r ely on DG 

Dank for depository , liquidity management and other essential 

services. The financial interrelationships of this system, 

from local depositors to DG Da11k are shown schematically in 

Figure II. 

Sources of Fundn - The source <.;f funds to the local system 

is the deposits of membe r s. 'fh c local coop~ off er a full 

rn nge of deposit accounts an<l instruments: checking and savings 
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accounts, negotiable and non-negotiable savings certificates . 
,. -. ,. ,,_ 

· These last instruments are issued for terms of 7 years and their 

proceeds are earmarked for term lending to medium-sized firms. 

Uses of Funds - Besides consumer, home mortgage and business 

loans to members , coop banks undertake a number of lending and' 

investment activities. These include construction financing, 

term loans to other credit cooperatives and industrial cu~tomers 

and leasing. 

DG Bank Oeerations - DG Bank provides financial and non-

financial services to the regionals in order to help them 

facilitate these local activities. Such task~ performed jointly 

by DG Bank and the regionals include check clearing, centralized 

electronic transaction procession , property broking, secondary 

mortgage marketing , advertising, personnal training , and the 

placement of reserve and surplus funds in investments outside 

the cooperative system. This last function is reserved 

primarily to DG Dank. They underwrite and market domestic and 

foreign corporate equities and securities of various govern-

ments and public authorities. 

II. SOURCES OF FUNDS/CAPITALIZ~TIO~ 

!~lity - DG Bank is capitalized by the purchase of shnr.es. 

Of the $134.5 million in paid-in equity in 1975, some 75~ was 
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held by the regional banks. The rest was held by corporate and 

institutional inve~tors outside the coopera tive system. The 

current dividend on shares is 8% . 

Deposit~- - DG Bank ' s nmin sourc<::: of deposits is the regional 

banks' rese rve and surplus. Of the $7 .92 billion on deposit in 

1975 , $5.36 billion was attributable to the regionals. Oth~~ 

banks and corporations provided the ba l ance of the deposits . 

DG Bank pays interest on these deposits at prevailing rates, 

and t hese interest payments compose their la~gest financia l 

expense . The volume of deposits in the entire system has risen 

rapidly in recent years. 

~orrowings - When necessary to increase its b ise of loanable 

funds , DG Bnnk will raise money on the European bond market 

through issue of its own bonds. In 1975, it had $832 million 

outstanding- - down f rom recent years due to the simultaneous 

increase of deposits and decrease of loan demand within the 

coop system. 

In~t:: - Net interest paymenl:f. on l ouns compose by far the 

lnrgest por t· .Lon of DG Dunk ' s if\corne , some 86 ~ of the $606. 5 mi l-

1 .ion in 197 5 9r.oss earnings. Oth '-~ t" sources of income include 

tho t f:.r.olll in vcs tmcntz and securit .i.cs, comr.li.ssions and fees and 

mi;.c;c llr.mco uf; sourc:es amour~ t.:i.ng to $11 . U mil Lion. 
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Bec:iuse loan demand in the sectors from which the coopera-

tive system draws its dcposits--agriculture, small busineFs and 

middle-inc:ome indiv:i.duals--has fallen in recent years, DG 

B.:mk h ;.1: ·~ had to find uses for its investible funds outside the 

cooperative systen1. Some 57~ of its $7.5 billion in loans 

outstanding in 1975 were to banks outside the cooperative system . 

Another 26% were to non-bank , corporate customers, leavi ng 17% 

to he channeled back to the r.ogional banks. · Over 70 13 of t1iese 

l .oc.:tns were for terms of less tlrnn four yenrs. 

Unlike:~ l\me:r:Lcan banks, Ger.man hn nks arc not res t:tictcd from 

engaging in equity and underwriting transactions involving 

corporate SC:!Curi ties, and they ma.I' own subsidiaries directly 

instead of through a holding comr~ny. All these activities 

f:Lgu .1 ·e prominently on DG Bank' s balance sheet. Of the 

$1 .24 billion in investmentB held by the bank , 4G % are in 

corporate bonds, many of which OG Bank underwrote. Three percent 

wns held in other securities , mosl:l~r corporate equities , 12 ~ 

in shor0u of subsidiaries and 39~ in Treasury notes. 

DG Bank' i:> undC:!n·1riting busi.nC$!> :i.s sub~tnn l:ial . In 197 5 , 

i. t unclc1:wrotc 17 lo rge ir.;s ues , mostly £01: Gcr.m.:in public 

authod. l:ic~ and polil:)cal unitn . 'L'hc Dank <d.~;o pi.1rticipnl:cc1 
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in 47 other issues as guarantors for various private ancl public 

entities. 

DG Bank held equity interest in over 50 other financial 

institl1ti0ns , including the seven regional banks reorganized 

as corporations. Amon<] the Dnnk' s wholly-ow:1ed subsidit1ries is 

the De utsche Genossenschafts-llypothckenba nk , one of Germany's 

largest mortgttge bankG, several closed-ended mutua l funds and 

several foreign subsidia r ies engaged in placing DG funds in 

i nvestments abroad . DG Dank also owns 19 «nd 5 0 ~ , res pective ly, 

of the s hares of the two l easing fir.ms whose services they 

broker to the regional b anks. 

'l'hus , u s.i.ng the very sparse i nformation provided in DG 

llank1 s annu a l reports and including accounts wh ich may register 

ho le.lings outside as well a;. wi t hin t he cooperative s ys tem , it 

appear s that only 10. Gi of DG Uunk' s invc a t ment s arc in the 

coope1:ati vc s ystem. 

IV. M7\NACgMt::N'l' 

'J'hc top level of 11wn« 9c mc n t is t he: Ma nng ing Dou i:cl , composed 

of five 111cmbc r.s clce t <!c1 by r c p r.cscntntive s of th 11! regiona l bc"tn!<s 

<t nd c:oopcril t j vo uni.on ;. . DG Dcrnk clo :?s not: rc;Jo r t t·h c brcal~clown 

of 1110 11.i ~J Cl: .i.u) r c spo11 !1ib.i l i. ty lie twe e n i. b: vti rio us cli.v:i.sions . 

Nor <lo l:hc y prc~•cn t nny ovcrr:i.cli tlCJ mnna~10mc 11 t polic.ic:.-: bc::li.des 
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a commitment to helping l oca l credit cooperat ives achieve a 

greater market share. 

V. ACCOUNTAilILITY 

DG Dnnk is a privately- owned corporalion and thus enjoyG 

almost t otal freedom in its in ves tm~n t and liabil i ty-gener.c:lting 

policies. It i s restricted only insofar as it must obey law~ 

designed to protect depositors. 

VI. EVi\I.Ui\TION 

DG nank ' s major purpose i s to help the thousands of tiny 

financial units which compose the cooperiltivc cre dit s ystem 

remain competitive with other sectors of the German financial 

sys tem characterized by larger units. Banks in these other 

sectors tend to deal in larger blocks of money nn<l thus have 

lower unit transactions costs . DG Bank and itn r egional af-

filiates seem to do thi!l job well. From 1973 to 1975 , the 

shnre of cleposits in all German bnnks held by coopcr.ntive5 in-

crensed from 11 to slightly more than 13 ~ . 

Pcrh ap~ l:hc most striking a!:>pect of DG nank'~ opertit ions 

is the e x tt" n t; to which it invc~~ts ou tsiclc the coope 1:a l: i.v e sys t r.::: m, 

ccpc~cial ly whc:n compared to the Uri ti:::l1 Colnmbin Centra l Ct:Cllil: 

Uni.on. Such n compat:ison i!; mi.nlending, howc:v 0. r, in tlwt the 
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real EH.:onomic conditions in the two institutions' deposit markets 
I I 

may be en~irely different. Young fanilies a~e heavily represented 

among the British Columbian cooperatives' me1:-.bers. Their demand 

-for lnrge mortgnge loans is h igh , anc they t~nd to keep little 

in su.vings. Thus, thei r central bank mu3t d :anne l funds from 

outside the sys tem to its member units if they are to continue 

to compe te for loan business. 

DG Bank is the lead institution of a cor::;>lex sys~em financ­

ing many types o f economic activity . Its ma~agers claim and behave 

a s if loa n demand is declining in these sectors . An anu.lysis of 

these sectors and i1 cr.itique of DG Bank's lending policy is 

im:>oss ible given th~ paucity of information on these activities 

available in secondary source :. and the Bank's own tight-lipped 

rcport:i.ng policies. Management may be doing its members n 

service hy investing outside the system if that is where their 

funds can earn the greates t return. 

Howe ver , one of the Dnnk's financial pol icies doe s seem 

to be n disservice t o the me mbe r cooper ttt ive;;. '!'his is the sel l-

:i.ng of: s hu rcs hy bol·.h the .t:cgionri l banks and DG Bank to inves tors 

outslcle t he coopct"al:ive fiY~ l::.cm whe n liqni cl it::· Dp9ean.; to m·:ist 

A111on9 t h e i ncl.i v:Lclun l coop e1:n t-. i. ves to buy these s~orc~ . Thus , 

em:n in ~ff.i cm th e c.lc!po~: itr; co11 t: 1:ibutr:c.1 by l:he i.~:iits at t h e b C:lSC 

of l:h c~ !':ystcm c ~ nd ult .i.mi1tcly their members ) arc siphoned off 
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t : : outside investors through the payment of dividends. According 

\ · 1 our own cnlculations based on information given in DG Bank's 

:nnual reports, these payments outside the system amounted to 

18 .9~ of the Bank's net earnings in 1975. . . 

VII. RB 'LEVANCB 'l'O THB l\LASKA PEHMi\t·!ENT FUND - -·---
~ur.po~ ·z: s.: DG Bank provides an important counterpoint to 

BC Cei· :·.ral. It Rho· .. ;s what happe ns to a similarly constituted 

coop~ .~t ive development b ank when it matures in a mature 

inclu!;..:r i al economy . 

. ·, ource s and Uses of F'unds: DG Bank is no longer wholly 

owned by lts users. It now is a net exporter of funds--not 

only out of local cooperatives, but out of Germany. 

Management and Accountabil ity: DG Bank is increasingly 

less accountable to its local cooperatives. It manages its 

fu nds similar to a ·large multi-national bank. 
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Balance Sheet - 1975 

ASSETS 

Cash and Bills Receivable 
Due from Regional Cooperative Banks 
Due from Other Banks 

Less Than Four Banks 
· Four Years and Over 

Treasury Bonds 
Donds and Notes 
Other Securities 
Loans and Advances to Non-Dank Customers 

Less Than Four Years 
Four Years and Over 

Due from Public Authorities - Equalization 
Claims 

Own Bonds Held fpr Trading Account 
Fiduciary Transactions 
Investments in Subsidiaries and Affiliates 
Premises and Equipment 
Other J\ssets 

'l'otal As sets 

LIABILITIES 

Deposits of Regional Cooperative Banks 
Deposits of Other Banks 

Less Than Four Years 
Four Years and Over 

Deposits of Non-Bank Customers 
Bonds and Notes Issued 
Fiduciary Transactions 
Other Liabilities 
Capitnl Stock 
Rese rves 
Profit After Trans fer to Reserves 

'l'otal J,iabilities 

Endorse ment T,iab i li ties 
Guaranlees 
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OM Million 

627. 4 
3,198.3 

9,852.9 
909. 5 

1,313.1 
1,625. S 

117.8 

3,324.9 
1,459 .6 

86.9 
38.0 

165 .2 
413.0 

45 .1 
107.6 

23,:rnu 

13,381.9 

3,528.'1 
1,683.9 
1,192.S 
2,302.1 

165.2 
203. 5 
366.G 
355.0 

25 •• , ----
23,28'1.8 

417.8 
1,694.7 
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Income and Expenses - 1975 

INCOME 

Interest Earned 

Income from Securities and Investments 

Commissions and Fees 

Other Income Including Adjustment of 
Special Reserves 

'l'otal Income 

EXPENSES 

Interest i:':xpe11c;e 

Corrunissions 

Depreciation, Provisions, Transfer to 
Special Reserves 

Staff: Expenses 

Other Operating Expenses 

Taxes 

Other Expenses 

'l'otal Expenses 

NET INCOME 
Trans fer to Reserves 

PROFIT AFTER TRANSFER TO RESERVES 

DM '000 

1,305,936.6 

159,911.1 

18,741.5 

29,471.3 

1,514,060.5 

1,272,019.7 

1,813.7 

32,048.8 

34,542.4 

23 ,918.2 

19,192.4 

4,852.5 

1,388,387.7 

125,672.8 
100,000.0 

25,672.8 . . 
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Inte rnational devel opment banking provides a patter n f or 

regionalizing the Alaska Permanent Fund which is strikingl y 

parallellecl in a numba r of public ly-sponsored American develop-

1nent finance systems. In each instance a three-tiered arrange-

ment has evolved with '·.h~ c;e conunon elements: 

First , a government-sponsored developmen t ba~c or fund 

which oversees t.he whole system. 

In t he middle , regional development banks or corporations 

which are more sensitive to local dif ferenccs and act as a bridge 

between local needs and national or state resources. 

At the bottom, local development corporations or banks with 

a great deal of autonomy und flexibility to respond to local 

needs and differences. 

This essential ~lree-tiered pattern i n f ound in the inter-

nationul development banking s ystem headed by the \•lorld Dank , 

:in sophisticate(} national development bunki ng systems in 'l'h:i.rd 

Worltl co untricr. suc.:h as thone of Brnzil , Me xico <md India , and 

in re9iono l c.lcvcle>pmen t bnnk.ing Ly$tc:ns o.t dcvc loped comd:r:i.cs 

of: Eur.ope such u!J Frnncc 01: Jt<lly . 'i'he same pnl.: t:crn i ~: followed 

in pub) Lcly-sponsorcd 7\rne r icun c.;.r:cdi t systems s ltch H S l.: he Fa rm 

t rc<li t sys tcm and t he Federa l llome Loan bank sys tc111. 
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It is no coincidence that this pattern repeats itself 

in such a range oi settings. The advantages of this pattern are 

1cl~ment:ar.y , sensible , and obvious. 

In each in~tance , the system is publicly-sponsored and 

acco un table but independently opetited by an experienced , career-

minded profcsr;; ion al stet ff. Both capital and mana9ement are 

organizt~d on a long-l:~rm brt!"tis and ini t ial public investment 

is used to generate larger amounts of private capita l from the 

privet l:e capit.c:il mnrkcl: . 

Just as internationa l &~d domestic experience pr ovides us 

with import.ont p<•.rallel!.> , each gives m:; a bette r understanding 

of different a spects of th e overall structure and organ ization 

which could he l p df~f:Lne the 1\lnska Pe 1:manent Fund as a deve lopment 

lnmk capable of suppor ting the quite different r egional economic 

needs of different areas of 1\la ska . 

Por instc:rnc0., int:ernational development banking systems 

arc superior to 1\meric:an devel opment finance s ys tems i n the 

pr.ovis:i.on of in f rets l:ruc turc f inanci11g nn<l ven t u.re capital. 

By cle Lin i. t.i.on two nwjor l\m-:? .ri can c rcdi t uys l:ems , the Farm Credit 

!;ys tcm nnc) the f:'cder.al Home JJonn bm\k !lys tem , clo not provide 

ci.l:hcr. J.0119-terrn :inf .r.a;, true l:ur.e f in<111c.;e or en sen t.i<il ve ntur.c 

c.1pi l:.ul to nC\·1 enterprise . Ven tu r e cc:ipitul is cc s e n l: i.nl to 

the c:tcvnlopmc;~ nt o I: run~ll r.c9:Lon~ o E J\lasku Hncl lower-income 
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communities in those regioi1s, as it is in Africa, Asia or 

Latin America. 

Just as the international development banking systems 

help us understand the basic capital formation instruments for 

development banking systems, particular American experience in 

structuring financial institutions gives us a set of basic 

guidelines for constructing the regional uni ts of the Alaska 

Permanent Fund. After looking at the.evolution of inter-

national experience, it is worth taking a close look at the 

specific l egal, fin~ncial ~nd organizational mechanisms used by 

successful American development finance systems . 

International Models 

One of the most appropriate tran3ferable l essons from inter-

national development banking experience is tha.t a network is 

necessary in order to support regional economic develo~ ment--

not a single, monolithic institution. This is especially true 

where regional and ethnic distances are great, where infra-

structure is inadequate, and where sensitivity to local needs 

must be particularly acute. 

'I'hc evolution of the internc1 tional clevelopmen t banking 

system into a geographically decentralized and functionally 

differentiated worldwide syst~n was neither wholly planned nor 
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conscious. It simf.1ly evolved to fit the rising needs of v·arious 

developing countries and regions of the globe. 

For instance, early on, the World Bank began to recognize 

the value of working through local intermediary development 

banks, since they were muc:'1 more sensitive to local practices 

und, in many cases, more likely to make sound financial judg-

ments about loans and investments. The World Bank group began 

to work with existing national development banks and to sponsor 

the creation of a worl(h/ide network of national private develop-

mcnt fina nce corporations in a host of Third World countries. 

Second, in l arge and complex countries with large gco-

graphic areas and significant regional differences, we can 

observe a tendency to complement this international ~ecentraliza-

tion with an intranational regional decentralization to subnational 

i nstitutions . In one study of 209 development banks, riearly 

40 percent were loc«ted in 10 cou:1tries--1\rgentina, Brazil, 

Colombia, India, Malaysia, Nigeria, Pakistan, the Philippines, 

Spain , and Venezuela--each of: which has developed extensive, 

decentru.lized and regionali%ecl deve lopment banking syst<::?ms. 

Third, this p nttern repeats itself once again in the 

sophisticated and e l aborate region~l deve lopment bu.nking ~ystems 

which have been organized in France , Italy, u.nd the United Kingdom. 
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At the base of each system is the funda'7.ental unit--the 
I 

local development bank or corporation which serve::; to broker the 

risk between the local entrepreneur and the o:Jtside sources of 

capital. Between the local development corp:>ration and the apex 

of the system there is often a regional cleve:..opme.nt bank or 

corporation which mobilizes its m·m capital ::or local use and 

may be required to broker-finance beb1een th-: local and the 

top inst~tutions. At the higher levels in a~y event there 

is also a c~reful elaboru.tion of different i:-;frastructure and 

equity "windows" to provide more discrete fo::-ms of capital 

for specialized purposes . Figure 1 provides a highly abstract 

and stylized version of the institutional relationships among 

the world Bank, multinational regional c1evelo?ment banks, and 

local national institutions on the one hand, and national 

development banking institutions , regional a~d local development 

corporations on the 6ther hand. 

An Amer.i~:'ln Paralle_l: 1'he Farm Cred_it Syste=:: 

1'he Farm Credit system h as evol ved a s a highly soph i sticated, 

publicly-sponsored but. user-owned develop8er.:. f izw nee system 

like the interna tionc1l development bnnkins; :.etwo:ck. It has 

unfolded gradunlly since its .establishme11t i~ 19LG , aD s uming 

new function s and becoming more decentral i ~e d in response to 
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the credit needs of farmers . Today the federal Farm Credit 

Board and the Farm Credit administration operate at the financial 

level, while twelve district Farm Credit Boards at the regional 

level serve hundreds of constituent associations and coopera-

tives at the local level. The functional diversity of this system 

is reflected in twelve federal Land Banks serving·594 constituent 

Federal Land Bank Associat:i.ons, twelve Federal Intermediate 

C ~edit Banks working with 442 local production credit associa-

t i ons , and twelve banks for cooperatives serving constituent 

farmers in coopera ·cives. This arrangement provides three dif-

fe:cen t f unct:i.onal 11 \·d.ndows" of credit to member farmers and 

ranchers in each of the twelve regional Farm Credit Boards . 

The Farm Credit grid system, then, parallels the inter-

11ational development: banking pattern.s both in its geographic 

decentrnliz,ltion of decision making and its separation of dif-

ferent functions. '£he pattern of geographic decentralization 

is repeated again in other Ame rican financial networks such 

ll [ i the Federal Home r.oan bank sys t e rn and, of course, the Federal 

HcservP- sys tern. 'l'hese impor tant domes t:i.c pnral lcls not only 

confirm intc rnationa 1 cxpE;~r:i. enc e ; they also prov.i.cle us with 

p J:ov c:m, v1or ka blc , l e g ul, fina nc i al nnc.1 organizationa l pr.cceden l: ~~ 

'f cn: a regio11c1l:i. ~ eel l\la r:ku Permanent Fund. 
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The Farm Credit system has , for example, developed two 

structural attributes worth no ting and using i n cons tructing 

a r egional ized Alaska Permanent Fund. In a characteristically 

Ame rican fashion, on December 31, 1968 , the Farm Credit system 

became 100 percent user-owned with retirement of the original 

federal government capital investment in the system. P~rt ' of 

each farmer ' s loan purchases stock ownership in the capital 

structure of the banks and associations. Member farmers elect 

the Board of Direc tors of the Federal Land Bank Association, 

production credit associations, and cooperatives ; the Boards 

o f the associations a nd cooperatives in turn elect the Dis tr:i.ct 

Farm Credit Board and make nominations to the President for the 

federal Farm Credit Board (see attached Figure 2). 

The l ocal users gover n the system by e l ecting or nomin«t ing 

each governing board in the system. The local users eventually 

repurchase the ownership of the s ystem from the federal govern-

mcnt with a small percentage of the proceeds received from 

the system. 1rhis user governc:>.n cc and even tu~l use r ownership 

is a critical precedent for establishi ng l oc9l cooperative 

b.:inking institutions in communities in the state too smnl l to 

properly ~upport a full- service bank . 

Second , the pr ivate capital market finances the $8 billion 

debt of the F'arm Credit system through the sale in the bond 
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market of consolidated federal Farm Loan bonds. "Consolidated" 

i s primarily what they are: thousands of individual. farm 

mortgages, crop loans and farm equipment l oans which have b een 

put together by the Farm Credit system for r esal e in t he private 

capital market . The private capital market supplies the bulk 

of the funds used , not the Treasury . On the other hand, the 

'f:ceasury ' s s t.an<lby credit i s assurance to th~ market thu. t the 

government stands be hind the obligation , even though there i s no 

direc t government gmi.rantee. I similarly feel tlrn t with the 

huge paid- i n capit~l base of the J\J.aska Perml1nen t Fund i ·t will 

similarly be possible to sell nwny such packaged p1:i va te obliga­

t :i.ons i n consolidated bonds in the marketpl ace with the standby 

backing of the J\las ka Permane nt Fund itsel f . 

Unlike virtually all internationa l de velopment banking 

systems , the Farm Cr edit sysb."m h as not developed a n affiliated 

ve nture capital corporation. J\s a result, the Parm Credit 

s ys t em i s precisely tha t--a 100 percent debt financing sy~tem 

which i s no longer. able to respond adequately t o the needs of 

those low-income farmers und l esser-de veloped reglons of t he 

country which it was originally s e t up i n th e 1920 ' s to s e rve. 

1'10 1: lu.ir:; it b e en able to be effective j n it !~ ori9inal puepos e o f 

DCek i ng to end form t e nancy by rn nk i ng lanclO\"ncr!; o ut o f shut·c-

c1:oppers . Cr.<.:d i t does no l:. tna lcc owners , only debtors . •.rhc 
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banks for cooperatives, for example, usually limit facility 

iaons to not more t han 60 to 40 percent of the value of the 

security offered by ~he cooperative, and expect the balance to 

be financed by the association's permanent or long-term capital. 

This i s fine for a wealthy cooperative that has built up sizable 

membership equity, but it is not very helpful to l ow-income 

cooperatives whose members by definition have no equity and, 

therefore , whose cooperative is ineligible fo::: a loan from 

the bank for cooperatives . 

It is for this reason that I have argued strongly in my 

memorandum to the committee of July 11, 1977 that the community 

development provisiona of the Alaska Permanent Fund legislation 

s hould provide for equity investment as we ll as debt and 

guaruntees, just as with productl.ve private en':erprise. 

Other Domestic Models 

The pattern for. establish i ng and operating the Farm Credit 

system is purallelled in other major American financing systems 

such as the Federal llome Loan l>ank sy:;tem. I:1 each instance 

t here is one initial la l~gc public CD?ital Dt c :::k purchnse by the 

111 "ac \·•l11.'cl1 st"'•·ts tl1e s y•·t""m ,'_r te·· t}1 :>_ ..... the systcn' p,~,yu "'r-.."' o ury , y • u .. ··~ • "' .-;> ~ • n ... _ ,, "" 

its own \·my c :-:ccpt.: for relatively sm~ ll periodic appropriations 

to cover non-recove rnblc infrast~ucturc nn<l s ocial oveci1ead 
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capital costs. Eventually the Treasury stock is repaid and 

comp~etely replaced by user-owned stock . For example, the 

initial $75 mill~on of Treasury stock that 'started the Federal 

Home Loan bank system in 1933 was fully retired by 1950, just 

as was the Farm Credit system. 

With strong debt to equity ratios most of these same systems 

have bee11 able to raise the substantial body of their capital 

on the private macicet through secondary marketing operations 

with strong paid-in equity capital backup. 
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In Summary: A Range of Options for Regionalization Available 

to the Alaska Permanent Fund 

The experience of domestic and international development 

banks po i nts out that the Alaska Permanent Fu~d has a number of 

specific options tha t might be used for purposes of regionaliza-

tion. Specifically, tl1e Alaska Permanent Fund might make local 

regionalizcd investments through: inc!ependcnt regional or local 

development banks or corporations ~ affiliates; subsidiaries; user-

owned local institutions; branche~; or some flexible combination 

of the above developed on an ad ho<.: basis. Each of these will be 

briefly referred to b~low . 

Independent rcgionul or local developmect banks or corpora-

tions: The World Bank and the European Inves ':1.1ent Bank are both 

examples of institutions which primad ly operate by making loans 

to and through independent regional and local i ntermediaries. 

J\nalogously, the Alaska Permane nt E'une might :iake all regionnl 

investme nt!> to or through Alaskan regional Dncl local community 

dcvelo~nent corporations. 

l\[ f i l in tcs: 'l'hc Frcnc:h Creel i. t National : inanccs its regionnl 

developme nt t hrough aCfili a tcd Regional Development Corporations. 

J l. hJs u sub~tan tinl <tl t hou9h not control.Ling stock interest i.n 

N1c:h uf LhL:sc SOH!l. The prcdomi.nun t cgu L ty i r. tc rc ~ t · is held by 

l ocal f inuncll1l ll nd cl ev~lopmr.: n t j 11 G ti tu ti.onn h. i th « grco tor 

:; n::;i ti v l Ly to local n c~:d~• c:inc.1 cond Lt ions . 
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Subsidiaries: To the best of our knowledge , no devel opment 

banks within the United States or overseas operate through their 

regional development programs through wholly-owned ~ubsidiaries. 

On the other hand, many development banks , including the World 

Bunk and the D.G. Bank , do use \•!holly-owned subsidiaries in ordei; 

to undertake specialized functionitl financing activities such as 

equity investment. 

User-owned local develorment banks or corpor~tions: A::; we 

have extengively documented, the Parm Credit System , the Federal 

Home Loan Dank System, the British Columbia Central Credit Union , 

and th~~ D.G. Bank arc all i11stitutions which arc user-owned at 

both the regional and centrul l e vel by local , cooperatively-owned 

developmF:! nl: banks. 

Branches: The Federal Rcsc 1vc System o~a the Dritish ~inance 

for Industry arc two c entral financlal institutions wl1ich operate 

their rc9ional activities through brclnches. 

A f:lcxi.blc, ad hoc n12_proach: 'rhe National En terprisc Board 

Hnd the Cctnctda Development: Co.rporati<Jn ctrc two large national 

d~·velopmcmt banks whlch huvc t.1k cn C\ needs ·oJ:icntcc.1 ad hoc 

nppr.ot.tch t0 l"cgi.onnlj% n tion. 'l'hc N.:tUonal r.nt:cr prise Ooard , for 

c:it!i tlo j n orclm: to 9ut fl b1... l:. tcr scn D ! for. how they could inter-

v c nc in t·cg ionn l cco:1om i.c developmcn t: . 'l'hc C.:a rrncla Dev c l.opmen t: 
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Corporation has a sole branch in Vancouver in order to be more 

responsive to the regional economic development needs of western 

Canada and is undertaking it~ venture capital program through in-

vestments in affiliated privately-owned venture capital companies. 

Our purpose in this regionulization paper, as in each of the 

sections of this second report, is to suggest a number of optiono 

whi ch can then begin to be tailored to fit the specif:.c purposes, 

needs and political economy of Alaska in des ignin9 the Alaska 

Permane nt Fund. Based on the response of the legis lature, this 

paper may nlso raise a number of follow-up questions which deserve 

further attention. 
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The question of assuring thra accountability of the Permanent 

Fund management to the electorate, legislature and executive to . 

carry out its public purposes is probably t he single most imper-

t:ant issu~ before the Special Permanent Fund Committee . I n this 

final section of the report, we begin to suggest some measures by 

which the management of public enterprises such as the Alaska Per-

manent Fund may be held accountable for their performance . Be-

cause tl1is is such a central issue , our aim in this section in 

simply to introduce the ~roblem and begin to sugges t some of the 

options avai l able to ensure public accountability . We will detail 

s ome of the tradeof fs involved and cite specific cases from 

domestic and international experience . 

It is important to point out at t he beginning that the 

record is ge nerally no t a good one . In m~ cases-J:!ia n not, pub-

lie accountnbility has ))(;Jen s ncrificccl , for m.nr · ;_cffi£iCn_£y . 

'£Im task of oversceir1CJ the Pm:mane n t l:"'und t o enoure that its p\lb-

lie purpoocs arc cn~ried out will not be on easy one. Ou r sense 

i!.i thnt thi s int rocluctot'y clh;c·· zsion will raice m:iny more ques-

tion!> tlwt:: the Committee will want to con~:i.d~r between now cind 

Decembe r 3 ! , 1977 . ny "accountubility " we mea n the offect.i.veness 
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of the mechanisms by which t he govern!ilent seeks to assure that 

the managers of a public enter.prise invest public resources in 

order to maximize the benefits to· the ultimate providers of the 

funds. In the case of the Permanent Fund, those pri:>viders are 

the people of Alaska . 

In some respects, the position of Alaskans in this enterprise 

is analogous to that of an investor in a private firm. The active 

investor gathers as much information as possible about the firm 

in which he invests. Using this information, he forms an inde-

pendent judg1i1ent on appropriate management policies . He then 

seeks to have these judgment~ acknowledged and €ffected by par-

ticipating in shareholders' meetings and by voting his shares. 

If, after these measures are exhausted , he is dissatisfied with 

managerial performance, he will seek to impose ~anctiona on the 

firm's operations by voting out management or, more likely, by 

withdrawi ng his money from the f irm. In all these activities he 

is motivated by the principle of maximizing his benefit from the 

investment--his short-run money profit. 

The benefit l\laslcuns expec t from the Pernanent Fund , however , 

i~ a good dea l more complicated antl long-lived than that sought 

by th~ pri vntc ca pi tal.i.st. Certainly , short- run financial rcsul ts 

mnst be cons.i.dcrcd, but the ideu behind the i\laska r e i:manent Pund 

is to convert non-renewabl e minera l resources into renewable 
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capi.tal resources which benefit the Alaskan economy and Alaskans. 

These investments could generate many types of public costs and 

benefits. A smal l sample of costs Alaskans would seak to avoid 

includes degradation of the environment and social disldcation 

caused by the boom-bust nature of certain enterprises~ Benefits 

might include wider participation of Alaskans in the management 

and wealth generated by business enterprises and the improvement 

of huma n services. 

Experience has demonstrated th~t publicly-capitalized in-

vestment banks tend to operate solely uncler commercial profit-

maximi~ation criteria unless the~_are compelled to do otherwise 

thi:ou_s1h va;-:!.ous forms of qovernmen~ direction and control. Our 

basic problems, then , are: 1) How is the substance of these di~ 

rectionc to be determined? nnd. 2) How arc they to be enforced? 

It is likely that no stable consensus can be reached on the 

prope r mix of objectives for the Permanent Fund. Rather the Fund 

has many constieuencies, each with different and often conflict-

ing cconontic i nterests and wl t h <liffercntial access to the polit­

ical and economic means by wh ich to have these interests ef fcct~d. 

'110 design t he ins ti tut. i ons Sllt' r.ounding t he Pc1~manent Fun cl as 

j r the conzcns un 1nentionea above e~isted , <l s if it were the Fund 'n 

only l:ctsk t o in terprct the~;e ob~j cc tiv~!J in its inves tment policy , 

m.:iy be v .i 1· tucll ly .i.mponsiblc, bu!.;ccl on t:hc e:xper.i.cnce of other~ . 
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/. J Rather, the design of the Permanent Fund raust provide a forum in 

)o...irJ · which conflicts of interest can be aired and !:'esolved on a con­

tinuing basis. 

These conflicts are likely to arise at two points in the con-

tinuing operation of the Permanent Fund: first in the formulation 

- -----
~- Those affected by these processes mus~ have a chance to 

influence each of these sets of decisions. 7ney must then have 

the means by which to review how thes~ decisi~ns are implemented. 

In our investigations of the institutions profiled i n Section 

I and other public enterprises we s hall note , we have identified 

four stages in the accountability process . T-1:0 may be classified 

as forums in which the decisions mentioned above are made , tw~ as 

means by which these decisi ".>ns are i~?lemented. In practice, 

these processes are carried on simultaneously. 

Specifically, these stages are: 

1) Setting of Goals and Priorities: T~e essential ques-

tions here are: Who s ets the goals and how a=e they phrased in 

l egis l ation , statutory directives, or guideli~es? 

2) 0Formulation of Measurement and Re p0=ting_Procedures_: 

Goals arc given operntional subs t ance by the establishment of 

rncasurcs to evaluate rnnn<1gemen t per for;:mncc. The i!;sues he.re are: 

©:he relevance and qnali ty of the mcnst.:rcmt;!nts ,~he form in whic h 
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this information is presented, and~ho gets the information? 

3)G3)Governance: Public Inputs info Operating Decisions: 

In most public en.terprises, the elected government usually has a 

variety of formal and informal means of influencing day-to-day 

operating decisions. The enterprise's various constituencies 

~lso have such means. The important issues here are:@~in­
terests are made known to the Do ard? Ho~and at what point in the 

de~making process are they made known? WhatGinfluencc do -
-th~y-ac..tually exert on the institution's operating decisions? 

4) (J)Operating Sanctions: \~hat can an elected · go~ment do 

if it is dissatisfied with the results the management of a 

publicly-capitalized enterprise achieves? The most frequen t ly 

av'l~.:tuble formal sanctions are the~placement of management: and @ . 
the withholding of funds from the agency. There are informal 

sa~ctions as well, such as~ublicity of mismanagement. q) . 
In the case of dismissal of mnnagement, the issues are: -l:l.Q!., 

and for what reasons can management be ~ved? 

In the case of control of fun<ls , some of the i ssues are: 

The source of funds nntl the conditions on which they are provi<l~d, . 

who controln the funds 011ce they nrc pooled for agency use, und 

the conditions under which the s unctlon of w:i.thhold:i.ng funda cnn 

be exercised; 

J\t each of the four stnges , c.lcmol.!'ratic clement~ of th e 
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process must be traded off against the operating requirements of 

an efficient investment bank, i . e., the ability to make indepen- . 

dent investment <lecisio1::-.; and effect those de-=isions in a timely 

and flexible manner. 

At each stage, out$ide control c~n range from 7.ero to a level 

at which the operations of t he agency are totally disrupted . Each 

level of control is characterized by a set of costs and benefits. 

In reviewing the four stages outlined above, we will present ex-

ampl cs of mechanisms which have been used. They will be ranked 

from l owest to highest by the degree ':o which they effect manage-

ment ' s deviation from standard cornm8r=ial investment criteria. 

Finally, we will begin to ~uggeat the nature and incidence of the 

costs and benefits of each strategy e~amined. 

A. Settinq of Goals and Priorities 

Historically, the <le ter m i.11a ti on of goals a nc1 thei.r definition 

:i.n legi~ J.n t:ion has been the least imp:>r tan t elemen l: in the account-

<:1bi lil:y structure of public e n l:crpr.ise. In t e rms of enabling leg-

islation itself , provisions !or capitalization , organizationa l 

powc n ; ~ind nwnngE.!rnE:nt selcc ti on hnvc had ~\ much g1·catcr impact on 

t·.h c:: per <:o.rnwnce of l:h C!sc en tcrpr i.r;es . The ou t comc o f in formal 

poU. t i cu l «ncl economi c power ;, t ru9gles u1110 119 t he e n terpri ses ' 

v ;a·ious c:on s t:i. l:uenc:i.cs crnCl principitls has been more :i.mportnnt to 

t he C1cl: ive orcrut .ion of dcve:lopmcnt bnnk s . 
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The goals of public banks are found in the opening sections 

of their enabling legislation. Seldom, however, do they repre-

s ent the results of legislative deliberation. Bills are generally 

drafted by individuals who have some interest in the successful 

and continuing operation of the entity they are creating, and 

legislative attention is usually directed toward the operational 

aspects of the draft. In a few cases , the goals and objectives 

of development:. banks huve been publicly debated, but, as in the 

cnse of the Cana<la Development Corporation, this does not assu.t'c 

that the public interest will be served. 

The ~cgislated purposes of most public enterprises tend to 

be more exhortatory than c.li r.ec tive , legalisms in t:enclecl to justify 

the use of public .funds. ln the case of authl)r i ties producing a, 

good or service , the purpose is to do so ·ef£iciently; in the case 

of n public i.nvestma nt bank, it is to encour a9e the development 

of pro~uctive enterprlse in the jurisdiction. 

There are good reasons for l eaving the otatement of purpose 

vague, wh ich huve to do mainly wil:h the l eg.ls lntive process : It 

iLl easi er to build legislative consensus , ea s ier to chnnge opera-

tioua l dircc:ti.on to f.Lt cha nging c:c.:onornic con:lit.i.ons, nncl harder 

to rrnko trnmll c lrn1: 1c s i n langu<1g e ll!J t he bil l proceeds to enact-

men t. which s 1Jbs tanti al 1.y ch i'lnges t he: in ton t. 

St.i.11, ul.:tornpts h uVC been made to formulate sroa l s so th.:it 
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they are useful as guideposts to management and criteria for man-

agerial performance. Usually this entails relating goals to spe-

cif ic measurable achievements and administrative procedures in 

the legislation. 

In most cases, the legislated goals of publ~ or 

banks have had little bearing on their actual operations. This 

condition breaks down into two sets of conceptually separable ex-

periences: In the first, management has found it convenient as 

well as legally and politically possible to evade its statement 

of purpose, undertaking operations for which the institution was 

not designed or refusing to undertake mandated functions. In the 

second, the statement of purpose has been so vague or founded on 

faulty analysis that the management has effectively been given a 

free hand. 

Examples of the first type of experience occur most fre-

quently in public authorities providing a good or service. In-

stances of selective adherence to statement of purpose arise in 

the history of the Port of New York Authority (PNYA) . Established 

in 1921, the PNYl\ was charged with ''developing terminal, trans-

portation and other facilities of commerce." After a decade of 

unsucccs6fully and unprofitably attempting to rationalize rail-saa 

connections , the Authority was ullowecl to acquire three motor 

vehicle bridges und the lloll and 'l'ttnnel from o t her authorities. 
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\\ 
·These facilities were highly successful financially, and :::!ie .... 

Authority justiiied their continuing ownership of the bridges ;:>y 

claiming the revenues they generated were necessary to meet 

Authority bond contracts. 

The PNYA used this same tactic in reverse in the Fifties and 

Sixties to resist public pressure to assume the ownership and 

management of the region's undcrcapitalized and unprofitable com-

muter rail system. Maintaining that the projected deficits of 

such operations would prevent them from executi~g bond contracts 

in good faith, the Authority's management withstood this pres sure 

to undertake its mandated purpose for over a decade ~ A compromise 

was reached in the late Sixties when the Authority took over the 

most heavily-used portion of the commuter network ·in r e turn for 

the approval of the Governor of New Jersey to us e PNYA funds to 

build the World Trade Center. Many analysts view the Center as a 

speculative real estate transaction only peripherally relate d to 

the Author..:.ty's purposes. The corrunitment of substantial funds to 

the Center has in turn precluded the Authority' s taking u signif-

icant role in the rail lines. 

A similor i nstance can be found in the now- in.ta1!1ous case of 

Robert Nones ' Trlborough Bridge Authorl ty . Its l egisla ted pur-

poses were s olely to construct and operate the Tri borough Dridg~ 

until it WilS paid off. However , through the. i111Eigina tive use of 
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.bonding power , bond contract drafting and the subtl e use o f 

clauses in the powers sections , the Authority's l ife and l atitude 

in C!?erations were enormously extended . 
I' 

'l'he statement of purpose for most public devel opment banks 

fa l l into the second category outlined ~bove : they are too in-

elusive to effecJ-:i.vely direct managerial policy. The Canada De-

veloprnent Corporation is a prime case in point. In the CDC pro-

file we noted how managem8nt ' s interp~etatio~ of the Corporation's 

gonls threatened the achievement of the public purposes of the 

institution . This interpretation was pern1itt ed, however , by the 

CDC Act ' s statement of corporation oLj ectives. These read: 

"The obj ects of the company nre; 
a) to assist in t he creation or cevelopment of 

businesses , resources , properties and i~~ustries of 
Canada; 

b) to expand , widen and develop O?portunities 
for Canadians to participate in the economic develop­
ment of Canada through the application of their skills 
and capital; 

c ) to invest in the s hares or securities of any 
corporation owning proper ty or carrying on business 
related to the economic interests of Canada; and 

d) to invest in ventures or entc~~rises includ­
ing t he acquisition of property likely to benefit 
Canada ; 

a nd shall be c a rric!cl out in an ticipa ti on of profit and 
in t he b~!.; l: interes ts of the s ha::::-cholclc rs as a whole . 11 

'.rhC:!ue objcct:s perm.Lt virtua lly n:1y jnvc~':~ent activity so 

l o ng ns it: i f; pro£.L t:nulc . 'l'hey o.f fer no prior i tics . More 
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importantl y, only in the case of expanding investment opportun-

ities do the) provide an occasion f or the application of quanti-

tafive measurements to som~ recognized standard of achievement. 

CDC's financial participation has l ed to the creation of only one 

new enterprise so far and has done littl e to open up inves t ment 

opportunities for the grea ter numb~r of Canadians . Yet this re-

sult is parfectly compatible with the Corporation ' s goals . 

The llritish National Enterpri~e noard ' s statutory purposes , 

while broadly st.ated , are more amenable to measurement than CDC ' s 

and could thus be co::n8 the basis of an accountability process ~ 

'1'h e purpos t-~ s of the noanl , as l isted in the Industry Act of 1 975 , 

are : 

"a ) to de ve lop or a:.sist t he economy of the UK 
(or any part of the UK), 

b) to promote indust~ial efficiency and interna­
tional competitiveness; and 

c) to provide , maintain or saf eguard productive 
employment . " 

The: f i.r.st purpose is so broad as t o accom:nodate any action . 

'i..he novrcl wi s he s to take \·1ithin its cxtcns.Lve powers. The second 

t:wo, however , C"1rc c>:prc!3s.Lons of economic phenomena for which 

ucc<.:ptcd cmp:i t·ical mea !.;U cement-s e:d.r. t . Inrhrn tr lal ef f icicncy can 

ba 111cu 8 lll ~ l'.! cl hy cros~-n .:lt :i.onal comp:i.ri~on:.:; of costs within nectars 

<1nc'l t he chnn9cs in prof:i. t.::.bilit:y of inc1iviclua l firms ; i nternationul 
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competitiveness by changes in the volume of export sales . The 

provision or maintenance of employmen t is similarly measurable, 

with differing degrees of sophistication. 

The Community Development Finance Corporation Act goes one 

step beyond providing measurable goals. by relating t11e goals to a 

specific set of problems described in the Act. Thus, the bill 

performs a clarifying function usually r eserved to conunittee re-

~orts, and r educes the possibility of misinterpreting the goals 

in their implementation. The essential eleme nts of the findings 

preceding the statement of purpose are: 

1) that a substantial and persis t ently low leve l of employ­
ment and economic activity exists within certain areas of the 
state; 

2) that it is beyond the ability of the government to cor­
rect these conditions solely through the exercise of regulatory 
power; 

3) that it is beyond the ability of l:he private sector to 
counter these tendencies without capital assis tance; 

4) that Community Development Corporations have made sub­
stantial improvements in these areas, but cunnot continue to do 
so without public provision of investment funds. 

These findings all point directly to the purpose of the i n-

otitution , which is to "increase the number of development pro-

jects in decadent substandard and blighted areas '' through the 

agency of CDCs. The findings also mi litate agains t a ny alterna-

ti ve r eading of the 1\c t which migh I:: permi l: CVi.1 sion of the o<lmi n-

ist.ral:ivc procedures ontl.inecl i n the i'\ct: . 

Such n specific se t of f:i ncl :L ng s , tied to spec ific objective~, --
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administrative procedures and reporting requirements, is one way 

of making the legislation statement of goals more ·meaningful. 

F. Formulation of Measurement ·and Reporting Procedures 

Public accounting is an essential element of governmental 

control over the activities of a public enterprise . This exposure 

forces management to keep operations in line with what is e~pected 

of them, and this pressure can work in anticipation of government 

censure as well as re trospective l y. 

Overseers of the Alaska Permanent Fund are inte rested in the 

social as wel l as financial achievements of the institution. On 

the financial side, public enterprise must be held to the highes t 

standards of financial disclos ure now universally applied to pri-

vate enterprise. On the other hand, universnlly recognized 

measurement and reporting procedures have not yet been developed 

for social impacts. Many of the items presented for considera­

tion by Singer and Mollenkopf in "After the Oil is Gone" are 

not amenable to quantification or comparison wi th unlike outcomes. 

This problem is treated in that usefu l paper, and we will not 

discus s it further here. Rather, we wil l note some practices 

used by some development banks to measure non-financial resul~s, 

nnd comment on their appropriateness t o t he Pcrmnncnt Fund. 

Finally, accounts a rc inherently i ncomp lete in that they 
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show only what has already happened--and not always ver:y accurately. 

If an institution is expending public money, it should be con-

cerned with the socinl choices it faces and present these choices 

to its overseen;. We will look at so:\\e of the a ttcmpts public 

investment banks ha ve used to a<ldress this problem through cost-

benefit cmalysis rmd various othe r ty9es of ~rejection techniques 

and cli scu:::;s their applicability to contemplntecl Permanent Fund 

operations. 

Pinancinl Reportin~ 

Gi vcn t he ge09rnph:i c and cul tm:a l dis ta~~e from the ins l:i tu-

tions we h nve notc:.:<1, H: is clif ficult to e valuate t h e acc uracy or 

fairness with wh.i.ch the y repre!lent their per:ormance i n annual re-

ports . It must be noted, however , that man;tg:::ment of public us 

\'/e ll a s p r ivate fil:ms is motjvate <l to presen~ its accomplishme nts 

in .. he 11100 t favo.r.ab l e light. 

\'Iha t, th(: ll, j c p.re u~n t:cd bes ides the u ~·.ial ba lance shec-!t , 

income nnd expc nr;c sl:.ntc mcnt: , nnd r c?or t or ch<lnges in c<lpital? 

One of Lhe mos l: import:Jnt nnd u r.c ful purl:~ 0:: t he nnnlrnl report, 

u1:u:1lly 1:cc1 u.i.n•d by nat-. .ion<d t:or pur:tttion l m·:s , l ~ scp .. trntc reports 

on th <." <•c..: 1.1.vj tien <.>r :.Hl.H::.i.cti;1ri cs , mnjor 10.1. rccipicnl:s or !:i ub:--
cl .iv i.t:iu1l:: . Conz<J1 i. l1 ~1l:c-r1 f.in :w r: L1l l"!!.::orc.1:: :-.r1y conc.;e,1l cro~rn-

m1b!; i c1n Lion t;, rnu l.t. ipl c tacc..:mrn • i n ~J oC dc pr.ucin t· i on oC il gi. ve n 
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asset and, most importantly , the true cause of poor performance , 

whatever it may be . 'fhis has been the case with the Small Busi-

ness Administration ' s l oan guarantee program. For years , the 

high loss rate of this program had been attri bnted by the SBA to 

instabil i. ty in the s 1:iall business sector. Investigation of the 

program by the General Accounting Office , however , r evealed that 

poor administra tion ancl intentional disregard of program guide-

lines were rcspon!;;ible for a large percentage of l oan l osses. 

For the most part, the degree of detail in the r eports var-

ies by who gets them . Usually the funding source has privil~ged 

ncccss . For example, the r e port of ngency fi na ncial operations 

in Con nee: t:icut Dcvelopmcu t. J\uthori ty bond prospectuses are much 

mo1:e l:ho.rot1gh a nd scrupulous than the report which goes to the 

Commi.ssionm: of Commerce. Similarly, th i:! Ori ti oh Cab.lne t Sec re -

tary ovcrzeeing t he operations of the National Enterprise Board 

may requisition all opcratinq records. Generally, the legislature 

and t he puulic muG t accept nnnual reports prepa r ed by the enter-

pr.tse and occ.:tsion:ll ad hoc i nvc.:stjgntivc reports u!; their sole 

!":Out:c.:cs of i n fo rmatjon on Lit(;;! financi~ll nctivj tie!:> of the enter-

pri.~'-.! . l n tho hti:;t.ituti.on ~; WC! hdVl' 11ot.:a cl , thc~o vnry gL·c~tly in 

l.l ir• cl c tti i. I .incl \1 =:,~ ruJ 11 e> c !1 of c1 \. !;c.:1 or:u1·c--{J'Olll vcigue ttc:coun tz for 

CDC: , to qui Lo c:lct:~d l ot1 nc.: ·ount.:s for Nl-:U . 
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Few of the investment banks reviewed make any use of social 

performance accounting. CDC, NEB, and Elli make no specific pro-

visions for reporting even easily measurable social ind~ces such 

as total employment of the firms in which they invest . NEB lists 

environmental impact and encouragement of worker participation in 

management as criter.ia f or investment , but they provide no bench-

marks, measurements or reporting schedule by which to evaluate 

projects, prospectively or retrospectively , along these dimensions. 

The Connecticut Development Authority reports total employment of 

the firms it finances , but this is an utterly inadequate measure 

of its performance in creating or maintaining jobs. As with all 

expenditures of publicly-raised funds , it is the marginal addi-

tion to some s tock (such ns employment ) rathe r than the gross 

size of that stock which is the barometer o f performance. Pro-

posed CDFC economic impact indices , described in that institu-

tion ' s profile , arc somewhat more sophisticated but still do not 

ndclrcss the "with/without" problem in evaluating the bencf its o .E 

t;ocia l programs. I n other words , would any o f the b c ne fits have 

been reali~ed anyway even if CDFC had not made th~ i nvestment? 

Project.ions 

Projection:; arc ncccs!.iciry to e valuntc invc~; tmcnt projects , 
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especially when there are several competing f or the same pool of 

fu nds . CDFC is contemplating a simple projection procedure : 

n.p.pl.y · ·ts social a~count:i.ng procedures to the business plan 

1 pxo.jections of investment applicants. Thu s CQ£C_w.;i~.,o­

track set of proj ections--for bol:h financia l and social returns, --
both of which will be subject to post audit . 

~est-Benefit Ana~ysis 

More e l aborate methods of project evaluation have been <level-

oped by the World Dank nnd its national affiliates. These address 

the divorg?nce of ma~ket and social valuatir~s of the costs and 

bone f its which can be anticipated from various large- scale capital 

investment projects. These d ivergences are us ually c aused by 

s uc h f actors as monopoly dom.Ln a tion of murket~ , s t:ate regulations 

and externalities . The me thod is essen tial ly one of c ost-benefit 

analysis in which all quantities are reduced to monetary terms , 

as describe d i n John Mollenkopf ' s pnper. 

'rhese types of analysis are cxpensi ve due to their enormous 

requiremcn t~ for dn. ta :rn1 sld:-1.J.-ecl-a.nal..}l.Sj s . •r ilcJ:::o.Iore, they are --
n~ual.ly_ ap_pli __ c cl only_ t_Q_ l ar.gc_ p1:oj cc ts such as ca pi t al-i., :.:cnsi ve 

~----------~_:_-------

i n vcstmo n t!;. '£here are some i n ::; ti tutional lJene ·f :i. ts to ofise t 

t hose c:<pcni:;es . Such ~ t u<l lcs arc us unlly carried out: by concul t:n n to 
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in cooperation with local officials and manavers . Thus , s ome 

resident expertise in thi s kind of analysis can b e de-

veloped. Also , data developed for one study ~ay be used to analyze 

sub&e;.uen t p~~cts. 
- ) 

In sun~ary, again, the record to date of detailed financial 

reporting by developmeni: bc:tnks is mixed, at h-est , and social in-

dices are virtually nonexistent . 

C. Governance: Public Inputs into 02erating Decisions 

The most important factors affecting the r esul ts uchieved by 

public enterprises have been the structure and dynamics of the 

day-to-day · decision- making. For each institution reviewed , there 

has been a complex web of attachments, interests and attitudC!s 

which are brought to bear on eac h type of operating decision. 

For each institution t hese cir cumstances are different. 

We can begin to analyze this experience ;:,y i dentifying the 

groups of players involved in the operation o~ all public enter-

prises and the nature of the relationships between the groups . 

\·7e will then explore examples of these relations hips, focusing on 

clements of democrntic or at l east plurnlistic control . 

1'he four bnsic g.r.oup!;; with v1hom •.·:e arc concerned ar.e: 

1) Elected offici~ls nnd the ir appoi n ~ed m~niotarD or sec-

rL1taric!:l: '!'his group is us uolly (but no t: always ) ~tututor.ily 
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res ponsible for the oversight of the public enterprise . Their 

degree of involvement in day-to-day 3ctivities of the enterpri'se --J,s slisht;--generally by de::;ign. 1\ftcr all , the enterprise 's very 

existence is premised on its carrying out social purposes without 

the full expendit~re of effort by the governme nt itself. Elected 

itnd appointed officials are lumped together here because the ir 

tenures tend to be coterminous . 

2) The Board of Directors is usually the li ltimatc authority 

for all decisions concerning the sources and uses of funds and 

setting the overall strategy for the cntcrpd -.... . They gcuerally 

serve finite , overlapping terms which ~~y or mny not be renewable. 

3) The Professional Staff car1:ics out the policies of the 

-lloru:d, ~iJc!ie-S\vhi-ch'\:"heylJernu.t-ly-pr~~J:o the Bo~ ..... Their 

ini tia t:i ve in promo ti on and compE! tern cc in a<lrnin:i.s tr;1 tion has the 

&inu l A greatest impact on the overall performance of the enter-

prise . Generally, they prepare the analyses on whic h the Boar<l 

makes its decisions . Their attachments to the enterprise tend to 

llc of longer standing than any of t he other groups , a situa tion 

wltich cnhunces their power. cons ic1c n1bly . 1\l so , they are closest 

to the en terprisc ' s cons ti tuencic~ <.t t all leve ls of cleci sicm . 

.,) Constituc:mts: By c crnsl:.Ltucnts we mcun tho:.;e qroups i n 

the gcnc r.:tl p ublic which hc1vr• or~fiH1~i:-Y.-ee:l-,-1:.e9.1.iJ n r dcnl.i n c.1s w:i th 
---.-:-

the en tcrpr.Lsc . 'j'hesc gt·onp~ i11clutle r L Lrll!t \•lh i.ch clo busill0.SS 
~ . ...~ .__.. 

J 
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with the enterprise either as c lients or as providers of goods 

and services , citizen action groups,~unity development corpor-

.a:t~~s, }~s, etc. 

The impor tant relationships among these groups . are: 

a) El ected Government to the Board: Kho appoints the 

Doard? How is the "t enure of the Board related to that of govern-

ment officials? Are there government officials with voting power 

on the Board? Are there required consultations between members 

of the government an<l the Board? 

b) Constitue nts to the Board: How arc the interes ts of 

cons ti t·.ucnts represented to or on the_]Joa~cl? 

c) Professional Staff to nonrd nnd Co::stitucnts : \•7hozc -
:i.n t erests cloc.:s the s ta:f f t end to J.Jromo te? Are they under cf f ee-

-· 

Relationship of the Government to the Doard 

With the comic except ion of some of Rober t Noses ' one -member 

uuthoritico , the Bonr<ls of public enterprises arc appointed by 

the Chi.cf: l·:xccutivc:> of: the poli t: lcul juriseictions in which they 

e>pci:atc . 'l'he Chai 1·man, if he i!:i clcsign'1 t:cd as s uc h by the Chic f 

Exe cu l:.i vo , gcncrC\l ly sei:vt:?n C\ L that o f Elcio. l ' s plensu.i:e and i s 

of tern l\ cabinet mcrnbc .r. . Such i~; the cn~:c wi. t h mos l: ~ tntc clcvel·-

oprnent uu l:horl Lic~ . Ar. poin ted out i:\ t:hc CDA profile , this 
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situation carries costs as well as benefits. In addition to the 

benefits of coordination of Authority activity with executive 

promotional and overall economic policy, staff may be pressured 

to undertake loans which are politically useful, but financially 

unsound. In Maine , fo:t~ instance, the Commissioner of Commerce, 

aa Chairman of the Nain Guarant ee Authority, pushed through the 

approval of a guarantee on a $12 million loun to a sugar beet 

proces s ing f c1c:tory. 'l'his enterprice quickly went b cmkr upt, and 

the stn te \·ms able:! to recover only 15 pe rcC!nt of its money through 

l . . .4 t . . :Lqu:i. 1.. ~ · :i.cm. I t was la ter discovered that the Con~issioner of 

Commerc::0 had financ.:ial c:oancctions to th0 projec t. 

This situation (of top s t a ff being cubordinated to the Doard) 

is 1:eversed at the Mass.achusetts Day Transportation Authority 

(Ml3'J'/\.) , which services the me tropolitan Dos l:on area . ~'hei:e, the 

fivc::-mun 13oar.c1 i s chaired by the Chie f Executive Officer (CEO), 

who serves al: the pleasure o f the Gove rnor. The other four 

di rec tors eierve s imul taneous four -year terms ·coterminous with the 

Go ver nor. 'n. · 'l'heir. powers are limited and mostly ucl visory. 

M:1ost1chu!.rnt:ts ' Secr etary of '1'.r..1n!.iportu t:i on, who fr«med the se reg-

ul a tions , j ur.:: t.: i Ci eel t11c nu t ho.d .ty n true l:urc by claiming i l: was 

nc~ces sv 1~y l:c) prov tdt> " a ~;tro1h.J CH' l>us i. ~.i :for holding t he Common-

vw .:ilth' n c h .i.e r: c xecu livc: accounl:ilblc to th e 1-:ng:i.::>laturo and the 

people of. t-hc i:cg t on a nd s t a t::o £01: the \W C of the t> ta l:c funtl s fo r 



ACCOUNTABILITY 
Discussion Draft 

Page 105 
September 14, 1977 

·the MB'l'A. " This provision does make the CEO an easy .target in 

times of crises. On the other ha.nd, it tencs to s trengthen the 

Governor ' s ability to direct the agency when public attention is 

not directed towards it. 

In Europe, especially in France, govern~ent reprcsantatives 

~he boards of public ~nd mixed enterprises are generally 

granted veto power over Board dec:isions involving tl1er1r:ts±ng ...... or 

-:-------~~~~--~---~-----~ expjndi ture of capital. This power has usually been _Egd to 
------~~~~~~~~~~~----~~~~~~~~~~~--

delay the implemen ta tion of controversial decisiool.L-Un±.iJ....J;hey 

can be worked out between the management of the enterprise and 

~s supervi sing Ministry . 

The relationship between th<:! governraent and t he public Emter-

pr:Lse c1an take other forms. For instance, these ndgJ1t consist of 

required consultations for various types o f ~ransactions or ac-

t ..i. vi ties, the submission oijepo..i:ts- and-audi.ting- by- some- agency --
~thin the government designed specifically foi:: thn t J?_\;\ t"pose. In 

general, these controls are seldmn exercised. They do not play 

an important role in the oper.aticms of any of the institutions 

reviewed except the NEIL 'rhc relationship be t\·1een NED and the 

Secretary of State for Industry is dcocribe d extensively i n th~t 

in5titution ' s profile . 

. 
\ 
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Relationship of Constituencies to the Board 

The interests of an enterprise's constituencies are most 

effectively represented to the Doard by direct membership on it. 

Frequently, the distribution of directors among constituencic~ is 

dictated by the enabling legislation. This is not the case with 

CDC, and all 19 of its voting members are business e xecutives . 

Ce rtainly this provides no counterbalance to the profit-maximizing 

policies of that institution's management. 

The distribution of Board membership is usuall designed to 

conflicts which are anticipated to arise in. 

the operation of the ente .~prise. Thus the NEB , wh±ek-:Hr-ehtrrged --- ~ 
wlth making nationali~ed industr ies more efficient, is composed 

of six representatives of business firms , three representatives 

of labor unions, and an economic consultant. Similarly, the Board 

of CDFC is composed of three cabinet secretaries, two financiers , 

three r epresentatives of community deve lopment corporations, and 

a representative of organized labor. 

While such an approach to Board compooition seems to be a 

l ogica-1 strategy for dealing with political conflict, the record 
----------~-----~~~~~~~~~~~~~~-----

of thi!; t• t1:a tc9y has been mnbi.guous or worse. In Yugoslavia , 

where wo.r.kcrs , union of:ficialz, munr.1gcmc n1: nncl consumers ' reprc!-

nen ta ti vcs si t on the Do;u:ds of incl us tr inl e n tct:priscz , most ob-

nervcrs report that mana 9cmc nt practices hnvc not chan9ed signi.f-
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icantl y in the directions des ired by t he workers . In Germany, 

the similar Mitbestinunung system has long been recognized as an 

instrument for the cooptation of l abor. The record to date of 

non- expert representation on the Doards of deve lopment banks i s, 

unfortunately, filled with more hope than effect. 

The Role of Staff 

The staff of a public enterprise generally outlasts i t s di-

rectors. Like most bureaucracies, it tends to oporate in its own 

best interest. 'rhis is an area of public uf fain; which is virtu-

ully undocumented, bnt Jameson Doig ' s articl e on the PNY~ provides 

some subf;tance for tht:! aver.a9e social scientist ' B suspicions . 
• 

The 1\uthority ' s top manclgemen t: is appointed by the Board a nd 

can serve indefinite t:crms. During the Hixties , the uver~ge 

l eng th of company experience among the top staff officers was 30 

ycrnrs . 

Realiz.Lng the thre at to PNYJ\ solvency posP.d by public pres-

sure to «cqu.ire commute r linc~s , Doig reports thui: the staff ore hes-

tl:H tetl on elaborate re s is tanc:c wh.i.r:l1 included lobbying of the 

~:t.:ite lcg.i. i:; la tu res , both din~c tly ~nct th rough f avorcd con tractors, 

\·1.Ld e-sc:D ll! publici l: y c:c.1mpa i gns .::ind .i.n £luc nci11g a purportedly in-

dcpcncl en L study com mi ttce foJ:incd by the n t;,i tc lc~1.lslu tu re t o j n-

vus tiyntu tho problem. 



AC'COUNTABI LITY 
Discussion Draft 

Page 188 
September 14, 1977 

Such overreaching may be countered by the imposition of civil' 

service or other personnel and conduct regulations on the staff. 

This tactic has its costs, sirlcc sufficiently skilled personnel 

will not be attracted by civil service salary scales and may be 

put off by complicated hiring procedures . The Connecticut Devel-

opment ~uthority has experienced this difficulty. So has SBA in 

much more sc::vere fashion. The real power in SBA resides in the 

regionQl officer positions, which are appointive . The regional 

f innncinl officers may ov1..:rride loa n decisions made at lower 

levels. r.utely , there havo been severa l documented cases of 

political uses of SBl\ f unds by pe rsons in the regional offices 

over t he objections of the district l eve l lmm officers . 

Profe ssional staff competence is the most important. element 

in determining the performcince , financial and otherwise , of all 

the development banks r eviewed for this report . For the most 

par. t, the top staff cons i s ts of men e>:pericnced in banking who 

hnvc been able to transfer. their CY. pc ricnce t1nd judgment to the 

public s ector with cons ide r a ble f i nanciul succes s. In general , 

they tend to rcj ec.:t the idc<l of bc in9 bound by the social conse-

quc nccn of their .i nv~s tmcntR , clo:i. mj 11 g the ins t: il:ution will 

<H: c.:o:upl.ir.h nothin9 nnl 'st: .i.t nwintai.ns it!.: f i n.:inc inl credibility. 

S t.ri t C 111Cll1 tC to thin (! f: f.C~C t ll c1VC UC~n !nude publicly unCl pr.i Vtl te ly 

hy the c ; :1 !Clll:.i.ve d i. rectors o f enc ond cm\. 'l'ltc d .ixcct:or!-1 of l:rn 
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and NEB have explicitly pledged themselves to the accomplish~ent 

of social goals, such as the rationalizing of industry and t he 

provision of employment opportunities . So far, however, they 

have not discovered a framework for bending thei r organization ' s 

energies to thos e purposes. 

D. Ope rating Sanctions 

There are essentially two types of operating sanctions ~hich 

can be imposed on the management of a public e nterprise. One is 

the removal of r esponsible per sonnel ; the oth~r is the control of 

the flow of funds to the enterprise. These sanctions a re imposed 

only after a n enterprise ' s problems have reached crisis proportions . 

Removal of Personnel 

In public enterprises , the government can remove Directors 

only , usually only for cause. Where such action has been take n 

or threatened , it has us ually been in r esponse to evidence o f 

fin ancial failure or personal abuse o f corpora te power on the part 

of Directors . Thin i s the case with current investigations of 

t he priva te use of 1\uthority facili t ies by Directors of the PNYl\. 

l::dward I<ing, former Chairman of the Bo<1rd of t he Mas~rnchuse t ts 

Por t 1\uthori ty , wa s removed by Go ver nol: Dukakus for pol.Ley rea!iun::;. 

Ki..ng h.:id been openly antagonistic townrds citi:tens ' 9r.oups nc old.ng 
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a noise- prevention curfew on Logan Airport, whlch was one of the 

key factors . This is, however , the exception that proves the 

rule. 

Control oz Funds 

There are two basic types of capitalization for public en-

tcrprises . One is essentially private . Investment funds a re 

·raised t hrough the sale of securi ti.eG backed by the reve,1ucs of 

the bank and often guaranteed or l everaged by the tax reve nues of 

the politi ca l unit o f whj.ch it is a subsidivision . The second i ~ 

the direc t provision of tax revenues to the enterprise under. var-

ious conditions set by the government. Our inves t igation provides 

no clear indica tion of wh ich type of financing is the most cffec-

tive in holdi'ng all enterpr:i~e fi nancially or socially nccountable . 

Howe ver , \'le will revie w the evide nce before us for each type:! . 
j.. ,., tf )' 

J rf .1 t•~ t'"/ I ~ r/1<1 f<" .1 • ... 1..,, ~ ,..P.. - /\)" ,, , 
, V.- U ~} F.i Pr·~ Harket Finnnce 

1' I ) 'f ('(;I 

~(\r'lt\ 'l'he experience of PNYJ\ a nd the commu t.:e r lines h as demons trated 

r.cli«ncc on the bond murket--even thc_ c;l.aim oE such cl rcli ;;mc e 

-----can bC! used by an lmthor i ty Lo de lay or. refuse action on a po t en-

t .i.u lly clc :.;i r nlJle a nd wide l.y demanded socia 1 proj cc t. 

On t he o ther hand, recent experience o( pubJi.c uuthot·iti.cs 

h as d i sered l tcd t he f roquen l:ly- hea red cln i m tlw t c.lepcnclence cm t ho 
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bond market imposes "ma rket discipline" on the management of pub­

lic enterprise. For example, by the time the New York state leg-

islature refused to bail out the Urban Development Corporation in 

February of 1975, the agency had run up over a billion dollars in 

debt it could not cover from operating r~venue. It was estimated 

that the stu.te would have to put up $240 to $320 million simply 

r--~--------------~~~~------------~--~~~------------
:i:gnorecl :i. ts internal f inanccs once l:h9 Corpora ti on haa been---

to complete projects UDC had lcf t unfinished. Investors had 
~ 

counted on the political power of UDC's man~gement and had largely 

--- ----~· ·~--~-----
c.lem·e d 12.Y_ the ru ting agencies. 'fhe arbitrariness of this par-

ticular sy:;; tcm is wel l-documented by John Peterson in The Riltins_ 

Game . 

Sti ll, the \.W e of bonds can work and c.:in effectively redis-

tribu t:e capi tal if the in!l t i tu L:ion is prutlen tly rna n agecL 'rhis is 

the case o f the European Investment Bank and B.C. Central , whose 

financial operations nre described in the profiles section. C~A's 

Umbrella Dona Prog1·.:i m is Hnother good exar r;>le of the redistributive 

po!;sib i.li ties of usi.ng pJ: i Vil tc mar kc t f inunce. Herc , the Author-

.i.ty pe 1·£orms the function or cvalun ti~g the pros pee ti ve risk .:md 

l:"L! t\.\ rn ()f lcncH ng to small- n11c1 me c.liu:i-si :te d f irrns for. i11s t i tu-

t.ional nnc1 jnd.iv.idu'11 in\'e~:Lors .i.n rnti rket sccuritier;. It ha s 

U1u!i opc 11 c'd up a hi t: llcr to un t .. i~pcd cot:rc.:e o f f unds for 'its bor row-

CJ:~ . Ull:.i.111ri l:c ly , t he mnt·b~t di.!Jc.Lplin_ of this r;y cl:um is under -
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mined by the extensive backing the state offers the program. Its 

success to date has been due primclrily to high- quality management. 

Financing 'l'hrough Ta_!= Reven.ues 

Control over the provision of state revenues t o public in-

vestment banks ranges from nil to finicky . At the bottom of the 

scale is CDC, to whom the Canadian gove~nment has pro~ided a block 

initial capitalization of nearly $300 million . This policy has 

nssured CDC' s virt ual freedom from any type of control or 

accountability. 

· At the upper end of the scale, NEI3 ' s investment funds are pro-

v.i. dc~cl on an annual basi~. ctnd their relcaS(;Llllus:t-bC-jusH fi_e._<L.to 

~e Secretary by three- year plans covering both financia l and non­

f inancial aspects of the firms designated to__r.ecc.i..v..e-funds . So 

far , the Secretary's office has shown little regard for the social 

aspects of NEB- financed enterprise . 

The Small Dusine s s Administration relics on periodic Con-

gressiona l appropriations t o finance its lending a nd guarantee 

op~ratlons . This me t-laod of fundi tHJ imposco costs in that it is 

CUntbe t: t:Oll\e a nd tj lllC'-COnsun1ing . rJ'h~orc tj Cally , it should yield 

be ne f.i. l· ti i n b ·. :.: rn ~ ; of increased ovc n :d gh t oJ; itgc ncy o peru l:ions. 

llowt:vor , the Bltec r nuinbcr o.f l o <w ::; !JHA 111ukes nnd t hE:! complexity 

() E Lhc cloccn tnll i i'.C<1 ndm i. nl!"; tr<.t l:io11 ( > r t he progn11n hflVP mode 
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As we have noted, as late as 

1974 it was assumed by the SilA's observers that its high loss 

rate on guaranteed loans was due to chronic instability i n the 

small business sectors. A 1975 study of a large sample of SBA 

loan records revealed that many guarantees were made for reasons 

other than to finance the expansion of small bus~ness facilities. 

Over 20 percent of the loans guaranteed were used to pay off ex-

isting debt , · and of these about one-quarter were to firms which 

did not meet minimum standards of creditworthiness . 

Contrasting the NEB and SBA experiences, one might r eason-

ably conclude tha ~ - executive oversight may be more rigorous than. 

legislative oversight. 

CDFC' s capitalization demonstrates a compromise between the 

lack of control inherent in CDC's capitalization and the complex, 

potentially disruptive day-to-day supervision of NEB' s flow of 

investment funds. CD.F.C-has bGen-g.r.anted a modest, non-renewable --
~m of $10 million wh ich it may use as it sees fit within the ad'"" 

1ni~istrative process laid out in the legislation. The l egisla-

4:.urc, in providing this form of cupi tali U \ t i on, h as esse _tially 

L:.::.;::~~~!il6--he-expc1ime11ttt:l--iia.t..\rre of the prog!am. If this ex­

periment t u r n n out to be succeasful, on fina ncial , political, or 

social terms , the state l egislature may c hoose to nugment the 

original cap.i ta l.i2a tion. 'I'he technical de t ails fi nd com-;cquenccs 

of CDFC's cupital i zation are f ully explained in its profile, 
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71~ r~oblem with most financial sanctions is that they come 

into play only after the damage of mismanagement has been done. 

Continuous g0vernrnental control over an enterprise's flow of funds 

' imposes costs in terms of limiting public bank's investing flex­

ibility. The benefits, in terms of use of funds which corresponds 

to government policy or statutory nmndate, have not yet material-

ized in prac tice. 

E . Conclnsion 

The problem of holding public enterprises accountable for 

their performnnce is largely unsolved. Totill accountability is 

nei ther possible nor efficient; public superv.i.sicin itself is 

costly, and it can damage as well as promote performance in the 

public interest . •rhc contribution of specific inst:i.tutional 

structures and prescribed administrative procedures is largely 

unpredictable. 

The workings of accountability systems is further compli-

c . .ttecl by the fnct that public entvrpri:aes themselves c ontrol in-

form, ti on on plans nnd opera tiontt. l 1ns t c>:pericncc Jrns s hown 

Llw t < 0ncc1·ncd of fj ciills h r\V ' hurl to undcrl:akc: ex traord innry 

mco:mrc~ to ge t nnough i 11 f e> c 111;t l~ lcin lo uriclcn~ Ln nd wit~ t is rcnlly 

golug on jn tho He:: c•H.l.cp d . t:•J!4. lf l:hi.s ldnd of vj~ilnnce were 

ccmr~l:01 1 tly 111nln tlli nc:cl, the· pu rpot:l"j o C having the pu:>li.c cmt:c rpriuc 
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would be undenninec.1. Generally , public enterprises are set ~p to 

relieve the governme nt of a portion o! the costs of administering 

some area of responsibility which, li%e assistance to productive 

economic activity, should generate enough surplus to finance the 

institutions set U:> t.o pursue this purpose . 

On the financL:l side, the success of p~blic banks has de-

pended for the most part on the honesty and competence of their 

staff . Mos t public fi nancial institutions rank high on these 

dirr.ensions when compared to state-owr.ed industric:il or service 

flrms. A set: of acknowledged repor l:.i :1g conventions uncl simple 

criterin of success exist for the fin ancial O?eral:ions of public 

banks. These have been developed in the private sector and trans-

ferred intact, through the importutio:'l of rnan ngemenl: , to tho op-

crations of public financi~l i~utitution s . is nssct s and profits 

mo~m t, rnanagcmen t' s position becomes r.lOt'C secure , its decisions 

less open to question and influence by the government and lto 

VDrious constituencies . 

On the .:>thc t· hand , public bnnks have bce:-t rc l ntively un suc:-

cesa ful i.n t~king Lhc socit1). conscquonccu of the\ r nc ti vi ty i n co 

account . It 11n1::;t b~· urti.cl th \.1t t hey fecu :-;uh ~.t m1t:i..nl problcmn J1~ 

cln.ing s o cv<!n if LIH·y .u-e commi t: tc<l to the c.:~ o:ort. 1:-irst . r •pot· t -

ing c onvC'nLioru.: ullcl pt' rfo r mnnc:C" c dt C!:- in Hr<.: ,1 l ll primi tlvc ::;Lnyc 

o( dove.: l oprnc nL ll t1 cJ llr'<! 1:uh j C!C t to Lt g=coL clC'Ll l oC cont:.rovo 1:oy. 
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Second, management t e nds to be unfamili:ir with what lws been done 

in the field. 

Social costs and benefits generated by an enterprise arc 

<listinguiahed from the phenomena that show up in its balnnc~ 

r;hcets mostly becanse they are not given ;1 money value in the 

market. Stil.l, the realization of t hese b01H?fits or. the rninimizu-:-

Lion of cost[; r~quires th0. t money be $pent or thn t certnin income-

generatinCJ nctiviti~s be restricted. 'l'hl s ir. a form of rcclistr:i.-

bution of: the economic product of the cnt<:'.!rprl ~;c which require~ a 

pol:i.ticnl d '.!c i.slon on the foxm the b e nc f:i tn and cos t s nrc to l: c1l..e 

illld how t h P.y a r.e to b~ dh: t1· .i.bu tccl. 

'£hcrcfo:rc , the l'ermunfm t Fund muut p 1:ovidc iJ forum i n which 

the ra nge o f choices cnn be expose d and conflicting interes ts 

hcat·cl. rt must then provide a mcuns by which to c:issure that the 

d~r:ls .ions roached m: e C;\ t:r.ic d out, copcc.iully when th ls implies n 

clovlot lon from ccmve nt:i.on :tl cor.une 1:c1nl pr c.tcticc . llc re the n~cor<l 

of public cntcrpti~e is, to date , unfortuna Lcly quite uni~struc -

tivc . ln ~Hach nn e u tcrpr.i !:it! , the [J.· came r!> of tlac J\lm;}rn l'crm<.ln0nt 

l ' l111d mu ..; l follow t h C! i. r. LJ t·.ilt<.: ' !.. trucl iti<m; l : h 1~y 11n t ~1t l.>t.~ pi.oncc rr:. 
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A CAUTIOUS APPROACH FOR ALASKAN POLICYMAKERS 

July 11, 1977 

J •• INTRODUCTION: A Sense of Limits 

The Chinese character for the word "crisis" is a combination 

of two other characters--"danger" and "opportunity." This could 

well be the symbol for the Alaskan Permanent Fund. As an outsider 

to Alaska who has worked for the last eighteen years in develop-

ment banking and for t he last thirteen in community and r egional 

economic development, I am awed by both the opportunity and the 

danger posed to Alaskans by the Prudhoe Bay oil revenues a nd the 

challenge of creating an Alaskan Permanent Fund. I agree with 

Arlon Tussing that this is "an absolutely unique situation," dif-

ferent Erom any with which I have previously dealt in Asia, 

Europe, or the United States. 

This leads me, as an outsider, to be doubly careful: first, 

in a short period of time I can only begin to understand the 

Alaskan political economy; second, I do not want to be precipi-

tous in proposing specific solutions f or the Alaskan economy 

based on experience in quite different settings. 

In th is initial memorandum to you, therefore , i t seems most 

' appropriate for me t o limit my observations to three matters: 

.... First, I would like to suggest a way in which you as Alaskan 

1 
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policymakers might approach the problem of thinking about the 

uses of the Permanent Fund as one aspect of an overall Alaskan 

Economic Development Plan designed to prepare for the day when 
It the Prudhoe Bay oil res.erves are no longer contributing so hand~ 

somely to the Alaskan treasury. 

Second, I would like to suggest for your consideration some 

general principles concerning the structure of the Permanent Fund 

as a development bank in terms of its purposes and powers, legal 

organization, management and capital structure, which have a gen-

eral applicability irrespective of your particular goals for the 

Alaskan economy over t ile next twenty years. 

Third, I would like to sugg~st a few specific ideas concern-

ing the especially dif:Eicult tasks of community and regional eco-

nomic development, based on the experiences of others. 

In making these observations, I am mindful of your. unparal-

leled opportunity to use these resources to build a strong, per-

manent economy through investments which produce both a reason-

able internal rate of return on investment to the Permanent Fund, 

and a reasonable external rate of return to the economy as a 

whole and to the treasury of the state. On the other hand, I am 

equally mindful of the parallel danger that these resources could 

e i ther be wasted through improper management or improperly 

employed in ways which create far greater distortions to the -
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... 
' \ ,Alaskan economic base or to some of its specific sectors, regions · 

and communities • 

It is important for all of us to realize that the dangers of 

economic distortion are particularly acute in development banking. 

I realize that the use of the Permanent Fund as a development 

bank is only one alternative whicli you are considering. However, 

since development banking is my professional field it is the only 

alternative upon which I will comment. 

Because development banking is a somewhat "trendy" idea 

these days, there is the very real danger of creating a develop­

ment banking institution which is not sufficiently thought out. 

Some of the specific dangers include designing a development bank 

with conflicting goals, or with a capital structure which is ill-

suited to carry out those goals, and/or with a management l ikely 

either to be inefficient or else unaccountable to public policy 

governance by the executive or the legislature. Even more seri-

ous, there is the danger of proposing a development bank to solve 

a problem which is not a financial one--that ~s , one in which the 

solution does not lie in eithe r reducing the cost or increasing 

the availability of cap i tal. If, however, the problem is i n fact 

a financial markets problem, it may well be that it is caused , by 

some existing form of governmental intervention which is seriously 

dislocating the financial marketplace . The least expensive 
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solution in t:hat case would be to remove the governmental regula­

tion, rather than to create one more governmental development 

banking "ginunick." 

Finallyr there is a tendency to disregard or to mi~apply the 

vast body of multinational and national development finance ex­

perience that has accumulated in Third horld countries and in 

Europe and Canada. It is my understanding that Price Waterhouse 

and White, Weld have given the state a systematic analysis of 

that experience. 

When it comes right down to it, development bank~ng is the 

most direct, aggressive, and high-risk form of public economic 

intervention. This suggests that it should be used wi th great 

caution. Your own experience with some th~rteen state revolving 

loan funds would seem to confirm the fact that development funds 

created with high hopes often do not achieve the goals for which 

they were intended . What is called for , therefore , is a careful, 

step by step analysis of the nature of the specific economic 

problem before you. Then, after carefully weighing the relative 

costs and benefits of dif ferent options, you should select the 

most efficient, cost-effective solution--a solution specifically 

tailored to stimulate real economic development in Alaska. 

As an outqider, I cannot determine wha t you r economic go~ls 

should be. On the other hand, I can, perhaps, suggest a way of 

• 

' 

• 
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looking at the limited aspects in which the Alaskan P£ cmanent 

Fund, as a development bank, can be a part of your overall effort 

to use the full resources of the Alas kan state government to help 

create a sound, balanced, broadly-based economy. 

The following outline proceeds step by step through a series 

of questions which may help you review your design of the Alaskan 

Permanent Fund in terms of your economic goals ove r the next 

twenty years. These questions are divided into ttree units: 

* First, what is the nature of real economic activity in 

Alaska and Alaskan financial markets, and what is the 

current impact of federal and state governmental inter­

vention on ~oth real economic activity a nd financial 

markets? 

• Second, what are the different mecha nisns which the 

Alaskan state government can use either to stimulate or 

retard the overall direction of the economy and the 

state's f i ·1ancial markets? 

* Final l y, what are the limite~ ways in which the Alaskan 

Permanent Fund can be a part o f such an overal l economic 

development effort by the Alaskan state gov~rnment? 

Throughout this discussion, there i s an emphasis on limits: 

the limits of any state government to affect overall state eco­

nomic development; the limits of development banki ng to contribute 
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to that overall economic development effort. If these limits are 

recognized and accepted, the likelihood of a soundly conceived • 

and soundly implemented Alaskan Permanent F'lmd· is much greater. 
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I. THE NEED FOR A COMPREHENSIVE ALASKAN ECONOMIC DEVELOPMENT PLAN 

WHICH RECOGNIZES THE LIMITS OF STATE INTERVENTION IN THE ECONOMY 

AND THE APPROPRIATE USES OF A DEVELOPMENT BANK 

First Principles 

Before we begin to propose any specific form and function 

for the Alaskan Permanent Fund as one mechanism to help stimulate 

economic development, we need t o have a conception of what is .. 
actually happening in both the Alaskan goods market and financial 

markets and what the present consequences of federal and state 

intervention are on both real economic activity and the flow of 

capital in the state . In order to do this on a current and 

ongoing basis, the Alaskan state government needs to establish a 

permanent economic development planning process which makes full 

use of the capabilities of both the publ ~c and private sector and 

the universities, and whic~ develops a reasonable consensus about 

the forces at work in the Alaskan economy. 

I would like to emphasize that t:here i s nothing unAmerican 

about such a comprehensive, ongoing planning process . I am sim-

ply suggesting that the state of Alaska undertake the same kind 

of careful planning with regard to the husbanding of its capital 

assets as any American Fortune 500 corporation would do in order 

to profitably employ its resources . The tools have been admirab ly 
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developed in the private marketplace; they are there, r eady to be 

incorporated by a state willing to look upon itself as a public 

enterprise. 

This planning process needs to be realistic about the lim­

i t~d capability of the state to affect either wo~ldwide market 

forces or federal policy. These plans must also incorpor,te ·an 

understanding of the limited capability of any financial inter-

mediary to affect the course of real economic activity. 

Financial markets operate only on the supply side of the 

economic question. They cannot, by themselves, create a demand 

f or economic activity that is not there. A critical question 

Alaskan policymakers will have to face and answer is: What is --
the caP-abiii~y _of the Alaskan economy to absorb th~ capital SU£­

plied by the Alaskan Pet'1tlanent Fund? Although I am not in a 
- --
position to answer that question, I suspect that it will be some 

time before th~ Alaskan economy has the capability to absorb any-

where nea·r the amounts of capital available to the Permanent Fund. 

Moreover, the cost of capital represents only a very small 

porti0 11 of the 1-:ost of doing business. Other worldwide market 

forces and federal governmental actions far more profoundly 

affect the cost of production than the cost of money does. It is 

these worldwide market forces and governmental actions which we 

must attend to first. Two corollaries to this point deserve 

careful note: 

• 

' 

• . 
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First, in very few i nstances is the cost of capital a seri-

ous impediment to sound economic development. There are, how-

ever, occasio~al circumstances where the scale of economic activ-

ity, or the location of that economic activity, or the relative 

risks and rewards of the economic activity, make the availability 

of capital for that activity virtually nonexistent from a private 

market standpoint. It is in these circumstances that public 

intervention in capital markets is appropriate, if stimulating 

that economic activity would significantly benefit the state 

economy and treasury. Since the question is one of ~vailability 

rather than cr~t, in very few circumstances are below-market 

interest rates either necessary or app.r.opriate for a public 

development bank. Examples of the kindu of economic activity 

which may be of real economic benefit to the Alaskan economy and 

treasury, but for which there may be i nsufficient available cap-

ital include: rural indust~ial and corrunercial development, hous-

ing development, the development of new technologies which reduce 

the cost of production in Alaska for either refining or adding 

value to Alaska's renewable and nonrenewable reaources, and 

scales o f enterprise which are either too small or too la rge for 

the private market to finance with a sufficient return co incident 

with risk. These examples will be analyzed i n greater detail in 

sections below . 
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A second consequence of t he fact that this cost of money is 

not an important cost of production is this: seldom will lower­

ing the cost of money on the supply side compensate f~r high 

costs of production in the marketplace. For example, a petrochem­

ical industry in Alaska is apparently not now financially feas­

ible because of the high costs of production. This problem can­

no~ be solved by l owering the cost of money for petrochemicals 

through an Alaskan Permanent Fund. 

However, lowering the cost o f capital can encourage short­

run economic activity which is in the long run essentially 

unsound--and which has a high likelihood of eventual failure. 

In summary, a long-term Alaskan state economic planning pro­

cess must filter out the large number of cases in whic h develop­

me nt is not dependent on the cost and supply of capital, and in 

which other public policies are less costly and more appropriate 

t o the solution of the problem. Conversely, the planning process 

needs to def1 ne more precisely those situations i n which the eco­

nomic prohlem is indeed a financial market problem amenable to 

solution by Permanent Fund investment. Obviously, these tasks 

are two sides of the same coin. 

In undert~king an overall economic analysis o f Alaska and 

the limited ways in which the Alaskan Permanent Fund can af~ect 

overall economic development, I would like to suggest four key 

• 

.. 
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investment arear, for the Alask.in Pr;rrnanent Fund which deserve 

much more detailed analysis; th.is analysis would seem to deter-

mine the ~xtent to which rea} economic activity which is f inan-

c~ally sound and of economic benefit to the state is now limited 

by the insufficient availability of capital at a reasonable cost: 

Two of the areas represent investments within Alaska, and two 

represent investments by the Permanent Fund outside of Alaska . 

A. Potential Kinds of Investment by the Alaskan Permanent Fund 

Within Alaska: 

1. Investments Which Contribute to a Sound, Balanced 

Alaskan Economy Less Dependent on Nonrenewable Resources and 

Government Spending 

The Alaskan economy is, apparently, at the present time far 

more dependent on governmental spending than is the American 

economy as a whole. Moreover, much of the current primary eco-

nomic activity in Alaska is dependent on nonrenewable resources 

which are being developed largely by outside interests, with the 

principal value-add~d activity taking place outside of Alaska . 

. The result is primary economic activity which is particularly 

labor-intensive, seasonal, and cyclical. Therefore, economic 

planning should focus on those possibilities for creating primary, 

value-added in~~s_:~al~tivity in-Alaska-whieh-can_pi:_~oods 

at a cost competitive in worldwide goods market. 
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· In analyzing ways in which the Permanent Fund might contrib­

ute to a more broadly-based economy, it is useful to make two 

sets of distinctions: first, between income-producing and infra­

structure investments; second, between income-producing invest­

ments which (fron; the stan¢ipoint of private market opportunity 

costs) appear to be too large for the priv,te market to undertake 

and those which appear to be too small. 

a. Potential investments too large for the private 

market 

Given the increasing efficiency and scale of worldwide money 

and capital markets, you, as policymakers, need to consider 

whether or not there are s~ ~nd potential investments in Al 3ka's 

renewable and nonrenewable resources which difersify the Alaskan 

economy but which are too large for private enterprise to finance 

on its own at a sufficient return competitive with other available 

risk opportunities. The $9.7 billion investment by the oil com­

panies in the Alaska pipeline suggests that there are few invest­

ment opportunities too large for the private market. In this 

instance, on a worldwide opportunity cost basis, the rewards as 

well as the risks to the investors were and are very great. How­

ever, there may be opportunities for the development of both 

renewable and nonrenewable resources in Alaska which are sound 

• 

' ... _ 

• 
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investments but which do not provide a sufficient ret~rn coinci~ 

dent with risk such as investments in petrochemicals or iron-ore 

reduction. Here, the Permanent Fund could . joint venture with 

private enterprise in order either to reduce the risk or increase 

the return. 

In analyzing the relative returns and costs of public inter-

vention in such cases, at least four issues require the most 

careful calculation: \\hat are the underlying goods-market or ------------- ~~--~~--:::.......::...._ __ ~~~----, 
financial-market reasons for lack of adequate private market cap-

----- ···~ ~ - ------- ~ ital for the project? Could these obstacles be overcome by a 

· f - public inves_t~.ent? 
q-,.._ 

_._ .. -----------
Do the public benefi ts warrant the risk? - - - _,. __________ _. If 

(f + 5 
they do, can a public-private joi!l.t-venturene """Con·s.t.ructed which 

I -~--- -----

does not disproportionately s hift the ~isk _~o the_£erro~t Fjlnd 

and the rewards to the private market? 

The scale and efficienty of worldwide capital market s sug­

gests that the private market is capable of undertaking any 

large-scale projects--if they are sound. If the private market 

is unwilling t o risk it, the Permanent Fund should be extremely 

cautious in considering intervention. 

Yet, there may be another question: Who should own the 

enterprise and reap its rewards? In this regard, the Canada 

Development Corporation is an important model for the Alaskan 

Permanent Fund, as it considers public intervention in such large 
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investments, as well as when and whether own~rship of such large­

scale ente~prise~ should become Canadian. The Canada Development 

Corporation, created in 1971 with an initial government invest­

ment of $250 million, has since had the larg·est public equity 

offering in Canada's history ($150 million i n preferred stock 

sold to inst itutional and i~dividual investors). It now has 

assets of $1 billion and owns a number of formerly foreign-owned, 

large-scale enterprises • . Depending on the standards by which 

performance is judged, it has had a mixed record; it is nonethe­

less worthy of your close scrutiny and consideration. 

b. Potential support for medium and small enterprise 

The second area in which, as a matter of public policy, it 

may be necessary for the Alaskan Permanent Fund to supplement 

private investment in order to stimulate more balanced economic 

development is in support for the retention and expansion of 

medium- and small-sized business enterprise by ensuring access to 

adequate intermediate and long-term expansion capital through 

existing commercial banks and thrift institutions. Because of 

the evolving nature of worldwide credit markets and the strictures 

of governmental intervention, such smaller firms have an increas­

ingly difficult time securing adequa te longer-te rm expansion cap­

ital. 

• 
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We are moving, world wide, to a multiple-tiered money and 

capital market. This phenomenon is not peculiar to any one jur­

isdiction such as Alaska, although it can have differential im-

pacts in ' different jurisdictions depending on the nature of the 

local economy. The Massachusetts economy, for instance, is unus-

ually dependent for its employment base on medium and small 

industry. Even its fastest growing high-technology companies 

(very profitable firms under $100 million in sales which are 

growing at 20 to 40 percent per year) have considerable diffi-

culty accessing sufficient amounts of either equity or intermedi-

ate and long-term debt, because of the structure, scale and effi-

ciency of the private market and impediments (often unintended) 

created by state and federal intervention in both goods and 

financial markets. 

It should be clearly understood that the problem is .!:!.£~ the 

availability of short-term working capital . Commercial banks, 

finance companies and factors take good care of these needs. Th 

problem is not price. Many of these ventures could be financed 

at above-market rates. The problem is that often the length of 

terms needed are too long for many commercial banks, yet the 

sizes of loans are too small for most insurance companies, and, 

finally, the nature of the indu~trial and commercial loans 

beyond the competence of mos t thrift institutions . 
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Federal S.E.C., I.R.S., E.R.I.S.A., bank, savings bank, and 

savings and loan regulations· simply make matters worse. (State 
' . 

regulations do too, but since this is something you can do some-

thing ahout, state regulation is reserved for special discussion 

on pages 34 through 39, below.) 

If you decide that some form of support for intermediate and 
/ 

long-term debt for medium and small commercial and industrial 

enterprise is warranted in Alaska, it is critical that any inter-

vention by the Permanent Fund be developed in close collaboration 

with and through existing commercial banks, savings banks, sav-

ings and loan associations, and credit unions. This is essential 

for several reasons: If the state acts alone, the odds are much 

higher that it will make a bad loan, whereas acting through the 

local financial community, it can bring their money and judgment 

to bearr thereby reducing both the cost and the risk. Collabor~ 

ation also strengthens and integrates the financial community 

more firmly into the local economy. 

Once again, it is not necessary for the Alaskan Permanent 

Fund to reinvent the wheel. The single best state development 

bank providing longer-term credit support for small business in 

~ collaboration with banks is the Connec~ut_ oevelopment Authori~y, 

which has been steadily expanded and amended since 1958. Virtu~ 

ally every American state, Canadian province, and European nation 
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has a similar, if less effective, intermediate credit facility. 

In development finance, as in medicine , one can learn a great 

deal from institutions which have not worked well . We want to 

avoid 'mistakes knowingly as well as emulate successful models . 

c. Infrastructure investments 

Potential infrastructure investments necessary either to 

provide access to natural resource developr~nt or to create the 

environment in which a profitable market i nvestment Cau 
,_ 
u .... made 

should only be made after careful economic analysis has in fact 

determined that, if those infrastructure investments are made, 

the cos ts of production and rates of return are such that the 

resulting economic enterprise is competitive in worldwide goods 

markets . The world is replete with examples of infrastructure 

investments ~ade in Asia, Africa , or Latin America {not to over-

look empty federally - funded industrial parks in Appalachia) in 

the hope that if they were made, real economic activity might 

result. In most instances, those were dashed hopes. 

Although the Alaskan Permanent Fund may well be the most 

appropriate vehicle for making that infrastructure investment, 

any nc n-market costs Ghould be borne not by the Permanent Fund 

but by legislative appropriations from the Alaskan General Fund. 
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2. Investments Which Decrease Economic Disparities Between 

Alaskan Regions, Communities, and Demographic Groups 

The second major area in which the Alaskan Permanent Fund 

can be a part of an overall economic development strategy within 

Alaska is in stra~egies to minimize the rate of increase in eco­

nomic disparity among regions and demographic groups within 

Alaska. Note the conservatism with which I make that statement: 

I did not say eliminate the gap; I suggest for the time being 

that a more l imited goal is more reasonable and realistic--simply 

to minimize the rate at which the gap widens. For instance , at 

the present time, the south central region of Alaska has 54.5 

percent of the population and 63.2 percent of the gross state 

product. On the other hand, the Arctic and western regions have 

16.3 percent of the population and only 8.8 percent of the gross 

state product. Although I do not have the precise figures, I 

suspect that those regional disparities have increased over the 

past ten years , and that without economic development planning 

and inte rvention on the part of the state , they will continue to 

increase at a faster and faster rate over the next twenty years. 

I would also guess that the 155,000 Alaskan citizens living out­

side the major cities are subject to more cyclical, more seasonal, 

and more labor-intensive industry than Alaskans employed in the 

principal cities and in the southeastern and south central regions. 
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If this gr.owing disparity does exist, and a decision is made 

to use state resources to try to narrow t~e gap, there are spe­

cific community "and regional development banking experiences in 
" . 

the United States and overseas which can be employed by the Per-

manent ·Fund to contribute to that goal. These experiences are 

·described in greater detail below, on pages 54 to 59. 

If the state makes1 such a policy decision, Alaska has a 

unique opportunity to organize a portion of the resources of the 

Permanent Fund specifically for purposes of joint venturing with . 

the Alaskan native corporations in order to assist them in devel-

oping petroleum and natural gas resources on their land, as well 

a~ hard-rock mining, forest production, and fishery resources 

within their territories. 

B. Potential Kinds of Investment by the Alaskan Permanent Fund 

Outside Alaska 

As I have already indicated, I have not yet had access to the 

economic projections for Alaska of the state government, the 

Alaskan banking community, or the University of Alaska's Insti-

tute of Social, Economic and Gove rnment Research. Nevertheless, 

it seems a reasonable pre sumption that the enormous potential 

capital resources of the Permanent Fund are too great to be 

appropriately absorbed in investments in the above two categories 

if those. investments are to be sound, i ncome-produc ing i nvestments. 
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The important question then is: How might the balance of 

the funds be reasonably invested? I would suggest two potential 
I 

categories of investment for the Permanent Fund nutside Alaska: 
I 

1j 

1. Investments Outs)'. de Alaska Which Contribute to Overall 

~laskan Economic Developmei1t 

Areas of economic acti vity which deserve careful considera-
I 

t ion inc lude investment in the development of technologies which 

would decrease the production cost of either the removal of 

natural resources f rom Ale.ska or the refining of those resources 

within Alaska. Similarly, the Alaskan Permanent Fund might 

invest in the development of technologies which would add eco-

nomic value to natural resources in Alask~ before export. 

This is another instance in which the Alaskan Permanent Fun·d 

may need to "supplement private investment when sufficien~ private 

capital is not available on reasonable terms and conditions." 

The development of these technologies may require investr:tents by 

the Permanent Fund either within or outside Alaska. Because of 

changes in the structure of American c1pita l markets over the 

past twenty years and because of changes in federal policy with 

regard to securities regulation, capit a l gains taxation, and the 

imposition of extensive new limitations on institutional investors , 

there is virtually no capital available in t he United States 

·-
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today for start-up investments in new technologies or for invest­

ment in technological innovation outside of large multinational 

corporations. 

If it seems reasonable, as a part of Alaska's overall eco-

nomic development plan, to invest a portion of the Alaskan Perma-

nent F~nd's resources in the creation of locally owned technolo­

gies, once again, there are good development banking models for 

such technological investment. These include the thirty-year-old 

National Research Development Corporation (NRDC) in Great Britain, 

SOFINNOVA in France created in 1971, the Connecticut Produc t 

Development Corporation (CPDC) created 

ogy Development Corporation now before 

ture. 

in 1974, and the Technol­

the Massachusetts legisl~ 

2. Investments in Investment-Grade Securities 

I have come to the issue of investing a significant proper-

tion of the Permanent Fund's assets in marketable securities not 

from the vantage point of safety, but from the vantage point of 

development finance: it is 1>imply unlikely that there will be 

sufficient income-producing demand for development finance in 

Alaska to absorb the full resources of the Permanent Fund . There-

fore, having carried out its development banking function, the 

Permanent Fund will have to invest the remainder of its substan-



The Alaskan Permanent Fun<l Memo--Page 22 July 11, 1977 

tial resources in marketable securities. In addition, the invest­

ment of a significant ·portion of Permanent Fund resources in mar­

ketable securities will strengthen its financial integrity as a 

development bank. 

Finally, even if the Permanent Fund has only its minimum 

capital base of $2 billion, ii ''ill be not only one of the world's 

largest development banks, but a sizeable financial intermediary 

by any worldwide standard. It will be sufficiently large-scale 

to operate in the worldwide money and capital markets as a major 

lender, investor, and supplier of capital. It must therefore have 

the most able management that money can buy, capable of operating 

with both prudence and profitability in such sophisticated markets. 

To sum up, I want to underscore two major points: first, as 

a capital-supplying development bank, the Alaskan Permanent Fund 

cannot create real economic activity; it can only support economic 

activity for which there is a genuine market demand but an insuf­

ficient capital supply. 

Second, the Alaskan state government has other t ools within 

its economic arsenal which it should use as a part of an inte­

grated, overall economic development plan to stimulate the econ­

omy; the Alaskan Permanent Fund is one of the tools which can 

contribute to that overall e conomic deve lopment--a tool with its 

own inherent limitations. 

--



;. 

... 

The Alaskan Permanent Fund Merno--Page 23 Jul y 11, 1977 

Before we consider in detail the goals, structure, and 

strategy most appropriate for the Alaskan Permanent Fund, I would 

like to outline my sense of the other tools which the Alaskan 

government should employ in contributing to overall economic 

development for the state. If Alaska's ependiture policy, tax 

policy and rE?gulatory policy are not honed into a single, coher­

ent, economic development policy, the capacit :~{ of the Per .anent 

Fund to affect positively the economic diversification of the 

state will be severely curtailed, and its own investments 

jeopardized . 
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II • . USING THE ' FULL RESOURCES OF THE ALASKAN STATE GOVERNMENT 

TO PLAN FOR AND CONTRIBUTE TO A SOUND, BALANCED ECONOMY 

In planning state government intervention to stimulate eco­

nomic development, I suggest an order of battle which considers 

expenditures policy first, tax policy second, and administrative 

regulation designed to stimulate the flow of private capital 

third, before considering a public i nvestment. If a public invest­

ment is then deemed necessary, I suggest a careful consideration 

of tax expenditures and administrative grants before finally de­

ciding to create a development bank such as the Permanent Fund as 

a vehicle for carrying out that econo~ic development policy. Each 

of these four points are discussed below. 

A. The Role of State Expenditures in Stimulating Economic 

Development 

State expenditures can either be an investment in the crea­

tion of real economic activity in the state or, as is more often 

the case, state expenditures can represent both a disincentive to 

real economic activity and a disinvestment from real economic 

activity. 

This misuse or use of state expenditures for economic devel­

opment is compounded by the general proposition that state 
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expenditures rise to meet state revenues. This has certainly 

been the case in Alaska since 1969, and is a principal motivation 

for the creation of the Alaskan Permanent Fund. The principle, 

however, is universal; in .Massachusetts, the level of state ex­

penditures (and therefore the level of taxes} rose from 26th out 

of 50 states in 1958 to an unenviable third in 1977. The re.sul t 

:L n Massachusetts today is to drive industry and real economic 

clctivity out of the state because Massachusetts is simply too 

expensive a jurisdiction in which to do business , relative to 

other parts of the U.S. and the world. 

There is, however, a unique aspect to Alaskan state expendi­

tures whicl) is shared by no other state in the United States. 

Simply speaking, Alaskan government is the economy. Combined 

federal, state and local government expenditures ac~ount for 40 

percent of the state's employment--a figure nearly twice as high 

as that for the United States as a whole. Thus, as Arlon Tussing 

has pointed out, governmental expenditure in Alaska is the driv­

i ng arm of the state's economy. 

This is fine so long as there are revenues to support the 

expenditures. Massachusetts is again a case in point: Today 

Massachusetts wage earners and corporations are being asked to 

support an enormously high level of unplanned and unproductive 

expenditure which was rather widely distributed in the space-
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technology boom of the 1950's, but which are now being imposed at 

an increasingly hlgh t~x level on a shrinking economic base. 

For individual states like Massachusetts and Alaska which 

cannot print money or set up tariff barriers in the manner of the 

federal government, there is a limit to which expenditure policy 

can be used as a means of stimulating the economy. Because the 

Prudhoe Bay oil reserves are finite, and will not always be the 

principal revenue producer for ~laska that they are today, it is 

essential that the state's General Fund as well as its Permanent 

Fund be invested in ways which will create raal economic activity 

and a strong permanent tax base . In this regard it is useful to 

think of tax revenues as forced savings that have the same 

"potential" as private profits for creating productive enterp~ise 

through investmen1 . If tax revenues are not used to create a 

productive public investment in this way, the state will have 

made a disinvestment from the economic markE:tplace wh.ich might 

have been more productively employed if the capital had not been 

removed from private savings by taxation. 

I would like to suggest that the Permanent Fund represents a 

unique and bold opportunity to re t hink not only the function of a 

state gove r nment as a stimulator of ~verall economic act ivity, 

but also the very structure of state government as a public 

enterprise. We have already noted that the state planning process 

... 
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should incorporate corporate planning techniques· in which the 

revenues and assets of the state as a pu~lic enterprise are in­

vested in order to increase future income flows and the future 

asset growth of the state. I would like to carry that idea one 

step fuLther. I would like to suggest that we view the structure 

of state revenues and expenditures as similar to the income and 

expense statement of a corporation. In this analogy the annual 

dedication of revenues to the Permanent Fund is the retained 

earnings of the Alaskan people. The Permanent Fund itself repre­

sents the net worth of Alaskans as a part of an overall balance 

sheet for the Alaskan state government and its constituents. 

If we think about the relationship between the General Fund 

and the Permanent Fund in this way, the task of state government 

on an annual Dasis is to expend its General Fund in ways which 

will contribute to an increase in revenues and therefore lead to 

an increase in annual net retained earnings which car1 be put into 

the Permanent Fund as a constantly increasing net worth. 

Similarly, the task of the Permanent Fund is to invest those 

net retained earnings in ways which will contribute over time to 

an increased revenue flow to the state. This suggests a constantly 

increasing net retained earnings on current account {the General 

Fund) and a constantly i ncreasing capital base for the economy on 

permanent account {the Permanent Fund). 
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Seen in this light, all state expenditures from the General 

Fund must be as productive and qualitative as those made by the 

Permane nt Fund, and the two must be part of the same planning 

process. Otherwise, one will cancel the economic impact of the other. 

Finally, the ~et retained earnings flowing into the Permanent 

Fund are an equity base which can leverage substantially greater 

short- and long-term liabilities from the worldwide capital mar-

ket, as does the World Bank. The following crude income and 

expense statement and balance sheet for the state as a public 

enterprise suggests t hese ideas graphically. 

THE STATE AS A PUBLIC ENTERPRISE 

Income and Ex ense Statement 

Annual State Income from 
Individuals, Businesses, 
and Oil Revenues 

General Fund Current 
Social Overhead 
Exlenditures and 
In rastructure 
Investments 

Permanent Fund Annual 
Retained Earnings of 
the People~ Annual 
Contribution to Net 
Worth for Future 
Investment 
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Current Assets 

Fixed Assets 

Balance Sheet 

Current Liabilities: 
Annual Expenditures 
for Social Overhead 

Long-Term Li&bilities: 
State Bonds to Finance 
Infrastructure 

Permanent Fund 
Long-Term Bonds 

Permanent Fund Net Worth 

B. The Impact of Tax Policy on Alaska 's Economic Developmen t 

Alaska is in a unique position with re~ard to its revenue 

structure in that the vast bulk of its revenues are not derived 

from taxes borne by individuals or businesses native to Alaska. 

A serious future problem, however, is whether Alaskan residents 

and resident bus i nesses will be able t o support through tax 

r evenues an expenditure level gene r ated during the salad days of 

high oil royalties and other natura l resource taxes . Massachu-

setts once aga i n is an unfortunate illustra t ion of the fact that 

although expenditur<!S rise to meet r evenue s they do not au t omat-

ically decrease when a re,1enue base begins to shrink or disinte-

grate . Given the fact tha t the oil revenues to Alaska are "tempo-

rary," if the tax burden i n t he future is not t o fall abruptly 
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and harshly on residents and resident business of the state, ex­

penditure levels must be controlled now. For, although it is 

clear that expenditures are the driving force in the expenditure­

revenue connection 1 in a highly <:ompetitive worldwide market, the 

1evel of taxation is the factor of state policy which most dis­

courages private market investment in individual &tates. 

On~e again, Alaska is unique in relation to other states in 

that it has relatively low individual and business tax (because 

of the current high level o f state income from oil revenues). 

Should the situation dramatically change, however, as it has in 

Massachusetts, primary industry which can locate elsewhere will 

do so. 

In order to understand the impact of the level and structure 

of taxation on economic development, it is important to dispel 

two myths and underscore one reality. 

Myth 1: Tax Incentives Offered by State Governments to Pri­

vate Business Do Not Stimulate Economic Development. Rather, 

They Represent a Gift or Equity Grant Directly to the Private 

Business. A review of the economic literature and business ex­

perience demonstrates that tax i ncentives granted by state gov­

ernments are too small to affect the business judgment of corpor­

ations. Thus, since the tax avoider would have made the business 

investment in any event, the result is simply to grant, as a gift 

·-
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to ~he business firm, tax revenues which the state would other­

wise have collected. The business firm incurs no expense it 

would not have chosen to incur anyway, but receives additional 

income in the form of tax forgiveness. Thi~ represents a direct 

contribution to the net income of the business firm. 

Since tax incentives represent a direct transfer of other­

wise collectible state revenues to the private firm, it is easy 

to understand why business groups are highly supportive of such 

tax incentives. 

Tax incentives are simply a beggar-thy-neighbor contest be­

tween states, in which each state seeks to outbid its neighbor 

without affecting any real economic activity. 

Myth 2: The Level of Corporate Taxes is Not a Significant 

Real Factor in Stimulating Economic Activity in the State. 

First, all corporate taxation represents a very small cost of 

doing business. Second, 50 percent of corporate state taxes are 

paid for by the federal government as a deduction against federal 

taxes. Third, in most instances, corporate taxation acts as 

a sales tax--that is, it is passed on to t he consumer. For 

example, the Alaska oil royalties and taxes are directly 

passed on to the consumer; moreover, t hey are not borne by 

Alaskans. In fact, most primary industry anywhere 
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tends to be export industry and passes on its corporate tax to 

consumers throughout the ~orld, whereas distributive industry 

passes its corporate tax to local consumers. This inhibits eco-

nomic development only to the extent that the incidence of taxa-

t~0n unduly raises the cost of living, and hence the cost of 

labor, in the state. 

Reality 1: The Critical Aspect of State Tax Policy as It 

Affects Economic Development is the Level of Personal Taxation, 

Its Impact on the Cost of Living in the State, and Therefore on 

the Cost of Labor in the State. Labor is the single largest cost 

of production for any business enterprise. (This is clearly true 

outside of Alaska, but once again I hesitate to jump too quickly 

to the c0nclusion that what is true elsewhere is automatically 

true inside Alaska. Alaska's harsh climate, enormous inte..rnal ··-----
distances and difficult terrain, as well as great external dis-.. ___ . ...- --~--- ------------ ---
tances from world markets may mean that other costs of production 

are disproportionately higher in Alaska than in other parts of 

the world, and that labor represents relatively a smaller propor­

tion of the costs of Eroduction.) Therefore to the extent that 
- --

state taxation significantly increases the cost of living and 

hence the cost of labor, it significantly increases the cost of 

doing business in the state. 

Again, the level of taxation is only significant to the 
I -
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extent that the industrial or ~ ~anomic base of the state is at 

all footloose. Obviously, the entire distributive sector of the 

economy is dependent on primary 'industry and is essentially a 

captive of the state economy. Similarly, to the extent that 

basic industry is dependent on natural resource development, it 

too is a captive of the state economy. The level of state taxa~ 

tion on natural resource development will affect economic activ­

ity only to the extent that it bids ·up the cost of production and 

therefore the price of the product beyond a competitive world 

market price . 

Once again, Alaska is in a unique position--quite different 

from that of, say, Massachusetts, which does in fact lose a sub­

stantial amount of its industry just over the border to New Hamp­

shire because the basic differential costs between the two states 

are the levels or state taxation . 

At present, therefore, Alaska has some margin of taxing 

freedom, given its relative. isolation, its relative dependence on 

the governmental sector, o.n .natural resource basic industries and 

on a captive distributive sector. However, should Alaska's long­

term economic plan require the development of a value-added basic 

and secondary industry, it will become much mor e subject to 

shift-share competition between the states. 

As with expenditure policy, Alaska stands out in comparison 

with other states in that its tax structure does not appear t o 
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discourage economic development. However, as Alaska moves toward 

a diverse, stable eco~omy, the influence of its taxation policies 

on economic activity .will probably become much greater and more 

like that of states in the lower 48. 

c. Regulatory Policy as It Affects State Economic Development 

In analyzing the impact of state regulatory policy on eco­

nomic development, it is important 'Co distinguish between real 

economic activi ty in the goods market and fi ..,ai:•:ial activity in 

the financial markets. 

On the one hand, state environmental policy, land use policy, 

transportation policy, energy policy and labor policy all involve 

regulations which affect the real costs of doing business in the 

state. Often the costs imposed on economic enterprise are not the 

costs of the policies themselves but the cost in lost time due to 

the procedures by which the policies are implemented. It is 

of ten possible for a state to reduce the cost of a regulation 

through a change in process without modifying its substance. 

On the other hand, the impact of state regulatory policy on 

state-chartered, privately-owned financial intermediaries d i rectly 

affects the flow of capital to enterprises in the state. This 

issue~ is central to the question of how to design and structur<? 

an Alaskan Permanent Fund. In line with the aim of invoking the I • 
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most efficient, cost-effective solution which involves the great­

est return and the least cost or risk, a public policy which 

would achieve economic development goals through administrative 

stimulation of the flow of private capital rather than through 

public investment would appear to be more cost-effective. Two 

critical issues require careful consideration here. First, is it 

a realistic possibility to shift the flow of private assets 

tl1rough administrative action in ways which respect the sometimes 

conflicting goals of prudence, profitability, and economic public 

~olicy? Second, if it is, is such a solution actually in the 

public interest? 

There are two principal ways in which public administrative 

intervention might be able to shift t he flow of private financial 

assets in order to carry out a public purpose while still meeting 

the tests of prudence and profitability: the first is to change 

the rul es of the regulatory game; the second is for the govern­

ment to act as a public entrepreneur to create a new financial 

intermediary which will be either initially or eventually 

privately owned. 

1. Changes in the Regulation of Asset Management of 

Privately Owned Financial Intermediaries in Order to Stimulate 

Econo~ic Development. First, let us look at state chartering and 

regulation of financial intermediaries such as life insurance 
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companies, commercial · banks, savings banks, savings and loan 

associations, and credit unions . Initially, states chartered 

these financial intermediaries in order to contribute to the de- · 

velopment of the economy of the state and its conuuunities. As 

these financial institu~ions suffered collapse and failure in 

various recessions and depressions over the years, states became 

less concerned with how the assets were invested in economic de­

velopment than with protection of liabilities due depositors. 

I suggest that a review of ways in which state regulation 

could be amended to stimulate the flow of assets is . a very fruit­

ful avenue for further exploration. Such ~ reviev• should be un­

dertaken in close collaboration with the financial industry it­

self, for there are many ways (as we have found in Massachusetts) 

to modify regulations affecting asset management that are mutually 

attractive to both the state and the financial institutions them­

selves . 

In Massachusetts, by way of example, we discovered that only 

one Massachusetts corporation, Gillette, was an eligibile invest­

ment for the $25 billion state-chartered thrift industry. Through 

a collaborative process of Massachusetts industry, the thrift 

institutions, the banking commission, and the legislature we have 

now amended those regulations so that all Massachusetts corpora­

tions above $25 million in sales are eligible for investment. We 
I -
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did this in ways which protected depositors, provided a profitab~e 

return to the financial institutions, and did not compromise 'the 

availability of the assets of these institutions for housing 

development. 

2 . State Government as a Public· Entrepreneur to Create ~ . 

New Financial Intermediary Either Initially or Eventually 

Privately Owned. A second. way in which the state might stimulate 

the flow of private capital to further eccmomic development goals 

is for the government to a.ct as a "public entrepreneur." This 

means the creation of a new financial inte!rmediary · which is either 

initially privately owned, or initially ha s some public capital, 

but eventually becomes wholly privately owned. 

From a private market standpoint, there may well be suffi-

cient r1~turn on investment coincident with risk if only such an 

institution could be put together at a sufficiently aggregate 

scale. Such a private development financei in:te r mediary may we ll 

. provide risk-pooling and info:rmation ar.d 'transaction cost pooling 

that is diseconomic for an.y single existing instit ut i on. YetJ it 

may not be worth the cost f or a single pri vate financial institu-

tion to undertake the pron~tion of such a new development f inance 

intermediary. 

In such circumstances., the government: may undertake the for­

mation of the private institution as a public entrepreneur in 
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order to benefit from the public externalities of increased jobs, 

increased individual and corporate tax receipts, and reduced 

welfare and other social overhead costs. That is precisely our 

recent experience in Massachusetts in entrepreneuring the $100 

million Massachusetts Source Corporation, to be owned wholly by 

the Massachusetts insurance industry, and the Central Development 

Facility, to be wholly owned by the Massachusetts banking industry. 

The key public question is: Will the institution be account­

able to produce not only its private return on investment, but the 

public return as well? The answer lies in careful legislative 

chartering of the institution to ensure that there is adequate 

reporting and legislative oversight so that its activities may be 

monitored to see that the public purposes are achieved. 

One Example: An Alaskan Central Bank for Local, Cooperative 

Banks and Credit Unions. One such institution which might con­

tribute to rural community and regional economic development in 

Alaska would be an Alaskan central bank for existing rural unit 

banks or new cooperatively owned full service deposit institu­

t ions chartered by residents o f small towns i n the state. 

If the central bank of such a network is well designed, is able 

to borrow in international markets, and has very strong manage­

ment, yet is owned by its member local institutions, it can be a 

vehicle to supply whatever capital is demanded locally to meet I • 
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housing, corrunercial and industrial development. Local sensitiv­

ity to local needs and ho~ to meet them is coupled with sophisti­

cated management and capital access at the central state level. 

Govd models for such institutions exist as close as the British 

Columbia Central Credit Union, and as far away as the German D.G. 

Bank. Both institutions are models of local initiative and coop­

erative ownership coupled with centralized managerial ·and capital 

efficiency. They have provided the model for the recently con­

stituted Central Development Facility in Massachusetts. 

Similarly, the U.S. Federal Farm Credit System provides the 

model for the creation of a network which is initially publicly 

capitalized but which over time is purchased by the users them­

selves. The Farm Credit System was initially 100 percent federally 

owned and is now 100 percent owned by individual farmers and 

ranchers working through local cooperative institutions throughout 

the United States. 

In summary, I strongly urge a careful review of existing 

state regulations with regard to asset management of state­

chartered financial institutions, and a collaborative effort with 

those institutions to determine if there are ways in which the 

state might either modify regulations or act as a public entre­

preneur to create a new privately owned financial intermedi ary 

which, under discreet legislative oversight, would contribute to 

the overall econcmic development plan of the state at no cost to 

the treasury. 
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D. Choosing Among Kinds of Public Investment: Which is More . 

Equitable or Efficient, a Public Investment Made Through the Tax 

System, or Made Through a Grant or Subsidy Administered by the 

State Bureaucracy, or Made Through an Investment in a Development 

Bank? 

Finally, before we leap into ~ detailed consideration of the 

Alaskan Permanent Fund as a development bank, it is impo~tant to 

realize that a public investment in economic development by the 

·state of Alaska could be made in any one of three different forms, 

each of which has different consequences in terms of its relative 

efficiency and equity. They are: 

(1) Tax incentives, more properly called tax expenditures, 

such as an investment tax credit, in which the legislature chooses 

to forgo tax revenues in order to try to stimulate capital invest­

ment in either a particular location or a particular scale of 

enterprise or a particular sector of economic activity; 

(2) Grants and subsidies administered by bureaucrats such 

as the ten revolving loan programs now existing in Alaska, in 

which the legislature appropriates funds to the executive to be 

funneled by bureaucrats in order to try to stimulate particular 

kinds of economic activity in particular areas; and 

(3) Independently ch~rtered public development banks such 

as the proposals for the Permanent Fund, which are capitalized by I • 
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a public investment, authorized by the legislature, and adminis­

tered by the independent board and a professional staff. 

Each of these three forms of public investment has different 

consequences from an equity and efficiency standpoint in terms of 

their capability to carry out their specific public purpose. 

Tax Expenditures, for instance , are subject to very limited 

governmental oversight. Once established by authorization of the 

legislature, they require neither annual appropriations by the 

legislature nor executive management. They do, however, cost the 

taxpayers as much as a similar program financed by an adminis­

tered grant through annual appropriations. Tax expenditures are 

thus a favored form of public i nvestment by special interest 

groups and most private enterpri~e , especially since their appli­

cation is initiated by the tax avoider· rather than by the legis­

lature or executive. Most academic analysts agree that their 

econqmic impac~ is generally questionable from an efficiency 

standpoint, in that the tax expenditure is generally too little 

and too late. Moreover, from an equity standpoint, tax expendi­

tures tend to favor rich individuals and corporations over poor 

individuals and small businesses, especially those located in 

depressed areas. 

Grants and Subsidies administered by the state bureauc racy, 

on the other hand,. are often criticized because they require too 
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much legislative and executive oversight. Administered grants 

may be more equitable in that they are accessible to smaller 

enterprise, lower-inco~e persons, arid poorer regions of the state: 

however, academic and entrepreneurial analysis agree on the rela-

tive inefficiency of this form of public investment, which usually 

operates with little or no sensitivity to the marketplace and a 

very high administrative cost. Given this inefficiency, even the 

equity argument is weak, because the designated public purpose is 

often not carried out. 

It is my understanding that the ten existing state revolving 

funds, which would fall into this category, have recently been 

subjec t to just such criticism. I would-~e~ that, as a art 

of Alaska's economic d~~:.!.~pjllent ·pi~nni-n9~~lving loan 
-·· funds ·be carei'; lly reviewed in order to determine if in fact they 

are <.. carrying ~ut t·h~ir . E.~i~-i.Jurposes:---r would further suggest 

that serious consideration be given to shifting their operation 

from that of a bureaucratically-administered revolving loan fund 

to development finance intermediaries which might be operated as 

subsidiaries of the Alaskan Permanent Fund. 

Finally , Development Banks, such as the Farm Credit System 

at the federal level, or state housing development finance author­

ities at the state level, tend to operate at a relatively high 

level of efficiency and market sensitivity, but may suffer from 

, . 



• I 

The Alaskan Permanent Fund Memo--Page 43 July 11, 1977 

more conservatism than public policy warrants and from insuffi­

cient executive or legislative control. 

At this point I do not propose to make any absolute judgment 

about the relative equity or efficiency of any of these three 

forms. Rather, you need to recognize that each of these forms of 

public investment has its own relative costs and benefits which 

need to be carefully weighed in making specific decisions about a 

specific kind of public investment to carry out a specific public 

purpose. In different circumstances each of these forms will be 

more or less efficient or equitable in contributing to a specific 

piece of the overall economic plan of Alaska. 



The Alaskan Permanent Fund Memo- -Page 44 July 11, 1977 

III . STRUCTURING THE ALASKAN PERMANENT FUND AS ONE TOOL 

IN ALASKA ' S OVERALL ECONOMIC DEVELOPMENT PLAN 

If we decide that the Alaskan Permanent Fund operating as an 

Alaskan develop~ent bank is one appropriate mechanism for dealing 

with certain aspects of Alaska's overall economic development, 

our task then is to structure the Permanent Fund so that it does 

what we want it to do . 

It is worth reemphasizing that we cannot even consider this 

task until we have decided that: 

* the economic development problem to be ~ddressed is 

not a problem in the goods market, but a problem in 

financial markets; 

* 

* 

* 

it is not a problem created by some existing form of 

public intervention which should be undone; 

it is not a problem which is best solved by adminis­

trative regulation of the flow of private market 

financial assets; and 

if there is to be a public investment, it is not a 

problem best solved by a new tax expenditure or a 

new bureaucratically-administered grant or subsidy 

program. 

As noted in the beginning of this memo, cevelopment fina nce 

is the form of economic intervent~on that poses the highest risk. 

I • 
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It is therefore the last solution to be considered--only after 

having considered and either used or rejected all other forms of 

public intervention. 

In designing the Permanent Fund as a development bank, there 

are four central questions we need to answer: 

* First, what should be the limited goals of the Alaskan 

Permanent Fund within the framework of Alaska's overall 

economic development plan? 

* 

* 

* 

Second , what should be the legal structure of the 

Alaskan Permanent Fund so that it is equitable and 

efficient in carrying out those goals, and yet account­

able to t he executive and legislature? 

Third, what board and staff manage~2nt structure is 

best suited to carry out these goals? 

Fourth, what capital structure is necessary to ensure 

that the Alaskan Permanent Fund has the financial cap­

ability to achieve its purposes? 

I n addressing these questinns, I have first approached th~ 

problem i n general; then I have compared it particularly with the 

two drafts of the Alaskan Permanent Fund available to me, HB-298 

and HB-300. 

The comments t hat follow are intended to help clarify, or 

raise additional questions about, a basically sound draft document. 
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In order to be sur~ that I understand the meaning of particular 

words and phrases in these draft bills, and perhaps to be of some 

assistance to you in making their meaning unambiguouous, I~ve 

done a rather thorough exegesis of the key provisions. In all 

cases, I refer to the draft of HB-300, unless I particularly note 

HB-298. 

A. What Should be the Limited Goals of the Alaskan Permanent 

Fund Within the Framework of Alaska's Overall Economic Develop­

ment Plan? 

Almost all development bank proposals are initially marked 

by three serious problems: confusion of goals, trying to do too 

many things at once, and assigning to the development bank respon­

sibility for delivering more than it is capable of deliverin~. 

In considering any new development bank, we need first to remember 

that this new development finance institution, like any financial 

intermediary, can operate only on the supply side of the economic 

equation. Second, international and domestic experience make it 

clear that we should be precise in defining the goals of the in­

stitution and modest in our expectation of its impact on state , 

regional, or conununity economic development. Finally, if there 

are separate goals in terms of the cost or availability of cap­

ital, these separate goals should be implemented (as we shall see 

I • 
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in our discussion below) through separate arms of the development 

bank which are capable of differentiating risk, sources and uses 

of funds, and specialized management capable of achieving those 

specialized goals. In assessing the· goals of the Alaskan Perma­

nent Fund in light of these principles, it is most useful to look 

beyond the general purposes articulated in Section 10 to the more 

specific investment criteria in Section 40: 

Investing Only in "Income- Producing Investments~ (Section 10 

and Section 40) is the single most important investment criterion 

of the Permanent Fund. Permanent Fund investment strategies 

should also be organized t o bring private judgment, at private 

risk, t o joint venture in most projects in order to ensure that the 

invesbnents are soundly planned, managed and overseen. This key 

provision recalls our "First Principles,'' pages 7-11: public i nterven­

tion through a development finance ~ntermediary to stimulate economic 

development is warranted not because investment opportunities are 

unsound, but because from the standpoint of opportunity cos t, the 

private market has opportunities to employ its resources at 

greater return or lower risk than, as a public purpose, the state 

may be able to afford. Moreover, as we noted earlier, th~ issue 

is seldom the cost of capital, but rather, its availability. 

Therefore the Alaskan Permanent Fund will rarely be warranted, as 

a develo~ent bank, in offering substantial below-market interes t 
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rates. ~he costs of capital, like state and local taxation, 

represent a very small percentage of the cost of production; and 

differential rates in the cost of capital seldom make the margin 

of difference in the economic viability of the enteT-prise . Yet 

the problem of the availability of capital for new technology 

development, or for small- and medium-sized commercial and indus­

trial enterprise, or for community-based enterprise, is often a 

serious public policy problem. 

Should it be determined that some form of subsidy is essen­

tial for certain large-scale infrastructure developments, or some 

community development or rural housing development projects, that 

subsidy should be provided by the General Fund, as our earlier 

discussion and Section 130 (4) suggest . 

The rest of our analysis of the goals of the Permanent Fund 

is most easily done by a careful review of the three essential 

investment criteria for (1) investment-grade securities, (2) pro­

ductive private enterprise, and (3) community development. This 

analysis conveniently fits our earlier discussion of potential i n­

vestments for the Permanent Fund on pages 11 through 23. 

1. Investment-Grade Securities: 

Section 40 (1) provides that "At Least 40 Percent of the 

Resources of the Permanent Fund Shall be Invested in Investment-

f -
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Grade Securities. 11 {Section 10 (1)) This is a sound provision 

for two reasons {to which we have already made reference): 

First, because development banks operate only on the supply 

side of the investment equation, it is not all clear what the 

capability of the Alaskan economy is to absorb Permanent Fund 

investments either for longer-te rm capital investment in produc­

tive private enterprises or for community development projects. 

Therefore, all capital which cannot be reasonably absorbed under 

those two categories should be invested in investment-grade secu­

rities. It is important, however, that a sufficient percentage 

of those investments be made in sufficiently liquid securities so 

that they will be available, when needed, for investment in pro­

ductive private enterprises or community development projects. 

Second, this 40 percent investment in investment-grade securi ties 

not only "preserves the Permanent Fund's capital for future gen­

erations" {Section 10 (6)), but also acts as a kind of secondary 

reserve for the potentially high-risk investments in productive 

private enterprises and community development pro jects. 

2. Inves tments in Product ive Private Enterprise 

Section 40 (2) provides that "The Permanen t Fund May Invest 

Not More Than 30 Percent of its Resources to Provide a Reasonable 

Proportion of Longer-Term Investment Capital for Financing the 
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Establishment, Improvement, and Expansion of Productive Private 

Enterprise Which Will Benefit Alaskans, and for Which Sufficient 

Capital is Not Available From o;:· ·.,er Sources on Reasonable Terms. 

These Investments May Take the Form of Equity, Debt, or Debt 

Guarantees." 

Each of the above underlined phrases is sufficiently impor­

tant to warrant individual comment: 

"Not More Than 30 Percent" suggests a reasonable and realis­

tic upper limit of risk in terms of the avai~ability of public 

development capital subject to demonstrated real demand for it . 

It is never possible to be rigorously precise in measuring the 

capital gap for publicly-needed capital. Development banks are 

best constructed t o meet a reasonable demand and then organi zed 

in such a way that they are demand-sensitive , so that if there is 

a demand there is capital available. If such capital is not 

available, there is of course the alternative of adjusting the 

balance in inve stment-grade securities. 

"A Reasonable Proportion" suggests that the Permanent Fund 

should no t invest other than in collaboration with private finan­

cial intermediaries. Federal, state and loca l as well as inter­

national experience strongly support the idea that the public de­

velopment bank investment is like ly to be more s ound if it is 

made on a joint venture basis with the private market. 

' . 
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the private market is generally quite capable of fi ling this 

need. Second, the state has limited capabili~y t - ~~ fluence 

short-term cyclical changes in worldwide market~ '~ f ederal fis­

cal or monetary policy (in this regard, I trust t he phrase "seek 

to smooth the cyclical patt ern of growth of the Alaskan economy" 

(Section 10 (2)) refers to long-term redress of cyclical problems 

in the Alaskan economy resulting from overdependence on nonrenew­

able resources, and does not refer to short-term business cycles). 

Third, it is only in the longer-term capital markets that any cap­

ital gaps critical to overall state economic development arise. 

"Establishment, Improvement and Expansion " : Paqes 11-21 of this 

paper, I outlined three kinds of investment opportunities where 

the establishment, improvement or expansion of sound, income­

producing , productive private enterprises of benefit to· Alaskans 

may not have sufficient private capital available on reasonable 

terms or conditions. These three kinds of investments include: 

* sound investments in Alaska's renewable and nonrenew-

• 

able renources which diversify the Alaskan economy but 

which are too large fo r private enterprise to finance 

on its own at a sufficient return coincident with other 

available risk opportunities; 

the development of new technologies essential to the 

refining and production of value- added manufacturing of 

I • 
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ren<·:wable or nonrenewable resources in Alaska before 

export; and 

* support for the retention and expa.nsion of medium- and 

small-sized business enterprise by ensuring access 

thrDugh commercial and savings banks to adequate inter­

mediate and long~term expansion capital. 

In each instance, there needs to be a rigorous analysis of 

the economic and financial soundness of the sector, the reasons 

for lack of adequate private market capital availability (if it, 

in fact, exists), and the relative benefits and returns, costs 

and risks of public intervention through the Permanent Fund. 

"Productive Private Enterprises" appropriately requires that 

investments only be made in financially sound enterprises which 

are also income-producing, job-producing, revenue-producing, and 

contributing i~ real economic terms to the Alaskan economy. 

"Which Will Benefit Alaskans" is a vital phrase requiring 

that the investments made in enterprises that are not only finan­

cially sound but also in which the economic benefit to the resi­

dents of Alaska is greater than their economic cost to the state. 

This critical issue will be discussed in detail under "Legal 

Structure and Accountability," pages 59-67, below. 

"Not Available from Other Sources on Reasonable Terms" is 

also essential to ensure that any public investments made by the 
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Alaskan Permanent Fund are cornplementary to the private market­

place and supplement private capital because of the public bene­

fit derived by the residents of the state. However, as we have 

already noted, such collaboration between publ~c and privat~ cap­

ital must be reasonable and fair on both sides. 

"Equity" is essent ial to the creation of new enterprises and 

new technologies, as well as to the expansion of substantial, 

large-scale enterprises which are necessary to the diversifica­

tion of Alaska's renewable and nonrenewable resources. 

"Debt and Debt Guarantees" are the modes of investment most 

necessary to collaborative s upport with commercial banks, savings 

banks and credit unions in increasing the availability of inter­

mediate and long-term expans 5.on capital to medium- and small~ 

sized enterprises. 

3. Investment in Communit y Development 

Section 40 (3) provides that "The Permanent Fund May Invest 

Not More Than 30 Percent of Its Resources in Financing a Reason­

able Proportion of the Longe!~-Term Investment Capital Needs for 

Community Development Projects of Municipalities and Public Cor­

porate Entities and Private Dwellings in Alaska for Which Suffi­

cient Financing is Not Available from Other Sources on Reasonable 

Terms. These InvE~s tmen ts May Take the Form of Debt or Debt 

Guarantees." 

• 

I • 
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Again, I want to amplify the meaning and corroborate the 

soundness of underlined phrases in light of regional and commun­

ity economic development exper~ence in the United States, Canada, 

Europe, and Third World countries. 

"Not More Than 30 Percent" is an important limitation for 

two reasons, which my own work in community economic development 

has often made painfully clear: First, community development 

finance is very high-risk investment activity. Second, there. is 

a serious problem in finding a sufficient deal flow of projects 

which are sound both financially and in terms of their community 

economic impact. Part of this is a market problem and part is a 

management problem. Low-income areas, by definition, have a more 

limited capability to support economic activity. Therefore, 

heavy emphasis should be placed on the development of community 

projects with a strong e~port market, which generate stable, 

steady jobs in the loca.l community by importing sales revenues 

from outside the community. Finding adequate managerial talent 

is a far greater impediment to community economic development 

than finding adequate capital . The Permanent Fund has the tough 

responsibility of ensuring that community development projects 

are adequately managed as well as adequately funded. It must 

help mobilize that management capability as well as capital. 

"Reasonable Proportion" is also a phrase with particular 



The Alaskan Permanent Fund Memo--Page 56 July ll: l 'J77 

importance to community development activ·ities. First of all, it 

suggests that in every instance the Perma.nent Fund should be 

joint venturing either with a municipality or with a regional or 

local community development corporati0n or cooperative which 

would put up a significant amount of the financing. I have 

already noted Alaska's unique opportunity to co-venture with 

regional corporations. 

It also suggests joint ventures with private entrepreneurs. 

Some of the most successful community development efforts in the 

lower 48 ~oday involve creative financial and managerial collab­

oration between community development corporations and private 

investors--the Kentucky Highlands Investment Corporation , the 

Delta Foundation, Harlem Commonwealth Council, and Bedford­

Stuyvesant Restoration Corporation. All of these models and the 

history of their experience deserve the careful attention of the 

legislature in designing the Permanent Fund's community develop­

ment investment structure. 

"Longer-Term Investment Capital", or "patient money," is es­

sential fo4 successful community development projects. The need 

for extensive managerial assistance, for developing markets over 

a long term, for infrastructure investment , all add to the cost 

and to the time frame over which community development projects 

are likely to have a profitable payout. Often, the private market 

I • 
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is willing to put up the sh0rt- and intermediate- term financing 

if municipalities , public conununity development corporations and 

the Permanent Fund provide sufficient longer-term equity and debt 

financing . 

"Community Development Projects" would (based on the experi-

ence of conununity development organizations in the United States 

and overseas) encompass at least three ~lajor categories of activ­

ity: export industry, local conunercial and housing services, and 

social overhead capital and infrastructure development. To the 

extent that the Permanent Fund participates in any of these three 

areas of activity, it must meet i ts essential goal of investing 

only in income- producing projects . 

In the case of social overhead capital and in f rastructure 

development, a subsidy will be necessary either from the General 

Fund or from a local municipality or public community development 

corporation. 

Simil arly, commercial and housing services essential to 

local community development will also be somewhat precarious i n 

terms of the capability ot developing a substantial cash flow, 

given the relatively low inc9me of the local service area. I n 

order t o put together a sound overall package, i t may be neces ­

sary for Permanent Fund investments to be paired with subsidized 

grants from the General Fund or from l ocal municipalities. 
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Only in the case of export industry, in which local residents 

are employed in enterprisE!S which sell to a "foreign" market out­

side the local area, is th.e l.i..kelihood of a strong, income-
\ 

producing investment most assured. 

"Munici palities" are essential co-venturers with the Perma­

nent Fund where social overhead capital ~~1 infrastructure invest-

ments are required. 

"Public Corporate Entities" I take to include regional and 

local development corporations and cooperatives. 

"Private Dwellings" has a strange r i ng. The implication 

s eems to be that individual local businesses are excluded from 

direct f inhncing by the Permanent Fund for community development 

proj ects bnt local individual homeowners are not. Based on ex-

perience in the lower 48, seri ous consideration ought to be given 

to financing local housing development through a community devel-

opment intermediary as well. 

"Debt or Debt Guarantees": This is a serious flaw in the 

design of the Permanent Fund. The Permanent Fund should be fr ee 

to make equity investments in community development, as well as 

in productive private enterprises. The experience of the most 

successful community development organizations in the Un ited 

States confirms this judgment . The essential f ir.~ncial ingredi~ 

ent of successful CDCs is their ability to make equity investments 

I • 
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in enterprises in order to have adequate control and in order to 

ensure that they are soundly and , patiently financed. 

Alaska is in a somewhat ex1.:eptional position, with many sub­

stantially funded regional community development corporab.ons 

which can take much of the equity position for community develop­

ment projects on a joint venture basis with ':.he Permanent Fund. 

Nevertheless, such pioneering state community development banks 

as the Massachusetts Community Development Finance Corporation, 

with their capacity for making equity investments in community 

development as well as for handling debt and debt guarantees, 

deserve careful consideration by the Alaskan Permanent Fund. This 

power need not be used frequently , but it is essential that it is 

available to the Permanent Fund. 

B. What Should be the Legal Structure of the Alaskan Permanent 

Fund So That It is Most Equitable and Efficient in Carrying Out 

Its Goals , and Yet Accountable to the Executive and Legislature 

for Achie ving Its Public Purposes? 

We have already noted that the great virtue of deve lopment 

banks is their ability to operate at a r e latively high level of 

efficiency and market sensitivity. This strength, however, is 

counterbalanced by the tendency of development banks to operate 

more conservatively than public policy may warrant and (sometimes ) 
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to be designed with insufficient executive or legislative over­

sight. Care at this early stage in the design of the Alaskan 

Permanent Fund can help to ensure that the strengths of the Fund 

as a development bank are maintained while its weaknesses are 

minimized. I cannot emphasize too strongly the importance of 

integrating the Permanent Fund into an over~ll economic develop­

ment plan. It is but one of many tools for achieving--and sus­

taining--a sound economy in Alaska. 

Secti on 20 properly structures the Permanent Fund as "a pub­

lic corporation of the state and an instrumentality of the state 

within the Department of Revenue that has a legal exist ence inde-

pendent of and separate from the state. . " Section 90 

"exempts" the Permanent Fund "from the provisions of the Execu­

tive Budget Act," Without knowing the particulars of the Execu­

tive Budget Act, I presume tha~ this provision frees the Alaskan 

Permanent Fund board and staff to make decisions with regard to 

investing principal and whatever portion of income is necessary 

either for administrative overhead or for reserves without annual 

executive or legislative approval. Finally, Section 100 places 

"the president, officers, and staff of the Permanent Pund in the 

exempt service." 

It is absolutely essential that the Permanent Fund, if it is 

to be efficient in carrying out its public purposes, be free to 
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~ire the highest caliber professional staff at competetive world­

wide market rates--free of the constraints of Civil Service an9 

of either politica1 or bureaucratic manipulution. Similarly, the 

policy board of the Permanent Fund must be able to reward its 

president and sta ! f for successful performance according to mar­

ket standards, and fire that president and staff at will. Plac­

ing the personnel in the exempt service is essential to sound 

operations. Similarly, placing the Permanent Fund "in but not 

of" the Department of Revenue and making it exempt from annual 

approval of its investment decis] Jns is also essential to its 

efficiency, PROVIDED THAT there are careful controls built into 

the statute of the Permanent Fund which ensure complete annual 

reporting and review of the investment activities of the Perma­

nent Fund by both the legislature and the executive. This annual 

reporti ng and revi ew must include both the financial soundness of 

its investments and their economi c impact, and provisions must be 

def i ned which ensure that the investment planning of the Pe rma­

ne n t Fund is consistent both procedurally and substantively with 

the overall economic development planning of the state. 

I n this regard , I prefer the language o f Section 60 (10) in 

HB-300 over the comparable l a ngua ge in HB-298. The poli cy board 

should be requi red by statute to "present a complete report of 

inves tment progr ams, plans, per f or mance and pol i c i es to a joint 
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meeting of the Senate and House Finance Committees of t he legis­

lature within 30 days after the beginning of each session." It 

should not read merely "prepared to present." 

The independent professional judgment that is essential to 

making tough investment decisions and the resulting market sensi­

tivity of a well-structured public development bank such as the 

Alaskan Permanent Fund is, as I have noted, a conservatizing 

influence over time. It requires a more bophistica ted form of 

accountability than simple financial accountability. Some form 

of dual accounting is called for. First, there must be simple 

accounting, according to conventional financial standards, of the 

ability of the Alaskan Permanent Fund to make prudent investments 

and receive an appropriate return on that investment. Because 

the Alaskan Permanent Fund is capitalized by a dedicated i nves t­

ment of public revenues, this public investment requires, however, 

an additional public measure of return on investment in terms of 

the external benefits to the economy as well as the internal rate 

of return t o the development bank itself. Some o f these external 

benefits can be measured as the fiscal return to the state in 

both rP.duced so~j al overhead costs and increased tax revenues. 

There are serious technical problems in properly assigning both 

costs and benefits, but this is an area in which considerable 

pioneering is essential if we are to determine whether or not our 
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projections for the Fund's economic impact and financial sound­

ness have in fact been met. 

I suggest , therefore , that Section 150 be amended to provide 

for an annual report which accounts for economic impact as well 

as the financial soundness of investments made by the Permanent 

Fund . This economic impact accounting should incorporate opera­

tional principle number 8, which requires that "the Permanent 

Fund shall analyze the economic and other effects of an invest­

ment decision, by including the effects on employment, income 

distribution, environment, health, social ~nd other factors. 

The Inter-American Development Bank and the World Bank have 

developed techniques of cost-benefit analysis which have some 

lim~ ted applicability to Alaska and which are sununarized in most 

useful detail in "'l'he Appraisal of Development Projects: A Prac­

tical Guide to Proj ect Analysis with Case Studies and Solutions," 

by Roemer and Ste rn. I t should be r~cognized, howe ver , that be­

cause t he Alaskan economy ls pa rt of the wide open and fluid 

American economy, it wi ll be much more diffic11lt to isolate the 

costs and bene fits of Permanent Fund investren ts. For better or 

worse , unlike Zaire or India, Alaska does not have its own cur­

rency or tariff laws. 

Mo re appropri ate to your purposes are some o f t he techniques 

now being pioneered i n Massachusetts wi th tho Community Development: 
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Finance Corporation, in which all investment decisions and all 

auditing of those investment decisions are made on a two-track 

line of analysis: the first track includes traditional pro jec­

tions and accounting for financial soundness: the second track 

includes projections for economic soundness. In this system, the 

staff must report to the investment board its projections of pri­

mary and s econdary employment and fiscal benefits at the same 

time that it reports its projections for financial viability. 

The investment review board must then specifically find that the 

project meets standards of both economic and financial soundness. 

The monthly, quarterly and annual reporting of any enterprise 

financed must also note whether both sets of projections have or 

have not been met. In turn, the annual reporting of the Community 

Development Finance Corporation to the executive, legislature and 

publ ic must account for the performance of its investments on 

both tracks. 

I want to reemphasize that the techniques for economic impact 

accounting have not been well developed, but the ~ is all the more 

reason for us to make a commitme nt to improve t he sophistication 

of those techniques given the awesome fina ncial responsibility in 

undertaking such projects as the Alaskan Permanent Fund . I would 

be happy to share with you i n more detail some of the standards 

and procedures wh ich are now being developed. 

Two other forms of public accountability deserve fu rther 
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consideration by . the Alaskan Permanent Fund cornmittee--provisions 

in keeping with the movement toward both "sunshine" and "sunset" 

laws. 

Sunshine Provisions: Section 190, which provides for public 

access to information, does not yet properly articulate, in 

either draft, the appropriate boundaries for "sunshine" on the 

one hand, and for confidentiality and discretion on the other. 

Two matters require the utmost confidentiality: the financial 

records of an individual private enterprise, and the personnel 

actions of the Permanent Fund itself. Those matters should be 

dealt with in executive session and in full confidentiality 

regardi ng individual records. All other policy actions of th ~ 

investment board should be taken in public meetings of which a 

public ~ecord is a vailable . The results of individual financial 

reviews and personnel actions must be availdble in summary form 

to the public--including t he basic terms of any financial arrange­

ments t hat are concluded. 

Sunset Provisions: While these are , in principle, a good 

means of holding public development banks accountable for their 

actions, they present certa i n practical ?roblems, i n that devel­

opment banks by their very nature arc i nvesting assets and creat­

i ng lia bilities which will not mature until perhaps t wenty or 

thirty years into the future. This is not an i nsurmoun table 



The Alaskan Permanent Fund Memo--Page 66 July 11, 1977 

proble.m: the sun of the Federal Reconstruction Finance Corpora­

tion (RFC) set in 1958, at which time its assets and liabilities 

were assumed by the Small Business Administration. Nevertheless, 

I suggest not a predetermined "sunset" date for terminating the 

Alaskan Pei:manent Fund, but rather what I would call a "high 

noon" provision. 

The "High Noon" Provision : After the Permanent Fund has had 

a chance to get off to a good, stronq start--say, after an inter­

val of ten years--at its high noon of financial and economic 

activity, I suggest that it be subject to a fundamental review by 

a joint executive and legislative commission in order to deter­

mine whether or not its performance equalled its promise. The 

establishment of such a commission should, at the end of nine and 

a half years of activity, be required by statute now. The com­

mission should be required to report to the executive and legis­

lature on the tenth year a nniversary of the Permanent Fund. 

Included in the commission's findings would be recomme nda tions 

for the continuation of the Permanent Fund, subject t o various 

modifications, or its termination. 

Accountability t o Local Communities: This is a sensitive 

issue, handled differently by different states, depending on the 

history and custom of different jurisdictions. Massachusetts, 

for instance, has a three-hundred-year history of strong local 

I • 



. ' 

The Alaskan Permanent Fund Memo--.Page 67 July 11, 1977 

home rule which requires virtually all state actions to te 

locally approved. Connecticut has precisely the opposite tradi­

tion. 

The language of the Permanent Fund bills seems to make three 

implicit distinctions: 

Because the Permanent Fund can only finance a "reasonable 

proportion" of community development projects, the:re seems to be 

an implication that there must be a municipal or reg ional or 

local development corporation sponsor. 

Section 130 (8) specifies that the Permanent Fund generally 

"shall be sensitive to the views of affected l ocal cornmunitj i:.d . 

and specifically "shall include an analysis of those views in 

proposals for large investments .'' The implicat ion is that invest­

ments in medium and small "productive private ente!rprises" need 

not bear such an analysis. The key questions are: What is 

"large"? And, do these phrases reflect Alaskan state-l ocal custom? 

C. What Board and Staff Management Structure is Most Efficient 

fo r Carrying Out These Goals? 

Generally speaking, I find the structure and responsibil­

ities of the Permanent Fund policy board, the invc~stment commit­

tee a nd the president to r e flect appropriate i n ternational, 

national and state d~velopment banking experience. 

II 
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In the above sect.ion on legal organization and accountabil·· 

ity, I have already noted the critical importance of establishing 

the managerial independence of both the boards and staff of the 

Permanent Fund sc that they are able to produce according to 

market standards and to be independent from daily political or 

bureaucratic intE1rference. 

Structure oj: the Permanent Fund policy board (Section 50): 

The structure of the Permanent Fund policy board is good. It is 

small enough to be effective and yet large enough to represent a 

balance of interi~sts. The two/seven balance between members of 

the executive and public members is good. Th~ public m~mbers should be 

"confirmed by t~~ legislature in joint session," in the manner of advice 

and consent for major executive positions in the federal government. 

If the Alas:tan governor serves a four-year term, the conse1-

quence of staggered four-year terms for the seven public members 

is to give an in=umbent governor assured control of the board 

during the third year of his or her term, subject of course to 

legislative confirmation. This arrangement has both advantageu 

and drawbacks. If the Permanent Fund is to be an integral part 

of an overall development plan for the Alaskan economy there must 

be some mechanism by which the president and the policy board are 

a part of that ~ ·lanning process and operate within an overall 

development plar1. On the other hand, the efficiency of the 

:. 
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Permanent Fund requires some independence from the executive. On 

balance, the provisions in HB- 300 seem appropriate given the 

stipulation of confirmation by the legislature, and removal only 

"for cause". 

Given the small size of the policy board, the requirement of 

a two-thirds quorum is particularly important to ensure an active 

and vital policy group in which a substantial number Jf the mem-

bers are consistently present. 

I would suggest that you consider some mix of users among 

the seven public members of the policy board. One user might be 

a representative of a municipality , another might be a representa-

tive of a reg ional or local development corporation, another 

might represent a major primary sector of industrial activity, 

and one might represent a distributory sector, especially in the 

community or regional development area. The financial community 

is appropriately representE?d on the investment committee, but 

users might well be similarly repr esented on the policy board. 

I also suggest that you reconsider the soundness of havi ng 

the president serve as the cha i rman of the policy board. The 

president has sufficient power as the chief: executive officer. 

It is more common developmcrnt banki ng practice for the chairman 

to be a wid e ly-respected public member , ei t:her appointed from 

' ,l 

among the public members to serve as chairrnan at the pleasur1:1 of .. 

' \ 
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the governor or to be chosen by the policy board itself. Having 

the chairman serve at the pleasure of the governor, drawn from 

the public members, is one method for helping to integrate the 

Permanent Fund's planning into state development planning. In 

any event, for the protection of both the president and the insti­

tution, I suggest a separation of the chairman's and the presi­

dent's ' functions. 

Also, in my judgment, all meetings of the policy board 

should be public, particularly in light of the fact that the 

policy board does not itself make specific investment decisions. 

Only the personnel actions of the policy board with regard to the 

president should be held in executive session, and then publicly 

announced. 

The provision in HB-300 to pay policy board members $250 per 

meeting day, as well as per diem and travel expenses, is a good 

one. The policy board function is enormously important, in which 

the members carry great responsibility. It is common practice to 

pc1y private board members a fee for performing that function; the 

sz1me should be true of a public development bank such as the 

Alaskan Permanent Fund. 

The Duties of the Policy Board (Section 60) are well drawn. 

The distinction between your policy board and investment commit­

tee is remarkably similar to the distinction between the policy 
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board of the Massachusetts Industrial Development Authority and 

its subsidiai~ investment review boards. 

It may be wise to point out in precise language that the 

policy board cannot impose an investment decision upon, or over­

ride an inves:tment decision of, the investment committee. It can 

only determine, on a periodic post-audit basis, that investment 

decisions macte by the investment committee were within the over­

al l annual operating and financial plan approved by th<~ policy 

board. 

The Structure and Duties of the Permanent Fund Investment 

Committee (Sections 70 and 80) are also quite sound. Here I 

think it is not only appropriate but essential that the president 

of the Permanent Fund serve as chairman of the investment commit­

tee. I woul~l suggest, however, that at least one of the members 

of the Permanent Fund investm1:?nt committee have "recog:ized compe­

tence and wide experience in" community economic development. 

The Structure and Duties of the Perrnan('\nt Pund President 

(Section 90) are also generally well articulated, althuugh there 

are a few matters he r e which call for some clarification . For 

example , I wrn1der if I am the only one confused by the apparent 

contradicti on betwee; n a Permanent Fund president to serve for "a 

term of five years," while at the same time- serving "at the 

pleasure of the policy board." In my j udgment, the Permanent 
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Fund can only be effective if in fact the president is subject to 

employment at the "pleasure of the policy board. 11 

Similarly, the provision in Section 170 which states that 

"members of the policy board are prohibited fz:om all attempts to 

influence the investment committee, president,. officers and staff 

in the discharge of their ordinary operating duties. The presi­

dent, off Lcers and staff of the Permanent Fund, in the discharge 

of their off ict!S, owe their duty entirely to the Permanent Fund 

and no other authority," seems to me to confuse the respective 

responsibilities of the policy board, investm1~nt committee and 

president, rather than clarify them. 

Finally, I am pleased that this generally good draft recog­

nizes the importance of empowering the presicnnt of the Permanent 

Fund with the sole responsibility for "the organization, appoint­

ment, dismissal, and remuneration" of all other staff. The 

policy board wants to be able to hire and fire a president who is 

then held wholly accountable for all of the other operations of 

the Permaoent Fund. 

The Provisions for Technical Assistance in Section 160 are· 

another area in which I would suggest some reconsideration by the 

Permanent Fund committee. This provision, however well intended, 

runs counter to my own experience in designing development banks. 

In fact, in all recent development bank legislation I have 
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drafted, we have specifically prohibited the development bank 

from "providing financing for pre-investment activities including 

feasibility studies." The reasoning behind this prohibition is 

simple: we want to hold separate the developer function from the 

banker function. If the development bank inv: sts in its own pre­

investment feasibility studies or technical assistance there is a 

tendency on the part of the development banker to become prema­

turely "married" to what may turn out to be an unsound idea. 

On the other hand, this kind of technical assistance is 

essential--particularly for many regional and local community 

development projects. Therefore an alternative solution has been 

to create a separate technical assistance agency which is specif­

ically in the business of using "soft" tax dollars rather than 

"hard" investment dollars to make these pre-investment studies 

and then to bring the developed proposal to the development bank 

for an arm's-length banke r review. Section 160 deserves further 

thought and review in light of this experience. 

Intervention in the Case of Default: The apparent contra­

dictions between Section 130 (2) (3) and Section 130 (b) need to 

be resolved so the management of the Permanent Fund has full 

power to protect its investments, including the exercise of vot­

ing rights. 
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D. What Capital Structure is Necessart to Ensure that the 

·Alaskan Permanent Fund Has the Financial Capability to Achieve 

These Purposes? 

The capital structure of a development bank is intimately 

tied to the goals of the institution . Different kinds of manage­

ment and different kinds of capital are both required in order to 
I 

carry out the different purposes. Both international and domestic 

develo pment finance experience makes it emphatically clear that 

for the very reason we don't want venture capitalists to make 

unsecured inventory loans and for the very reason we don't ask 

commercial bankers to make thirty-year, fixed-asset land, plant 

and equipment loans, we need to keep the risks, managements, and 

funds of the development bank separate to carry out separ ~ 

tasks . Thus, the World Bank Group, for instance, separates the 

International Finance Corporation (an equity investing vehicle) 

from the World Bank itself (a market-rate debt vehicle) from the 

International Development Authority (a subsidized, below-market 

granting and lending vehicle). In Massa chusetts, the Technology 

Development Corporation and the Community Development Finance 

Corporation, which are both high-risk equity and venture capital 

vehicles, are capitalized, managed, and insulated from each other 

and from the operations and risks of the long-term secured lend­

ers such as the Industrial Finance Agency . In public development 

• 



The Alaskan Permanent Fund Memo--Page 75 July 11, 1977 

finance as in private finance, the terms, the cost, and the char­

acter of the sources of funds must match the uses of the funds. 

It is for this reason that I suggest that operational prin­

ciple number 9 which empowers the Permanent Fund to "make invest­

ments in financial i ntermediaries ."might be more precisely 

defined to isolate several compatible but operationally distinct 

tasks on a funct i onal basis. Specifically, I suggest that the 

busines s plan of the Permanent Fund consider the possibility of 

es~ablishing separate subsidiary financial intermediaries to 

carry out several possible specific functions of the Permanent 

Fund, including: 

a technology development corporati on to invest in technolo­

gies which would reduce the cost of value-added and refined 

production of both renewable and nonrenewable resour·ces in 

Alaska; 

an inte rmediate and long-te rm financing agency to collabor­

ate with commerci al banks and savings banks i n providing 

debt and debt guarantees in support o f grea ter i ntermedi ate 

and long-term capital for medium and small-s i zed enterprise; 

a c~mmunity development finance corpor ation to co-venture 

with r egi onal and local community developmen t corpora tions 

and munici palities in providing equity as well as deb t and 

debt guarantees to finance income-producing community 
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development projects particularly in lower-income and rural 

areas of Alaska; and 

a central development bank for locally-owned cooperative 

banks which would be initially capitalized by the Permanent 

Fund but eventually repurchased by local cooperatively-owned 

user banks in order to support rural and community develop­

ment in outlying areas of Alaska. 

Each one of these four areas of activity would have its own 

investment review board appointed by the policy board (much like 

the investment committee) with persons of "recognized competence 

and wide experience" in the specific investment area. Their 

chief executive officers would be directly appointed and directly 

responsible to the president of the Permanent Fund, but the day 

to day decision-making would be the province of the investment 

review board and the staff of the subsidiary institutions. The 

policy board, the investment committee, and the president would 

retain the same direct power over these subsidiaries that any 

private corporation holds over its subsidiaries. As the Central 

Bank gradually became owned by its users, this authority in time 

would pass from the Permanent Fund to the users. 

Two ~ajor areas of activity would be directly retained by 

the Permanent Fund: 

First, those productive private investments which are of 

: 

• 



• 
• 

•• 

' 

The Alaskan Permanent Fund Memo--Page 77 July 11, 1977 

such a large scale and such a relatively high risk as to be beyond 

the capability of the private market acting alone; 

Second, large-scale infrastructure investments deemed crit­

ical to the overall development of the Alaskan econom~. Any sub­

sidies necessary to finance the infrastructure, however, would be 

borne by the Alaskan General Fund rather than the Permanent Fund. 

Operational principle number 4, Section 130, implicitly suggests 

that any subsidies would be made by special appropriation of the 

legislature. I think that additional consideration might be 

given to the retention of income on investments by the Permanent 

Fund for a third purpose beyond overhead and reserves--that pur­

pose being the explicit provision of subsidies for specific kinds 

of social overhead capital investment, community development, and 

infrastructure development. A specific prior authorization by 

the legislature should be required be fore the income of the Per­

manent Fund could be released to those purposes by the policy 

board. 

Section 130 (8) could also be used to create subsidiary 

financial intermediaries on a geographic bas is to encourage some 

more sensitivity to the needs of lesser-developed regions in 

Alaska. In our highly complex politicnl economy, it is not nec­

essary that capital mobilizati on and Jecision-making take place 

at the same level. This has been am11ly demonstrated in the 
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operations of the Federal Home Loan Bank System and the Farm 

Credit System at the federal level. Similarly, there are increas­

ing numbers of development finance intermediaries at the state 

and local level which operate on a decentralized basis so that 

decision-making is more sensitive to local conditions. Local 

investment decision-makers will be better able to assess the 

risk, service the risk, monitor the risk, and deal with problems 

of default than a more distant investor . International, national 

and private market financial experience supports this concept. 

Finally, my limited exposure through memoranda to the exist-

ing thirteen revolving loan funds now operated by the Alaskan 

state government suggests that they might be more efficiently 

managed as subsidiary development finance intermediaries under 

the overall policy guidance of the Permarent Fund. This is 

another matter that calls for further review. 

The Provision for Reserves in Section 120 is a good start 

which does not go far enough. The legislature should consider 

establishing specific differential reserves for different kinds 

of equity, debt or debt guarantee activity. For instance, 

reserves for corrununity development equity investments by the 

Massachusetts Corrununity Development Finance Corporation are pro­

jected to be 100 percent. Similarly, no state has established 

long-term industrial debt guarantee programs without limiting the 

I 
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state's exposure through a ceiling on reserves in ratio to total 

guarantees outstanding . 

The Provision for Borrowing Powers in Section 40 is a very 

important provision in terms of the future growth and development 

of the Permanent Fund. ~'he dedicated oil revenues initially cap­

italizing the Permanent Fund's equity base at $2 or $4 billion 

should be compared to th~ capital base of the World Bank or the 

Canada Development Corporation. If the Permanent Fund is soundly 

managed, the opportunity to leverage additional equity or debt in 

worldwide money and capital markets on top of that equity base is 

substantial, as has been the experience of the CDC (in equity 

markets) and the World Bank (in international bond markets) . 
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SUIJECT1 Proposed Contract Between House 
Permanent Fund Committee, 
Department of Revenue and the 
Institute of Social and Economic 
Research 

The proposed contract is attached for your infonnat j on and comments. 

C;enerally, the Department of Revenue views the proposal as a 
11

shotgun
11 

approach to addressing some of the problems and issues related to the Alaska 
Permanent Fund . 

Specifically, Clause I (A) is felt to be information that is currently being 
evaluated by the Sena.:e Permanent Fund Committee (evaluation of State Loan 
and Investment Programs, past and present). The Department does not feel 
that this proposal should duplicate an existing effort. 

Clause I (D). This activitv and research is currently being undertaken by 
the Departmen t of Revenue ; u two areas; a. The Division of Research is 
actively pursuing fish hatchery feasibility studies and has nearly completed 
its effort. b. The proposed Arthur D. Little, Inc. contract will address 
investments in the sectorial analysis studies. It is felt that this p~rt of 
the proposal would also be duplicative. 
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CONTRACT BETI-IEEN 

STATE OF ALASKA 

DEPARTMENT OF REVENUE 

AND 

UNI VERSITY OF ALASKA 

INSTITUTE OF SOC!AL AND ~CONOMIC RESEARCH 

The parties of this ngreE:ment arc the STATE OF J\LJ\SKA , DEP/\RTl·icNT OF 
REVENUE, on behalf of the Legislative Committees on the Permanent Fund , 
herei nafter r eferred to as the "Department", and the UNIVERSITY OF 
ALASKA, INSTITUTE OF SOCI AL AUD ECONOMIC RESEARCH, hereinafter referred 
to as the "Contractor". 

TUE fJURPOSE OF THIS AGREEMEllT is to provide the Leg is l ature and the 
State with expert economic information on the expected effects of sel ected 
permnnent fund management s trn tcgi es . · 

IT IS THEREFORE MUTUALLY AGREED THAT : 

CLAUSE I . - STATEMENT OF WORK 

(A) 

(1) The Con tractor shall revie1·1 the policies which guided 
investment of the l arge genera l fund ba l ilncc thnt dcve'l oped 
in r:v 10"7Q an· • -i~ o nt--i.fu M,o ovtn11t t·o \· •!~ 1·cl' -tl1nse nl'\l 1'r1'"c: t t .;t t ~ , __ , ,..,., •J • ••- -••w\,;1.,,, • •I • .! \.." r• • · -

were directed at i nf l uencing the rate and direction nr 
growth in the Alaska economy or sectors thereof . Rcferr.nc.e 
should be made to (a) the sta ted or r ecollected intentions 
of policy makers; and (b) the actual fiscal strategics 
pursued, as determined under (A)(2) of this clause. 

(2) The Contractor shall determine the chronology of those 
investrne11Ls or other general fund management actions t.hat 
had or were expected to have a direct impact on lhe 
/\la ska economy . 

(3) The Contractor shall estima te, to the extent publ ished 
banking stcJ Li stics and other econo:nic data permit , the 
actual impact of the actions identif i ed under (A){2 ) of 
this cl ausc t identifying the possib l e sources and dr~rl'e 
of uncertai nty assoc iated with thi s estimate . lnclud~c! 
with thi s cs timd t e sha ll be (a) a t.l iscus~ion of any 
capitnl substitution effects inferred from tlie da tn~ (b ) 
an aS$CS!>mcnt of ilny income redis tri butions r~s ul ling 
from th<' i nvestincnl poli ci c:t; Jncl (c) calculiltion~ of the 
s ti'I te 1 s oppor Luni Ly cos ts as lll':Jsur cd by tile u<: tua 1 
retu r ns on "outside" i 1wc!' l mL'r.ts cilr nc·:.J during cornp,11·,,b le 
peri ods. 



(B) 

(C) 

(D) 

(~) The Contractor shall prepare and submit a written analysis 
of its findings . under (A)(l) - (A)(3) above. 

The Contractor shall rev iew the "Alaska Inc." proposal embodied 
in"HB 525-SB 384 (Tenth Legislature) and provide written 
estimates .over a twenty-year period of the effects the proposal 
would have on (1) personil 'I income; (2) levels of employment; 
(3) population; and (4) any other regional economic indicators 
that the Contractor may consi-der relevant. In making these 
estimates, it is recognized that assumptions will need to be 
made concerning, inter alia, future personal consumption and 
saving ptitterns. It is recognized thut q1rnlitutive jud9ment 
wi 11 be the source of many of these assumpti ans; hm·1ever, each 
assumption shall be made explicit, as shall the reasons for 
making it . In addition, the Contractor shall estimate and 
report in writing on comparable effects of (1) retaining 
earnings in the permanent fund; (2) using fund earnings to 
lower personal income taxes; and (3) spending fund earnings a.s 
supplemental general fund revenues. 

The Contractor shall prepare a written report assessing th~ 
long-term econo:nic and fiscal impacts of varying the amourt of 
contribu t i ons pnid into the permanent fund. Included in the 
report shall be an examination of minimum, nrnximum a:,d intermediate 
levels of contributions to the fund and--assumin~ state expendi t ures 
consume the ··evenues remaining after permanen~ tund contri bu ti ons-­
estima ted im.!acts on (1) person<>l income; (?)popul at ion 
growth; (3) employment levels; and ('1) perma nent fund and 
general fund b<>lances. In add ition, the Contractor will 
devise a means for estimating contribution l evel s which would, 
by adjustment of uppropriute co-effi cients, lcdve suffkil!11L 
general fund revenues to meet any le9islatively pre-establi shed 
level of real expenditure growth. Correspondingly, the 
contractor wi ll also devise a means for estimating contribu-
tion level s that would generate sufficient earnings to accom-
moda te predetermined proportions of the state's forecasted 
revenue rcquiraments. 

The Contractor shall prepare and submit a wdtten analysi s of 
the economic and f iscal impacts of permanent fund ir1vcs ln1cnl~ 
in two hypothetica l projects from distinct sec tors of Lhc 
Alas ka econo:ny . One project would be sta le investments in 
ha tchcri<?s and s tr cam enhil nce111en t, d free led il t inc reJ s i n9 
salmon lrnrvcsts as C1utli11cd in Lhc report, The Economi c 
Fcasihf lil.Y.. .Qf. f.~:1v.ilt~ !fo'l:£.r<illJ:. !!~Jchcric'Sby-1! . [. Orth. 
The second pro.j cc l wou ld involve un Tnvcslmcnl in a pclro­
chcmical fa ci l ity. The dctJils of the petro- chcmici) l fcci lity 
w11 l be prcpar c:d L>y the Contractor in consu 1 tu t ion Hi th th~ 
Project Director. ror Ci>C h of the "l t'Ojt.?c ls. the Contrac tor 
wil 1 tra cc the i inp ,1 c t s of the i nvcs tmcn t. in terms of chn ngcs 
in ~mploy111cn t lc•1cl::, ocrsonal i!l~!:!!_c • .s_til l e nnd 1~ ~s . 
ancJ nopuliltion. -





Task 5, which emphasizes the development of investment 
criteria may be somewhat premature. The objective which the 
suggested criteria address is maximizing the rate of economic 
development. Under the State Investment Advisory Committee 
bill, several objectives are mentioned and it will be the 
responsibility of the Policy Board to refin~ and interpret 
these objectivas, translating them into a policy framework 
within which the Permanent Fund managers will operate. 
Given that this translation and refinement cannot occur 
until the Policy Board is established, only standard textbook 
procedures (net present value, ri sk and sensi1:ivity analyses} 
can be enumerated by the consultant. A much broader review 
and analyses process is currently being developed currently 
within State government - including within the Department of 
Revenue (reference your August 2 memorandum). 

I hope these comment s will be useful in your consideration 
of the AOL proposal . We are greatly interested in receiving 
copies of the fi nal product! 

DL/bb 




