Lyndon B. Johnson School of Public Affairs
Policy Research Project Report
Number 80

Local Economic Development Policy:
Strategies and Finance Issues

A report by the
Local Economic Development Policy
in Texas Policy Research Project
1988

Library of Congress Catalog Card No.: 87-82401
ISBN: 0-89940-684-X

© 1988 by the Board of Regents
The University of Texas
Printed in the U.S.A.
All rights reserved

POLICY RESEARCH PROJECT PARTICIPANTS
Project Directors

Norman J. Glickman, Ph.D.
Mike Hogg Professor of Urban Policy
Robert H. Wilson, Ph.D.
Associate Professor
LBJ School of Public Affairs

Students
Marian J. Barber. B.A.(Engtish), Rice University
David J. Cook, B ..A. (Economics, Mathematics), University of Texas, Austin
Michael F. Crowley, B.A.(Economics), Univeristy of the Pacific
Sandra Ham, B.A. (English), University of Texas, Austin
Oscar E. Hinojosa~ B.A.(Political Science, Criminal Justice), Southern Methodist
University
Jon E. Hockenyos, B.A.(Philosophy), University of Illinois, Urbana-Champaign
Catherine A. Karrass, B.A.(Sociology), University of California, Berkeley
Geoffrey M. Laredo, B.A. (Economics, Political Science), University of Pennsylvania
Lafe T. Larson, B.S.(Social \Vork), University of South Dakota
Suzanne

Milavitz~

B.A.(Political Science), University of Wisconsin at Madison

David S. Peebles, B.A.(History), Kenyon College
Sophia S. Redd, B.A.(Urban Affairs), Virginia Polytechnic Institute and State
University
Kenneth Robinson, B.S.(Agricultural Economics, Rural Sociology), Clemson
University
Cheryl A. Buford, E.D.(Home Economics); M.S.(Family Economics), Kansas State
University
Darren G. Rudloff, B.S.(Political Science), Texas A&M University
Lance J. Silbert, B.A. (Economics), University of California, Santa Cruz
Lauri J. Smith, B.A.(History, Political Science), Bethany College

111

lV

CONTENTS
Foreword

xv

Chapter 1. Introduction

1

Chapter 2. Industrial Targeting Strategies:
Lessons for Texas . . . . .
Background
Methodology . . . . .
Literature Review . .
Industrial Targeting Issues
Formulating an Industrial Targeting Strategy
Conclusions
References
Chapter 3. Linkages and Foreign Direct Investment
in Texas Manufacturing . . . . . . . . . .
Introduction . . . . . . . . . . . . . . . .
Linkages and Foreign Direct Investment
Literature and Previous Research
Research Methodology . . . . . . .
Analysis of Survey Response
Conclusions and Recommendations
References
Chapter 4. State-Supported Venture Capital ·Assistance
for Small Businesses . . . . . . . . . . . .
Introduction . . . . . . . . . .
State-Supported Assistance to Small Businesses:
A Review of the Literature . . . . . . . . . .
State Role in Economic Development
State Venture Capital Programs and Capital Market
Venture Capital Financing . . . . . . . . .
State-Sponsored Venture Capital Activities . . . . . .
Massachusetts: A Venture Capital Program Model
Conclusions
References
Cha pt.er 5. Steel Industry Decline
and Economic Development
. . . . . . .
Statement of Problem . . . . . .
Background of the Steel Industry
An Examination of Public Policy
Federal Policy and the Steel Industry
A State's Role In Assistance To Steel Firms
v

5
5
6

6
9

21
25
27

:n
31
32

34
37
41
49
52
55
55
56
58
59

61
67
70
72

74
77
77
78
85

86
94

A Local Governmenfs Role In Assistance To Steel Firms . . . . . . . . .
Summary and Comparison of Federal, State, and Local Steel Policies ·
and Their Intergovernmental Relations . . . . . . . . .
References . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

Chapter 6. The Impact of Federal R&D Operations
on Regional Economies
Introduction . . . . . . . . . . . .
Federal Research Funding . . . .
Income and Employment Effects . . . . .
Subcontracting and Procurement
Education . . . . . . .
Technology Transfer
A Valuable Resource
Cooperation . . . . . .
References . . . . . .

98
103

107

109
109
110
112
113
116
117
118
119

124

Chapter 7. Politics of Local Economic Development
Introduction . . .
Methodology . . . .
Literature Review . .
The Formation and Operation of PLEDCS
Case Studies . . . . . . . . . . . . . . . . . .
Findings . . . . . . . . . . . . . . . . . . . . .
Long-Term Effects of PLEDCS: Directions for Future Research
Conclusions . . . . . . . . . . . . . . . . . . . . .
References . . . . . . . . . . . .

127
127
129
130

Chapter 8. ·Federal Aid to Local Governments
Literature Review . . . . . . . . . . . . . . . . . . .
Methodology . . . . . . . . . . . . . . . . . . . . . .
Trends in Intergovernmental Revenue Transfers
Summary . . . . . . . . . . .
. ....
Conclusions . . . . . . . . . . . . . . . . . . . .
References .

161
162
165

Chapter 9. State Aid to Local Governments
Introduction . . . .
. .....
Role of the States
. . . . .
Methodology . . . . .
Literature Review .
State-Local Financial Relations
..... .
Allocation of State Aid to Local Governments
· ..
Conclusions
Glossary
References .

191

Chapter 10. An Analysis of the Texas
State Tax Structure
Introduction . . . . . . . . . . . . .
vi

133

138
144
150
151
154

166

180
183

186

191
193

194
195
196
200
205
208'

209

211
211

213
223
227
230
235
237

Equity In Taxation
Revenue Growth
Revenue Stability
Recommendations
Conclusions
References . .

Chapter 11. The Effects of Economic Development
on Texas Municipal Revenue Generfltion
Background
. . . . . .
Literature Review
Methodology . . . .
The Tax Models
Conclusions
References ..
Chapter 12. The Role of Leveraging in
Local Economic Development Policy . .
Introduction . . .
Literature Review
Conclusions
References . . . .

239
239
241
243
245
257
259
261

261
264
274
275

Chapter 13. Industrial Development Bonds . . . . .
Types of Municipal Bonds for Economic Development
Literature Review . . . . . . . .
The IDB Before Tax Reform
Major IDB Debates . . . . . .
The IDB in Transition . . ..
The IDB Under Tax Reform
Texas's Response to Tax Reform
Conclusions . . . . . . . . . . . .
References
. . . . . . . . . . . .

279
280
282
283
287
291
293
296
298
300

Appendix A. Sampling Methodology

303

Appendix B. Methodology for Analysis
of Vertical Equity
Equity in Taxation
Revenue Growth
Revenue Stability
Recommendations

Vll

305

305
305
306
306

viii

LIST OF TABLES
T8ble 1.

Location Factors for Manufacturing Industries

8

Table 2.

Location Factors for Business Services

8

Table 3.

Location Factors for High-Technology Industry

9

Table 4.

U.S. Services Industry \Vage & Salary Employment, 1984

17

T8ble 5.

Business Climates State Rankings and Scores

20

Table 6.

Measurement Factors and 1983 Weightings

24

Table 7.

First Order Linkages For Foreign and Domestic Firms by
Ownership, Industry, and Type of Firm

42

Table 8.

Test of Equality of Means and Variances for Forward and
Backward Linkages for Foreign and Domestic Firms

44

T8ble 9.

Chi-square Analysis of Foreign and Domestic Firms' Forward
Linkages

46

T8ble 10.

Chi-square Analysis of Nondurable Goods Producers

48

Table 11.

Chi-square Analysis of Multi-Establishment Firms

49

Table 12.

Long-Term Debt Among Small Businesses

64

Table 13.

Budgets for DOE's Multiprogram Labs

111

Table 14.

Employment at DOE's Multiprogram Labs

112

Table 15.

Cities with Large Federal Research Operations

113

Table 16.

Laboratory Subcontracting and Procurement

115

Table 17.

Use Permit Reimbursements to United States Governnwnt

118

Table 18.

Employment Shares of Federal Research Labs

121

Table 19.

Intergovernmental Revenue by Source-Local Governments
(millions of nominal dollars)

168

Table 20.

Intergovernmental Revenue by Source-Local Governments
(millions of constant dollars, 1967)

169

Table 21.

Intergovernmental Revenue by Source and Function for Local
Governments (millions of nominal dollars)

170

ix

Table 22.

Intergovernmental Revenue by Source for Local Governments
(millions of constant dollars, 1967)

171

Table 23.

Local Vs. Federal General Revenue

173

Table 24.

Local Government Expenditures (millions of nominal dollars)

17 4

Table 25.

Local Government Expenditures (millions of constant dollars,
1967)

175

Table 26.

Local Vs. Federal General Expenditures

177

Table 27.

Percentage of Local Government Expenditures Provided by
Intergovernmental Revenue

178

Table 28.

Local Government Expenditures Provided by Own-Source
Revenue (millions of nominal dollars)

180

Table 29.

Local Government Expenditures Provided by Own-Source
Revenue (millions of constant dollars, 1967)

181

Table 30.

Intergovernmental Revenue and Expenditures for Local
Governments, Percentage Change for Selected Periods

182

Tax Collections and Direct General Expenditures of State
and Local Governments, 1952-84

198

Table 32.

State Intergovernmental Payments by Purpose, 1984

199

Table 33.

State Intergovernmental Expenditure as a Percentage of State
Direct General Expenditure and Local General Revenue,
1957-84

201

Table 34.

Elasticities of Taxes

226

Table 35.

Comparison of Present Tax to Surtax

234

Table 36.

Results of the Sales Tax Regression Model

248

Table 37.

Regression Variables

249

Table 38.

Sample Cities

249

Table 39.

Results of the Property Tax Model Regression

253

Table 40.

Results of the Selected Sales Tax Model Regression

255

Table 41.

Results of the Current Charges Model Regression

256

Table 42.

Community Development Block Grants to Selected Cities,
197 5-1984 (thousands of dollars)

271

Table 43.

Financial Characteristics of Active and Completed Projects
(dollars in millions)

272

Table

:n.

x

Table 44.

New Issue Bond Volume, 1985

285

Table 45.

Small-Issue IDB Volume

286

Table 46.

Summary of Major Changes to Municipal Bonds in 1986

294

Table 47.

Projected Decline in IDB Issues, 1986-87

296

Xl

xii

LIST OF FIGURES
Figure 1.

Combined Sales and Property Taxes as a Percentage of
Annual Income

216

Figure 2.

Tax Burden Comparison between Rich and Poor Families

217

Figure 3.

Sales Tax as a Percentage of Total Family Income

219

Figure 4.

Taxes as a Share of Family Income--Dallas

220

Figure 5.

Total Taxes as a Share of Family Income--Houston

221

Figure 6.

Comparison of Tax Burden between Texas and the U.S.

222

Figure 7.

Summary of Income Elasticities of Texas State Taxes in
Three Time Periods Between 1969 and 1984

225

Figure 8.

Consumption Tax as a Percentage of Total Tax Revenue
1970-1985

228

Figure 9.

Comparison of Sales and Consumption Taxes as a Percentage
of Total Tax Revenue 1970-1985

229

Figure 10.

Severence Tax as a Percentage of Total Tax Revenue
1970-1985

231

Figure 11.

Severence Tax as a Percentage of Total Tax Revenue for
Select Years

232

Xlll

xiv

FOREWORD
The Lyndon B. Johnson School of Public Affairs has established
interdisciplinary research on policy problems as the core of its educational program.
A major part of this program is the nine-month policy research project, in the
course of which two or three faculty members from different disciplines direct the
research of ten to twenty graduate students of diverse backgrounds on a policy
issue of concern to a government agency. This "client orientation" brings the
students face to face with administrators, legislators, and other officials active in
the policy process, and demonstrates that research in a policy environment demands
special talents. It also illuminates the occasional difficulties of relating research
findings to the world of political realities.
During the 1986-87 academic year, the Local Economic Development Policy
Research Project studied various strategic approaches that state and local
governments can adopt to promote economic development. The ability of
governments to adopt such strategies is significantly affected by intergovernmental
revenue transfers and by other financial conditions of local and state goverments.
Consequently, a number of financial issues were addressed as well. The project
was funded by the Lyndon Baines Johnson Foundation.
The curriculum of the LBJ School is in tended not only to develop effective
public servants but also to produce research that will enlighten and inform those
already engaged in the policy process. The project that resulted in this report has
helped to accomplish the first task; it is our hope and expectation that the report
itself will contribute to the second.
Finally, it should be noted that neither the LBJ School nor The University of
Texas at Austin necessarily endorses the views or findings of this study.

Max Sherman
Dean

xv

Chapter 1

INTRODUCTION
Economic development policy has become part of the agenda of local and
state governments in recent years. The origins of this policy issue are fairly clear.
Structural change in the U.S. economy has been the primary factor. The relative
decline of traditional manufacturing, the emergence of new, "high tech"
manufacturing sectors, the rapid expansion of services and severe international
competition have changed the economic geography of the country. The traditional
industrial heartland, in particular, has been adversely affected by this new
geography. And there was much competition among cities and states to capture a
share of the growing high-tech sectors.
These factors have placed great stress on regional and local economies and,
consequently, on state and local governments. In addition, the federal government
has played only a minor role in helping cities and states adapt to these new
economic forces. Though the reduction in a federal role has been most dramatic
during the Reagan administration, the trend toward a reduced federal role in local
and regional economic development issues clearly dates back to the Nixon
administration.
In any event, the policy void has been filled by state and local government.
Though the economic forces at work are national and even international, state and
local governments are experimenting with new initiatives and programs to stabilize,
if not expand, their economies. Though this proactive role of local and state
governments is not altogether new, it certainly reflects a change from recent
decades. During the last 30 to 40 years, state and local goverments have not
ventured into the economic development area much beyond basic infrastructure
provision and industrial recruitment. The range of initiatives currently underway is
certainly broad and state and local governments are in an experimental and
innovative mode.
The State of Texas has come late to this policy issue. State goverment in
Texas never needed to be particularly concerned with programs to promote
development. Development seemed to occur regardless of state policy. The
economy of the state, however, is experiencing the same economic forces described
above and state government is now trying to determine what role, if any, it should
adopt. A state department of commerce has recently been created and will have
responsibility for economic development policy, though at modest funding levels.
State and local economic development issues have been the subject of our
study. Though we investigated a wide range of issues and studied programs in
other parts of the country, Texas cities and Texas state government have served as
1

a ''petri dish" for our investigations of local economic development policy. Given
our proximity, however~ to the state capitol and the fact that the legislative session
held during the course of the academic year dealt extensively with economic
development legislation~ the issue of policy choice rather than implementation was a
principal focus. A second focus emerged during the project that was not envisioned
initially--that of public finance. Finance and funding were found to be important
for two reasons. The decline in federal funding for economic development programs
and other activities has clearly placed additional fiscal pressures on state and local
government. In addition~ many of the initiatiYes of state and local governments m
economic development require expenditures and, consequently, sources of revenue
become critical.
The report is divided into two parts. The first examines a range of strategies
for local economic development. The first paper deals with the issue of industrial
targeting. Should state governments attempt to "pick winners and losers?" The
next paper attempts to give a partial answer to this question. It attempts to
determine the economic impact of foreign firms operating in the U.S. This is the
type of technical study that is required in deciding whether or not states should
attempt to target foreign direct investment. Then the following three papers address
different aspects of domestic production. One examines state programs that
encourage small business development through venture capital programs. These
programs are examples of the state experimentation mentioned above. The next
paper deals with a sector that has been severely affected by structural change, the
steel industry. It examines, specifically~ attempts of state and local governments to
stabilize steel firms within their jurisdiction. This paper sheds an interesting light
on the role of intergovernmental relations in economic development. In the
following paper, the impact of federal research centers on the local economies in
which they are located is examined. Having such a research center is an important
asset for a city and state. The final paper of the first part of the report has a
different focus. Its focus is cities and, specifically, the politics of local economic
development. It examines the influential, if not decisive, role played by private
local economic development councils in the formation of policy.
The second part of the report examines a number of financial issues that are
fundamental determinants of state and local governments' ability to pursue
economic development strategies. The first two papers examine the flow of
revenues among different levels of government; first, federal aid to local
governments and then state government aid to local governments. These two
papers reveal how the evolution of intergovernmental relations is occurring in the
fiscal sphere. The following paper presents an empirical analysis of the sensitiYity
of municipal revenues in Texas cities to economic development. This topic is very
important to cities in Texas as they respond to fiscal pressure resulting from
changing economic conditions. The final two papers address the funding of
economic development projects. First, the issue of leveraging is addressed and then
the role of industrial development bonds. Given fiscal constraints at all levels of
goverment, innovations in development finance are essential to development policy.

2

'While a wide range of topics is examined in this report, we did not attempt
to cover all relevant topics. Rather, the intent was to study a limited number of
topics in depth, drawing from the programs and situations found in cities and
states throughout the country. We hope that our work will make a contribution to
ongoing discussions of local economic development policy.

3
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Chapter 2

INDUSTRIAL TARGETING STRATEGIES:
LESSONS FOR TEXAS
Sandra Ham
2.1 BACKGROUND

Faced with decreasing revenues, increased unemployment, and a shrinking taxbase, many Texas localities have formed industrial targeting strategies. The State
of Texas, however, has failed to develop a coordinated industrial targeting strategy.
Industrial targeting, hereafter referred to as targeting, is an economic development
strategy in which a public or private entity attempts to convince firms from
particular industries to locate within its area. There is much disagreement about
which forms of targeting are most effective and whether it is a worthwhile activity.
Given the confusion and misconceptions about targeting, it is preferable that Texas
develop a consensus on a state strategy before embarking on this new endeavor.
This paper assesses the value of industrial targeting (i.e., its advantages,
disadvantages, utility, etc.) while exploring the various ways that state and local
governments target. The goals of this paper are three-fold: to assess the value of
industrial targeting, to explore the various ways that state and local governments
conduct targeting, and to outline how a targeting strategy is developed. Questions
that will be addressed include
1. What are the advantages and disadvantages of targeting?

2. How should industrial targets be chosen?
3. How many industries should be targeted?
4. When is targeting successful?

5. How is success measured?

The answers to these questions are inexorably tied to the issue of economic growth
and, thus, affected by economic development-"The process of creating wealth
through the mobilization of human, financial, capital, physical, and natural
resources to generate marketable goods and services" (Boyle, 1986, p.18). In a
later section, the relationship between economic development and targeting is
discussed. .The goals of this paper and the means of accomplishing them follow.

5

2.2 METHODOLOGY

The first section is a synthesis of existing literature on industrial targeting.
This section includes a statement of the problem, an introduction to targeting
issues, definitions of terms, and a literature review. Besides providing an analytical
framework, the literature review identifies the principal controversies surrounding
targeting.
The second section presents three case studies that illustrate the results of
three targeting attempts. The case studies include 1) Chicago, where
disappointment resulted, in part, from unrealistic expectations about targeting; 2)
Michigan, where rejuvenation is occurring after altering one of their important
location factors; and 3) Rhode Island, with its failure to develop a coordinated
targeting strategy.
The third section is perhaps the most ambitious. Using reports by the Texas
Economic Development Commission (TEDC), the National Council for Urban
Economic Development (N CUED), articles by Ross Boyle and Roy Bahl, and a
study by .Alexander Grant and Company, as primary guides, a model targeting
strategy is developed. The model is not state or locality specific but rather generic
in nature. It is designed to allow entities that wish to pursue a targeting strategy
to tailor their own by following the specifications of the model.
Finally, the fourth section summarizes the major findings of this paper.
2.3 LITERATURE REVIEW

Industrial targeting issues can be classified into three groups: 1) effects of
targeting particular industries, 2) theories concerning how location decisions are
made, and 3) beliefs about the relative importance attached to particular targeting
tools. The first issue is illustrated by exploring the range of beliefs concerning the
effect of targeting the high-tech and service industries. The second issue is best
explained by contrasting researchers' views on location decision factors. The third
issue, the lack of consensus about the weight of each location decision factor, is
exemplified by the role of taxes.
Only after states and communities began targeting have researchers
reevaluated the effects of targeting industries like high-tech and services. Berkeley's
Institute for Urban and Regional Development conducted a two-year study
examining the location of all United States plants in 100 high-tech, four-digit
industries in the 1970s (Markusen, 1986, pp. 3- 7). This study affirms some notions
about high-tech location decisions, while disproving others. For example, the study
acknowledges the importance of amenities and access. However, the study refutes
that high-tech is primarily concentrated in small, innovative firms; that it is closely
associated with major university research efforts; or that it is attracted to areas
with large pools of skilled labor, as Birch contends. Markusen explains that the
6

unique experiences of Silicon Valley in California and Route 128 in Massachusetts
support Birch's theory, but that most areas conform to her findings.
The service industry is also undergoing revisionist writings.
Chicago's loss of manufacturing jobs:

In evaluating

addition of service-related jobs only partially offsets [manufacturing] losses.
One consequence of the partial substitution of services for manufacturing
jobs is a general decline in wages, benefits, job security, and skill level, to
which we refer collectively as 'quality of life' (Mier et al., 1986, p. 299).
Lynn Browne, vice-president of the Federal Reserve Bank of Boston, however,
points to the difficulty in generalizing about the service industry. After all, this
sector encompasses both the highest and lowest wage occupations. Moreover,
Browne says, even though "the services industries are not the locus of technological
change, ... technological change in other sectors has been driven by the demand for
service products" (Browne, 1986, p. 30).
Besides not understanding the effects of targeting industries, strategists seem
unsure about how firms make location decisions. Assistant professors Rubin and
Zorn at Indiana University believe that policymakers practically ignore business
costs like transportation, energy, and labor costs, even though these are "at the
heart of a firm's locational decision" (Rubin, 1985, p. 338). Instead, they say,
policymakers focus on taxes and amenities, perhaps an inefficient economic decision.
Rubin and Zorn may be partly correct, but others believe that costs are only one
group of factors influencing plant decisions. Besides cost, market factors (e.g.,
population growth, personal incom~, and access to markets and suppliers) and
quality of life (e.g., environment and schools) influence plant decisions (LBJ School,
1985, p. 69).
Even when policymakers agree on the important location decision factors, the
weight attached to each is difficult to assess. Taxation effects on location decisions
serve as an example. One side of this issue is presented by Schmenner, author of
Making Business Location Decisions. According to Schmenner:
the taxation and financing schemes developed by government entities have
only a minimal effect on the selection of new plant locations.... Almost
every company takes a look at taxes.... Nevertheless, taxes themselves are
merely a minor consideration, capable of altering the decision in favor of a
particular site only if all other factors are equal...(Schmenner, 1982, p.
45-56).
The flip side of this issue is presented by McKay in a report to the Texas
Economic Development Commission (TEDC). McKay shows that 65.5 percent of
manufacturing firms, 38.9 percent of business service firms, and 66.6 percent of
high-tech firms consider the state tax structure an important location factor (tables
1, 2, and 3).

7

Table 1.

Location Factors for Manufacturing Industries

% Of Firms That

Location Factor

Consider Important

Access to Markets
Growing Regional Market
Access to Major Transportation Networks
State Tax Structure
Community Receptivity to Industry
Cost of Labor
Level of Union Activity
Freight Cost of Shipping Final Product
Productivity of Workers

Source:

81.6
70.9
66.1
65.5
63.7
63.3
61.6
58.4
54.8

Bob McKay. June 1984 Location of High-Technology
Industries in Texas: A Critical Assessment.
A us tin: Texas Economic Development Commission.
Table 2.

Location Factors for Business Services

% Of Firms That

Location Factor

Consider Important

Access to Markets
Growing Regional Market
State Tax Structure
Community Receptivity

Source:

73.5
61.7
38.9
37.5

Bob McKay. June 1984 Location of High-Technology
Industries in Texas: A Critical Assessment.
Austin: Texas Economic Development Commission.

A goal of this paper is to reconcile the differing views presented in the
literature review. In some cases, this reconciliation involves accepting the
conclusions of one researcher while rejecting another's. Evaluating the significance
of the empirical work is an important step in learning about targeting as a policy
instrument. Already the literature review suggests the following about targeting: 1)
communities that wish to lure high-tech industries should invest in amenities and
transportation; 2) communities that target the service industry should focus on
targeting those service sectors that pay relatively high wages; 3) communities
should determine locational decision factors for particular industries or firms they
wish to target, as these factors are industry, and sometimes firm, specific; and 4)
the value or weight attached to targeting tools (i.e., taxes, capital bonds, or
infrastructure) may lead to outmoded and ineffective targeting techniques. Thus,
8

Table 3.

Location Factors for High-Technology Industry

% Of Fir1ns That
Consider Important

Location Factors

Access to Markets
A Growing Regional Market
State Tax Structure
Level of Union Activity
Productivity of Workers
Cost of Labor
Availability of Skilled Labor
Access to Major Transportation
Networks
Community Receptivity
Cost of Living

Source:

72.1
68.3
66.6
61.0
60.0
60.0
55.1
55.0
53.3
53.3

Bob McKay. June 1984 Location of High-Technology
Industries in Texas: A Critical Assessment.
A us tin: Texas Economic Development Commission.

the weight of targeting tools should be reevaluated periodically. The next section
expands upon the targeting themes mentioned in the literature review while
reconciling researchers' views.
2.4 INDUSTRIAL TARGETING ISSUES
Popularity of economic development strategies, such as industrial targeting,
has increased as communities have confronted recent periods of economic distress
(e.g., closing and relocation of plants). One strategy used by communities in their
local economic development efforts involves targeting industries that are relatively
large, fast growing, and compatible with local resources and attempting to attract
or develop those industries within the community (Thompson, 1985, p. 12).
This strategy may appear sound, but actually demonstrates strategists' naivete
concerning targeting in two ways. First, there is no guarantee that industrial
targeting will secure jobs, provide economic stability, or enhance the economic
vitality of an area. In fact, policymakers may unwittingly participate in what has
been termed the "second war between the states," spurred by fear of constituent
reprisal, even though for the most part "the marketplace will determine the most
efficient location for firms" (Rubin, 1985, p. 334). Although there is nothing
inherently wrong with increasing competition between states, unnecessary
antagonism should be avoided. Moreover, recent studies have shown that a large
percentage of job growth--a primary objective of targeting--is mainly attributable to
growth of existing small firms.
9

Second~

unrealistic targeting expectations aside~ strategists often embrace
misconceptions about how to attract industries. All localities want to attract the
same type of firms, those that ''employ only high-wage workers. employ some form
of high technology, and do not pollute or consume large quantities of scarce
resources" (Beaumont, 1985, p. 327). However, not all localities can successfully
compete for these firms. According to David Birch~ a leading authority on job
creation, there are only about 25 metropolitan areas that can look forward to
attracting this type of firm in the 1990s.
The avid interest states and localities have developed for targeting seems
inconsistent with the uncertainty about the results or process of targeting. Texas
serves as an example of how a state and its localities pursue various and
uncoordinated targeting strategies. In Texas, the state engages in few explicit
targeting efforts. Instead, localities, especially private entities like chambers of
commerce, are responsible for forming strategies that will lure targeted regional,
national, and international firms.
The major thrust of this paper is to discover the actual results and process of
targeting, as well as explain how Texas and its localities implement targeting.
Finally, a plan for devising an industrial targeting strategy will be presented.
Before this can occur, however, terms used throughout this paper must be defined.

Defining Targeting
Targeting is used in this paper to mean industrial targeting. This use is not
without its problems since targeting may refer to many economic development
strategies, the more common of which are described below.
Early industrial targeting consisted of an economic development strategy in
which a public or private entity attempted to convince firms within particular
industries to locate within its area. In a narrow sense, industrial targeting is the
first of four tasks that comprise economic development: recruitment, retention,
expansion, and nurturing small business (Domin us, 1986, p. 3). That is, targeting is
concerned with recruiting particular industries. In a broader sense, targeting is a
process--one that involves developing a strategic plan, assessing strengths and
weaknesses of the community, and researching industrial locations strategies.
The first step in the targeting process, forming a strategic plan, presents the
most problems for strategists. A strategic plan is "a process wherein key actors
agree on a limited number of goals based on a careful analysis of the wide range of
strengths and weaknesses in the organization's internal and external environment"
(Mier et al., 1986, p. 300).
One of the problems inherent in developing a strategic plan for states and, to
a lesser extent, for localities is the difficulty in identifying key actors. Should these
roles be reserved exclusively for elected officials, such as the governor or mayor and
his economic development staff (if he has one), or should citizens be allowed
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representatives? Should these citizens represent solely business interests, or should
academicians and public interest groups be permitted representation as well? Once
this question is resolved, the key actors must agree on a number of goals for the
state.
Deciding who will do the targeting and what to target is a problem shared by
all targeting programs. In particular one can target resources to a region,
industries, or individuals. The first, regional targeting, is aimed at developing
specific geographic regions. Examples of federal programs that serve distressed
areas are the Appalachian Regional Development Program, the Farmers Home
Administration, and Community Development Block Grants.
The form of targeting that results in government subsidies to particular
industries is government assistance targeting, often described as "picking winners
and losers." Critics of targeting selected industries claim the government should let
market forces decide which industries succeed; advocates argue that targeting is
necessary because the market fails to innovate quickly. In addition, it is difficult
to convince distressed and declining communities that the market should be allowed
to run its course. The debate on this issue has not been resolved, but some states
and localities have their own, less controversial version of government assistance-technical assistance programs, which provide assistance for new and small businesses
that might expand.
The last type of targeting applies to workers, since an important location
decision factor is whether a community has a skilled work force. Testifying before
a Senate subcommittee, Delaware Governor du Pont had these ominous words
supporting job training:
Some estimates indicate that as many as 20 million Americans will need to
be entirely retrained in the next 10 years as their current skills become
obsolete. The American Society of Engineers estimates that by 1990 more
than half of the workforce on the industrial plant floor will be white collar
technicians who are there to maintain the computer and robot systems
that are maunfac- turing our durable products (Academy for State and
Local Government, 1984, p. 7)
The reemphasis on quality elementary and secondary education is one attempt to
provide employers a labor force with basic skills. Furthermore, states and localities
use job training programs to equip workers with the specific skills demanded by
expanding or relocating firms (Beaumont, 1985, p. 328}.
Though there are various forms of targeting, it is important to keep in mind
that this paper studies only industrial targeting. Targeting themes prominent in
existing literature center around questions concerning why, what, when, and how to
target. These questions often receive different answers from different researchers, as
described in the following literature review.
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Targeting Themes
Although the study of industrial targeting involves many issues, three are
particularly important for this study. One, raised earlier, is what are the
advantages and disadvantages of targeting? The Chicago case study presents a
number of problems that can arise when targeting. A second issue deals with
common misconceptions about what attracts industries. A unique strategy,
composed of various location-decision factors, is needed for high-tech, services, and
manufacturing industries. Michigan's case study demonstrates how an area can
become more competitive by improving upon its location decision factors. The
third issue discusses the formation of a state targeting strategy, illustrated by
Rhode Island's experience. Although the case study is one of failure, Texas may
gain valuable lessons for success.

Targeting Results
Many communities are losing jobs, and targeting is viewed as a means to
regain them. For those who doubt the severity of the problem, Birch has some
interesting statistics:
Every locality loses from 8% to 10% of its jobs each year, with
surprisingly little change in the rate through boom times and recessions.
Thus, to stay even, every locality must replace about half of its job base
every five years (Breckenfeld, 1987, p. 53).
Is targeting the answer? Recent studies have shown that a large percentage of job
growth is attributable to growth of existing, usually small, firms. In other words,
attracting nonlocal firms through targeting may result in job growth, but the
amount of growth may be well below that anticipated. Communities that decide to
target should do so with realistic expectations. Believing that targeting will solve a
community's economic problems will probably result in disappointment.
A community that wishes to consider targeting and acknowledges targeting's
limitations will want to weigh targeting's advantages and disadvantages. At issue
are the effects of a successful targeting campaign: job creation and growth. On the
up side, a community benefits from growth in jobs and population because land
values, retail sales, and service businesses increase as the economy expands
(Beaumont, 1985, p. 327). On the down side, a community may reach a growth
peak at which point it cannot afford to attract more firms. Rubin and Zorn
explain the peak effect with the following scenario:
By attracting the firm, the city may gain a reputation for economic
vitality, and thus experience ancillary growth beyond that which was
anticipated. The end result can be unman- ageable population density,
congested trans- portation networks, and strained public services. As this
occurs, tax burdens will rise and the quality of life will diminish leading
to ... population loss ... Thus, in the long run, no net gain for the community
may occur (Rubin, 1985, p. 334).
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Too much targeting, consequently, may be a dangerous thing. In the case cited
above targeting efforts were successful, but the effects of growth associated with
successful targeting were not taken into account. The repercussions of
unanticipated growth may undermine the community's targeting strategy. For
instance, Austin has pursued several high-tech industries successfully. However,
Austin's high quality of life, considered central to its recruitment strategy, is
perceived as being in jeopardy by residents, business leaders, and public officials.
As a result, the city has reviewed means of managing the ill effects associated with
growth (Farley and Glickman, 1986, p. 417).
In a very different case, the proliferation of targeting techniques among
various jurisdictions can reduce the effectiveness of targeting strategies in each.
For example, the South had such success with its targeting tools--industrial bonds,
tax concessions, and a willingness to commit to infrastructure--that other areas
started using the same techniques. "The result was that, while the number of
industrial development incentives increased, the differential among states and
communities was significantly reduced" (Beaumont, 1985, p. 328). 'Besides reducing
a community's attractiveness, strategy imitation may result in the use of scarce
resources "to pursue inferior strategies, incurring high opportunity costs" (Malizia,
1986~ p. 493).
What these two examples demonstrate is that a community's targeting
strategy must be unique to succeed and that plans must be made to accommodate
the growth stemming from successful targeting.
The city of Chicago offers an interesting example of how and why a city
accepts targeting. Another insight offered by the Chicago case study is that an
economic strategy can have serious political ramifications.
Chicago Works Together: A Case Study

When Harold Washington was elected mayor of Chicago in 1983, he promised
the creation of job opportunities and political reform. His constituents had
extremely high expectations, but Washington had very limited funds for his
programs. Unemployment during 1985 reached 9.6 percent in Chicago. Moreover,
Chicago's neighborhoods were poor, businesses were leaving the city, and there were
substantial losses in housing units (Mier et al., 1986).
Mayor Washington's plan for economic development, Chicago Works Together,
was devised through citizen in-put in goal-setting. Besides identifying five policy
goals, the plan committed the mayor to annual, numerical targets (e.g., 6,000
rehabilitated housing units, 10,000 jobs retained or created, and 12,000 persons
trained in job skills).
An important test of the plan came in the fall of 1984 when the mayor had
to decide between encouraging a developer's rehabilitation of Navy Pier (a 2/3-mile
projection into Lake Michigan, which would be rehabilitated to accommodate
13

400~000

square feet of retail and entertainment space and a 250-bed hotel) or
convincing U.S. Steel to build a new rail mill at the former South \Vorks (South
Works had · laid off 7,000 workers within the last six years). The :\avy Pier
project would result in an estimated 5,000 jobs and 100 business opportunities,
compared to the rail mill's proposed 2,000 workers.
The mayor decided to support r .S. Steel's proposal because of his
commitment to preserve the local steel industry and because he favored
manufacturing over retail jobs. Unfortunately, V .S. Steel canceled its rail mill
plans. Before the mayor could resume negotiations with the Navy Pier developer,
the city council directed that negotiations with the developer be closed.
\Vi th the help of two task forces, one on U.S. Steel and the other on the
Navy Pier, the mayor was successful in getting U.S. Steel to redevelop South
\Vorks. Navy Pier received recommendations to become an u_rban park with a
strong cultural and recreational orientation.
The lessons of Chicago are the same as for any community that 1s considering
targeting:
1. Do not encourage undue expectations. In the case of Mayor
Washington, his eagerness to please his constituents almost cost him
both the U.S. Steel and Navy Pier projects. Moreover, his political
enemies on the city council were quick to injure the mayor's credibility
as a bargainer.

2. Prioritize, with constituent support, those industries that will be
targeted. The mayor was able to decide to support ~ .S. Steel over the
Navy Pier project because he knew he preferred manufacturing over
retail jobs. However, it is unclear if this was a city decision. After all,
the Navy Pier project offered twice as many jobs as ('. .S. Steers rail
mill.
3. Identify the resources available for relocation or startup expenses. The
mayor felt he could only support one project, but later both projects
became realities. Key decisionmakers may also feel confined by a need
to regulate the number of firms recruited each year. For some the right
number
firms to target is the number the community can
accommodate without jeapordizing its quality of life.

of

Targeting Misconceptions
It is easy to understand the proliferation of misconceptions surrounding the
issue of targeting when one realizes that location decision factors have differing
weights in various industries. In other words, a factor--like a skilled work force-has a different value attached to it for every industry; some industries require a
skilled work force and others do not. This section discusses the :relative importance
(i.e., weight) attached to locational decision factors by the service and high-tech ·
industries, as well as providing a few general maxims for all industries.
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Two location decision factors for which there is some agreement as to their
role in attracting industries are taxes and amenities. In the literature review
section, Schmenner's view on taxes is contrasted with McKay's. Upon closer
examination of their work, their conclusions form less of a contrast. Schmenner
says that taxes do not play an important role in location decisions but admits that
taxes can "dissuade a corporation from siting a new plant somewhere" (Schmenner,
1982, pp. 45-56). McKay's evidence about the importance of taxes is drawn from
a survey that asks firms if the state tax structure is important. The survey,
however, fails to weigh the importance of one factor against others. A firm that
says taxes play a role in its location decisions is not admitting taxes play a
primary role (tables 1, 2, and 3). Thus, we can infer that taxes play some role in
location decisions, but not a critical one.
Another factor that receives much research attention is amenities. Amenities
can be described as environmental characteristics, local public goods and services,
and consumer agglomeration economies. Although the exact value for amenities
varies for each industry, it is consistently given a high value.
An interesting aspect of amenities is that they can substitute for wages.
When nominal and real wage differentials persisted for comparable workers across
regions despite adjusting for degree of unionization and industry mix, economist
Gerald Carlino set out to find out why. He learned that workers would accept
lower nominal wages if they received satisfaction (i.e., "psychic income") from the
increased level of amenities. Carlino found that:
These amenities differences from place to place tend to be reflected in both
land values and nominal wages .... In high-amenity areas, nominal wages are
relatively low and rents are relatively high .... Because rents are an
important component of the cost-of-living index, real wages are lower
(Carlino, 1986, p. 23).
Taxes and amenities are not frequently addressed in research concerning the service
sector. Most of the research concerning services focuses on defining services and
determining if the service industry adds to a community's economy. Some
communities are hesitant about targeting the service sector, because they think that
would result in an overall decline in wages.
The service sector deserves consideration since it accounts for 24 percent of all
U.S. employment, the largest percentage of any other industry group. Yet, there
are those who claim that the service sector provides low-wage jobs with few
advancement opportunities and that it profits from the economy rather than
contributing to it (Browne, 1986, p. 20).
Part of the problem in discussing the service sector is that considerable
confusion surrounds the nature of services. Generalizations about the service sector
are difficult to make because it consists of industries as diverse as business,
automotive, health, and educational services (table 4). Stanback et al. (1981)
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includes the same industries in the service sector but further groups the services by
institutional setting--private, public~ and nonprofit. This system of classification
provides the following service groups: distributive, retail, nonprofit, producer, mainly
consumer~ and government services. However, there has been a tendency, especially
by the media, "to think of services as a more or less homogeneous group of
activities" (Stanback et al.~ 1981~ p. 2). The resulting aggregation of service
industries obscures differences in industry rates of expansion and manner of
utilizing capital and human resources (Stanback et al., 1981, p. 3).
A number of facts concerning the service sector are relevant to a targeting
discussion. In the service, sector part-time employment is more prevalent than in
other sectors, women make up a substantial part of the workforce, and formal
education appears a prerequisite to high wages (Browne, 1986, p. 23). In fact,
average earnings in services are about 3 percent lower than all other industries and
8 percent lower than manufacturing; however, this is due to the fact that women
(which make up a larger portion of the service vis-a-vis manufacturing workforce)
earn less than men in all industries.
Service sector growth, however, appears compatible with prosperity because
"the expansion of services supports and is supported by growth in other sectors"
(Browne, 1986, pp. 26-30). This revelation redefines the service sector's relationship
to the economy as symbiotic (mutually beneficial relationship), instead of parasitic.
Finally, while some persons give up wages for amenities, service workers in various
fields (e.g., social, teaching, and religious) derive nonmonetary returns for their
work (Browne, 1986, p. 24).
For those communities that are not convinced that attracting the service
industry can result in profit, the high-tech industry may serve them better. The
high-tech targeting approach, however, is markedly different from more traditional
industries such as manufacturing.
As Birch describes it,
Back then [1950s-1970s] manufacturers were the big generators of jobs, and
they prized low-cost labor, transportation, and raw materials. Friendly
local governments ... often dangled such lures as cheap or even free land,
access roads, and subsidized capital via tax-exempt bonds ... (Breckenfeld,
1987' p. 52).
These same targeting strategies do not work with the high-innovation enterprises;
these companies want highly educated employees and an appealing locale.
Markusen's research supports Birch's theories. She found that amenities, such
as a mild climate and excellent educational choices, are significantly related to hightech activity. An earlier disagreement over this point arose in the literature
review. McKay argues that "the quality of life and proximity to academic
institutions may be less important to the location of high-technology industry m
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Table 4.

U.S. Services Industry Wage & Salary Employment, 1984
Share of Services
Employment
{OOO's)

Total Employment
Services Employment
Health Services
Business Services
Private Households
Membership Organizations
Educational Services
(Private)
Hotel and Other
Lodging Places
Miscellaneous
Social Services
Personal Services
Amusement and Recreation
Automotive Repair
Legal Services
Miscellaneous Repair
Motion Pictures
Source:

(%)

103,241
22,871

100.0

6,253
4,150
1,664
1,554

27.3
18.l
7.3
6.8

1,429

6.2

1,337
1,283
1,235
1,094
857
744
718
332
221

5.8
5.6
5.4
4.8
3.7
3.3
3.1
1.5
1.0

Lynn E. Browne. July/ August 1986. "Taking In
Each Other's Laundry--The Service Economy."
New England Economic Review. p.22
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Texas" (McKay, 1984, pp. 16-17). Upon closer examination, this is not a real
point of contention because McKay is merely distinguishing between manufacturing
and research and development (R&D) firms. Thus, he hypothesizes that early
high-tech firms in Texas were primarily manufacturing plants (versus R&D), and
these were probably more concerned with cost factors.
Markusen also found that good access to interstate highways and to a hub
airport and defense spending per capita are significantly related to high-tech job
incidence and activity. Markusen disagrees with Birch on the importance of
university-based research and development expenditures to high-tech activity. While
admitting that strong university ties have in some cases led to high-tech centers,
Markusen posits that these are exceptions, not the rule (Markusen, 1986, pp. 5-6).
At least two researchers note that a R&D-based economic development strategy
should only be attempted by communities that "possess highly regarded university
research facilities that are specialized in science and engineering" (Farley and
Glickman, 1986, p. 414).
Finally, Mar.kusen discovered a negative relationship with minority presence
and high-tech activity. This bias against communities with large minority
populations and for communities with large defense contracts, "is relatively bad
news for older manufacturing cities. Their agglomoration economies are less apt to
weigh in their favor now, while their relatively smaller shares of the defense dollar
and larger black populations do not match the profile of recent high-tech winners"
(Markusen, 1986, p. 6).
Michigan is one such state that does not match the high-tech winner profile.
Hard hit by the decline of U.S. manufacturing, Michigan has focused on a location
decision factor that it can improve. The following is a case study about the
rebuilding of Michigan's infrastructure.

Michigan:

A Case Study

When Governor James Blanchard took office in 1983, Michigan was in the
midst of a crisis. Old, obsolete, and in need of repair, Michigan's infrastructure
.was both an eyesore and a hazard (Bartsch, 1985; 1986).
The governor realized that sound infrastructure is a "necessary and vital
foundation for keeping Michigan jobs, promoting new economic development, and
maintaining the state's high quality of life," and he instructed the Michigan
Infrastructure Coalition to investigate an infrastructure strategy. The coalition
responded by creating the Public Investment Coordination Task Force. Together,
they drafted an action plan for the state consisting of 1) a database monitering all
capital projects underway, 2) a future needs inventory, 3) a long-term budget
prioritization, 4) a financial options assessment, and 5) a simulation of potential
annual budgets.
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The data base has become a reality and represents a unique ability to show
taxpayers their contributions to infrastructure improvements. A needs survey to
measure the magnitude of the problem and list resources available to address the
problem has been initiated. Financing options have increased to include the use of
private capital.
Infrastructure can be used to attract specific industries. For example, to
recruit research centers a community needs to provide appropriate sites and
structures and excellent transportation facilities. With steps underway to upgrade
the state's infrastructure, government officials turned to a two-point plan designed
to further encourage firms to relocate or expand in Michigan.
The first step was to create a state-managed venture capital program. With
over $450 million from state pension funds, the venture capital program invests in
businesses that demonstrate a strong potential for growth, profitability, and equity
appreciation. The second step led to the creation of state-sponsored centers for
excellence. The goal of these centers is to speed technological innovation by direct
public investment in university programs with possible commercial application.
Michigan is a traditional manufacturing state that has begun to invest in the
high-tech game just recently. This late entry may be because "new
entrepreneurship gets crowded out by a business establishment, a political structure
and a labor market oriented towards existing industries" (Markusen, 1986, p. 4).
As one of the states hardest hit by recessions and economic changes, Michigan can
no _longer depend solely on manufacturing industries. Michigan's large, black
underclass and lack of amenities are minuses in recruiting high-tech firms.
Infrastructure renovations are a visible investment that may indirectly improve the
last-place ranking Michigan received in at least one survey (table 5 and table 6).
Perhaps even more important is the fact that Michigan continues to believe and
invest in itself. This faith is demonstrated by the fact that 92 percent of
Michigan's 1985 venture capital funds were invested within the state (Bartsch, 1986,
p. 9).

Coordinating Targeting
Texas's industrial targeting is uncoordinated, occurs primarily at the local
level, and is mostly a private-sector task. At various times in Texas, the Texas
Economic Development Commission (TEDC), the Governor's Economic Development
Office, and the Texas Department of Community Affairs have developed economic
development strategies that included targeting. Each effort has been independent of
the rest.
State development agencies, however, are not the only ones forming targeting
strategies. At the local level the actions of local chambers of commerce in
particular, as well as those of banks and public utilities, have been geared to
influence firms' location decisions (Eichner, 1970, p. 38.).
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Table 5.
State

Business Climates State Rankings and Scores

National Rank
1982
1983

Florida
Sou th Dakota
North Dakota
Nebraska
Arizona
Texas
Illinois
Rhode Island
Michigan
Source:

1
2
3
4

5
6
44
45
48

1
14
4
8
7
2
42
47
48

National Score
1983
1982

79.4
76.5
74.0
71.1
70.8
68.8
29.3
26.3
11.8

84.6
84.6
68.3
64.8
65.7
75.7
31.7
20.9
16.2

Alexander Grant & Company. 1984. The
Fifth Study of General Manufacturing Business
Climates of the 48 Contiguous States of America.
Chicago.

The Rhode Island Greenhouse Compact was that state's attempt to develop a
state strategy, targeting the robotics, drug research, and geriatric markets. The
unhappy end to this story may allow Texas a happy one.

Rhode Island Lessons:

A Case Study

In June 1984 Rhode Island voters rejected a $750 million comprehensive
economic development plan called the Greenhouse Compact by a four-to-one
margin. The plan would have created 60,000 new, high-paying jobs by 1990 by
creating research greenhouses: nonprofit centers designed to turn basic research into
marketable products and to offer business development and marketing services(Silver
and Burton, 1986).
Rhode Island voters, who have the nation's third lowest factory wages,
rejected the plan because they believed its distribution costs and benefits would not
be equitable (Silver and Burton, 1986, p. 277). Since they did not know how the
plan would be implemented or who the beneficiaries of the plan would be, voters
felt justified in cancelling the state's plans. Furthermore, the voters were presented
the "social compact" as a unified plan, not subject to modifications. The voters
turned down a $250 million package that included job training grants to companies,
day care, study programs, and a venture capital fund.
Rhode Island's experience could have been avoided. The first problem was
that the Strategic Development Commission, which helped author the Greenhouse
Compact, was composed of special interest groups: labor, business, and
environmental groups. The general public was never invited to participate, nor
were they permitted to make suggestions once the plan was near completion. A
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primary reason the plan was voted down was that the public did not understand
or trust the intentions of the state.
While Rhode Island and Texas are certainly dissimilar in size and economic
both states have a diversity of economic and political actors, which
makes it difficult to adopt a statewide industrial policy. Consequently, economists
Farley and Glickman caution Texas against adopting one. They cite Texas's
remaining economic ties to the oil and gas industry as obstacles to the desired
R&D-based economy. An additional barrier is labor since '~few Texas cities ... have
the intellectual infrastructure required for the transition to an R&D-based economy"
(Farley and Glickman, 1986, p. 414).

structure~

In a state as large, diverse, and competitive as Texas, letting localities battle
it out may be the politically expedient thing to do. For those states or localities
that wish to develop successful targeting strategies, the following section may prove
instructive.
2.5 FORMULATING AN INDUSTRIAL TARGETING STRATEGY
The problem with developing an industrial targeting strategy is not lack of
information on how to go about it, but rather that there are too many alternatives.
A community or state that does not want to be troubled with the details of an
economic base study can find a number of consulting firms willing to tackle the
problem. Whether the targeting strategy is developed by city planners or private
consultants, the community must guard against unrealistic directives, such as trying
to become a high-tech haven, or unimaginative recommendations, such as investing
more money in the community's traditional industries.

er

A compromise can be reached by having the community form a task force
that involves all types of community representatives. The group would begin by
identifying the major problems and promises of the community. In essence, this
group charts a strategic plan.

Developing a Strategic Plan
A strategic plan, as defined in an earlier section, is a process in which key
actors, with the input of community members, agree on a limited number of goals
for their community. General goals of a strategic plan include 1) formulating
strategies after completing a careful analysis of the community's economy, 2)
applying appropriate theory to understand emerging trends, 3) defining economic
development explicitly, and 4) proposing relevant problems to be addressed
(Malizia, 1986, p. 493).
The strategic planning process consists of four phases, some of which may
benefit from a management consultant's advice (Competitive Advantage, 1984).
The first phase is an economic audit. During this phase the group describes the
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economic environment, catalogues community resources. and acknowledges barriers
to local development. The second phase~ strategy development, culminates in the
selection of specific developmental activities based on the results of the economic
audit. In the third phase, program implementation, the group initiates a set of
specific investments designed to strengthen the local economy. In the fourth and
final phase. outcome assessment, the group reflects on victories and failures of the
chosen strategy and modifies plans (Competitive Advantage, 1984, p. 2).
The first and second phases of a strategic plan are crucial, since the success
of the remaining two phases is dependent on the validity of the the two earlier
assessments. The next two sections focus on some specific ways to tackle the first
two phases.
Assessing Strengths and W esknesses of the Community
A community's strengths and weaknesses can be assessed through a
community business locational profile.
This profile describes the characteristics of the product [i.e., the
community] that are potentially of interest to prospective buyers-- access to
markets, ... access to affordable, reliable and productive labor, access to
affordable capital~ access to suitable and affordable land and/or buildings,
adequacy of infrastructure, ... governmental impacts of the cost of doing
business and quality of life factors (Boyle, 1986, p. 18).
New York state contracted with the Batelle-Columbus consulting firm to help
develop a strategy for the development of high-tech activities (Batelle-Columbus,
1982).
Batelle conducted comprehensive interviews across the state to identify the
comparative strengths and weaknesses of New York state. New York's "excellent"
quality of life and higher educational institutions, "good" government cooperation
and regulation, and "poor" tax ratings were among the conclusions drawn from the
interviews (Batelle-Columbus, 1982, pp. V-11 to V-27). To take advantage of this
information, Batelle recommended that "concerted programs should be initiated to
adequately describe the advantages of a New York location, with specific projects
undertaken to assist in re-dressing the economic comparative disadvantages"
(Batelle-Columbus, 1982, p. V-27).
An important caveat concerning a community's
masked. A community should be portrayed honestly
developer interested in a community will compile his
against the community~s. A number of discrepancies
profiles will create mistrust.
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weaknesses is that they not be
since a firm, plant, or
own facts and compare them
between the two community

Identifying Targeted Industries
Another aspect of the community profile is to determine those industries that
best match the needs of the industry with the benefits the community offers. One
way of doing this is to perform an economic base study, which includes two
important analyses: shift-share analysis, as described by Kahley, which isolates and
identifies the sources of local employment changes occurring relative to those
occurring nationally; and input-output analysis. Shift-share analysis is divided into
three components of information: 1) reference area composition, which identifies
employment changes that would have occurred if the local area had received its
proportionate share of overall national economic growth; 2) industrial mix
component, which demonstrates the community's distribution of fast-and slowgrowing industries vis-a-vis the national industrial growth mix; and 3) local share
effect, which accounts for changes in a locality's competitive position in a specific
industry (Kahley, 1986, p. 6). This method allows a community to determine its
comparative advantage in particular industries and thus develop a strategy in which
a community only targets those industries for which it has a comparative
advantage.
Input-output analysis differs from shift-share analysis in that it is based on
very specific information concerning the total output of firms. Input-output data
are displayed in a checkerboard table and are often the result of detailed interviews
with firms concerning what products they bought and sold. The table data,
described as a census of economic activity, are useful because they identify
imbalances in input and output of resources (Isard 1975, pp. 16-26) and can
identify "niches" upon which an important substitution strategy can be developed.
A second method, a weighting scheme such as the one performed by
Alexander Grant & Company (table 6), allows a community to determine its
ranking (regional, national, or otherwise) by weighting factors important to the
industry it wishes to attract (The 5th Study of General Manufacturing Business
Climates, 1984).
The weighting method requires sensitivity analysis because the weights are
determined through industry surveys. A 100 percent response rate aside, survey
results have a margin of error associated with them. Sensitivity analysis provides a
hint as to the validity of the survey and, thus, ranking.
When New York asked Batelle to identify those high-tech industries most
desirable or feasible for New York state, Batelle took a multitiered screening
approach to the problem. Various combinations of factors (e.g. productivity level,
capital investment, share of professional/technical workers) with different weightings
were used to screen numerous high-tech industries. To fine-tune screening, criteria
such as long-term growth, changes in New York state, R&D expenditures,
comparisons of growth with existing economic structure, and income were added.
The final step, which yielded 52 high-tech industries, took into consideration trends
such as energy, market size, wage rates, and potential industry linkages. Especially
important in identifying the most desirable and feasible high-tech industries for
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Table 6.

Measurement Factors and 1983 Weightings

Weight
(%)

Factor

Taxes
Change in Taxes
Expenditure Growth v.
Revenue Growth
Debt
Welfare Expenditure
Unemployment Compensation
(UC) Benefits
UC Net \Vorth
Maximum Worker's Compensation
Insurance Payment
Maximum Worker's Compensation
Levels
Wages
Change in Wages
Unionization
Change in Unionization
V oc-ed Enrollment
H.S. Educated Adults
Manhours Lost
Value Added
Hours Worked
Energy Costs
Environmental Control
Population Density
Population Change
Source:

8.12
6.69
6.66
6.61
5.41
5.01
4.78
4.67
4.59
4.53
4.26
4.21
4.18
4 .09
3.91
3 .89
3.89
3.74
3.13
3.01
2.45
2.17

Alexander Grant & Company. April 1984. The Fifth
Study of General Manufacturing Business Climates of the
48 Contiguous States of America. Washington, D.C.

24

New York were these industries' attraction and retention potential (BatelleColumbus, 1982, pp. Il-10 to 11-21).
2.6 CONCLUSIONS

This paper has dealt exclusively with strategies for targeting domestic firms.
With localities developing international development strategies, a targeting study
cannot be complete without addressing this new phenomenon. Of interest would be
the differences in domestic and international targeting strategies, the returns on
international targeting, and the particular strategies used to attract foreign
industries.
Instead, this paper assessed the value of domestic industrial targeting
strategies, explored the various ways communities conduct targeting, and outlined a
targeting strategy. For example, it was determined that even successful targeting
has advantages and disadvantages. It can revitalize a declining economy by
stimulating economic and population growth or, through unharnessed growth, can
place undue stress on city services (e.g., water treatment plants and public school
system), while causing an increase in the price of property and a decrease in
amenities. Long-time residents are especially ill-affected because the increased value
of their property translates into higher property taxes, yet residents do not
.
. .
.
.
experience an accompanying mcrease m services.
It was determined that industrial targets should be chosen through a task
force that includes as many community representatives as possible. This group
should be charged with forming a strategic plan that assesses the strengths and
weaknesses of the community honestly. The community's comparative advantage
and business climate rank can be determined by conducting an economic base study
or by applying a weighting scheme. The results will help match the community
with industries most likely to consider that area for relocation or expansion
purposes.

Not every community can attract large, pollution-free, high-wage paying
industries, but ea.ch community has a responsibility to attract as many diverse
industries as its community wishes to accommodate. After all, successful targeting
is not defined by the quantity of industries recruited by the community but by the
quality that they add.
In developing a targeting strategy, some communities may choose to hire a
consulting firm to design an economic development strategy. In many ways, the
Batelle report summarizes my findings. First, it suggests that the community learn
about national, regional, and state growth trends. Second, projected growth
statistics compared to current growth trends help identify high-growth industries.
Third, identified industries are screened for growth potential, markets and supplies,
R&D trends, operational feasibility, and special factors such as reverse investment
and export potential.
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An overall goal of this paper has been to determine if Texas should develop a
statewide industrial targeting strategy. Since Texas appears to have fared well in
the "second war between the states," there has not been an impetus to form a
coordinated state strategy. As Farley and Glickman predict, "the transition of the
state economy from resource extraction and processing to research and development
and high-tech industries probably will be gradual" (Farley and Glickman, 1986, p.
414). Once Texas's transition is completed, a state targeting policy may become
feasible and desirable. At least, if that day comes for Texas, it has the hard-earned
lessons of several other states to carry it through.
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Chapter 3

LINKAGES AND FOREIGN DIRECT INVESTMENT
IN TEXAS MANUFACTURING
Michael F. Crowley
3.1 INTRODUCTION

Foreign direct investment in the U.S. has heated up over the last several
years. Since 1970, the nominal value of such investment has increased from $13.3
billion to $209.3 billion in 1986--at an average annual compounded growth rate of
17 .6 percent. Until the 1970's, foreign direct investment in the U.S. had been
dwarfed by U.S. investment in other countries. While U.S. outward bound
investment was $75.5 billion in 1970 and had grown to $259.9 billion by 1986, it
only increased at a rate of 7.5 percent on an annual compounded basis (U.S.
Dept. of Commerce, August 1984, pp. 54 & 65; Wall Street Journal, June 25, 1987,
p. 18). Measured in employment, about half of the foreign direct investment in
the U.S. has occurred in the manufacturing sector (Bureau of Economic Analysis,
October 1986, p. 44). This growth in foreign direct investment in U.S.
manufacturing is regarded as especially significant for a number of reasons,
including the following:
1. the domestic manufacturing industry has traditionally been regarded as a

source of high-wage employment,
2. domestic manufacturing is in a state of both relative and · absolute
employment decline, and
3. many foreign investors--especially the J apanese--are thought to be
introducing new technologies and production techniques.
All of these factors have fed the notion that local economies can benefit from
the introduction of foreign firms.
In 1975, one estimate put the number of foreign-owned manufacturing plants
at 1,211 (Arpan and Ricks, 1975, p. xvii). By 1985, an updated survey found
5,649 such establishments (Arpan and Ricks, 1985, p. xx). \Vhile such survey
estimates showed that foreign-owned plants more than quadrupled over a ten-year
period, other data show that employment attributable to such firms more than
doubled between 1974 and 1983 (Coleman, 1985, tables 7 & 8). Much of this, no
doubt; represented new employment--as distinct from increased employment through
acquisitions of existing businesses--although the exact amount remains undetermined.
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Growth in foreign investment has been matched by a surging competition
between cities, states, and regions, each vying for a larger share of new foreignowned plants and businesses (Makino, 1984; Gordon, 1980; U.S. General Accounting
Office, June 3, 1980). The competition has pitted community against community
and state against state in a battle in which the weapons are often costly tax
reductions and expensive subsidies offered in the hope of luring new industrial
activity and new jobs. Few estimates of the costs and extent of such activities are
available. However, they are acknowledged to be considerable and widespread.
For example, the subsidies offered for the construction of a Volkswagen assembly
plant in Pennsylvania in 1978 amounted to 20 percent of the total capital outlay
for the project and a subsidy of about $4,103 per job (U.S. General Accounting
Office, June 3, 1980, p. 42). The $86 million Indiana recently offered in incentives
to obtain a Japanese auto assembly plant amounted to about $50,588 spent for
each job directly created (Wilkerson, February 2, 1987, p. E4). Kentucky offered a
$125 million incentive package to lure a Toyota assembly plant. Such incentive
schemes are becoming legion.
This competition is a fairly recent phenomenon. Only ten states had
committed funds to attracting foreign investment before 1969. By 1980, all but
three states were funding activities for attracting foreign investors--and they were
doing so to the tune of about $8.5 million dollars (Kline, 1983, pp. 57-58). A 1985
survey showed that just 17 states had spent more than $6.3 million (Mick,
forthcoming). These figures may well signify that such expenditures are increasing
dramatically. Few would doubt it. In fact, of the 14 states reporting expenditures
in both 1980 and 1985, spending increased over the period by $2.1 million, or 58.6
percent.
Cities are also mounting major programs to attract foreign direct investment.
Atlanta, Miami, New Orleans, Seattle, and San Antonio are among the cities that
have sent missions abroad. Some cities have even set up international development
offices and overseas offices to facilitate investment and trade. In 1980, 28 states
were represented in Europe "by state offices, regional commissions, port authority
offices or consultants" and another 22 had offices or representation in Japan (Kline,
1983, p. 60). Today, there are 42 state and port authority offices in Japan alone,
and four more states plan to set up offices soon (Kyle, 1986, p. 30).
3.2 LINKAGES AND FOREIGN DIRECT INVESTMENT

With all the attention given to attracting foreign investors in recent years, it
is a wonder that so little attention has been given to evaluating the impact of
foreign investors on the local economy. Similarly, little research has been done to
suggest whether the expenditure of public funds for attracting these firms is
worthwhile. An important question involves whether the behavior of foreign-owned
firms is similar to that of domestic-owned firms. Do they integrate their
production into the local economy in the same way domestic firms do, generating
similar local multipliers based on the expansion of local purchases and sales of
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output? Or do they tend to, as is often suspected, import more of their
manufacturing inputs, selling more finished goods--reducing the amount of
processing activity, value-added output, and employment generation?
These relationships are often specified in terms of "linkages," a concept
derived from Leontief input-output modeling. Linkages refer to the notion of
interdependence among industrial sectors of the economy. In the input-output
model of the economy, changes in production or output in one industry influence
demand or inputs in another industry or sector of the economy. Forward linkages
refer to the economic activity that occurs in one or a number of industries as a
result of the purchases of the output from another. Backward linkages are simply
the same relationships in the converse--economic activity that occurs m one
industry as a result of its output being purchased by others. 1
If the linkages for foreign-owned firms are similar to those for domestic-owned
firms, we would expect that the basic multiplier effects of a foreign investment
would be the same as those of a domestic investment. If the linkages are different,
the resulting multipliers will be either stronger or weaker in terms of their capacity
to increase employment and output in the local economy.
This paper will confine itself to investigating the first-order material linkages
generated by foreign direct investments. 2 As such, there are two concerns. First,
we wish to assess the magnitude of geographic linkages generated by foreign
manufacturing investments to find out how well they are integrated into the local
economy. Second, we wish to compare these linkages with those generated by
domestic-owned firms and to test for significant differences. In other words, do
foreign-owned firms behave differently than domestic-owned firms?
By limiting the analysis to first-order material linkages, the resulting analysis
is at best incomplete. For instance, one is unable to say whether foreign-owned
firms hire more workers than domestic firms, an important backward linkage,.3
Also, it is impossible to assess the net impact to the local economy of production
generated beyond the initial point of sale of firm outputs {first-order forward
linkages) or production supported beyond the initial point of input purchases {firstorder backward linkages). In other words, most of the input-output "chain" or
"webb" is left unexamined. Even so, the question of first-order linkages is a good

1This discussion of "linkages" derives from Hirschman, Albert 0. The Strategy of Economic
Development. New Haven, Conn.: Yale University Press, 1964.

2There are other ways of assessing the worthiness of foreign investments (i.e., a full input-output
analysis considering first-order to nth-order material and nonmaterial linkages or a cost-benefit
analysis).
3 This problem derives from the sample source and concern that large foreign-owned firms were
better represented than smaller ones.
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place to begin this type of analysis, given the difficulties of obtaining this kind of
data.
3.3 LITERATURE AND PREVIOUS RESEARCH

It has been suggested that foreign-owned plants have fewer backward and
forward ties to the local economy than do domestically owned plants. Scott (1983,
p. 15) says that "domestic ownership seems to be associated with local linkage, and
foreign ownership with non-local linkage." However, the studies on which the
contention is based all have dealt with foreign-owned firms in other countries--not
the U.S. Also, as Scott observes, the evidence is mixed. Some studies have
supported the idea; others have not.
Much of the other related literature deals with the import/ export propensities
of multinational corporations (MN Cs) and not specifically with the operations of
foreign-owned firms in the U.S. (Hood and Young, 1979; and Newfarmer, 1983.)
However, some ideas may be generalized from this literature. First, the more a
firm relies on imports of components for assembly or other inputs, the smaller is
thought to be its "linkage with the local economy". It supports fewer local supplyoriented firms and jobs than does a firm that makes more purchases locally.
Because of this lack of economic integration, its contribution to local economic
development is smaller. Second, the more export-oriented a firm is, the greater is
the economic return to the local economy, to the extent that new jobs are created
and returns are remitted locally .4 Third, if a firm is substantially import-oriented,
while significantly less export-oriented, then the establishment may be engaging in a
practice known as import-substitution. When import-substitution takes place, firms
are primarily in the business of selling imported goods or marginally transformed
import goods in the local economy.
One authority on multinational corporations, Newfarmer (1983, pp. 179-180),
suggests than subsidiaries of foreign-owned firms may have a higher propensity to
import than domestic firms, even among firms in the same industry. There are
many reasons for this behavior. Local inputs may be risky in terms of availability
and quality. Foreign parent firms profit on exports to captive subsidiaries; transfer
pricing may aid this strategy. Costs may be different for foreign producers owing
to the economies of scale afforded vertically integrated firms. Wilkins (1979, p.
124) suggests that while any propensity to import goods from abroad on the part
of foreign-owned firms may have negative balance-of-payments effects, this fact
yields no specific consequences for states. She also comments (1982, p.45):

4This idea primarily derives from the "export base model" of economic development--the notion
that "the economic growth of a region ... depends upon exogenous demand," or "whether a region
grows or declines and" its rate of growth are "determined by how it performs as an exporter to the
rest of the world" (Bendavid-Val, 1983 p. 81).
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It has been suggested that foreign investment may have a smaller
multiplier effect than domestic. . . investment, because of foreign
investors' trade. . . practices. . . . Compared with domestic investors,
foreign investors seem more apt to export and to have a keener perception
of foreign market potentials. . . . There is no evidence that foreign
inv~stors in manufacturing in Florida import more than their domestic
counterparts.
On the other hand, Hein and LaMattina (1976, p. 3) argue that "foreignowned manufacturing firms in the United States, as a group, are not export
oriented, but concentrate heavily on the U.S. market." They also say that
"foreign-owned firms . . . obtain their supplies predominantly on the domestic
market, i.e., from other U .S.-based firms."
With respect to North Carolina, Behrman (1982, p. 147), argues that foreignowned firms are likely to be more export-oriented than locally owned firms, but
cites the absence of data needed to verify this differential. Using gross output
multipliers from an input/output model for South Carolina and knowledge of the
sectoral distribution of foreign direct investment in the state, Arpan (1982, pp.
181-182), has tried to find out if foreign firms are concentrated in high multiplier
industries. His results have generally been inconclusive.
Data collected by the U.S. Department of Commerce's Bureau of Economic
Analysis (BEA), also shed some light on the question of import/export propensities
of foreign vs. domestic-owned U.S. firms (Bureau of Economic Analysis (BEA),
1986; U.S. Bureau of the Census, 1986; BEA, 1986, pp. 65-66.). For instance, the
BEA reports that foreign-owned firms imported $36,985 dollars of merchandise (raw
materials, components, and other goods) per worker in 1984, while the equivalent
figure for domestic-owned firms was only $2,240. These figures are for all
industries. For manufacturing, foreign-owned firms imported $16,674 per employee;
unfortunately, it was not possible to obtain an estimate for imports of domestic
manufacturers. Nonetheless, these data suggest a high import propensity for
foreign-owned firms. In the case of exports, I found that foreign-owned firms
exported $20,750 per worker in 1984, while U.S.-owned firms exported only $1,548
per employee. However, the difference between the export propensities of foreignowned and domestic manufacturers was not nearly so great. F.oreign-owned
manufacturers exported $11,654 per employee, while domestic-owned manufacturers
exported $8, 733 per worker--a sign that foreign-owned manufacturing firms are
somewhat more export-oriented, though not greatly.
Little previous research has evaluated the domestic-U .S. linkages of foreignowned investments. Schaffer (1982, p. 70) says that the "gathering of substantial
primary data" is first necessary. However, he concedes, "The answers are
important to the ideal analysis, but they are also politically sensitive and almost
impossible to obtain, even with a court order." There is one published case in
which this kind of primary data has been collected from foreign-owned firms in the
U.S. A single domestic survey-based study suggested in 1984 that foreign-owned
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firms in Illinois are not significantly different from domestic firms in terms of their
first round" material linkages (O'Huallachain. 1984, pp. 241-242). 5
O'Huallachain's research was conducted as a mail survey of a sample of 184
foreign-ovmed firms in Illinois. Domestic firms were not surveyed. Instead,
0 'H uallachain relied on estimates of domestic firm linkages derived from prior
studies. Follow-up for nonresponse was conducted via telephone and in-person
visits. O'Huallachain apparently netted little success for these efforts; his usable
responses amounted to 33, a response rate of only 17 .9 percent. In this case,
Schaffer's contention that primary data are almost impossible to obtain was upheld.
Furthermore, the results were prone to significant bias because considerable effort
was expended to obtain even this small level of response, and the responses
represented such a small portion of the sample. 0 'H uallachain gave the impression
that some considerable effort was required to get the little response he managed.
O'Huallachain's survey was frustrated by a number of problems, not the least
of which was a low response rate. To some extent, the low response rate may
have been a result of asking respondents to verify that they were foreign-owned.
0 'H uallachain found that a principal reason cited for nonresponse was the claim of
many nonrespondents that they were not foreign-owned. Reluctance to admit
foreign ownership, for a number of reasons, may have biased his survey response.
Principal among them is that the linkage structure of foreign-owned firms is a
politically explosive subject, especially if it is one that involves lesser ties to the
local «onomy. Another problem is that many manufacturers may not be aware
that, by Commerce Dept. definition, their firms are considered foreign-owned.
O'Huallachain also found that many firms considered the information he requested
to be confidential. Other than the potential for bias, another significant problem
with 0 'H uallachain 's survey was that he did not collect data for domestic-owned
firms; rather, he relied on potentially dissimilar data from previous studies of
domestic firm linkages. An example of this dissimilarity was the comparison of
Philadelphia-area domestic-firm linkages with Illinois foreign-firm linkages; in fact,
the regional and local economies may have little in common. Another problem was
that the temporal frames of reference were not identical. For example, he
compared 1984 linkages for foreign-owned firms with 1969 linkages for domesticowned firms.
O'Huallachain tried to collect two types of information. First, he attempted
to collect data that would allow him to construct ratios of purchases over total
purchases and sales over total sales for four different geographic regions: (1) withinstate, (2) within-region, (3) within-U.S., and (4) outside-of-U.S. These ratios
yielded, in effect, the first order forward and backward linkages. Second, he

5 "First round," or first-order backward linkages involve the transactions for firm inputs between a
business or manufacturing establishment and its immediate supplier. First-order forward linkages
involve the transactions that represent the transfer of output from the firm to other establishments
or consumers for further processing or final use.
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attempted to gather data on the determinants of those linkages for use in an
exploratory analysis, the purpose of which was to identify firm characteristics that
may be determinants of linkages.
Unfortunately, no other attempts to study foreign-firm linkages in the U.S. are
recorded. O'Huallachain's work may be the only example, but it is a reasonable
starting point for constructing a meaningful survey and performing additional
analysis.
3.4 RESEARCH METHODOLOGY

The research questions and investigative methods used here were similar to
those of O'Huallachain, with the exception that domestic firms were also surveyed
in order to perform an analysis based on firm ownership. While O'Huallachain
sampled foreign-owned manufacturing firms located in Illinois, foreign and domesticowned manufacturing firms operating in Texas were surveyed for this analysis.
Texas was a convenient unit of analysis for a number of reasons. First,
Texas has gained the largest share of foreign-owned firms in the Southwest and
presents a large population from which to sample. Second, by surveying foreign
firms located in a region different from the one in which O'Huallachain performed
his research, it was hoped that information could be developed that would provide
interesting contrasts and comparisons. Lastly, Texas offered convenience in the
event that nonresponse follow-up was necessary.
In all, 341 foreign-owned firms were identified for inclusion in the foreign firm
sample, and a similar number were selected for the domestic-owned firm sample.
[See appendix A for a detailed discussion of the sampling methodology.]

First Order Linkages
The primary objective of the survey was to determine if foreign-owned
manufacturing firms in Texas differ from domestic-owned manufacturing firms in
terms of first-order forward and backward linkages. Indeed, the literature review,
as cited above, revealed that this might be the case. As such, the intent was to
collect information that could be used to calculate first-order forward and backward
linkages as defined by Hirschman (1958):
Lb=M·/Z·
l
l

where Lb is the backward linkage, or ratio of material inputs purchased from
within the region, Mi, to the value of all its purchases of material inputs, Zi, and:

Lr=w.;x.
J
J
where IJ is the forward linkage, or ratio of the value of sales of all material
outputs to other establishments within the region, Wj, to the value of all sales of
material outputs.
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Because the forward and backward linkages, as described here, are defined as
ratios, it was not necessary to collect actual financial data from the firms-percentages of purchases and sales sufficed. 8
An attempt was made to calculate first-order backward and forward linkages
at a local (Texas) level, a regional level, the national level, and at the international
level. (See the sample survey questionnaire attached as appendix B.) To obtain
this information for backward linkages, the percentage of the firm's total purchases
(at the surveyed location) or transfers of material goods from other businesses or
units of the firm located iri the following geographic areas was requested (See
question 2, appendix B.):
1. Texas,

2. other states bordering on or adjacent to Texas (signifying local intrastate
or regional trade),
3. the United States.

To calculate forward linkages .(question 3, appendix B), the percentage of the
firm's total sales or transfers of material goods (from the surveyed location) to
other businesses or units ·of the firm was also requested for the three regions
identified above. 7
Stage-of-Processing and
lntersectoral Dependence

Chenery and Watanabe (as discussed in Hirschmari, 1964, pp. 105-109) have
set up a classification scheme for manufacturing based on the sectoral
.
interdependence of establishments, expressed through both sales and purchases.
Hirschman uses these categories to highlight the importance of high sectoral
interdependence as an industry characteristic that may spur greater economic
development. Since backward industry interdependence is more likely to spur
economic development than forward (Hirschman, 1964, p. 107), Hirschman ranks
the importance of various industries, characterized by their forward and backward
interdependence as follows:
• "Intermediate Manufacture" --characterized by high backward and forward
industry interdependence;

6 0'Huallachain had asked for actual sales and purchase figures in dollar terms, possibly increasing
nonresponse problems by doing so.

7The U.S. linkages would also provide the information needed to calculate the same information
for transactions outside of the U.S.
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• "'Final Manufacture" --high backward industry interdependence and low
forward industry interdependence;
• "Intermediate Primary Production"--low backward industry
interdependence and high forward industry interdependence; and
• "Final Primary Production" --backward and forward industry
interdependence are both low.
In this analysis, this interdependence classification scheme has been extended
to the firm, using information gathered on stage-of-processing of both inputs and
outputs from the survey. Firms engaged in "intermediate manufacture" would be
characterized by partly processed inputs and outputs, suggesting a high degree of
interfirm dependence. Those engaged in "final manufacture" would utilize partly
processed inputs, characterized by a high level of backward firm interdependence,
and sell finished output or goods, with low forward firm interdependence owing to
the the immediate servicing of final demand. "Intermediate primary producers"
would be those processing crude or raw inputs, characterized by low backward firm
interdependence and selling partly ·processed output. Lastly, "final primary
producers" would be those purchasing crude inputs and selling finished outputs.

In applying this schema to foreign-owned and domestic-owned firms, no a
priori hypotheses were entertained. Rather, the intention was to determine whether
firm ownership was a useful category for assessing the economic development
potential of firms.
Firm Chara ct eris tics and Linkages
Additional survey questions were designed to assess the employment size class
of the firm, the birth characteristics of the firm (whether the existing business was
acquired or a start-up), the age of the firm (the length of time the firm/plant has
been operating), the stage of processing of inputs when purchased, the stage of
processing of outputs when sold, whether the firm was part of a multiestablishment operation, and where other manufacturing affiliates were located
(questions 4-7 and 9, appendix B). An additional question requested the firm to
identify the two-digit SIC code in which it was operating (question 8, appendix B).
This question was an attempt to confirm the establishment's industry of operation,
which was known in almost all cases.
These factors were treated as categorical variables, in an attempt to
statistically assign significance to differences in linkages based on firm ownership.
To assess the significance of linkage differences across ownership by categorical
variable, the null hypothesis for testing purposes was that the two populations,
represented by the two samples, were identical:

Ho: PrP2=0
The variable, P, is a population mean for a population defined by a unique
categorical variable trait. The alternate hypothesis, was that the populations were
different, based on a selected categorical trait.
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Through the survey, it was hoped that answers to the following kinds of
questions could be developed:
1. Are foreign-owned firms different from domestic firms in terms of
linkages created? . Evidence cited earlier suggests that foreign-owned
firms are probably less dependent on the local economy for inputs than
domestic firms, especially considering that foreign-owned firms have a
greater propensity to import than domestic firms. Also cited was their
greater propensity to export, signifying the possibility of less reliance on
the local economy for sales of output.
2. Do foreign-owned firm linkages differ on the basis of nationality? A
great deal of anecdotal evidence suggests that this may be the case,
especially a Japanese tendency to invest in import-dependent assembly
manufacturing.
3. Are linkages different depending
was a new plant startup? The
an existing U.S. business would
manufacturing strategies than a

on whether the firm was acquired or
testable hypothesis was that purchase of
be less likely to involve outsourcing
new plant startup would.

4. Are linkages different depending on the age of the firm or investment?
Given the proliferation of trade barriers in recent years, one might
expect that more recent foreign investments would be especially likely to
demonstrate skewed patterns of input outsourcing vis-a-vis their domestic
counterparts. Also, Hein and LaMattina {1976, p. 3) suggest that
imports may play an important role among more recently established
foreign-owned companies.

5. Are linkages different depending on the size of the firm? A variety of
literature suggests that smaller firms are more dependent on local
economies for inputs and sales of outputs than larger firms (Scott, 1983,
p. 14).
6. Are linkages different depending on the sector of the firm (e.g., "high
tech" vs. other industries, durables vs. nondurables, etc.)? Admittedly,
an explicit a priori hypothesis was lacking here. Rather, information
was being sought that might suggest the best industry-ownership firm
characteristics to target for economic development purposes.

7. Are linkages different depending on the stage of processing of a firm's
inputs and outputs (i.e., crude, intermediate, and finished goods)?
Again, the approach was an exploratory one, seeking information useful
to economic development planners.
Implicit in these questions was a concern about the advisability of targeting
foreign direct investments rather than domestic-owned investments for economic
development purposes, as well as a concern that the wisdom of targeting foreign
direct investment may also depend on other characteristics of the firm other than
ownership.
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8.5 ANALYSIS OF SURVEY RESPONSE

Sixty-three useable foreign firm and eighty-seven useable domestic firm
responses were received. The overall response rate was 22.0 percent: 18.5 foreign
and 25.6 domestic. Considering that no follow-up for nonresponse was conducted,
the response may be considered favorable compared to 0 'H uallachain 's. 8
Table 7 summarizes the mean responses for foreign and domestic firm linkages
broken out by various categories of firm or industry. 9 Of interest, perhaps, is that
only 55 out of 63, or 87 percent, of the foreign respondents chose to provide
information on the percentage of inputs purchased locally. The equivalent figure
for domestic firms was 85 out of 87, or 98 percent. This response may highlight
the special sensitivity of foreign firms to publicly divulge this kind of information
and point out a potential source of bias in the statistical analysis that follows.

8The response rate may not really indicate that foreign firms were less willing to respond than
domestic firms. At least 70 of the 341 sampled foreign firms were not actually contacted, mostly
because the addresses were incorrect or the establishments had rrioved and the postal forwarding
orders were expired. These surveys were returned unopened by the post office. If these 70 are
discounted, then the foreign firm response rate is boosted to 23.3 percent. Only 15 domestic firm
surveys were returned unopened and unforwarda.ble by the post office. If these are discounted, then
the domestic firm response rate is 26.8 percent--not tremendously different than the foreign firm
response. One significant problem in the survey responses occurred. Questions 2 and 3 of the
survey were widely misinterpreted and responses were spotty except for the part of each question
asking for the proportion of Texas purchases or sales. Rather than attempt to recontact every
respondent, only the portion of each of the questions that dealt with Texas (local) linkages was
used.
9 Table 7 shows a number of firm/industry categories. The "high tech" category is defined by
SIC and taken from the Congressional Budget Office Report, Federal Support for High-Technology
Industries, published in June of 1985. Chemicals, petroleum processing, and rubber/plastic
manufacturers are aggregated to boost response for the industry cell and because they are related
industries. Machinery, electronics, transportation equipment, and instruments were aggregated for the
same reasons, as were primary and fabricated metals.
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Table 7.

First Order Linkages For Foreign and Domestic
Firms by Ownership, Industry, and Type of Firm

INPUTS
PURCH. LOCALLY

OUTPUTS
SOLD LOCALLY

~

~

No.

Mean

No.

Mean

All Inds/Firms Domestic
CBy Ownership) Foreign
German
French
British
Canadian
Japanese

85
55

5

53.1
52.1
53.2
42.6
48.8
58.1
67.4

83
62
13
10
10
10
8

46.3
49.2
45.1
59.8
44.0
53.1
53.6

Durable Goods

Domestic
Foreign

46
23

48.4
44.7

44
27

48.4
54.7

Nondurable

Domestic
Foreign

39
32

58.7
57.4

39
35

44.0
44.9

High Tech

Domestic
Foreign

50
31

54.6
48.3

49
33

43.9
38.1

Non-High-Tech

Domestic
Foreign

35
24

51.0
56.9

34
29

49.8
61.9

Chem/Petr.Proc.
t Rubber/Plast.
Primary t Fabr.
Metals
Mach/Elec.
Transp/Instr.

Domestic
Foreign
Domestic
Foreign
Domestic
Foreign

36
26
15
6

57.7
54.0
41.8
45.7
47.0
36.7

36
28
14

43.0
41.6
40.2
56.8
47.4
34.3

Type

11

10
9
9

18

10

9

17
10

(Continued)
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Table 7 Continued

% INPUTS
PURCH. LOCALLY

%OUTPUTS
SOLD LOCALLY

Type

No.

Mean

No.

Mean

Domestic
Foreign

47
29

53.0
53.7

46
33

45.7
40.0

Acquired Plants Domestic
Foreign

33
23

51.0
51.6

32
26

47.2
59.5

Firms Estab.
Before 1976

Domestic
Foreign

55
27

50.1
52.4

52
30

47.5
47.1

Firms Estab.
Since 1976

Domestic
Foreign

30
28

58.5
51. 7

31
32

44.1

Large Firms
(100+ Emp.)

Domestic
Foreign

37
33

48.2
53.3

35
35

53.3
40.6

Small Firms
(100 or Less)

Domestic
Foreign

48
22

56.9
50.3

48
27

49.9
60.3

Multi-Estab.

Domestic
Foreign

50
42

53.2
48.1

49
47

44.7
47.6

Single Estab.

Domestic
Foreign

35
13

53.0
64.9

34
15

48.7
54.2

New Plants
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51.1

The mean proportions of foreign and domestic firm linkages, as well as the
variances of the reported proportions, were tested across categories in order to
determine if significant differences existed. In fact, significant differences were not
found. Linkage means were not found to differ, nor were the variances of the
reported distribution of linkages. Hence, significant differences were not found in
domestic and foreign firm linkages.
Table 8 shows the results for the general test of all firms, foreign and
domestic, where INPTEX is the proportion of inputs purchased in Texas and
OUTTEX is the proportion of output sold in Texas:

Table 8.

Test of Equality of Means and Variances for Forward and
Backward Linkages for Foreign and Domestic Firms

Variable: IHPTEX
Type

No. Variances

Domestic
Foreign

85
55

Unequal
Equal

DF PROB > ITI

T

0.1814
0.1828

112.5
138.0

0.8564
0.8552

For HO:Variances Are Equal,
F'=1.07 with 54 and 84 DF PROB>F'=0.7614

Variable: OUTTEX
Type

No.

Variances

Domestic
Foreign

83
62

Unequal
Equal

DF PROB > ITI

T

-0.4989
-0.5062

124.0
143.0

0.6187
0.6135

For HO:Variances Are Equal,
F'=1.22 with 61 and 82 DF PROB>F =0.4005
1

A subsequent analysis showed that linkage responses were not normally
distributed and that further testing was required. 10 This testing produced results

10Even if the assumption of normality is forsaken in the t-test, it should still report
approximately correct results in a large sample situation . However, some of the categories for
analysis did not include enough responses to guarantee reliability.
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similar to those described above. 11
While statistically significant differences between mean linkages were not found
for firms aggregated by foreign or domestic ownership, or any of the set of
subcategories shown in table 7, it is still possible that more disaggregate categories
may yield different results. Obviously, the limitations imposed by the
characteristics of the survey response make any analysis along these lines rather
limited. Nonetheless, the following discussion highlights some of the results of that
analysis.
A number of attempts were made to break out linkage responses into various
two-way categorical response tables amenable to chi-square testing, which might
yield different patterns for foreign and domestic firms. The results in table 9
provide the only evidence that differences may exist and only for limited
circumstances of forward linkages. They suggest that foreign-owned non-high-tech
firms have somewhat more of an extreme local market orientation (80-100 percent
Texas sales) than similar domestic firms. Also, they suggest that foreign-owned
nondurable goods producers operate more prevalently than domestic firms in at
least a couple of niches: (1) mostly local (Texas) sales (80-100% local sales), and
(2) mostly out-of-state sales (0-20% local sales). Similar domestic firms seem to
operate more generally in the middle range (20-80% local sales), although the
middle range is rather broadly defined. As a result, these differences may not be
very meaningful.
In the survey, firms were asked to characterize their inputs as predominantly
crude (raw) or processed (semifinished). The information is of interest because
purchase of processed inputs is thought to support greater economic activity and
more jobs than purchase of crude or raw inputs, at least over the backward linkage
path. Clearly, more economic activity is required upstream to produce processed or
semifinished goods in conjunction with raw goods than just to produce raw goods.
Firms were also asked to characterize their output as predominantly processed
(semifinished) or finished (ready for final consumption). Sales of processed rather
than finished outputs or products should support more economic activity over the
forward linkage path. Again, it is obvious that more economic activity is required
downstream to produce finished goods for sale from semifinished ones, than just to
purchase the finished goods.

11 A nonparametric test, the Wilcoxon Rank Sums test, which does not require a normal
distribution in the samples, was selected to test whether foreign and domestic firm linkages were
identical. Again, testing across the available categories, no significant differences were found. In
the general test for all firms, a z-score of -0.2634 with PROB > IZl=0 .8710 was obtained in the test
of backward linkages, indicating no difference between foreign and domestic firms. For forward
linkages, a z-score of 0.2802 with PROB> jZj=O. 7793 was found, again indicating no difference
between firms based on ownership.
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Table g.

Chi-square Analysis of Foreign and Domestic
Firms' Forward Linkages

Non-High-Tech Firms
Output Sales

Type: Foreign or Domestic

Frequency
Col Pct

Domestic Foreign

0-201 Local

10
29.41
18
52.94

20-8°" Local
80-1001 Local

6

17.65
34

Total

Chi-Square Statistic=5.502

Total
16

6
20.69
10
34.48
13
44.83
29
DF 2

28
19
63
PROB 0.064

Nondurable Goods Firms
Output Sales

Type: Foreign or Domestic

Frequency
Col Pct

Domestic Foreign

0-20% Local
20-801 Local
80-1001 Local
Total

12
30.77
22
56.41
5
12.82
39

Chi-Square Statistic=4.728

Total

16
45.71

28

11

33

31.43
8
22.86
35
DF 2

13
74
PROB 0.094
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Performing chi-square tests on two-way response tables of firm ownership
versus state of processing (crude vs. processed) for inputs, significant differences of
the following types were found between foreign and domestic firms:
1. Multi-establishment firms were more likely to purchase processed inputs

if they were foreign owned; 82.6 percent of foreign firms purchased
processed inputs as opposed to 58.0 percent for domestic establishments
(chi-square statistic==6.882, DF=l , PROB==0.009),
2. Nondurable goods firms were more likely to purchase processed inputs if
they were foreign owned; 77.1 percent of foreign firms purchased
processed inputs against only 48. 7 percent of domestic firms (chi-square
statistic=6.336, DF==l, PROB=0.012),
3. Chemical-related industries (chemicals, petroleum processing, and
rubber /plastics manufacturers) were also more likely to purchase
processed inputs if they were foreign owned; 74.1 percent of foreign firms
purchased processed inputs while only 52.8 percent of domestic firms did .
(chi-square sta.tistic=2.967, DF=l, PROB=0.085).
Chi-square tests were also performed on two-way response tables of firm
ownership versus stage of processing (processed vs. finished) for outputs.
Significant differences between foreign and domestic firms were found for one group,
that of durable goods producers; 87.5 percent of foreign-owned durable goods
producers sold finished products as opposed to only 66. 7 percent for domestic-owned
establishments (chi-square statistic==3.575, DF=l, PROB=0.059). To the extent
that the processed inputs used by firms originate locally, local economic
development would be enhanced. At the same time, processed outputs sold locally
should provide more opportunities for local processing.
Given the earlier discussion, the ideal manufacturers for enhancing local
economic development would be those that purchased processed inputs and sold
processed outputs, or "intermediate manufacture" producers. These producers leave
room for extra processing (and thus, more economic activity) at each end of the
linkage path. Producers purchasing crude products and selling finished products, or
"final primary producers," leave little room for substantive linkages at either end;
they perform all of the processing themselves. Producers that would fill an
intermediate economic development role would be those purchasing processed inputs
and selling finished output, "final manufacturers," and those purchasing crude
inputs and selling processed outputs, or "intermediate primary producers."
Responses were analyzed using this classification schema and the chi-square
test. Significant differences between foreign and domestic firms were found in two
categories: nondurable goods producers and multi-establishment firms. In both
cases, foreign firms were more likely to occupy niches as "intermediate
manufacturers" and "final manufacturers," and least likely to operate as "final
primary" producers. Tables 10 and 11 show the results of these tests. "SOP"
refers to the type of producer, as indicated above. Again, these relationships would
47

only hold local economic development value to the extent that inputs were
purchased locally and outputs sold locally. Unfortunately, the size of the response
will not support further analysis along these lines, so the question remains
unanswered.

Table 10.

Chi-square Analysis of Nondurable Goods Producers

Table of Stage of Processing for Outputs by Foreign or Domestic Ownership
Stage of Processing
Frequency
Col Pct

Ownership
Domestic

13
33.33
7
Intermediate Primary
17.95
Final Manufacture
13
33.33
Intermed. Manufacture
6
15.38
Total
39

Foreign

Total

3
8.57

16

5
14.29
14

12

Final Primary

27

40.00
13
37.14
35

19
74

Statistic

DF

Value

PROB

Chi-Square

3

9.009

0.029
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Table 11.

Chi-square Analysis of Multi-Establishment Firms

Table of Stage of Processing for Outputs by Foreign or Domestic Ownership
Stage of Processing
Frequency
Col Pct

Ownership
Domestic

Foreign

Final Primary

13
26.00
Intermediate Primary
8
16.00
Final Manufacture
19
38.00
Intermed. Manufacture
10
20.00
Total
50

2
4.55
5
11.36
26
59.09
11
25.00
44

Total
15
13
45
21
94

Statistic

DF

Value

PROB

Chi-Square

3

9.551

0.023

3.6 CONCLUSIONS AND RECOMMENDATIONS

No significant differences between foreign- and domestic-owned firms in the
proportion of local inputs purchased in Texas were found. This result essentially
confirms 0 'H uallachain 's conclusion about the operations of foreign-owned firms in
Illinois. However, potential bias in the foreign firms' responses to this survey must
be acknowledged, as pointed out earlier. Also, additional sample observations,
which would provide for analysis with greater industry and type-of-firm detail,
might force the modification of this conclusion with respect to certain sectors.
Differences in the the proportion of output sold in Texas for foreign- vs.
domestic-owned firms were found for nondurable goods producers and non-high~tech
producers, but any conclusions would have to be drawn carefully, given the level of
industry /sectoral aggregation and the way in which the output categories were
constructed.
Foreign-owned multi-establishment firms, nondurable goods producers, and
chemical/petroleum/plastic-related industries were found to purchase more processed
inputs than similar domestic-owned firms, thus enhancing the quality or economic
development potential of backward linkages. Foreign durable goods producers were
found to sell more finished output than domestic producers of the same type. This
differential would have the effect of weakening the economic development potential
of the for.ward linkages for these producers.
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producers, but any conclusions would have to be drawn carefully, given the level of
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inputs than similar domestic-owned firms, thus enhancing the quality or economic
development potential of backward linkages. Foreign durable goods producers were
found to sell more finished output than domestic producers of the same type. This
differential would have the effect of weakening the economic development potential
of the for.ward linkages for these producers.
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Foreign-owned multi-establishment firms and nondurable goods establishments
were also found to have a far greater proportion of "intermediate manufacture"
operations than similar domestic producers, offering better forward and backward
linkage potential. They also had the least proportion of "final primary
production," which offers the least forward and backward linkage potential.
However, meaningful conclusions require additional responses and far more
industry /sector detail than is available here.
In sum, foreign firms may offer some advantages over domestic firms in terms
of local economic development potential in some rather specific circumstances. In
most circumstances, however, they seem to differ little from domestic-owned firms
in the linkages established and economic development potential of those linkages.
At least, this is the conclusion one could reach if the survey results are accepted
without further investigation.
There are a number of reasons for questioning this conclusion. Most
important are the established propensities of foreign-owned firms to import and
export more than domestic-owned firms cited in the earlier literature. Even
discounting the literature that establishes this, data. reported by the Bureau of
Economic Analysis demonstrate this differen ti al (see previous discussion). While a
higher proportion of out-of-country purchases and sales for foreign-owned firms does
not require that within-Texas purchases and sales be similarly reduced, it suggests
that they may be reduced. Or, they may be reduced elsewhere in the U.S.
Unfortunately, the survey was unable to provide an answer to this question.
Also, industry /sectoral considerations may make foreign-owned producers more
similar to U .S.-owned producers in Texas than elsewhere. For instance, a large
portion of the sample--and response--is represented by petrochemical and petrochemderived production (i.e., petroleum processing, chemicals, and rubber and plastics) .12
The nature of these industries is such that the input and output transactions of
these establishments have more to do with access to local raw materials and
markets than would be true for other industries--characteristics that will not likely
change with ownership.
Furthermore, the low level of response makes it impossible to assess the
representativeness of the responses. The response may well be biased in sorrie
unknown, unmeasurable way.
While more information needs to be developed to clarify any economic
development potential of foreign-owned firms, communities in the state should at
the same time re-evaluate their efforts to attract foreign manufacturers. Foreign
firms may, in general, offer no special advantages over domestic-owned
establishments. In fact, domestic-owned manufacturers may, in most cases, provide

12 A significant portion of the overall response derives from this sector: 45.2 percent of the foreign
firm responses and 43.4 percent of the domestic firm responses.
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the same economic development potential. Given the level of expenditures being
committed to foreign firm attraction, this similarity of economic development
potential is an important consideration for economic development planners.
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Chapter 4

STATE-SUPPORTED VENTURE CAPITAL ASSISTANCE
FOR SMALL BUSINESSES
Suzanne Milavitz
4.1 INTRODUCTION

Throughout the history of the United States, small businesses have been an
integral p·art of the American economy. The American economy continues to rely
heavily on the entrepreneurial nature of its citizens to preserve its traditional vigor.
The small business is a crucial factor in the states' and the entire nation's
economies. States are becoming more and more involved in assisting small business
development due to federal retrenchment in that area and above all to further the
economic development possibilities within their boundaries. Fiscal constraints in
many states require prudence in their assistance to the small business sector.
States must have a clear agenda for the policies affecting small businesses that they
wish to pursue. The ability to acquire adequate financial assistance is the key to
small business development, but small businesses have had difficulties garnering
such capital assistance, especially in the form of venture capital, from private
sources and the federal government. As a result state governments have had to
assert their position to provide the needed assistance.
The role
.impressive:
.

that small businesses play in the American economy is indeed

The United States has approximately 10 million small businesses,
accounting for nearly 98 percent of all businesses; small business create
over 75 percent of all jobs in the country; small businesses account for
about 60 percent of the existing jobs; small businesses are responsible for
two-thirds of the major technological (job creating) innovations; and the
availability of both debt and equity capital is a substantial problem for
many small businesses, especially younger ones (Northeast-Midwest
Institute, 1982, p. 100).
Estimates for 1987 indicate that the 58. 7 percent of employment gains accrue
to firms with 100 or fewer employees (Wall Street Journal, May 15, 1987, p. 13).
Despite this vital role many characteristics of small businesses create serious
impediments to their expansion and start-up. Due to the risky nature of new and
expanding small businesses and their high rates of failure, significantly high rates of
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return are asked as compensation by the majority of private investors. Long-term
capital consequently ends up in projects that seem to indicate a rate of return that
1s relatively high.

It has traditionally been the responsibility of national policymaking to
encourage small business development. For the last twenty years the Small
Business Administration (SBA) has been the main proponent of these national
policies and federally funded programs. In recent years, however, the federal
government has retreated in its assistance to small businesses. The SBA 's programs
and budget were again drastically scaled back in the fiscal 198 7 budget
reconciliation bill. The bill prohibited banks from deducting most of the interest
that is required when they borrow money to purchase tax-exempt bonds for
business, and so the source of inexpensive industrial development bond financing
has been lost to small businesses; general direct loans to small businesses were cut;
and direct loans for energy and solar conservation were also cut. These cuts have
placed more pressure on the states to fill the finance gap.
As the federal role in small business development declines, many states are
undertaking initiatives in areas such as venture capital and tax relief to aid small
businesses. State assistance via venture capital is found in over half of the states.
Many argue that there is a role for state government to play in the venture capital
financing due to obstacles small businesses face in the equity capital market.
This paper will study state venture capital programs implemented to assist
small businesses. Several themes are emphasized throughout. First of all, I will
clarify the states' role in economic development and investment, and in particular
in providing venture capital to small businesses. Secondly, the relationship between
venture capital financing and capital markets will be viewed. Thirdly, the stages of
business development and the venture capital process will be analyzed, as will their
relationship to state approaches in venture capital financing. Findings include
specific financing strategies and the tenets of venture capital feasibility as well as
the criteria that small businesses use when choosing a venture capital partner.
Finally, I will analyze the categories of state-sponsored venture activites and view
which activities are in fact being implemented.
4.2 STATE-SUPPORTED ASSISTANCE TO SMALL BUSINESSES:

A REVIEW OF THE LITERATURE
The review of literature centers on problems that affect small businesses, the
place of the states in the venture capital arena,e the relationship of the venture
capital process to state approaches in venture capital financing and also the various
state-sponsored venture capital activities. The general problems that affect small
businesses provide a back drop for an analysis of their position in economic
development (Smith, 1980, p. 23; Wisconsin Department of Development, 1985, p.
i). A small business must secure adequate capital in order to establish and
maintain itself. Short-term investments are the focus of most institutional investors,
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and· on the whole small businesses take from five to ten years before the profits of
the investment are returned (Smith, 1980, p. 23). Consequently, venture capital
and/or long-term credit is unavailable since commercial bank loans are for only
short and intermediate terms.
Definite capital gaps are faced by small businesses as they seek to obtain
financing to start or expand a business (National Council for Urban Economic
Development, 1985, p. 1). Several methods can be used by states in assisting small
businesses in securing adequate financing through venture capital (Hollis, 1985, p. 3;
Kansas Department of Economic Development, 1986, p. 8).
A source of risk capital is furnished by state-sponsored venture capital efforts;
such efforts may also aid in the growth of private capital markets when there is
not any significant venture capital activity. Risk capital may be furnished by
states via taking a direct equity ownership position in businesses or through
unsecured long-term debt, equity guarantees, royalty agreements, and technology
research and development grant programs. An indirect technique is the
establishment of state-legislated corporations. Like private venture funds, stateinitiated venture programs finance proposals if there is a prospect of success;
contingency plans are available if the company fails to live up to its expectations.
To energize new company development and to keep existing industrial and
agricultural techniques current, technological research development start-up grant
programs are being planned. Technologies are seen by states as an important area
for job growth, as a substantial amount of technological developments are from
small businesses; and unless financial sources are available, research and
development will suffer .
. A working capital loan guarantee program guarantees a loan that a lending
institution makes for working capital objectives; such backing by the state
diminishes the lender's risk and increases the chances of getting an affordable
working capital loan. The state legislature creates an independent economic
development corporation to administer the program and appropriates initial funding.
Subsequently, the programs usually become autonomous and funding is received
through guarantee fees charged for each loan, bonds, and interest payments from
loans. Specifically these programs are targeted for areas in which resources are not
used to their full potential or that have been hit hard by unemployment; programs
may stipulate that to qualify for the guarantee, firms must create or maintain a
substantial number of permanent jobs.
States also have direct loan programs. Many state working capital loan
programs for small businesses aim to accelerate the creation and retentionof jobs in
depressed cities and towns. It is not uncommon for such state programs to have
precise definitions of the uses of loan funds, requirements for private leverage
matching, or finance limits on the amount of total project costs. A legislatively
created state development authority is the typical organizational structure for most
programs. Financing through linked deposit programs consists of making inactive
state funds accessible to banks, and then the new or expanding businesses may be
eligible to receive short-to-intermediate-term loans from these banks.
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Another source of capital is public pension fund investments. Vast sums of
funds are available for new long-term capital for small businesses in private and
public pension funds. Some states have passed legislation that allows for the
investment of public pension funds in venture capital programs; such funds provide
a large capital source and have liabilities that are long-term. Limited partnerships
with other venture capital funds are the usual type of investment. The third
category of state initiatives is tax incentives to attract private funds. Tax
incentives are provided for private investors who invest in qualified businesses or
existing venture capital funds.
Massachusetts's venture capital corporations are in the forefront of economic
development. Massachusetts's economic development policies are laid out (Ferguson
and Ladd, 1986, p.144). Gaps in Massachusetts's capital markets are documented,
and as a consequence new institutions were founded to meet capital needs.
According to the Massachusetts Technology Development Corporation (MTDC), its
success was due to private and academic consultations, and the great supply of
deals in the making, as well as support from private financial institutions; also,
there must be freedom from political control. The MTDC, the Massachusetts
Community Development Finance Corporation, and the Massachusetts Capital
Resource Company are evaluated in this paper; they have been able to finance
many deserving small businesses in Massachusetts.
4.8 STATE ROLE IN ECONOMIC DEVELOPMENT

During many periods in American history, states have been the instigators of
public policy innovation in many diverse areas such as social welfare, voting reform,
and financial and economic development. Currently states are involved in activities
such as development agencies, development banks, policies and regulations to hasten
infrastructure, housing, and commercial and industrial development. Each state has
customized programs to meet its needs to compete in the international and national
economic arena. States, however, have only recently become invloved in taking
part in venture capital projects. Most of the funds have been instituted in the
1980s. The promise of economic benefits is the prime mover for a state to launch
a venture capital fund. In fact, states look at investment in financing small, highgrowth-potential firms as a means by which the state can help create more jobs
and diversify and stabilize the state's economic base, as well as increase tax
revenues (Bettger, 1986, p. 2). It is a recent popular trend among states to get
involved in investing in the financing of businesses as a means to stimulate
economic growth.
After World War II, and through the beginning of the 1970s, the most
common means of promoting business development undertaken by states was
industrial recruitment, which involved direct dialogue with large corporations to
convince them to locate within the states' boundaries. Not much evidence has
been found to imply that industrial development has been very successful in
promoting economic development. States have found that most new jobs are
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created not by large corporations, but by small business investments. Total
employment has declined in large firms in every year for the past two decades;
however, small businesses with less than 20 employees created 2,650,000 new jobs
during 1980-82, while large businesses lost 1,664,000 jobs (Walker and Petty, 1986,
p. 2). In fact, examples exist of successful small businesses evolving into large
businesses--for example, Apple Computers. State venture capital fund growth has
been nurtured by the notion that economic growth and job creation go hand-inhand. Besides job creation, diversification of the state's economic base is a result
of the implementation of state venture capital fund programs.
This paper addresses state-supported venture capital programs for small
businesses. It may be stated. that no all-encompassing definition exists for venture
capital. Venture capital implies a relatively risky form of business financing that
typically does not qualify for funding by the public securities market or by creditoriented institutions such as banks (Wisconsin Legislative Council, 1986, p.3).
Venture capital pertains to the financing of new companies that have been involved
in product or service development and are interested in marketing the product or
service; it may also refer to capital being used by mature businesses that are
undertaking wholesale expansions, ownership changes, or introduction of new
technologies. Bettger offers the following definition of state-sponsored venture
capital: A state venture capital program, directly or indirectly, increases the
amount of equity or risk capital (including "seed" capital and subordinated longterm capital) available to private firms and helps create an entrepreneurial climate
(1986, p. 3f The types of products or businesses in which the states have assisted
vary. Venture capital is differentiated from other sorts of financing by the
risk/return factor. In exchange for the possibility of earning high returns on
investment, venture capitalists bear a high degree of risk. While private sector
venture capital is used for long-term (five-ten years) capital appreciation, public
sector venture capital is concerned with economic benefits as well as capital
appreciation. Venture capital is an investment in the future of a company tied to
the expectation of an extremely high return--an equity investment that buys a piece
of tomorrow (Kansas Department of Economic Development, 1986, p.l).
4.4 STATE VENTURE CAPITAL PROGRAMS AND CAPITAL

MARKET
According to the Kansas Department of Economic Development's study on
state venture capital (1986, p.3), 28 states are involved in state government
sponsored and/or initiated venture capital programs.
Success of the state venture capital program can be judged by
1. the capability to raise sufficient capital,

2. the amount of job creation or retention,
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3. the number of companies aided, and
4. the amount of supplemented private investment or attraction of
coventuring.
State policymakers must analyze the state's economic development agenda
before designing a state venture capital program. Depending upon the ends
desired, different venture capital programs may be chosen.
A venture capital concept unique to the public sector should be used if the
goal of the program is to provide broad economic benefits. State policymakers
must be aware of the scope and role of private venture capital in the state prior to
working out a program. They must also be aware of businesses' and entrepreneurs'
capital needs and problems in the state. Vehicles that are available for generating
venture capital financing must be investigated. Only then can the costs and
benefits of instituting state-sponsored venture capital initiatives be evaluated.
Examples of state-level objectives that must be put in relative priority order are
1. the need to create an environment more supportive of entrepreneurial
activity;

2. the need to diversify the state's economic base;
3. the need to foster small businesses' access to capital markets;
4. the desire to promote applied research at universities and transfer the
technology to industry;
5. the desire to remain competitive with other states' development
programs;
6. the need to provide job opportunities in areas of the state facing longterm economic decline;
7. the need to minimize expanded use of state general revenues
(Kansas Department of Economic Development, 1986, p.12).

60

4.5 VENTURE CAPITAL FINANCING
Investment Requirements
It is important for a state to consider its objectives in formulating an
economic development policy in general, and a venture capital program in
particular in order to develop viable programs. States must consider the
requirements of investing in small business opportunities.
The potential of substantial long-term growth and a high return on
investment is required by investors in general. Market position, managerial
expertise, or proprietary technology are considered when determining whether a high
rate of return is possible. Venture capital differs from other kinds of financing in
its risk or return characteristics. Compared with most investments, considerably
more chance of loss exists, although at the same time the potential exists to
generate substantial rates of return. The increased chance of failure is related to
the untested product concept or technology, since the product concept and the
management team are the real collateral backing up the investment; little of value
may be salvageable if success is not obtained.
Venture capital usually is invested in equity--partial ownership--or a debt
instTument that converts into equity. The great majority of businesses need to
have some amount of equity capital to insure their investment. Larger businesses
have more equity to rely upon than small businesses. In 1975, the debt-equity
ratios of small firms averaged 1.86, versus 1.37 for large firms; thus small firms'
ratios were 36 percent higher (Andrews and Eiseman in Wisconsin Department of
Development, 1985, p. 12). In the market for equity capital the focus is on a
small group of acceptable businesses; they are medium-to-small sized firms that
possess the potential for high growth. Venture capitalists finance just 2-3 percent
of the deals that they see (National Council for Economic Development, 1985, p.3).
A survey was taken by the Wisconsin Strategic Development Commission to
determine the kinds of capital obtained by small, growing businesses in Wisconsin
(1985, p.4). The survey showed that outside sources of equity capital are not used
by most small businesses. Common sources are personal funds, friends, and
employees. A substantial number of the small businesses indicated a desire for
outside equity capital but thought that it was usually hard to get. A significant
obstacle to equity capital usage was that small business owners tended to be
apprehensive because of the possibility that they would have to give up ownership
and control of their business in order to acquire outside equity. As a result, states
may find it in their best interest to encourage the creation of several venture
capital choices for the small business person to meet the differing needs and
demands of small businesses.
Inaccessibility of the private venture capital market. The private
venture capital market is not accessible to all deserving businesses; so states have
found it worthwhile to become actively involved in the venture capital market. In
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fact, private venture capital is not evenly spread throughout the United States--70
~ercent of _private venture capital funding, both individual and corporation sources,
is located m four states: Texas, California, Massachusetts and New York (Bettger,
1986, p.2). The location of a large percentage of venture capital in these states
may be due to the opportunities that are apparent for high-growth young
businesses. A supportive environment for new business development is a great aid
for encouraging businesses to come int.o an area, as are leading universities and
major emerging firms. Recently concern has been expressed that business needs are
not being met by state capital markets, and so problems may exist within the
states.
Realities of capital markets. Several basic questions must be addressed.
Can public and private actions aid the functioning of capital markets in which
problems are deemed to exist? How do such problems affect different kinds of
investors, different types of businesses, and different kinds of financial instruments?
Conclusions about capital markets and their relationship with business development
must also be noted. Substantial capital gaps are not encountered by large
businesses, for the most part; large businesses that sell stocks and bonds on the
national exchanges have efficient capital sources within their reach. Noteable
capital gaps are encountered by small businesses in both the equity and debt areas.
Capital gaps have a distinct effect on small individual investors and large
institutional investors; the four conclusions offer a framework for evaluating the
workings of capital markets. Due to market shortcomings, there has been a rapid
emergence of new and far-ranging state venture capital financing.
Financial theory of the market. By noting how a perfectly efficient
market functions, capital market relationships with small businesses can be put into
perspective. All businesses get the necessary financing so long as they can satisfy
the rate of return required by leaders in a capital market that is perfectly efficient.
Studies of corporate financial theory make four assumptions to construct
the perfect market:
1. Individuals are presumed to be rational, risk-averse, and seeking to

maximize the return on their investment.
2. Information is assumed to be available at no cost.
3. Individuals are assumed to have perfect foresight. Perfect foresight
implies that any future information is predictable, it is known; new
information appears only when there is some unpredictable event.
4. It is usually assumed that there are no transaction costs. Thus,
lenders or purchasers of securities only pay for the funds or equity
they purchase, with no money going to a middleman.

5. Markets are assumed to adjust instantaneously.
Department of Development, 1985, p.3).
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If these assumptions were met, investors would know where to make the most
profitable investments. In reality, there are commonly inefficiencies in the market
that preclude it from operating as predicted. The inefficiencies may be due to
natural or artificial reasons. Some policies may intentionally or unintentionally
create artifical failures. For example, the use of usury ceilings, which are
implemented as a safeguard for consumers, also prevents high-risk businesses from
obtaining capital at a suitable rate. On the other hand, an information gap is a
natural failure of the conditions necessary for the market's operation. In fact,
methods exist to remedy the imperfections. Government intervention may be
possible to circumvent natural failures as well as artificial failures, such as
regulatory constraints. Government should intervene in the market only if it can
directly address identifiable market shortcomings (in the form of programs, tax
incentives, policies, or preferences). Small businesses definitively feel the impact of
the imperfect market on their ablility to receive financing.
Effect of capital market inperfections on small businesses--debt. The
most recent data available (from 1975) shows small manufacturing corporations
receive 38.1 percent of their funds through short-term sources such as accounts and
notes payable; 15.8 percent from mortgages, notes, and bonds with maturities of
more than one year; and 35 percent from equity (Andrews and Eiseman, Wisconsin
Department of Development, 1985, p. 6). The survey showed that a substantial
number of small businesses claim that availability of credit is an obstacle for them.
Small businesses experience serious disadvantages in business credit markets due to
the shortage of long-term debt, high requirements of collateral, cost of collecting
information and processing the loan, and credit rationing--denying credit to highrisk business and denying credit during times of tight money.
Small businesses do not have much long-term debt (Wisconsin Department of
Development, 1985, p. 11). Compared with large companies, the type and amount
of debt held by small businesses differs. Small firms average 16.5 percent shortterm bank debt verses 6.1 percent for large firms; they have less long-term
debt--8.4 percent verses 13.1 percent (table 12) (Andrews and Eiseman, Wisconsin
Department of Development, 1985, p. 11). Higher collateral requirements are
apparent for small businesses. Small loans, whether they have short or long
maturities, tend to be secured by collateral more often than large loans (Brody,
1985, pp. 4-7). It is not uncommon for small businesses to have trouble finding
unsecured loans. A noteable consideration in debt markets is the cost of
information; banks need information to evaluate the customer's creditworthiness.
Small business ventures are not of a homogeneous nature and, therefore, are hard
to judge on their ability to repay loans. Significant cost is necessary to calculate
the risk of an individual venture (Wisconsin Department of Development, 1985, p.

8).
Bond issuance is another way to secure long-term debt. The small business is
once again at a disadvantage; the cost of producing and servicing debt increases as
the issuances become smaller. For example in 1971 to 1979, the cost of issuing
less than $2 million in bonds was from 9 to 17 percent of proceeds but dropped
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Table 12.

Long-Term Debt Among Small Businesses

Short-term Bank Debt Long-term Bank Debt
(percent)
(percent)
Small firms

16.5

8.4

Large firms

6.1

13.1

Source:

Andrews, Victor L., and Peter C. Eiseman. n. d. "Who Finances Small
Businesses?" For the Interagency Task Force: pp. 3-5, 13. As cited in
Wisconsin Department of Development. 1985. "Capital Formation and
Distribution in the Wisconsin Economy." Report 85-3 (February), p.11.

continuously thereafter to 6.2 percent for issuing $2.5 million and 1 percent for
$100 million and greater (Andrews and Eiseman, Wisconsin Department of
Development, 1985, p. 9).
With art understanding of the state's role in venture capital financing, an
awareness of the stages of business development is required before discussing the
relationship between the venture capital process and state approaches to venture
capital financing.

The Venture Capital Process
A venture capitalist characterizes investments partially by the stages of
business development being financed. According to the Joint Economic Committee,
the first stage is the prestart-up or seed financing stage. The business is at the
idea phase only. Research and product development need to be funded through
seed financing. Business organization may have been started, although a formal
business plan has not been adopted nor has there been a selection of key
management. Seed financing is the riskiest stage of investment; so few venture
capitalists take part in it. States have a key role to play in investing in this
initial stage.
The second stage is the start-up or first-stage financing phase. In order to
commence commercial manufacturing and sales, financing is needed. At this phase
a formal business plan is available, the business is organized, and essential
personnel are selected. Marketing studies have been completed, developed, and
tested. Development and testing of a successful prototype have been accomplished.
At this stage, additional capital is needed for the business to continue its growth.
The third phase is second-stage or early expansion financing. This phase involves
a business that is producing and shipping services and products. No profit may be
visible even though the company has obviously made progress. The fourth phase
consists of rapid expansion or third-stage financing. · Major growth and expansion
of a business require expanded financing. Sales volume has increased, and the
company is showing a profit or breaking even. Further plant expansion, working
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capital, marketing, or development of an improved product is the target of the
financing. The fifth and final step is bridge financing, which aids a business that
may have gaps in funding just before the firm seeks public underwriting.
Temporary financing is needed for a business expecting to go public within a half a
year to a year. Restructuring of existing stockholders' positions prior to the public
underwriting may also be financed in the bridge financing phase.
With a cognizance of the stages of business development, it is possible to
understand the relationship between state venture capital programs and the overall
venture capital process. The following section will begin with a description of
venture capital financing strategies.
Various stategies are used by venture capital financiers to determine where
their investments will make the greatest return. The strategies include industry
targeting, geographic targeting, and working with venture capital firms that are
similiarly minded. It is not usual to use more than one strategy at once.
Venture funds develop expertise and competence in targeting specific industries
or sectors. High-growth potential major industries are preferred by venture
capitalists. Many venture capitalists assert that the capacity needed to invest in
stable ventures is not in fact industry-specific.
Venture capital investors commonly concentrate in specific geographic sectors.
By targeting in such a manner, the investor can keep a close eye on business
investments as well as business activity in general in the area. Another venture
capital strategy is alliance building. By pooling resources and staff, venture
capitalists can better evaluate proposed deals. One investor may concentrate in one
region or specialize in certain industries. It is a regular practice among venture
capital firms to coventure work with one another. Advantages that result from
coventuring include increasing expertise, saving time, as well as being able to get
into a wider range of investment opportunities and at the same time limiting risk
on any single investment.
·
Also essential in the venture capital process is an evaluation of the venture
feasibility. The proposals that the venture capitalists will most likely finance are
obtained by networking with other venture capitalists, as well as entrepreneurs,
underwriters, lawyers, and accountants. The most important factors of the
proposals include business planning, market potential of the product or service, the
technical feasibility of the product or service and the management capability.
Alder & Company, a leading venture capital firm, uses a venture checklist that
lists the information a venture capitalist is interested in when analyzing a plan.
When assessing market potential, the size of the market and the ease of
infiltration must be assessed. Venture capitalists look for market niches of between
$50 million and $100 million that can support early development and future
expansion (National Council for Urban Economic Development, 1985, p.11). It may
be that a venture capitalist may get involved if the likely return outweighs the
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increased risk or if no certain market exists~ but the product or service satisfies a
critical economic need. Risk can also be balanced against return if the venture
capitalist can determine the most advantageous time to get into the deal compared
to the cost to get in. The venture capitalists may get in at a lower price while
getting a higher payoff if success is achieved with a good early stage proposition.
In evaluating the technological merits of proposals, venture capitalists are
looking for either a totally new technology or unique application of an existing
technology that will be able to carve a new and potentially large market {National
Council for Urban Economic Development, 1985, p. 11). In order to support the
company's research and development and to fulfill the company's cash requirements,
the product or service must also be able to create an adequate profit margin; it is
essential to achieve a profit margin, since venture capitalists are much more
inclined to invest in multiple-product companies and businesses that allow for
marketable product improvements.
The capability of the management will be an essential factor in the
determination of whether or not the business achieves success-presuming that the
market and technical feasibility of the business' product or service have been met.
The quality of the management tends to dictate whether or not the business
succeeds in most cases. The business proposal's weakest component is an appraisal
of the management's personnel, since they are not fully scrutinized. The venture
capitalist must be able to remedy any inadequacies in management that would
cause the business to fall short of its potential. Input from the investor in
management strategy is the - sign of an active partner.
Management capability means putting together a team that has the
necessary set of skills to successfully run a growing company. These
include technical knowledge that provides the basis for the company's
competitive edge; managerial skill in production, marketing, finance, and
general business management; and an entrepreneurial desire to be able to
work hard to be successful {National Council for Urban Economic
Development, 1985, p.12).
The last component in determining the venture's feasibility is an analysis and
evaluation of the business plan. The venture's management, technology, and
market ingredients are incorporated in the business plan. A strategy must be
presented for the early and continued growth of the business; equity and debt
financing needs must be noted as well as the anticipated cash flow and profit and
loss figures. Estimated market size should be included in the business plan. The
winners that most venture capitalists are looking for will grow to roughly $20
million in revenue and at least 7 percent profit after taxes in five to seven years;
in terms of return on investment, a compound rate of return is wanted that is at
least 20 percent per year {National Council for Economic Development, 1985, p.
16).
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The last component of the venture capital process to be evaluated is the
choice of a venture capital partner. Entrepreneurs are looking for certain
characteristics in their investment partner (National Council for Economic
Development, 1985, p.14). When considering a venture capital partner, five
important related attributes must be considered--besides their capital investment.
The venture captalist must have experience in venture capital investments in order
to know what is necessary to meet the investment goals and also to aid the
business' development process. Due to the closeness and length of time that the
businessperson and investor will be working together, they must get along and be
able to work with ea.ch other. The investor must be able to accept deviations from
the business plan and continue his /her supporting role. The investor must be
agreeable to spending time with the entrepreneur in order to give advice and
evaluate his ideas. Also, as the business plan evolves, the investor must follow up
with additional funding.
The goal of the majority of venture programs that a state sponsors is to
increase the amount of equity capital accessible to businesses within the state.
Preferred businesses may also be in the early or start-up stage of their development
and growth.
4.6 STATE-SPONSORED VENTURE CAPITAL ACTIVITIES

Many states became interested in instituting their own economic development
strategies in the wake of the economic downturn experienced during the 1981-82
economic recession. Industrial recruitment has existed for decades. States have
found that most new jobs are created by small businesses--not by large companies.
The strategies now in vogue are targeted at starting up and nurturing new
businesses and expanding existing businesses; industrial recruitment also has been
retained as a policy. States acting to make venture capital more available to small
business concerns is only one technique used to fulfill economic development
strategies. Receiving venture capital financing may not be adequate by itself to
allow for the growth that is desired by small businesses. States may offer helpful
initiatives, concessions, and incentives to supplement financing via venture capital
sources. There are different avenues that a state may take when considering which
venture capital route( s) to take.
State venture capital programs are an important part of the strategies
implemented by states. In participating in venture capital financing, states are
assuming a much greater degree of risk of nonpayment compared to traditional
state aid. States that lack private venture capital sources have increasingly taken
part in venture capital financing and also have initiated new private venture capital
funds. A return on the program's investment is expected by the state; the return
may be a capital appreciation of stock or other forms of equity, royalty payments,
or dividends. The goal of the majority of venture capital programs that the state
sponsors is to increase the amount of equity capital accessible to businesses within
the state; as was stated earlier, private venture capital is unevenly distributed
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throughout the country. A common approach of the programs is to pick businesses
that are small, rapid-growth, and technology-intensive. The Massachusetts
Technology Development Corporation is such an example, as it finances start-up
·and early stage technology-based companies. But on the other hand, the New
York Business Venture Partnership will also finance businesses that exhibit promise
even if they are not usually thought of as a growth industry. Businesses preferred
may also be in the early or start-up stage of their development and growth. It is
not always the case that businesses are chosen that are in their early stages. The
Indiana Corporation for Innovation Development invests in various stages of
development of technical and nontechnical businesses. The Michigan Department of
Treasury, which is allowed to invest in venture capital projects, prefers joint
ventures with other organized venture capital funds in later stage investments
(Bettger, 1986, p. 4) .

Categories of State Initiatives
The three major types of state-sponsored initiatives that provide venture
capital are state-funded or state-chartered joint public-private venture capital funds;
state tax incentives to encourage private investment, either directly into specific
types of companies in need of venture capital or venture capital funds; and venture
capital investments from state-controlled public pension funds.
Most states have public pension funds with assets that exceed $1 billion or
more, and these are conservatively invested and managed pursuant to state laws
requiring investments to be made under the prudent investor rule in order to keep
the funds financially sound (Kansas Department of Economic Development, 1986,
p.9). Enabling legislation has been written in some states to permit public pension
funds to be invested in venture capital projects; the pension funds supply a large
source of capital that has long-term liabilities. Eight states have legally authorized
public pension funds to make venture capital investments. The states are
Colorado, Wisconsin, Illinois, Michigan, New York, Ohio, Oregon, and Washington.
Colorado, Michigan, Ohio, and Wisconsin allow for direct investments m individual
business.
The goal of the state tax incentives is to encourage investment of private
venture capital to expand or start in-state businesses; also, the purpose of the tax
incentives is to illustrate that the state government is positively disposed towards
business development. Private investors who invest in-state in selected businesses
that meet established criteria or in existing venture capital funds are allotted the
respective tax incentive. Tax incentives for private investors are established in
Wisconsin, Louisiana, Mississippi, Montana, and North Dakota.
A major initiative is the state-funded or state-chartered funds--an indirect
equity position by states. Quasi-public corporations or private entities run most
state-sponsored venture capital funds due to the fact that many state constitutions
do not allow the state to allocate direct financing or lending its credit on behalf of
private businesses. Use of a quasi-public corporation enables a state indirectly to
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take an equity stance that it may not take directly. The administration and
funding of state programs varies although a number of programs have sustained
initial financing via state appropriations. Some of the most successful are in
Indiana, Connecticut, and Massachusetts. The Indiana Corporation for Innovation
Development (!CID) was created in 1981 by the Indiana Legislature. By 1985, the
corporation had invested $5 million in 12 projects (Wisconsin Legislative Council,
1986, p.15). The unique composition of the governing board of the !CID consists
of seven private-sector business executives. The ICID's shareholders elect all board
members except the chairperson and vice-president who are appointed by the
lieutenant governor. !CID targets technology-oriented, high-risk firms with equity
or equity-related investments. The selected businesses in Indiana may be in various
development stages. Also, established businesses requiring an expanded finacial
base to continue operations are eligible for equity and debt financing by !CID.
ICID was initially funded by $10 million from 73 private investors that were
provided certain tax incentives (Wisconsin Legislative Council, 1985, p.15).
Stockholders of ICID may receive a credit against their state income tax liability
that equals 30 percent of their investment (Wisconsin Legislative Council, 1986,
p.15).
The Connecticut Product Development Corporation (CPDC) was founded in
1972 by the Connecticut Legislature; it is the oldest of the state-sponsored fund
category. The governor appoints the seven-member board of directors that governs
the CPDC. Members must be experts in new product development. Initially
funded through a $10 million state general obligation bond authorization, the
CPDC invests only in products being developed in Connecticut by companies that
are unable to obtain financing from traditional sources; the CPDC operates by
entering into an agreement with a company to provide up to 60 percent of the
venture capital costs needed to develop a specific product (Wisconsin Legislative
Council, 1986, p. 14). The CPDC invests in the client company's product and so
differs from most state venture capital corporations that supply debt · capital or take
a traditional equity interest in its clients' operations. If the product is successfully
developed and marketed, the CPDC will receive a royalty of 5 percent of the sales
of the product. By 1985, the CPDC had committed over $13 million to the
development of more than 60 products and recovered a total of $2.4 million m
royalties from product sales (Wisconsin Legislative Council, 1986, p. 14).
Obviously, state venture capital funds usually require that a business seeking
financing be located within the state. Industry preferences, however, are varied in
the many states. Some states will consider any business that may potentially aid
the state's economic growth or monetary base. While investment biases are
prevalent in some states, others will look favorably upon any industry or sector,
provided it is dynamic and has high returns. The high-technology industry, in
particular, is the focus of the most frequent investment by states. Nine funds from
· eight states concentrate on this industry.
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4.7 MASSACHUSETTS: A VENTURE CAPITAL PROGRAM MODEL
Only in a few states have definite results in state venture capital programs
been achieved. Massachusetts may be the best example of an overall state program
attaining success. Three statewide development banks have been created. When
combined with the Community Enterprise Economic Development Program, the
Community Economic Development Assistance Corporation, the Massachusetts
Housing Finance Agency, and Massachusetts Land Bank, the development banks
the most comprehensive development finance network (in excess of $4 billion) of
any state (Council for Community Development, 1986, p. 11).
The Masachusetts Technological Development Corporation (MTDC)is an
independent state agency that acts as a capital source to new and expanding
technology-based businesses that are located within Massachusetts. Investments are
made by MTDC in small businesses that are in their start-up and first stages of
development and that have not been able to get affordable and adequate financing
from private sources, even though they have the means to stimulate substantial
employment growth. The MTDC was originally funded with a $4.2 million
allotment from Massachusetts and a $3 million grant from the Economic
Development .Administration of the U. S. Department of Commerce. An annual
appropriation of $800,000 is received by the agency from the state (Massachusetts
Technology Development Corporation, 1986, p. 2). Created in 1978, MTDC has
targeted start-up companies with capital shortfalls. It worked to supplement
private venture capital funds through the implementation of its practices and
policies. As a result, MTDC has been able to leverage approximately $5.50 of
private coinvestment with every $100 of its investment in early-stage technology
companies based in Massachusetts (Massachusetts Technological Development
Corporation, 1986, p. 11). In the mid-1980's, a change in the needs of technology
companies for venture capital investment occurred; so MTDC answered the needs
with funding of the expansion of small existing Massachusetts technology companies.
Also MTDC is branching out into different geographic regions of the state as well
as among industries.
Through each of the phases of its existence, MTDC has pursued the
following four basic objectives:
I. to help create primary employment m technology-based industries m

Massachusetts;
2. to attract and leverage private investment in Massachusetts
companies;
3. to foster the application of technological innovations in which

Massachusetts companies are, or can be, leaders;
4. to nurture entrepreneurship among Massachusetts citizens, planting
the seeds for long-term economic development in the state

(Massachusetts Technological Development Corporation, 1986, p. 11).
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Investments by MTDC are made on a co-venture basis with private-sector
professional investors, such as informal investor networks, limited partnerships,
venture capital firms, banks, insurance companies, and individual and corporate
investors with substantial net worths. The size of MTDC 's initial funding to an
applicant is determined by the capital needs of the firm and investment of the coinvestor; although investments can range up to a maximum of $500.000, most are
typically in the $100,000 to $250,000 range (Massachusetts Technology .Development
Corporation, 1986, p. 16). Investments are composed of equity, debt, or a mix of
both. A long-term, unsecured subordinated note makes up the debt component;
this portion of the financing is at a favorable interest rate with a partial delay on
principal repayment. MTDC, in exchange for granting such debt financing, seeks
an equity stake that is usually achieved via the purchase of common stock.
The Massachusetts Capital Resource Corporation (MCRC), owned and
operated by nine life insurance companies in exchange for tax relief, finances the
intermediate-term lending needs of rapidly expanding high-technology companies in
the $25-$100 million sales range. In 1985, 15 new financings. were undertaken,
bringing MCRC's total investment in Massachusetts business to over $140 million
(Massachusetts Capital Resource Corporation, 1986, p. 2). MCRC offers different
forms of capital; subordinated debt is MCRC's preferred investment technique. The
objective of MCRC, through the direct investment of long-term debt and equity
capital, is to successfully assist in the maintenance and growth of enterprises in
Massachusetts. A majority of its financing is channeled to the expansion and
relocation of existing businesses.

15,
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The Massachusetts Community Development Finance Corporation (CDFC) is a
state-owned venture capital company that offers flexible financing for viable real
estate and business development projects in which there is a clear public benefit.
They include diversifying the local economic base; the creation or retention of jobs
in the target sector, a tax revenue increase to the state and local community, and
the use of vendor-utilized buildings located in the target sector. Investments by
CDFC are made in partnership with Community Development Corporations
(CDCs); CD Cs are set-up to stimulate economic development in selected areas of
Massachusetts. 1986 was a strong investment year for CDFC and the CDCs,
CDFCs total commitment of $3 million in 1986 was invested in 25 CDC-sponsored
companies and real estate projects and created 374 jobs and 438 housing units
(Massachusetts Community Development Finance Corporation, 1986, p. 1). The
preferred investment range is $75,000 to $300,000 with CDFC providing up to onethird of the total financing required. Interest rates are fixed for the term of the
loan (Massachusetts Community Development Finance Corporation, 1986,p. 1).
CDFC expects to achieve public benefits by financing ventures. In fiscal 1986,
CDFC invested over $1 million in five companies through its Venture Capital
Program {Massachusetts Community Development Finance Corporation, 1986, p. 1).
There is still the question of whether state money should be used to finance
this type of economic development. Opinion varies from the point of view that the
state should neccesarily play a significant role in financial assistance to the view
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that private financing would have filled the need and that such funding is a
significant expenditure by the state. The businesses invested in are those
considered most likely to succeed and not of a marginal or risky character.
4.8 CONCLUSIONS
In response to the diminishing federal presence in small business assistance,
many states are developing economic development strategies. Frequently included
in these strategies is state-supported venture capital assistance to small businesses.
There may be a focus on small businesses due to the significant role they play in
the states' economies. Small businesses face monumental problems of acquiring
sufficient financial assistance in order to fund their development.
Venture capital programs address significant capital gaps encountered by small
businesses in both the equity and debt sectors. New and extensive state-supported
venture capital financing programs _have emerged due to such market inequities for
small businesses. Business credit is much harder for small businesses to garner
when compared to larger businesses because there is a shortage in long-term debt
for small businesses, there are higher requirements of collateral, and there is a
higher cost of collecting informatio:u and processing the loan for small businesses.
There is a need for government to intervene in the market only if it can remedy
market shortcomings by specific policies.
A state's policymakers are best able to implement successful state-supported
venture capital programs if they have an understanding of the stages of business
development. During the first stage of business development, few venture
capitalists are apt to get involved in financing because this is the riskiest stage of
investment. The Massachusetts Technological Development Corporation, in
particular, focuses on businesses in their initial stages of development. Statespon,sored initiatives fall into three categories: state-funded or state-chartered joint
public-private venture ca.pita! funds; state tax incentives to encourage private
investment; and venture capital investments from state-controlled public pension
funds.
In devising a venture capital assistance program, state policymakers must put
forth their goals for a venture capital program--usually the principal aim being to
increase the amount of equity capital accessible to small businesses within the state,
particularly for businesses that are in their initial stages of development. States
are taking on a greater degree of risk of nonpayment when compared to traditional
forms of state-supported financial assistance due to the high degree of failure of
small businesses. States may hope to further economic development aims as they
seek to present a favorable financing environment to small businesses.

The state-supported venture capital programs are difficult to evaluate due to
the fact that most have not been in existence for a significant length of time.
States, in fact, may not be able to directly copy the programs deemed most
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successful in other states due to their particular circumstances as well as the
problems of small businesses located within their boundaries. An incredible amount
of experimentation is now occurring in states throughout the country. Leading
states in state-supported venture capital financing are Connecticut, Indiana, and
Massachusetts. It is apparent that a solid technical base gives some states an
advantage in developing and implementing a program. Also some states have
found state-supported venture capital assistance to be politically feasible but not
always economically efficient. States must consider if their policies concerning
venture capital financing to small businesses are in fact achieving their goals. _
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Chapter 5

STEEL INDUSTRY DECLINE
AND ECONOMIC DEVELOPMENT
Chery1 A. Buford
5.1 STATEMENT OF PROBLEM

Grave concern exists over the decline and massive restructuring faced by the
steel industry in the United States. 1 Because steel continues to comprise a
significant portion of the national economy, the entire nation is adversely affected.
Moreover, since the integrated steel plants have traditionally been concentrated in
several regions within the United States, these communities and regions have been
particularly hurt by the industry's retrenchment.
The explanation of the industry's decline includes a number of factors
including overcapacity, utilization of new technology, and availability of capital.
Since World War II many nations have begun producing steel and world-wide ·
overcapacity has resulted. The United States was not prepared to face global
competition resulting from low-cost foreign producers. Due to its oligopolistic
position, until foreign products began threatening domestic products, the industry
was rather unconcerned about upgrading its technology to take advantage of the
least costly, most efficient means of production.
Investment capital in the United States has been expensive compared to that
in other nations. Thus, the decreased cost of production using the most modern
technology has been more than offset by the increased cost of capital. In addition,
even when firms are willing to reinvest, domestic capital markets have often been
unwilling to participate (Zysman and Tyson, 1983, p.68).
Due both to the severity of the impact of the decline and the integrated steel
industry's political clout, its problems have attracted government attention at all
levels. The federal government's efforts have generally sought to protect the
domestic steel industry from foreign competition through quotas. A few state and
local governments have begun experimenting with a divergence of methods to aid

1

In 1950, the United States provided 46.9 percent of the world production of steel. In 1982, it
produced 9.2 percent. In absolute numbe~s the United States went from 97 million tons of steel in
1950 to a peak of 151 million tons in 1973 and has since declined to 73 million tons in 1982. (Steel
Panel Committee on Technology and International Economy and Trade Issues, 1985, p.71)
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the steel firms in their areas. This paper will unravel the contributions made by
various actors to the integrated steel industry's current dilemma and the
anticipated effect each will have on its future.
In addition, since some regions and companies are more likely to survive than
others, evaluating the economic feasibility of an area or company is necessary for
assessing local and state programs as well. While upcoming decisions are of an
economic nature, the political environment has weighed heavily in the choices that
have been made in the past and will continue to do so in the future. Therefore,
both the economic outcomes and the policy context will be described in this paper.
The following questions will be addressed: In what ways has the role of the
federal government facilitated or impeded the adjustment of the steel industry to
increased competition and excess capacity? How have state and local areas been
affected by federal policy? Are local economic development programs effective in
retaining steel plants and will they subsequently sustain high levels of employment?
On what issues can federal, state, and local governments act as "partners" in
stabilizing the steel industry?
The chapter is divided into five sections. The first one describes historical
trends within the United States' steel industry and the consequences of its
corporate policies. The second segment relates the impact of federal policies on the
industry. The third and fourth sections are case studies of state and local
programs directed at revitalization of firms within their jurisdictions, focusing on
Ohio and Chicago, respectively. The final section compares public policy at various
levels of government in terms of its consideration of the overcapacity issue,
changing technology, and job creation as as well as describing intergovernmental
relations.
5.2 BACKGROUND OF THE STEEL INDUSTRY

Introduction
Steel mills and blast furnaces (SIC 3312) are the operations referred to when
the term steel industry is used in this paper. 2 The industry consists of two types
of plants--major integrated ones and nonintegrated ones (mini-mills). The
nonintegrated plants are newcomers to the U.S. steel industry and their number
and market share have been steadily increasing, more than doubling in output from
1975 to 1985 (Barnett and Crandall, 1986, p.10). This growth is especially

2 By weight, steel is the predominant basic metal in the United States' economy. It is widely
used in manufacturing industries and is essential for the maintenance of the nation's infrastructure,
defense, and industrial base. Access to steel is necessary to the military as well. Controversy exists
as to whether that necessitates domestic production. Some argue that since, at present, many
nations produce steel, it is doubtful that we would have difficulty purchasing it even in the event of
a war.
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significant in light of the overall stagnation of the demand for steel and the
increased import penetration into the U.S. market.
The integrated steel industry is comprised primarily of a few large and
powerful firms. Its oligopolistic nature has had a. pervasive influence on prices and
industry response to foreign competition. In addition~ the presence of oligopoly has
led to a reluctance to experiment with new technology, hampered labor
negotiations, and motivated industry participation in political lobbying.
The United States steel industry emerged from World War II as the world
leader. The country led other nations in steel technology, plant size, and
productivity (Zysman and Tyson, 1983, p.71). Its quantitative predominance was
joined with a qualitative advantage that is difficult to measure, but equally
impressive (Barnett and Schorsch, 1983, p.15). The comparative advantage enjoyed
by the United States was based on a large home market, abundant raw materials
and skilled labor, access to the world's largest and best o.r ganized capital market,
and benefits derived from a continuous stream of innovation in other sectors of the
economy (Zysman and Tyson, 1983, p.71).
The seeds of the current overcapacity dilemma began in the 1950's when
expansion exceeded demand. The steel industry traditionally had sought to restrict
output in order to retain high prices. 3 It was persuaded by pressure from the
federal government to expand. The industry chose to replace and augment capital
equipment utilizing technology with which they were familiar rather than exploring
new possibilities, a decision that has come to haunt them in the years that
followed.
L&bor-Man&gement Relations
The labor-management problems that multiplied later began at this time as
well. The adversarial labor relations existing in the steel industry since World War
II affected contract settlements and the dependability of steel supply. These
circumstances contributed to the industry's lack of competitiveness with foreign
products. In the 1950's a strike broke out each time a new contract was being
considered. 4 In the 1959 strike, the federal government did not intervene as
quickly. Although it was the last nationwide shutdown, thereafter steel customers
stockpiled steel prior to each negotiation period. (Mangum, Mangum, and Kim,

3After Wor]d War II, industry officiaJs predicted a modest increase in demand and were reluctant
to increase capacity. The federal government, on the other hand, was fearful of steel shortages and
pressured the industry to expand its capacity under the threat of nationalization.
4

This volatile period followed World War II, during which the federal government pressured
companies to negotiate with the unions. They experienced four years of wage and price controls
accompanied by a no-strike pledge. A number of industries experienced "catch-up" strikes at the
war's end. In the case of the steel industry, the strikes persisted.
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1986, p.48) The result was erratic demand over time. Secondly, the steel being
stockpiled was not all American steel. During the lengthy 1959 strike, steel users
began buying imported steel in order to keep their operations running.

In the years that followed, workers won substantial settlements. During the
1950s and 1960s, the total compensation for steel workers varied between 1.3 and
1.4 times the average total compensation for all manufacturing employees. In the
early 1970s the ratio jumped to 1.5 times and by 1978 the ratio was 1. 75
(percentage changes calculated from AISI and BLS statistics, Steel Panel Committee
on Technology and International Economy and Trade Issues, 1985, p.57).
By 1973, the steel companies took the initiative mid- contract to propose a
no-strike guarantee called an Experimental Negotiating Agreement (ENA). The
agreement was made. prior to the OPEC embargo and the ensuing rapid inflation.
The agreement proved to be considerably more costly than anyone could have
predicted. It remained in place until 1980.
In the midst of extremely depressed market conditions in 1983, the contract
coordinating committee, (dominated by the U.S. Steel Corporation) representing
the eight major integrated firms, negotiated an agreement with the United Steel
Workers that contained as the central feature a 9 percent reduction in employment
compensation that is to gradually be restored during the life of the contract. In
exchange, the firms agreed to increase supplemental unemployment benefits and to
reinvest the money saved by the contract in existing plants.
In the past, not only has high employee compensation caused problems for
firms, but competitiveness has been hurt by restrictive work rules. Charles
Bradford, an analyst with Merrill Lynch, claims that 20 percent of the labor costs
can be attributed to unnecessary work rules (Senin, 1986, p. D-1). 5 This situation
is changing since labor negotiations are no longer made on an industry-wide basis
and since workers are fearful of shutdowns.
As the average age of the steelworkers increases and business falters, the
pensions negotiated over the last 30 years are becoming increasingly burdensome for
several reasons. First, many of the pension plans are underfunded. In addition,
when a plant closes, severance and early retirement may be taken by workers ten
years or so before normal retirement age. The costs of paying these benefits are so

5 Experimentation with nontraditional relationships between labor and management are evolving to
address this problem. Bethlehem Steel, for example, has created worker participation teams called
Partners for Progress. In addition, the firm has been sending workers to courses focusing on the
dynamics of problem solving. The result has been a number of projects to cut costs, improve
quality and safety, and utilize workers' skills more effectively (Dunlap, 1986, pp.12-14). It remains
to be seen whether this program can significantly alleviate the cost disadvantage of the firm and/or
save jobs. The union is working with management to eliminate 450 jobs through early pensions and
buyouts. The goal is to retain primary steel-making operations at the Bethlehem plant, and
consequently, save 1,300 jobs (Dunlap, 1986, p.2-14).
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high that several firms have concluded that it is less costly to keep an unprofitable
plant operating than to shut it down. Closing a mill has been estimated to cost
approximately $60,000 per employee, and some mills have 10~000 workers (Wayne,
1986, p.D-1). 6
The high wages paid io steel workers undoubtedly have increased production
costs. In part, the industry appears to have hidden behind the "high" wages as an
excuse for raising prices. The steel industry settled for large wage increases and
subsequently raised prices above the increase in unit labor costs.
Technology
Several explanations exist for the technical supremacy held by the U.S. Steel
industry until the 1960s. First due to the volume of the home market, American
firms could size their operations efficiently. Secondly, since growth during this
century was only interrupted in the years during the depression, the ·u .S. industry
was able to expand using the latest technology (Barnett and Schorsch, 1983, p.22).
Steel investment in the fosO's, however, failed to incorporate technological
advances that in the past had been the key element in the industry's success.
Instead, investment was of a capital-broadening rather than of a capital-deepening
nature. In other words, investment increased the number of productive units, but
traditional technology was retained (Barnett and Schorsch, 1983, p.27).
The industry's oligopolistic structure proved to be a significant structural
barrier in the technological dimension, as well (Zysman and Tyson, 1983, p.71;
Barnett and Schorsch, 1983, p.27). Two basic technologies were available in the
1950s: the open hearth (OH) method and the basic oxygen furnace process (BOF).
The largest producers were very experienced with the 0 H technology and favored
its usage. 7 "The BOF process promised lower cost production in the future and
for that reason it threatened to destabilize the industry's pricing structure" (Zysman
and Tyson, 1983, p. 71).
The U.S. steel firms continued to install OH technology as the plants
expanded, while foreign competitors adopted the BOF process. As 'the United

6 In the case of Wierton Steel, the National Steel Corporation sold the mill to the employees.
The firm received tax advantages for doing so. According to Otto Davis, professor at Ca.rnegieMellon University (telephone interview, January 1987), one clause in the agreement states that if the
plant remains open for five years, then National Steel will be relieved of its pension liability. There
are clear financial benefits to be gained by firms that sell their plants to their workers. "It is less
clear that employee purchase can actually save any jobs in the long run. Instead, it may eventually
encourage subsidies by states anxious to retain employment" (Barnett and Schorsch, 1983, p.71).
7 "Metal engineers and production workers had been trained in its fine points; construction
companies could build OH plants with little waste" (Zysman and Tyson, 1983, p.71).
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States steel industry began to feel the effect of import penetration in the 1960s,
however, it began to try and catch up with Japanese technology. Capital
expenditures were significant, rising to $2 billion annually (stated in 1972 dollars)
from 1965 to 1969 (Council On Wage Price Stability, 1977, p.16). Bethlehem's
Burns Harbor plant, which began production in 1968, was the only entirely new
facility built since World War II. "Instead, expenditures went to replace obsolete
facilities, to back advanced rolling and finishing facilities onto old plants, and
especially toward the decade's end, to install costly environmental protection
equipment (Zysman and Tyson, 1983, p.75)." 8 The overall neglect of both industrial
restructuring and technological innovation is reflected by the absence of these topics
in an analyses of the industry's problems and proposed solutions prepared by the
American Iron and St.eel Institute in 1980. These topics were only discussed in the
appendixes (Hirschhorn, 1986, p.237). The industry's approach to technological
innovation has been summarized by one of its own research and development
executives:
There is a trend toward more defense type research ... more time being
spent on shorter range projects and projects designed to meet government
mandates and regulations, and less time being speiit on the kinds of long
term, high risk, innovative projects which will lead to the new ways of
making steel in the future. Part of the problem is that what we are
doing with this money is not what everybody would call research and
development ... but is pointed more toward short term objectives for a
variety of reasons and not so much on the real innovative work and the
fundamental research work that you might define as research and
development (Hirschhorn, 1986, p.227 ,228).
Theoretically, technological innovation could be used as a means for the steel
industry to recapture a competitive advantage. This approach has been described
as the innovation cycle. As a general rule, however, the U.S. steel industry spends
a very small percentage of its net sales revenue on research and development when
compared to both other U.S. manufacturing sectors (only the textile industry
spends less) and foreign steel producers. 9 The Japanese steel industry spends 1.6
percent of its net sales on research. In contrast the U.S. steel industry spends 0.6
percent. Of the money that is spent, only 20 percent is used for basic and applied
research, which potentially could increase productivity and reduce costs.

· 8 " Although the steel industry is currently undergoing net disinvestment, it still adds an average of
$2.5 billion each year to its gross stock of capital" (Zysman and Tyson, 1983, p.75).
9 Some steel firms are more receptive than others to changing technology. U.S. Steel and
Bethlehem are considered less innovative than other firms. Inland, on the other hand, while initially
slow to adopt new technologies, seems to give greater consideration to a wider range of technological
alternatives open to them. Armco also has a reputation for geing a well managed and innovative
company (Hiestand, 1974, p.37).
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The nonintegrated plants offer greater hope than the integrated ones for
several reasons. Their smaller size makes construction less costly. The reduced
capital requirements more than compensate for the marginal loss of scale economy.
They are also built under the assumption that the mill and its technology will soon
be obsolete. The philosophy has subsequently become, "build tight, build quick,
build cheap" (Barnett and Schorsch, 1983~ p.92).
In tern a tionaliza ti on
Identifying the impact of the developments by foreign steel producers following
World War II will aid understanding the situation faced by the United States steel
industry at present. Since the war Japan and other nations have begun to increase
their steel production and have begun exporting large quantities of it. During the
decade of the 1950's, world steel production expanded by about 60 percent by
weight while United States steel production remained essentially the same
(percentage change calculated from AISI Annual Statistical Reports data, Steel
Panel Committee on Technology and International Economy and Trade Issues,
1985, p.71). The United States dropped from providing 46.9 percent of the world
production of steel in 1950 to providing 25.9 percent in 1960 and 9.2 percent in
1982 (Steel Panel Committee on Technology and International Economy and Trade
Issues, 1985, p. 71).
In the 1950's, foreign competition reduced the export market of the United
States' steel firms. In the 1960's, foreign competition began penetrating the
domestic market for low-value commodity products--a market somewhat peripheral
to the operations of the major United States' companies. By the 1970's, however,
imports had increased substantially in every product line (Barnett and Schorsch,
1983, p .4 9). 10
The source of imports has shifted. Until the 1960's Europe was a major
competitor. Since that time, imports from Japan and the developing world (such
as Latin America, Korea, and South Africa) have taken over. On average, Japan
consistently surpasses the United States in terms of productivity, the efficient use of
technology, and lower labor costs. This competitive advantage in combination with
an expensive dollar on the world market puts the United States' steel companies in
a particularly vulnerable position.

10 A domestic steel shortage did occur between November 1972 and April 1973. The U.S.
producers sold steel on the basis of historical consumer purchases. Domestic users who had bought
foreign steel were "punished" by being denied . purchase increases. The industry also ended most of
the . domestic discounts. In addition, the industry slowed steel deliveries as pressure mounted to lift
price controls. Punished firms were recalcitrant to return to foreign steel. The U.S. had recovered
from the recession more quickly than other industrialized countries. Foreign exporters, eager to sell
their steel, priced it well below U.S. firms and began to increase their market penetration.
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The industry's primary concern over imports is the destructive effect that they
have on , restraining profitability, prices, and investment. Besides depressing the
price per ton at which steel can be sold, the capital-intensive nature of the
industry means even small decreases in output have significant consequences for
costs and consequently profits. The reduced demand for American steel ~akes
capital investment even less attractive, further exacerbating the situation.

The Role of the St.eel Industry in the National Economy
Even during its decline, the domestic steel industry continues to play a
significant role in the national economy of the United States. Gross assets
(including the value of property, plant, and equipment) totaled approximately $45
billion in 1983, making it one of the largest industries in the nation (Steel Panel
Committee on Technology and International Economy and Trade Issues, 1983,
p.29). The industry employed approximately 350,000 hourly wage earners and
150,000 salaried personnel in 1983, which accounted for about 0.5 percent of the
domestic workforce.
The U.S. consumption of steel grew approximately 1 percent per year from
1950 to 1981. When steel consumption is evaluated as a percentage of GNP, the
data reveals volatility from year to year, but an overall pattern of decline. "The
ratio of steel consumption (millions of tons) to GNP (billions of 1981 dollars) fell
from .048 in 1970 to .032 in 1981" (Barnett and Schorsch, 1983, p.43). Industry
optimists point to such years of peak consumption as 1972-1974 as indications of
favorable prospects for steel demand in the future. Decline is explained away as a
cyclical downturn (Barnett and Schorsch, 1983, p.42).
A second explanation is more pessimistic, suggesting that the peaks are linked
to the general expansion of the economy during the 1960s and the 1972-1974
period. 11 Since these conditions no longer persist, this view asserts, the steel
industry can not be expected to follow the former cycles and is becoming less steel
intensive overall. Proponents of this view maintain that during the 1970's the
years of weak demand outnumber the ones of strong demand. During the market
plunge in 1982, steel shipments fell 31 percent from the middling level of 1983
(Barnett and Schorsch, 1983, p. 43). By 1985, consumption had increased 26
percent over the slump in 1982. It has not returned to its 1981 level (Sugg, 1986,
p.19-2).

11 The 1960s were characterized by the application of Keynesian economics. "In an effort to push
the economy toward its GNP potential, tax policies were enacted to boost capital investment, an
aggregate that is relatively steel intensive. Furthermore, government expenditure on infrastructure,
especially the interstate highway system, reached its peak in these years (the 1960s). Such
expenditures are also steel intensive" (Barnett, and Schorsch, 1983, p.41).
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5.3 AN EXAMINATION OF PUBLIC POLICY

From the previously described historical background of the steel industry, one
can conclude that its current problems are multifaceted and that they have resulted
in part from faulty corporate strategies. These events have influenced the context
in which policy decisions are made. Building upon this understanding, federal,
state, and local strategies designed to retain the viability of the steel industry will
be identified and evaluated. The dimensions of economic feasibility,, as well as the
impact of capital and technology will be examined. The selection of a state and
local case study is for the purpose of examining both the unique characteristics of
government intervention at that level as well as the intergovernmental relationships.

Criteria for Selection
National policies create an environment in which the U.S. steel industry
operates. The historic role of the federal government and the outcomes observed
need to be considered to identify its impact on the steel industry's current situation
and on state and local economies as well as policy options. Recommendations will
be offered pertaining to the federal government's role in the future.

;a
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Besides the national attention given to the overall decline of the U.S.
integrated steel industry, a number of local regions that have typically specialized
in steel production are also taking action. To address the problem of a dwindling
tax base and rising unemployment, several local governments have completed
studies that analyze the problems experienced by local firms. Public policy options
over which these jurisdictions have control have been discussed, as well as
occasionally appealing to an increased federal role.
Chicago was chosen as a case study for several reasons. First .of all, the
choice was narrowed by the limited number of local areas that have programs
directed at saving the steel industry. Secondly, Chicago has been the most
aggressive city in taking active measures to revitalize its steel industry. Finally,
Chicago's location in the midwest increases the likelihood of the program's success.
Some ·state governments have established programs to aid steel firms within
their boundaries. The support of state governments has been solicited partially
because of their access to more resources than local governments. In addition,
states may have a stronger motive to assist steel firms since their plants are often
scattered among a number of jurisdictions, making a sizeable impact on the state
economy. Consideration of the state's role is a necessary component to gaining a
complete picture of government involvement in programs designed to promote steel
industry retention.

sn
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Criteria for Evaluation
Because the overcapacity issue eclipses other considerations, this paper will
examine how various public policies cope with structural adjustment. The paper
will emphasize the impact of public policy on technological innovation and the
provision of capital, two dimensions essential for improving the steel industry's
competitiveness. The adversarial labor-management relations of the past, which led
to higher-than-average pay increases for steel workers and restrictive work rules
that hurt steel manufacturers' competitiveness, have relaxed since 1982 under the
threat of plant closings and massive layoffs. Labor will be considered in terms of
the number of jobs created as a result of public policy choices. The paper will
conclude with a discussion of conflicting goals such as reducing capacity and local
unemployment, increasing productivity (in a situation in which demand will not
correspondingly increase) and creating jobs, and the divergent perspectives of
government at various levels.
5.4 FEDERAL POLICY AND THE STEEL INDUSTRY

Introduction
Federal policy has had a pervasive effect on the steel industry directly
through a number of programs as well as indirectly through macro~conomic policy
and budget decisions. This section will describe and evaluate the influence of
federal policy on the steel industry.
Over the years, the prevailing posture of federal policy toward the steel
industry can be characterized as ambivalent. Even though it has periodically
investigated and threatened the industry, the government has generally tolerated
both its oligopolistic structure and The U.S. Steel Corporation's leadership within
the industry. ·The industry has accepted government interference as long as it left
the industrial structure intact. Unfortunately, the politicization of this relationship
has increased as the industry has declined.
The principal goal of the government-industry consensus is not the
constructive one of improving industry performance (lowering costs and
raising profits} but the reactionary one of maintaining an industry
structure that both legitimizes governmental interference and cushions the
decline of the traditionally dominant firms (Barnett and Schorsch, 1983,
p.233).

Direct Involvement
Unlike a number of European nations that have nationalized their steel
industries, only during World War II did the United States government make
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extensive direct investment in the steel industry .12 Government-built plants were
not in the most profitable locations. 13 In addition, the products produced in these
plants, chiefly plate for the wartime shipbuilding industry, were not well suited to
postwar demand. The government subsidies retarded the movement toward
Chicago and tidewater locations, trends that had begun prior to the war.
Following the war, a debate over steel capacity ensued between the federal
government and the steel industry. Several government economists predicted severe
steel shortages. Steel industry economists did not concur with government
estimates and the industry was reluctant to add capacity. The industry's
objections to increasing capacity stemmed from two fears: 1) the fear of producing
overcapacity and 2) the fear of destroying their pervasive market strategy of
restricting supply to maintain high prices, if their capacity estimates proved
incorrect.
In 1949, President Truman alluded to the possibility of construction of
government-owned steel plants if the steel industry failed to increase its capacity.
The industry greatly increased its capacity at this time due in part to the demands
of the Korean War and partly in acquiescence to the government's pressure. 14 After
Truman left office, subsequent administrations dropped the suggestion of
nationalizing the steel industry.
Labor costs have come to represent the largest single cost difference between
the U.S. steel firms and their foreign competitors. For a number of years, the
federal government intervened in labor and management disputes not for the
purpose of ensuring international competitiveness but as a means of controlling
inflation and maintaining constant steel supply .15 . It has been hypothesized that

12 Four new integrated plants were built with government financing; one m California, one m
Utah, and two in Texas.
13 Coastal locations would have had lower transportation costs, but. these sites were avoided due to
defense considerations.
14 President Truman announced the nationalization of the steel industry in 1952 to prevent a
supply disruption due to a steel strike. "Within a few weeks, the Supreme Court had ruled the
seizure unconstitutional; the industry's behavior appeared vindicated--in terms of both its expansion
efforts and its willingness to accept a strike over contract issues" (Barnett and Schorsch, 1988,
p.235).
15

The rationale for controlling inflation was as follows. First of all, since steel is an intermediate
good, the cost of all finished goods utilizing steel would increase. Second, it was recognized that
other unions based their own labor negotiations on settlements observed in the steel industry.
Third, since steel was considered as essential .during both hot and cold wars, during the rebuilding
of Europe, and for filling United States's shortages, the federal government intervened to keep the
numerous strikes of the 1950s short.
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each side approached wage negotiations more militantly than otherwise would have
been expected due to the expectation that the federal government would intervene
(Mangum, Mangum, and Kim, 1986, p.47).
,
Contract negotiations, at least until the late 1960s, was a tripartite
arrangement involving labor, management, and the federal government. The most
vivid confrontation between the government and the industry occurred in 1962
between Roger Blough, chairm?-n of U.S. Steel, and President Kennedy. The
Kennedy administration was seeking to alter the adversarial nature of contract
negotiations. It was anticipated that by doing so, inflation could be curbed. The
United Steelworkers agreed to accept a more moderate wage increase with the
administration's assurance that the steel firms would not significantly increase their
prices.
Within a week of the steelworkers' pledge, U.S. Steel announced an across-theboard price increase. At the very least, the administration was obviously unable to
deliver on its promise to the steelworkers. This failure prevented the
administration from using this means to manage the macroeconomic wage and price
increases in the future. The Kennedy administration pressured the firms into
compliance by waging an intense media campaign denouncing U.S. Steel's actions
and threatening antitrust investigations. Within three days of its original
announcement, U.S. Steel rescinded its declaration.
Since the early 1970s, the link between steel prices and inflation has rarely
been invoked . Since the integrated firms have been losing ~arket share to lowcost producers, there is less concern over their ability to unduly influence inflation.
The lost market share reduces their impact on the economy and the increased
competition limits the price that they can charge.
As the level of steel imports increased and proved more threatening, the U.S.
steel industry s.o ught relief from the federal government through protective trade
policies. The assertion was made that the industry was being victimized by
''dumping" practices of foreign steelmakers. The notion of what constitutes "fair"
competition is elusive. 16 The indU;stry claimed that foreign competitors were
dumping their steel in U.S. markets at prices that did not cover their production
costs. In order to compete, the U.S. firms would have to reduce their prices below
a level that was profitable and could not retain their stockholders.
The Nixon administration initiated the first direct federal action to protect the
steel industry from imports. The program has been referred to as Voluntary
Restraint Agreements (VRA) since the system worked via self-administered

16 Dumping was first defined in the Anti-Dumping Act of 1921 as export sales at prices below
those in the respective home market. The intent of the legislation was to guard against foreign
producers that increased their home market prices to subsidize foreign sales and consequently "steal"
market shares from domestic producers (Zysman and Tyson, 1982, p.81)
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commitments from major steel producing nations to limit their exports to the U.S.
Several inherent weaknesses existed in the system. · First of all, since the restraints
were self-administered, there was no enforcement mechanism. Secondly, nations not
covered under the restraint agreements increased their exports to the U.S. Thirdly,
nations involved were limited by total tonnage, so they merely shifted their exports
to higher value-added steel and thus maintained or increased the dollar value of
their U.S. sales.
The U.S. steel firms did not use the opportunity to increase their investments
and become more competitive and consequently have been judged a failure (Barnett
and Schorsch, 1983, p.239). The original agreement was designated for three years.
It was renewed once and then allowed to die naturally.
The steel industry's situation improved briefly from 1972-1974. A world steel
boom and the Nixon price controls diverted imports away from the U.S. Optimism
faded quickly, however, since in 197 4 the world demand for steel dropped. The
industry began pursuing antidumping suits.
Amendments to the 1974
complicated. They stated that
production costs, dumping was
"constructed" value." 17 These

Trade Act made identifying dumping more
if the home prices were below the average
defined as export sales at prices below a fair
comparisons were extremely difficult to make.

The question of what constitutes "fair" competition is questionable. Not only
are there calculation problems, the constructed prices resemble administered pricing
by U.S. firms. One wonders how that can be considered as "fair."
During the Carter administration several agencies jointly investigated the steel
industry's problems and developed a comprehensive set of policies called the
Solomon plan. Their recommendations included tax policies, antitrust and
environmental regulations, and federal support for research and development. The
main thrust, however, was a trade program known as the trigger price mechanism
(TPM).
The program was designed to placate the steel industry without imposing

17 The constructed value was defined as direct production costs plus 10 percent overhead and 8
percent profit. An alternative method compared the dollar value of the advantage gained through
lower cost production to the value of importation charges. If the former was smaller than the latter
and if imported steel is being sold at prices below those of domestic producers, then the dumping
charge could be made. This method has several problems. For example it does not take into
consideration that average production costs increase in recessionary periods. In this example, foreign
producers that use marginal costs (which would be lower than average costs during recessionary
periods) as a means of pricing could thus be charged as allegedly dumping.
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quotas on foreign producers. 18 Steel entering the U.S. had to be sold at a price
equal to or above this constructed, or trigger, price. U.S. firms were free to file
antidumping suits. It was assumed that this would be unnecessary. In fact, the
government stressed that the filing .of suits would mean the termination of the
TP!\1 (Barnett and Schorsch, 1983, p.240).
The underlying intent appears to be a limitation of import penetration to 15
percent. It was assumed that the U.S. firms could compete at the trigger price.
The Japanese understood this underlying motivation and limited their exports to
the United States. The trigger price was below cost, however, for the European
firms, so the program actually certified dumping for them.
The principal outcome of the TPM was the establishment of a minimum price
level for American producers. This approach reflected a turnaround in the federal
government's attitude toward steel pricing from the 1950s and 1960s. Whereas
steel policy had traditionally focused on restraining steel prices, with both the VRA
and the TPM the government shifted to policies that have indirectly generated
higher steel prices . While designed to boost the industry's profitability, such
policies are just as likely to attract further entry on the part of mini-mills and
foreign suppliers not covered by import restraints (Barnett and Schorsch, 1983,
p.242).
In 1984, President Reagan reinstituted voluntary export restraint agreements
with the goal of limiting imports to 20.2 percent. Congressional Budget Office
projections estimate that if the quotas remained in effect until 1992 they would
successfully restrict imports and stimulate production. The cost would outweigh
the benefits, however, and the benefits would be short-lived, disappearing after the
quotas were lifted (The Congressional Budget Office, 1987, p.38).
During the spring of 1987, the House \Vays and Means Committee proposed
alterations of the existing trade laws. The majority of the changes are marginal
and not ones that will substantially modify the thrust of existing trade policy.
The proposals delegate to the U.S. trade representative authority to the U.S. that
had been held directly by the President.
Under the provisions of the proposal, sectors applying for import relief may
voluntarily submit a report of adjustment strategies. The report is to include a
description of the industry's assessment of how import relief would help them and
actions to be undertaken by the industry to revitalize itself or prepare for orderly
adjustment while the import relief is in effect. Three additional factors were added
to the list of ones considered under existing legislation when an industry claims
imports threaten serious injury. The factors consist of "a decrease in market share;
the extent of the diversion of foreign exports to the U.S. market; and the inability

18 The government constructed a price based on the Japanese production costs, which were the
lowest in the world at the time, plus an 8 percent profit.
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of domestic producers to generate adequate capital to finance modernization of
[their] plant[s] and equipment" (Committee on Ways and Means, 1987, p.26).
The level of the tariffs applied is being modified. The tariff for carbon steel
is being reduced from 6 percent ad valorem to 4.28 percent. For stainless steel
and tool steel the fee is being decreased from 9.5 percent ad valorem to 5.1
percent. "Other" alloy steel will be charged an additional amount, increasing from
3.8 percent to 5.1 percent (Committee on Ways and Means, 1987, p.26).

Indirect Impact of Government Policies

iti

U

The U.S. steel industry has complained since the 1960s that it has been hurt
by a number of federal policies, especially tax policies and the exchange rate.
Federal involvement in antitrust issues , environmental regulation, and subsidization
of research and development have provided both incentives and disincentives to a
variety of industries, including steel. Examining these policies is important since
they create, in part, the environment in which the steel industry operates.
Usually, inflation reduces the incentives of firms to invest because of increased
replacement costs for new equipment. As the industry becomes more capital
intensive, the inflationary bias against new investment increases (Barnett and
Schorsch, 1983, p.243). In addition, economic uncertainty and high nominal
interest rates threaten long-term investment (Barnett and Schorsch, 1983, p.243).

at

From the post-World. War II period until the late 1970s, however, real
interest rates were low in comparison to the inflation rate. The low interest rates
could have compensated for the inflation rate. In contrast, during the early 1980s
the cost of borrowing increased relative to the inflation rate, making it difficult for
companies to raise investment funds. If interest rates remain high, the problems of
heavy industry, like steel, are exacerbated and structural adjustment is accelerated.
Because of low integrated steel industry profitability, the combination of high
inflation ~nd low real interest rates is needed to increase the attractiveness of the
steel industry as an outlet for investment (Barnett and Schorsch, 1983, p.244).
Without these props, and in an environment where capital is priced at its
real opportunity cost, the unprofitable character of many steel industry
investments will be much more apparent (Barnett and Schorsch, 1983,
p.244).
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When the dollar is overvalued in comparison to other currencies, imports are
in effect being subsized. This situation began in the 1960s. The dollar
devaluations of 1971 and 1973 as well as the effect of the international monetary
system reforms alleviated the financial burden caused by the exchange rates.
During the early 1980s, however, the dollar again became overvalued. In a system
of floating exchange rates, the federal government's role is less direct. During this
period, the increase has been attributed to high interest rates.
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The predominance of financial flm\·s in determining exchange rates is a
new development, and the existing system was not designed to cope with
it (Barnett and Schorsch, 1983, p.246).
The tax system ·has magnified the effect of inflation on investment.
Depreciation schedules have been considerably longer in the U.S. than most other
countries. The depreciation schedule that was in existence from 1981 until the
recent tax reform, was especially hurtful to the industry. Since depreciation was
linked to the estimated life of the equipment ot.her associations have been ignored
(Barnet~ and Schorsch, 1983, p.246).
"The Tax Reform Act of 1986 provides the [steel] industry with mixed
incentives" (Congressional Budget Office, 1987, p.15). The industry is allowed to
retain its unused tax benefits, which amount to $7 billion. This provision allows
firms to shelter income from profitable activities, and the firms are not limited to
st.eel investments. The tax shelters may provide added encouragement for the steel
firms to diversify their investments away from steel. The transition rules, however,
specify that integrated steel producers may have a one-time tax refund, which is
approximately $500 million. The qualification is that it must be used for
investment in steel facilities. The incentives appear to favor diversification over
reinvestment in steel.
As described earlier, the federal government's approach to the steel industry's
market structure has been ambivalent. On the one hand it tolerated an
oligopolistic structure that contributed to the industry's demise when low-cost
producers entered the markets. On the other hand, since World War II, the
government's antitrust efforts have prevented cooperative efforts by steel firms to
achieve economies of scale.
The antitrust regulations prevented the merger of LTV and Republic and the
proposed acquisition of National by U .S.X. It is not certain that these efforts
would have favored investment by promoting capacity reduction or other means of
cost savings. Instead it may have resulted in higher steel prices and a. subsequent
increased demand for import protection.
There is no question that environmental regulations have added to the
production costs for integrated steel producers. Minimills that were relatively
nonpolluting and foreign producers were given an additional cost advantage. One
policy question is whether the cost of pollution control should be paid for by the
public. It should be noted, however, that Industrial Revenue Bonds (IDB'S) were
made available to cover the expense the firms incurred by adding pollution control
equipment. This assistance should have mitigated the cash flow problem and
provided a inexpensive credit as well as freeing the availability of funds in the
private sector capitol markets.
Historically, the federal government has given little money to research and
development (R & D) in the steel industry. As of 1980, 72 percent of the
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aerospace industry's research was subsidized as compared to 2 percent in the steel
industry (National Science Foundation, 1980, pp.11, 18). More recently, the
Congressional Budget Office (CBO) determined that the industry spent 0.6 percent
of its sales revenue on R & D, as compared to 2.6 percent for the average
manufacturing industry. Federal research spending adds an amount equal to
another 0.04 percent of sales, compared to the federal research spending for all
manufacturing equal to 1.2 percent of sales.
Part of the explanation for this difference in federal spending, however, can be
attributed to the unused R & D tax credit, which has been virtually untapped by
the industry. Steel spending for R & D has remained the same since 1981.
During the same period corporate R & D has risen by over one third. "A lack of
taxable profits may also help explain the low level of R & D in steel"
(Congressional Budget Office, 1987, p.31).
As discussed in section one, steel firms often operate unprofitable mills due to
the costs, especially pension costs, involved in closing them. At present, if a firm
declares bankruptcy then the Pension Benefit Guaranty Corporation (PBGC) covers
the payment of workers' pension benefits. This policy subsidizes the least efficient
firms, since firms not filing bankruptcy have considerable financial liability. A task
force from the Commerce Department is currently studying this problem, since in
the future it is anticipated that a. number of firms will be rationalizing and the
viability of the PBGC is at stake (Beazley, 1987, p.12).

Critique of Federal Steel Policy
After criticizing federal policy concerning steel, many jump to the conclusion
that the industry's problems should be ignored and the focus should be on more
promising industries. Since the U.S. steel industry has fared worse than Japan's
and Canada's in recent years, it is insightful to compare the role played by the
governments of each. The U.S. government has viewed the steel industry as
strategic for national defense purposes. While countries such as Japan and Canada
share this perception of their own steel industries, in contrast to the U.S., they
have been motivated to promote industrial development and international
competitiveness. All three nations have also sought the availability of attractively
priced steel. Japan and Canada have pursued indirect means to this end namely
maintaining "an efficient, profitable, low-cost producer" (Barnett and Schorsch,
1983, p.231). The U.S., on the other hand, has applied political pressure to
contain steel prices, "while less attention was paid to economic performance-whether in terms of costs, profits, or other measures" (Barnett and Schorsch, 1983,
p.232).
In general the federal government has neglected its role in promoting
profitability and investment. Federal policy has reacted to crises rather than ·
focusing on innovative, future-oriented opportunities. In addition in the
overcapacity dilemma, the federal government must share responsibility with the
steel firms, since it was at the government's insistence that they expanded in the
1950s. The federal policy has ignored industrial restructuring entirely.
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On the other hand, federal policy has been very attentive to its role in the
trade area. The VRAs and the TPM of the 1960s and 1970s have been considered
as failures, however. In addition, trade policy pursued during the spring of 1987
expanded the protections that may exacerbate the problems of the past. The
impact of federal policy is limited since it is only indirectly related to other causes
for the decline of the steel industry. The responsibility is thus placed on the steel
firms themselves as well as on world-wide conditions outside of their control.

5.5 A STATE'S ROLE IN ASSISTANCE TO STEEL FIRMS
The economy of Ohio, like that of a number of midwestern states, has been
based on manufacturing. Traditionally, steel produced within the state has been
utilized by manufacturing there as well as in surrounding states. Bruce Smith
(telephone interview, March 1987), the assistant deputy director for the Ohio
Department of Development stated, "Steel is the infrastructure for the rest of the
[Ohio] manufacturing economy." Operating on this conviction, Ohio has been very
active in promoting steel firm retention within its borders.
This reasoning has not always motivated public policy in Ohio, however.
When Richard Celeste became governor in 1982, unemployment had reached 12.5
percent and consequently he sought new alternatives for reducing it. Initially, the
Celeste administration contemplated using the Megatrends approach to economic
development. 19 Carrying this philosophy to its logical conclusion, the problems of
t~ steel firms would have been ignored.
As state economic development professionals discussed these ideas, they
decided that this strategy was unworkable for a number of reasons. Of importance
to the state was the issue of its economic dependence on steel, as well as several
political concerns. In the course of their deliberations, they concluded that not
only does the steel industry continue to employ a large number of Ohio residents,
but that there is also a synergistic relationship between the steel industry and the
other manufacturing sectors. This judgment was based on information and
impressions that they had gleaned from their ongoing interaction with local firms.
Megatrends stresses the importance of focusing on high- technology industries.
According to Mark Barbash (telephone interview, January 1987), "high technology"
in 0 hio has been reinterpreted to mean high technology in the basic machinery and
manufacturing sectors.

19 Megatrends advocates abandoning mature, declining industries and targeting growth sectors.
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Use of Existing Programs
Most of the assistance that the state has given to steel firms has been
through existing programs within the Ohio Department of Development, an agency
that has considerable authority and visibility. 20 The programs have been designed
with flexibility in order to accommodate unique situations that arise. Because of
this flexibility, the needs of steel firms within the state have been addressed for the
most part without passing additional laws or creating additional programs.
LTV and Armco are examples of firms that have received assistance through
Department of Development programs. Each received $2.5 million for electrogalvanizing equipment, which represented both a process and product innovation.
The equipment was designed to produce lighter steel that was galvanized on both
sides simultaneously. Such steel users as appliance and auto manufacturers were
demanding this type of product. The steel mills would be unable to sell their
sheets if they could not respond to these specifications. Bruce Smith stated
(telephone interview, March 1987) that the Department of Development anticipates
that the benefits from this loan will include construction jobs needed to build the
new facilities; retention, expansion, and relocation of steel "users"; as well as the
improved competitive position of the firms themselves.
The money for these capital investments was made through the preexisting
Ohio Industrial Inducement Fund, which was designed to provide money for fixed
assets. The money has usually been spent for infrastructure needs. No formal
application process exists for requesting assistance. Decisions are made by a small
group meeting weekly in consultation with the governor (Ohio Department of
Development, 1987).
The department has utilized some federal assistance programs in conjunction
with its own programs to aid the steel industry, namely Urban Development Action
Grants (UDAG) and the Small Cities Block Grants. When American Steel and
Wire bought a portion of a USX plant, the state provided them with a low-interest
loan through a preexisting direct loan program offered by the State of Ohio, but
the source of the money was a UDAG grant. In general, to qualify for the Ohio
loan program, applications are reviewed by state-employed loan officers and the
Development Finance Advisory Board. The advisory board is a bipartisan group
comprised of a specified number of gubernatorial appointees as well as legislators.
The loan to American Steel and Wire amounted to $4 million. Interest was
charged for two years with a twelve-year amortization. The firm was also given a
grant of $1.5 million. American Steel and Wire initiated the purchase of the USX
plant, which had not formerly been on the open market. The state was unaware

20The director of the department is a member of the governor's cabinet. The deputy director and
assistant deputy director frequently travel with the governor and represent him at a number of
occasions.
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that negotiations were taking place until American Steel and \Vire approached them
for assistance. John Peck (telephone interview, March 1987), the attorney that
represented American Steel and Wire, described the state as ''aggressive in finding
ways to help."
Several steel companies, including North Star in Youngstown, Enduro Stainless
in Massland, and Armco in Middletown have received tax abatement assistance by
qualifying for Ohio's enterprise zone program. The state passed the enabling
legislation for local governments to implement these programs. The benefits under
this plan as described in Resource Ohio include "up to 100 percent abatement of
real estate or tangible personal property taxes for up to ten years; additional state
incentives available" (Ohio Department of Development, 1987). Smith (telephone
interview, March 1987) said that the state requires a firm to agree to "retain or
create employment and ~stablish, expand, renovate, or occupy a facility in an
Enterprise Zone." It is possible that this agreement, however, may not be
enforced.
In addition to financial assistance progr~ms, the Ohio Department of
Development is involved with several labor issues. Worker retraining is conducted
through the Ohio Industrial Training Program. Existing workers are retrained to
use new processes and/ or techniques. The program is designed to fill a gap that
exists among federal programs. The Job Training and Partnership Act (JTPA) in
the Bureau of Employment Services focuses on dislocated workers that are currently
unemployed. In contrast, the state assists firms in retraining current employees.
The program is shared by the Department of Development and Ohio VocationalTechnical Education.
The Bureau of Employment Services and the Ohio Department of
Development at times work together on projects. In the spring of 1987 the two
agencies jointly held a conference in a number of Ohio cities to discuss with
economic development professionals means of implementing programs offered by
government agencies to prospective employers. The outcome of this venture is
unknown at this time.
Labor-management relations is another area of concern. A group of advisors
has been established that facilitate labor- management cooperation. Local
committees support positive interaction currently taking place within firms and
promote its furtherance through training.

The Steel Futures Fund
Unlike the previously described programs, the Steel Futures Fund was
established specifically to aid the steel industry. It also diverges from existing
programs in its focus on considering issues affecting the industry as a whole, as
opposed to the existing programs that focus on specific situations involving
individual firms. As its name implies, it is hoped that the scope of the Steel
Futures Fund will aggressively explore new opportunities for steel production,
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whereas existing programs either alleviate problems or assist firms that desire to
take advantage of current opportunities. According to Barbash (telephone
interview, January 1987) the state does not intend to become involved in bailing
out companies that are going under.
The governor of Ohio initiated the creation .of this program. The idea
evolved from interaction with the companies, not out of formal analysis. The
initial funding for the program is approximately $6 million and, pending approval
by the Ohio legislature, has been included in the 1988 state budget.

A Critique of Ohio's Programs
The Orr administration has made the decision that, due to both political and
economic considerations, it must assist the steel industry whenever possible. The
economic considerations are based on the premise that steel is an essential
ingredient to Ohio's industrial complex. Since 1983, Ohio has assisted steel firms
with specific projects that appear to the governor and his economic development
staff to be viable means of protecting revenues and jobs. It has decided, however,.
that it will not subsidize firms that appear destined to fail.
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The programs address industry needs for capital, improved labor relations,
and technical assistance. Overcapacity is being dealt with only to the extent that
the state limits its assistance to firms that it believes have a reasonable chance of
surv1vmg. The state appears to consider itself as a competitor with other states
for business expansion. Bruce Smith expressed the opinion that the electrogalvanizing facilities at Armco and LTV conceivably could have been built in any
of a number of states and the assistance from Ohio could have been the persuading
factor for them to expand there.
The means of assessing the programs varies. The subjective conclusions of
state officials based on their knowledge of their the state's economy and their
interaction with steel firms are the determining factors for some projects. Decisions
to loan firms money, on the other hand, are based on the scrutiny of loan officers.
Smith (telephone interview, March 1987) expressed the opinion that the state's loan
portfolio is probably about equal to that of private lending institutions.

A number of federal programs have been helpful to Ohio in assisting the steel
industry. The UDAG money, however, has been of limited usefulness for two
reasons. First, the availability of funds is unpredictable and constrained. In
addition, too much lead time is required between applying for the money and
actually receiving it.
Cities have assisted local steel firms with revolving loans, tax abatement, and
enterprise zones. They have also actively participated with the state to promote
steel retention and expansion. The primary effort, however, has come from the
state. Part of the explanation for this lies in the greater financial resources
available to the state as compared to the local governments. In addition, however,
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integrated steel plants in Ohio are interspersed throughout the state, rather than
being concentrated in a few metropolitan areas, which gives the local governments
less incentive to assist.
5.6 A LOCAL GOVERNMENT'S ROLE IN ASSISTANCE TO STEEL

FIRMS
Historical Background
Chicago has been considered a major steel producer since the late 1890s.
Unlike Ohio, whose mills are scattered throughout the state, most of the plants in
Illinois are within the Chicago metropolitan statistical area {MSA). Chicago steel
production grew along with the industry that was developing in the area. Initially,
iron production served the railroad and small fabrication facilities. Not only was
the railroad a consumer of iron, but it has been hypothesized that discarded rail
that was sold to steel firms and subsequently became an input in steel production
was a contributing factor to the establishment of early Chicago area mills
(Markusen, 1985a, p.45).
By 1897, Chicago was already producing a significant share of the national
steel output. The development of the industrial complex in Chicago represents a
dynamic interplay of a number of contributing factors. The demand of steel-using
industries was growing. Indigenous growth in steel company innovation attracted
large steel companies, which in turn attracted fabricators. Steel users also were
attracted to freed-up steel capacity resulting from the decline in consumption by
the railroad.
Steel firms have obviously been important actors economically and politically
in Chicago for a number of years. The city's present mayor, Harold Washington,
requisitioned a study to be completed by the Center for Urban Affairs and Policy
Research at Northwestern University to determine Chicago's current economic
dependence on steel and to recommend policy options for steel industry retention.
Through the use of sophisticated analytical techniques, the researchers
determined that steel and related industries remain at the critical core of the
economy. These jobs equal 78 percent of those in durable manufacturing. The
published report from the study made the following assertion:
While it remains a relatively undocumented phenomenon, it appears that
import competition for Chicago steel producers has mounted in recent
years. At this point, it is unclear whether steel-using segments of the
industrial complex can survive without domestic steel, and whether, if steel
plant closings continue, this will further loosen the ties that keep these
sectors anchored in the industrial Midwest. (Markusen, 1985b, p. 79)
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The N ort.hwestern study went beyond merely evaluating the sectoral
dependence of the region by evaluating the relative competitiveness of individual
firms based on their product lines and corporate strategies. They discovered that
both Inland Steel and Bethlehem Steel are committed to modernizing and surviving
as least-cost producers in the higher grade bulk lines (such as cold rolled sheet).
National, USX, and LTV have focused on rationalizing and dh·ersifying their
investment. Interlake is disregarding typical corporate strategy by specializing in
customized melts and certain product lines that are high quality and tailored to
customer needs.

Chicago's Plan
The Task Force on Steel and Southeast Chicago was initiated by Harold
Washington, mayor of Chicago, as a result of the Northwestern study. His interest
in steel also stemmed from his prior involvement in the Congressional Steel Caucus
and the campaign support he received from steelworkers. The Chicago task force
included two attorneys (one from downtown and one from southeast Chicago), three
college professors, two bankers, a steel company executive, and a labor union
official. It represented the policy committee and used a two-tiered system with
others participating in working groups.
The task force has taken the position that the city, state, and private sector
should cooperate in facilitating the retention, modernization, and rebuilding of steelproducing and steel-using industries. They perceive steel as the linchpin of the
Chicago industrial complex. A number of local governments have pursued tax
abatement plans to attract and retain firms (including but not limited specifically
to steel firms). The steel task force plan utilizes tax abatement as well. Its scope,
however, goes beyond that to include recommendations directed toward improving
the steel industry and improving the southeast Chicago community, making it a
more viable place for firms to locate and expand.

Programs for the Steel Industry
The task force proposes that governmental financial assistance be given to the
steel firms. Examples were given of governmental entities going to "extraordinary"
means to save firms and subsequently preserve employment. In one case a joint
contribution of $45 million was given by Chicago and the state of Illinois to USX
in 1983 to build a rail mill at Southworks. The cost was over $22,500 per job.
The task force did not rule out the possibility of making such a sizeable
contribution.
In addition to the steel producers, steel users and distributors have also been
targeted as eligible for receiving assistance, since they create the demand for the
steel that is produced. It has been acknowledged that this group is not
homogeneous and thus has a diversity of needs. The task force's overall philosophy
is to offer public support to stronger firms "while helping some of the weaker
adjust to the changing economy" (Lerner, Giloth, and Alexander, 1986, p.11). The
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specific recommendations focus on offering financial assistance both for capital
expenditures and cash flow problems, alleviating bottlenecks caused by fluctuating
steel prices.
The task force has proposed the development of an advanced technology
program to aid steel producers and users in both process and product innovation.
The task force envisioned a summit sponsored by Argonne National Laboratory and
The University of Illinois at Chicago as the catalyst for initiating the technology
program. Following the summit, it is hoped that a consortium of public and
private laboratories will form "to exchange knowledge and develop cooperative
projects" (City of Chicago, 1985, p.36).
Funding would hopefully come from the states of Illinois and Indiana, federal
agencies such as the National Science Foundation and the Department of Energy,
and the local community. The task force is desirous of lobbying the federal
government for long-term financing for R & D, including an experimental mill to
be located in Chicago (City of Chicago, 1985, p.39).
The task force recommended that cooperative programs be developed utilizing
both the public and private sectors to retrain and ease the adjustment for displaced
workers. After assessing the needs of individuals and families it is designed to
offer assistance both for social services and in such areas as legal/financial services
to new entrepreneurs (City of Chicago, 1985, p.42). In addition, the task force
foresees the program as "advocating and leveraging demonstration projects that lead
to job retention" (City of Chicago, 1985, p.42). Finally, the program would serve
as a clearing house including both the skills of the existing labor force and
manpower needs of business. The clearing house would document the impact of
unemployment for workers, their families, and society.

Co1nmunity Development Programs
The task force recommended that the community act as an advocate for
business. The plan includes such suggestions as streamlining bureaucratic processes,
adding financial incentives for companies to stay, and making information on
various programs accessible to businesses. According to Joshua Lerner, (telephone
interview, January 1987), the city's contract with Commonwealth Edison expires in
1990. The proposals encourage exploring alternatives to reduce energy costs.
Several possibilities are included, such as developing bulk cooperative purchases of
electricity and establishing an energy demonstration zone (City of Chicago, 1985,
p.51).
Finally, the task force recommended that land be developed strategically using
government stimulation of the industrial real estate market. Chicago's Commercial
District Development Commission (CDDC), founded in 1977, was selected as the
best agency to successfully renovate southeast Chicago in the future. At the time
of its founding, the CDDC was given a broad range of powers "to buy and sell
property, clear and · renovate buildings, borrow and lend money, and exert the
power of eminent domain" (City of Chicago, 1985, p.54).
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The CDDC has not made use of its powers, but it has recently reorganized.
It is expected, therefore, that it will be more effective in the future. The task
force recommended expanding the agency's activities to include land banking of
unused industrial properties.
Finally, to promote the long-term industrial growth of the area, the task force
proposed developing and/or renovating the transportation services to the area.
These projects include revamping the Port of Chicago, building a trucking terminal
and a centralized southeast Chicago rail yard, as well as conducting feasibility
studies for building an airport that is more accessible to the area.

bnplementation
It has been recognized that the city of Chicago acting alone could not
accomplish these goals. The task force proposed utilizing the existing Economic
Development Commission (EDC) to gather and disseminate information on economic
development, oversee service provisions, and act as a liaison with business and
community groups (City of Chicago; 1985, pp.62, 63). In addition, it is hoped that
a lobbying effort can be established with various actors appealing to state and
federal legislators for assistance.
The task force's report was adopted in the fall of 1986 and several programs
have been initiated. According to Lerner, (telephone interview, January 1987), the
political situation has restrained the pace of implementation, however, since Mayor
Washington was facing an election in April 1987.
Lerner also stated (telephone interview, January 1987) that the report has
been used by the EDC as · a means of "network building." EDC staff are discussing
its contents with a variety of community and religious groups as well as steelrelated businesses. The purpose of these discussions has been to develop a regional
network that can set a legislative agenda and subsequently exert some political
pressure. The consortium described in the report took place in the spring of 1987.
Eventually it is hoped that they can solicit the support of the U.S. Conference of
Mayors. This aspiration is on hold for now, however.
The EDC is trying to keep abreast of changes taking place at the plants so
that either the agency or the mayor can intervene when it is deemed appropriate.
Mayor Washington met with officials at USX to try and win benefits for its
employees. The mayor's office is taking an active role in facilitating services to
displaced workers. After LTV laid off workers, a joint effort supported by
community groups as well as agencies of the city, state, and national government
was formed. All services were brought to the union hall to make them more
accessible to the former employees.

101

A Critique of Chicago's Programs
The economic analysis that formed the basis of the task force's proposals was
more rigorous than that engaged in by most state and local governments. The
premise a.dopted by the research and subsequent proposals is that the Chicago
industrial complex based on steel is not only salvageable, but represents the key to
economic development for southeast Chicago.
The work of the steel task force has been summarized as follows:
The steel task force then identified a variety of concrete steps to assist
local steel-related manufacturers, and sought to involve as many groups as
possible in their implementation ... .In contrast to the structure of the
industry, the task force identified multiple centers of implementation: local
industrial councils, public/private commissions, and the mayor (Lerner,
Giloth, and Alexander, 1986, p.11).
As a result of the task force, the city of Chicago was persuaded to join a
lawsuit protesting the closing of the USX Southworks plant. A task force member
who negotiated the settlement claims that 1,000 jobs were saved. The mayor and
task force members successfully lobbied for federally funded research on steel
technology, called the "Keyworth Initiative." In general, however, the programs
have not been in existence long enough to evaluate their impact.
The approach has been criticized by members of the Chicago Department of
Economic Development. On the one hand, the task force brought business, labor,
and the community together in a joint decisionmaking venture (Lerner, Giloth, and
Alexander, 1986, p.2). It enabled someone to take actions and address issues that
may not otherwise have been raised (Lerner, Giloth, and Alexander, 1986, p.3).
The task force was able to draw upon collective wisdom, which allowed someone to
challenge assumptions and make recommendations more forcefully (Lerner, Giloth,
and Alexander, 1986, p.13). It also has facilitated changing the "dead industry"
image.
On the other hand, the diversity of the task force led to compromise on
certain crucial issues, which may have limited its effectiveness (Lerner, Giloth, and
Alexander, 1986, p.14). Secondly, to the extent that the task force raised
community expectations beyond what could be delivered, the credibility of the city
government could be diminished (Lerner, Giloth, and Alexander, 1986, p.16). The
task force involved the expenditure of considerable opportunity costs. The city's
expenses included the salaries of several economic development specialists, a number
of interns, and secretaries, as well as $100,000 for research and document
production (Lerner, Giloth, and Alexander, 1986, p.18).
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5.7 SUMMARY AND COMPARISON OF FEDERAL, STATE, AND
LOCAL STEEL POLICIES AND THEIR INTERGOVERNMENTAL
RELATIONS
National Versus Local Concerns
The federal government has a broader scope of power, more resources, and
different priorities than state and local governments. Each government entity is
also subject to different kinds of political pressure. Identifying these distinctions
enables evaluation of the roles each has played in connection with the steel
industry.
The federal government can most directly influence the macroeconomic
environment in which firms operate by its monetary, fiscal, and trade policies.
Barnett and Schorsch (1983, p.243), who have been highly critical of the integrated
steel firms as being the primary actors in the industry's decline, express the belief
that at least during the 1960s the steel industry's competitive position was hurt by
monetary policy, such as was discussed above. The inflation of the 1970s and the
recession of the 1980s hindered the steel industry's profitability as well. On the
other hand, the steel firms must share responsibility for their poor performance.
Overall they did not utilize the relief granted by the trade policies to reinvest.
They have instead diversified their investment. In so doing, they have improved
the profitability of their corporation but have not affected the steel plants'
competitiveness.
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The federal government has been reluctant to establish an explicit industrial
policy, but implicitly it influences industries through its budget choices as well as
resea.Tch that it funds. Historically, the federal government has given little
assistance to R & D among steel firms, in contrast to its support of other
industTies. Part of the disparity may be accounted for, however, by the limited
use of available tax credits by the steel firms. With the integrated firms not
making a profit, tax credits do not serve as a sufficient incentive for the firms to
invest in R & D. The ineffectiveness of this strategy can not be used to justify or
explain the past reluctance of the steel industry to innovate.
The scope of state and local governments' power is obviously not as pervasive
as that of the federal government, since they have little impact (except for their
political influence over the federal government) on a number of these issues. On
the other hand, state and local governments are in a better position to target
assistance to specific firms. Ohio has, for example, both on its own and in
conjunction with federal money, made loans to particular firms it judged as worthy.
In general, federal programs have ignored problems related to steel until they
were extreme. The trade policies and current concern over the safety of the
Pension Benefit Guaranty Corporation are examples of this reactive approach.
Some state and local programs have sought to be more innovative such as the
Steel Futures Fund in Ohio and the Advanced Technology Program in Chicago.
103

One of the chief difficulties faced in cooperative efforts between corporations
and government entities is that they often have conflicting objectives.
Theoretically, public policy strives to maintain an adequate supply of steel and high
levels of steel employment. In contrast, as discussed in the first section, one
corporate strategy used by a number of integrated firms has been to limit supply
in order to keep prices high. This practice has continued, even though the
oligopolistic market conditions have changed. Given the current overcapacity
situation, limiting the amount of raw steel production is prudent. However, many
firms have shown an unwillingness to consider an alternative corporate strategy of
becoming a low-cost producer, the pursuit of technical innovation has generally not
been a priority so that industrial restructuring has been impaired and
competitiveness has been further eroded.
For the most part, firm accountability does not accompany government
assistance. The integrated steel industry's historical record of the 1970s does not
elicit much confidence in its desire to use its own resources to improve its
competitive position. Government programs at all levels still do not require
adequate accountability by the steel firms after assistance has been given.

The Impact of Public Policy On Overcapacity
Overcapacity has resulted from both increased supply as well as reduced
demand. Federal policy directly contributed to an oversupply of steel in the 1950s
by pressuring the industry to expand, fearing that without expansion the United
States would not have enough domestic steel for defense purposes. Federal policy
cannot be held responsible, however, for the refusal of the integrated steel firms to
utilize the latest technology in their expansion.
Since 1979, the decline in demand has been exacerbated by spending priorities
that have neglected infrastructure and funding of steel production research. Also,
the emphasis since the 1970s on trade protection has focused on protecting an
industry that disregarded the overcapacity issue. Since 1982 the industry has
continued to decline and the federal government has concentrated on such issues as
worker retraining and, most recently, the safety of steelworkers' pensions.
Steel industry overcapacity is not a popular political issue, making it difficult
to develop public policy that satisfactorily addresses it. Consequently, focusing
explicitly on industrial restructuring has been avoided by all levels of government.
The result has been disparate policies that have ignored this central issue.
On the federal level, public policy has sought to protect the industry from
foreign competition thus preserving the status quo (outdated technology and all).
At the other extreme, public assistance programs to displaced workers are growing.
The taxpayers have been asked to pay higher prices for steel when buying
manufactured goods as a result of import protection without corresponding
accountability by the steel firms to invest in improved technology. As import
protection proves to be an insufficient deterrent to declining steel competitiveness,
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taxpayers are now being asked to support worker retraining programs with higher
prices.
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On the pos1t1ve side, by default, federal policy has facilitated the development
of minimills that produce steel more cheaply than integrated firms. Both the
refusal to directly subsidize integrated firms and the relief provided by trade
policies have improved the minimills' ability to compete with integrated firms and
also have protected them from imports. The minimills have been in a better
position to innovate, both because of their corporate strategy and because~ unlike
their integrated competitors, they are not constrained by huge debt that has been
accumulated over a number of years.
The Ohio and Chicago case studies are illustrative of state and local
governments taking a pro-active approach retaining steel employment within their
borders. The consideration given to the overcapacity issue has largely been in the
form of attempting to protect themselves from being the "losers." Chicago went so
far as to file suit against USX when it announced that it would close its
Southworks facility. The large integrated steel firms have multiple plants in a
number of regions, which puts them in a good bargaining position to consider
assistance packages from a number of different areas. Both states have sought
policies to assist firms in improving productivity, reducing costs of operation, and
retraining workers. Beyond the states' shared philosophy, however, it is difficult to
compare their approaches, since a number of the Ohio programs have been in
existence for several years whereas the Chicago ones have not.
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Public Policy and Technological Innovation
Until recently technological innovation in the steel industry has been largely
neglected by business and government at all levels. Both Chicago and Ohio are
now aggressively seeking to promote innovation through technology transfer
programs within their respective jurisdictions. While it is true that utilizing
technological innovations is essential for firms to increase their competitiveness, the
predictions are that the implementation of process innovations will cause further
employment reductions. Increased productivity, an essential ingredient for
profitability, will result in a reduction in the level of employment, unless it is
coupled by an increase in steel demand (which is obviously highly unlikely). The
Northwestern University study, which formed the basis for the Chicago Steel Task
Force recommendations, recognized this incongruity between process innovation and
employment retention and advocated that research be focused on product
innovation instead. If government assistance does not promote job retention, then
other reasons, such as national security, must be analyzed before pouring tax
dollars into improving the steel firm's competitiveness can be justified.
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Conclusion
It is an understatement to say that the structural adjustment occurring in the
United States' integrated steel industry will necessitate a number of sensitive and
difficult decisions in the years ahead. Federal policies that have indirectly affected
the steel industry have been clumsy and inattentive to their impact. Direct federal
involvement has for the most part been reactive to a current crisis and represents
acquiescence to the pressure exerted by the politically powerful steel firms and
unions. Looming on the horizon is the threat of the steel firms' inability to pay
their pension obligations. Hirschhorn 's list of historical trends that have
contributed to the decline of the steel industry is both encouraging and
discouraging as to the impact of roles of state and local government policies. On
the one hand, it reveals areas in which governments could realistically be of
genuine assistance to the steel firms, such as in technology transfer from
universities and tax relief. The table also shows the limitations of the state and
local governments' roles. States and localities are dependent on federal policy and
the willingness of steel firms located within their boundaries to innovate and
commit themselves to improving their competitiveness without shutting down
operations and moving elsewhere. Due to the multiplant structure of most
integrated steel firms, states and local governments are in a competitive role
making them particularly vulnerable to exploitation.
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Chapter 6

THE IMPACT OF FEDERAL R&D OPERATIONS
ON REGIONAL ECONOMIES
David J. Cook

6.1 INTRODUCTION
The effect of research and development (R&D) on regional economic growth
and development has received increasing attention during this decade. It is
thought that research and development efforts will attract high-technology firms and
enhance economic growth. Courting high-tech firms has become a popular
economic development strategy in the 1980s largely due to the perceived successes
of Silicon Valley in California and Route 128 outside of Boston. Unfortunately,
R&D does not necessarily guarantee a flood of high-tech firms. A solid research
operation in an area, such as a university or a federal research installation, does
have positive impacts on a local economy however. With proper incentives, R&D
can spur innovation and the transfer of new technologies, which in turn can create
new jobs. For this reason., states throughout the country are developing strategies
to enhance R&D in their region. An important target of opportunity is the federal
government, which spends billions of dollars annually at national laboratories like
Lawrence Livermore Labs in California. Clearly the primary goal of support of
these national laboratories is not to promote economic development, but the
resources flowing into the region and the ideas generated .at a lab unquestionably
have an effect on the local economy.
Hundreds of federal research laboratories are located throughout the country.
The €Xact number of labs is difficult to determine for several reasons. Different
federal research operations are under various jurisdictions and often do joint work
with other agencies or the private sector. What one agency may call a research
lab, another arm of the government may call a project. However it is officially
designated, each lab employs hundreds of scientists, technicians, and support
personnel. A number of questions emerge, however, when the effects of research
operations on a regional economy are studied. What impacts do major federal
research labs have on a local economy? What effects do they have on income and
employment in a region? Can the presence of a federal research lab be used to
attract high-tech firms and promote new industries by the means of innovation and
technology transfer? What strategies can be adopted to promote these exchanges?
These are important questions to state and local governments, even if not for the
federal government. They must be answered if we are to gain an understanding of
the impacts federal R&D have on a region.
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The questions posed above will be answered by exammmg the economic
structure of other cities that have large federal research qpera.tions and determining
how the labs affected these economies. Economic development initiatives in these
cities will also be investigated to see how they incorporate the research lab. Federal
policies toward the administration of government research labs will be examined as
well.
Almost all economists agree that a country's research and development efforts
can have postive impacts on GNP. This correlation is difficult to quantify, but it
does exist. Applied R&D results in innovation and new technologies that lead to
more efficient production techniques. Pure R&D expands our field of scientific
knowledge and is actually a prerequisite to applied research. For these reasons
both pure and applied research are vital to the economic well being of any country.
In addition to promoting national economic growth, R&D can also affect regional
economies. What are the economic impacts of a major government research
operation on a regional economy? A research lab creates a demand for skilled
labor (researchers, technicians, and support personnel) and precision scientific
equipment. The thousands of people employed by a lab spend their wages in the
local economy, and then the familiar multiplier effect increases the total income in
the region. Additional service-oriented jobs will appear to support the research
center and the people who work there. These secondary effects are real and quite
profound, but they are no different, in kind, than the impacts of any other large
business or manufacturing firm in a region. In fact the direct demand-related
effects of a research lab are often smaller in size than those of a major
manufacturing plant. A large manufacturing facility employs more people, has
more backward linkages, and creates a larger income multiplier than a federal
research lab. Why then has research been stressed in local economic development
strategies? It is the secondary and indirect impacts of a major research lab that
are of greater importance to economic growth.
Many regions are trying to diversify their economies by promoting R&D.
One component of this strategy is concerned with funding R&D. Consequently, a
close examination of a primary source of research funding in the country, the
federal government, is required.

6.2 FEDERAL RESEARCH FUNDING
The federal government spends tens of billions of dollars every year on basic
and applied research. These dollars go to national laboratories, universities, private
research institutes, and private firms. A large portion of federal R&D is sponsored
by the Defense Department (DOD), the Department of Energy (DOE), the National
Science Foundation (NSF), and the National Institutes of Health (NIH). The NIH,
for example, has a $3 billion budget, much of which is dedicated to basic
biomedical research (Langfitt, 1983, p. 131). In 1984 the NSF had over $1 billion
appropriated for basic research (National Science Foundation, 1984). Much of this
funding goes to universities and private institutes. A large proportion of DOE and
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DOD research funding goes to national laboratories for weapons and energy
research. The DOE administers nine multiprogram labs that each receives tens of
millions of dollars from 'DOE and additional funding from DOD. These large-scale
federal research operations provide excellent examples to study; by analyzing these
labs, we can determine the impacts of federal research on local economies.
The DOE's multiprogram labs conduct high-level basic and applied research m
a variety of disciplines. A large-scale research operation like DOE's Lawrence
Livermore Labs employs thousands of professionals and support personnel. Table
13 contains a list of all of DOE's multiprogram labs. This table shows the
operating budgets of these research institutions. Table 14 contains the number of
people employed by each of these labs. A reseacrch lab the size of Sandia Labs in
New Mexico ($610 million budget and over 7,000 employees) would be very similar
to a large manufacturer in its impact on the local economy. Any institution of
this size, whether a research lab, an auto plant, or a widget factory, can dominate
a local economy. The lab, however, will ha.ve many indirect effects that are in
some ways more important than the direct demand effects of the lab.

Table 13.
Laboratory

Budgets for DOE's Multiprogram Labs
1979

1980

1981

1982

(millions of dollars)

Ames
Argonne
Brookhaven
Lawrence Berkeley
Lawrence Livermore
Los Alamos
Oak Ridge
Pacific Northwest
Sandia

15
257
162
116
447
407
303
122
506

15
286
206
130
469
433
368
136
571

20
324
205
145
591
491
412
157
669

17
232
192
129
592
563
354
137
771

Source: U.S. Congress. House. Committee on Science and Technology. 1982. The
Future of the Department of Energy's Multiprogram Labs~ 97th Cong., 2nd
sess.
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Table 14.

Employment at DOE's Multiprogram Labs

Laboratory

Ames
Argonne
Brookhaven
Lawrence Berkeley
Lawrence Livermore
Los Alamos
Oak Ridge
Pacific North west
Sandia

448
5002
3491
3350
7087
6802
5001
2169
7618

I

1980

1981

1982

463
4925
3604
3278
7313
6938
5025
2249
7847

479
4727
3502
3009
7717
7165
5072
2156
8018

427
4200
3308
2500
7525
7000
4775
2050
7677

Source: U.S. Congress. House. Committee on Science and Technology. 1982. The
Future of the Department of Energy's Multiprogram Labs. 97th Cong., 2nd
sess.
6.3 INCOME AND EMPLOYMENT EFFECTS

The professional researchers, engineers, and technicians that work at these labs
are paid relatively high salaries. Table 15 shows per capita income figures for a
number of cities where national labs are located.
The table shows that per capita income in these cities is higher than state
and national averages. This higher figure cannot be attributed solely to the
research lab, but it is likely that the high salaries paid to the researchers increases
per capita income in a city. This increase in income in turn leads to more money
being spent in the area, which stimulates the local economy. The unemployment
figures in Table 15 also suggest the impact of national laboratories on employment
in a region. The unemployment rates in these cities are generally lower than the
state and national averages. Again, these numbers are not solely a result of the
labs, but it seems clear that the research operations have a positive effect on area
employment. Not only do most labs employ thousands of people, but these jobs
are generally more stable than the jobs of a private-sector operation of a similar
size. Although the federal government is cutting back on research funding, most of
DOE's labs remain relatively safe from the budget axe because much of the
government-sponsored research conducted at these labs is vital to national security
and defense. Federal research operations are not completely safe, however. When
the NASA Marshall Space Flight Center in H unstsville, Alabama, was reduced in
size, unemployment increased in the city. Table 15 shows that unemployment in
Huntsville was greater than the state average in 1980. As a result, city and
business leaders attempted to fill the void left by the withdrawal of federal funds.
They did this by capitalizing on the presence of many high-tech and aerospace
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firms in the city (U.S. Congress, Office of Technology Assessment, 1984, p. 67).
These firms located in the city originally because they were attracted by the
Marshall Center.
Table 15. Cities with Large Federal Research Operations

Unemployment
Rate

Region

UNITED ST A TES

Per Capita
Income

H.S. Grads
%

7298

66.5

CALIFORNIA
Berkeley, CA
Livermore, CA

6.5
6.8
4.6

8295
8461
8839

73.5
86.4
84.2

NEW MEXICO
Albuquerque, NM
Santa Fe, NM

7.1
6.4
6.5

6119
7439
7182

68.9
79.l
77.3

IOWA
Ames

5.0
4.0

7136
6698

71.5
91.6

TENNESSEE
Oak Ridge

7.4
5.6

6213
9244

56.2
80.7

WASHINGTON
Richland

7.4
4.3

8073
9837

77.6
86.7

ALABAMA
Huntsville

7.5
7.6

5894
7661

56.5
74.9

Source:

1980 United States Census

6.4 SUBCONTRACTING AND PROCUREMENT

The subcontracting and procurement activities of a national laboratory can
have profound impacts on a local economy. Federal research operations generally
subcontract a great deal; often they prefer to do this subcontracting locally for
several reasons. They prefer local subcontractors in order to facilitate information
feedback loops. Information feedback loops are linkages between a high-tech firm
and its suppliers or customers. These linkages provide technical information about
products and processes. For this reason, proximity to major customers (a research
lab, for instance) may assist with innovation by facilitating close contact and
technology transfer (Oakey, 1984, p. 77). The importance of information feedback
loops, especially in rapidly changing high-tech industries, may be a significant factor
in the location of high-tech firms near research labs. Another, perhaps more
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subtle, reason for subcontracting locally is to keep the money at home. Since a
community benefits from more research contracts, incentives exist for the lab to
subcontract within, and thus benefit, its own community.
Subcontracting is a major part of a research lab's budget. Table 16 shows
the amount of contracting and procurement conducted by DOE's multiprogram
labs. These numbers are significant because much of that money stays in the local
economy.
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Table 16.
Labor8t.ory

Laboratory Subcontracting and Procurement

IDSO

1981

3.5
.2

5.2
.2

4.7
.6

30
37.9

39
48

37
62.2

28.2
6.8

35.3
8.7

36.5
8.5

12
6

13
8

11
7

48
13.6

54
14.8

59
16.9

100.7
25.5

115.8
28.3

130.9
33.1

30
50.3

29
72.5

27
72.8

12
14.2

14
28

15
35.5

236.9
42.5

275.9
42.1

320.8
62.3

1979

(millions of dollars)

AMES
procurement
subcontracts
ARGONNE
procurement
subcontracts
BROOKHAVEN
procurement
subcontracts
L.BERKELEY
procurement
subcontracts
L.LIVERMORE
procurement
suncontracts
LOS ALAMOS
procurement
subcontracts
OAK RIDGE
procurement
subcontracts
PACIFIC NORTHWEST
procurement
subcontracts
SANDIA
procurement
subcontracts

Source:

U..S. Congress. House. Committee on Science and Technology. 1982. The
Future of the Department of Energy's Multiprogram Labs. 97th Cong.,
2nd sess.

\Vhen NASA established the Marshall Space Flight Center in Huntsville,
potential subcontractors were encouraged to locate in the area. Subsequently, over
30 large aerospace, computer, and electronics firms located in the area. The NIH
in Rockville, Maryland, awards approximately 20 percent of its contract R&D
budget to firms in Montgomery County, Maryland, (U.S. Congress. Office of
Technology Assessment 1984, p. 75). This use of local contracting provides a
115

substantial incentive for a research-oriented firm to locate in that vicinity. There
are situations, however, in which contracts cannot be awarded locally. If a federal
lab is located in a region that is not already highly developed, fewer subcontracts
will be awarded locally due to a la.ck of qualified firms. Thus, there is a leakage
of dollars to contractors elsewhere in the country. The local multipliers of research
facilities in large cities with well-developed economies will be relatively high because
more of the federal R&D funds will tend to stay in the region (National Academy
of Sciences, 1969).
6.5 EDUCATION
Federal research labs may also have a positive impact on the local educational
system. Professionals that conduct research at the labs usually hold advanced
degrees and place a very high value on quality education. This concern is
transmitted to the community, where it often translates into higher funding for
public schools and quality education. This fact can be illustrated by an example
from a study of a federal research facility in Tullahoma, Tennessee.
The impact of the Arnold Engineering Development Center (AEDC) on
Tullahoma ... in terms of new industrial jobs had been slight in the 14
years of the center's existence at the time of the committee's study (453
new jobs, of which only 28 were related to R&D), but the impact on the
local educational system had been profound.... In 1963 the local
superintendent of education for Tullahoma received a salary surpassed, in
Tennessee, only by those of Memphis and, significantly, Oak Ridge
(National Academy of Sciences, 1969, p. 26).
Table 15 shows the percentage of high-school graduates in several cities
containing federal research labs. These numbers are higher (sometimes
significantly) than both the state and national averages in all the cities examined.
Part of this can be explained by other factors such as the presence of a university
in the area. But even cities without universities had higher percentages of highschool graduates. Much of this can be attributed to the presence of the federal
research lab and the highly educated people working there. These education factors
translate into a highly skilled labor force. A 1982 study by the Joint Economic
Committee of the U.S. Congress found that the most significant factor involved in
the location of high-tech firms was the availability of skilled workers. A strong
educational system spurred by a major research lab can provide these skilled
workers. This same study also recommended federal policies to encourage
cooperative research efforts to strengthen linkages between the public and private
sectors. (U.S. Congress. Joint Economic Committee, 1982, p. 40).
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6.6 TECHNOLOGY TRANSFER

Federal laboratories can also affect local economies through innovation and
technology transfer. Technology transfer is '~generally described as the process by
which existing knowledge, facilities, hardware, or capabilities developed under federal
R&D funding are transferred to fulfill other public or private needs" (Ault, 1979, p.
88). In 1975 Lawrence Livermore Labs held a symposium on laser technology with
the sole purpose of commercializing this technology. As a result of the symposium
and technical papers, several firms i_n the area were able to land large contracts
dealing with high-powered lasers (Ault, 1979, p. 90). This is an example of the
successful transfer of a research technology pioneered at a federal research lab.
Technology transfer has an impact on the entire economy because technical
information is quickly available nationwide. However, the effects on local high-tech
firms may be even more profound due to the importance of information feedback
loops discussed ear lier.
The federal government recognized the importance of technology transfer and,
as a result, developed the Federal Laboratory Consortium for Technology Transfer
(FLC). The purpose of this consortium was to promote the commercialization of
technologies developed with federal R&D funding. Each member of the consortium
has a representative who maintains contacts with other private and public research
labs. Through this program the government hopes to establish a network of
individals, private firms, and public institutions that will facilitate technology
transfer.
In 1978 the FLC instituted a program designed to make the technology
transfer process a more active one. The program established what was called a
Local Technology Action Center in Santa Clara, California. A task force composed
of the Santa Clara Chamber of Commerce, the FLC, the Southwest Innovation
Group, and the City of Santa Clara was created. The project was to have a
member of the chamber act as a middleman between members of industry and a
representative of the lab (Ault, 1979, p.91). All parties can benefit from such an
arrangement: federal research technology is commercialized, business and industry
can take advantage of the new technology, and the city of Santa Clara experiences
economic growth.
Even with the FLC the technology transfer process is often difficult and slow,
involving endless regulations and mountains of bureaucratic paperwork. New
technology should be checked before it can be released with reliability. The
technology transfer process involves so much time and paperwork that there is little
incentive for businessmen or researchers to commercialize new technologies.
Legislation passed in September of 1986 by a House-Senate conference panel is
designed to change this. The bill grants authorization to federal labs to set up
cooperative agreements with business, and it also provides money to establish a
communications network to exchange information. It would establish full-time
technology transfer officers, and most importantly, it would provide incentives for
researchers to license their inventions (Wall Street Journal, Oct. 1, p. 31). It is
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hoped that this bill will increase commercialization of technologies developed
through government-sponsored research. Ultimately, commercialization· will lead to
new industries, increased efficiency in existing industries, and greater economic
growth.

6.7 A VALUABLE RESOURCE
Perhaps the most important resource a federal laboratory can provide to a
region is technical expertise and modern research facilities. The federal laboratory
network has vast information resources that can be shared with a lab at any time.
Highly trained researchers often act as consultants or even provide their technical
expertise at no cost to industry. Each lab also contains a technical library that is
a valuable source of information; however, this library is regulated in terms of
access.
Several of DOE's multiprogram labs have equipment designated as user
facilities. These user facilities most often consist of specialized equipment that can
be used by private-sector firms that obtain user permits. Examples of user
facilities include the Intense Pulsed Neutron Source at Argonne National Labs, the
Central Computing Facility at Los Alamos, and the Ion-Solid Interactions
Laboratory at Oak Ridge (U.S. Congress. House. Committee on Science and
Technology, 1982). Table 17 shows the reimbursments made to the federal
government for use of government-owned facilities. Such a program can be
beneficial to all parties involved. The user permit program allows greater
utilization of federal research facilities (which are often underutilized), and private
industry can gain access to sophisticated equipment to use for their research.

Table 17.

Use Permit Reimbursements to United States Government
1978

1979
1980
(thousands of dollars)

1981

DOE
BUILDINGS

240

339

404

576

DOE
EQUIPMENT

178

87

104

120

Source:

U.S. Congress. House. Committee on Science and Technology. 1982. The
Future of the Department of Energy's Multiprogram Labs. 97th Cong.,l
2nd sess.

A federal laboratory can also be a valuable resource for state and local
governments in the region. Many labs assist in air-pollution and water-quality
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studies and can also perform quick analysis of toxic or radioactive substances
(Council of State Governments, 1973, p. 54). These services are provided at little
or no cost to government. The assistance the federal lab can provide can have a
positive impact on the quality of life in the area and hence the economic well being
of the region. Members of industry, local governments, and the federal laboratory
network all agree that the labs are underutilized so they are implementing plans to
increase access to user facilities and technical information. Most importantly, all
sides are stressing a new cooperation to fully utilize the vast potential of the
federal research network.
6.8 COOPERATION

I~

Most of the potential positive impacts of a federal laboratory discussed above
will not be realized unless there is cooperation between the lab, local governments,
and private industry. The labs need to take an active role in the development of
the region by sharing resources and expertise, and private industry must initiate
contact with members of the lab. Perhaps the most important job belongs to the
state and local governments, which must take the initiative in capitalizing on the
tremendous resource present in the federal laboratory. Leaders in Montgomery
County, Maryland, for example, recognized that the various medical research
institutions in the area (NIH and FD A) were large consumers of contract R&D.
To capitalize on this, the county built Shady Grove Medical Park, a research
complex that includes a hospital and almost 200 acres intended for firms
conducting medical R&D (U.S. Congress. Office of Technology Assessment, 1984).
This OT A study contained examples of several economic development initiatives in
cities with major federal research operations. In Oak Ridge, Tennessee, the local
leaders have learned to work with and capitalize on the presence of the Oak Ridge
National Laboratories. The city has used DOE funds to construct industrial parks
that have a large percentage of high-tech firms, many of which are on contract
with Oak Ridge Labs. When the federal government was seeking a. new operator
of the lab, local leaders wanted to make sure that the new operator would be
sensitive to the employment and community concerns of the city. DOE
incorporated this idea into. the proposal for a new contractor. In Chicago, a task
force on high-tech development was chaired by Dr. Walter Massey, director of
Argonne National Labs. In Albuquerque, New Mexico, home of Sandia Labs, the
city leases incubator space to start up high-tech firms. A young company that was
a spin-off of a technology developed at Sandia began lea.sing space in 1983. The
efforts of state and local officials are vital in maximizing the impacts of a federal
research lab.
Just as the state and local governments initiatives are important, so too are
the cooperation and initiatives of the research lab itself. Government and private
sector programs are of little use if the federal lab is not cooperative. As an
example, in 1965 Dr. Alvin Weinberg of Oak Ridge adopted a policy that
prohibited the use of government time or facilities by scientists for private needs
(Shimshoni, 1971, p. 115). Policies are more flexible today, but it still remains
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difficult for private industry to utilize the resources available at the lab. This
problem brought about the creation in 1982 of the Laboratory-Industry Technology
Initiative Committee at Los Alamos. The purpose of this committee is to promote
productive exchange between the private sector and the lab. The committee
recommended that Los Alamos place greater emphasis on reimbursable private R&D
that would have benefits to the lab itself. They also called for the researchers at
the lab to provide consulting services to industry and for a continued effort to
establish a solid high-tech base in the region (U.S. Congress. House. Committee on
Science and Technology. 1983, p. 22). Government and industry leaders testifying
before this committee explained that the key to success in such cooperative efforts
is to identify an objective. Both parties must understand the goals and how they
can be reached jointly. Initiatives like the Laboratory-Industry Technology program
at Los Alamos are most successful when operating in conjunction with government
and private sector leaders. Such programs are the most effective way to maximize
the economic impacts of a federal research operation on a region.
The income effects and linkages of a federal R&D lab may depend on the size
of the operation. Small-scale research labs obviously do not have the same impact
as the large DOE multiprogram labs. Small research operations generally do very
little subcontracting, and their impact on education, employment, and income is
minimal. These small research labs can provide technical expertise to private
industry and often do it more efficiently than large labs. The reason for this is
that small-scale labs are usually more applied in their focus and so may find it
beneficial to interact closely with industry. In this way these small labs can
'remain up-to-date on industry problems and on research and new techniques that
are developed in the private sector.
The economic impacts of a research operation also depend on the type of
research that ·is being conducted at the lab. A federal research lab conducting
astrophysics research will have fewer immediate impacts on industry than a lab
that is researching electronic components or chemical processes. In fact,
astrophysics research has very little potential for technology transfer or
subcontracting. Other more applied research projects lend themselves more to the
transfer of technology and formation of spin-offs.
Another factor that must be considered when analyzing the impacts of federal
labs is the location of the research lab. Federal laboratories like Brookhaven in the
New York area or Argonne in Chicago will have relatively minor effects on those
economies. It is true that there will be less leakage of subcontracts in these highly
industrialized areas. However, these areas are very large and have millions of
workers, and thus, the effects of a federal R&D lab in very large cities are hardly
detectable. In smaller cities where the lab possesses a higher share of total
employment, the impact on the region is much greater. Table 18 shows the share
of total employment attributable to the research lab in various cities. In Oak
Ridge this share is very high, whereas it is minimal in New York or Chicago. In
cities like Oak Ridge, the laboratory is the primary employer and so has a much
more visible and profound impact on the local economy.
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Table 18.
City

Employment Shares of Federal Research Labs

Civilian
Employment

Laboratory
E1nployment

Share of
Total

51,165
23,258
151,542
21,672
13,261
16,435

2,500
7,525
7,6i7
427
4,775
2,050

4.9%
32.4%
5.1%
2.0%
36.0%
12.5%

Berkeley, CA
Livermore, CA
Albuquerque, NM
Ames, IA
Oak Ridge, TN
Richland, WA
Sourc€:

1980 United States Census

A federal research lab is by no means the answer to a region's economic
development problems. The most obvious problem is that federal research
installations are not like corporate headquarters seeking to relocate or start up
businesses. Literally thousands of start-up businesses are formed each year, but
new federal research operations are few and far between. The pattern of federal
research funding is fairly well established, and major new labs are not likely to
come around very often. Even in regions where labs already exist, problems can
arise. If researchers at the lab are not cooperative or if industry does not seek to
utilize the resources of the lab, economic impacts will be diminished. Research and
development and high-tech firms are often viewed as cure-alls for economic ills, but
this is clearly not the case. A region cannot depend solely on high technology or a
federal research lab for its economic well being. The case of Hunstville, Alabama,
described earlier illustrates this fact.

ni

This paper has suggested that federal research operations can have many
impacts on regional economies. These effects range from income and employment
effects to education and technology transfer. The scope of this study was not
comprehensive enough to quantify or even to fully identify these impacts. The
most efficient method to identify the effects of a federal lab on a regional economy
would be to conduct one or more in-depth case studies of regions that have large
federal research labs. Historical data would need to be obtained so comparisons
could be made across time. This comparison is the best way to determine changes
in the local economy and to isolate their causes. These regions should also be
compared to similar regions that do not have federal research operations. It would
also be very useful to examine how much subcontracting is conducted locally and if
spin-off firms are present.
Another factor that would be very useful in such a study is historical
information regarding the locational decisions of federal labs. Why was Oak Ridge,
Tennessee, chosen over other sites for a research operation? This information
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would be particularly useful for states that are trying to attract more federal R&D
funds. Another useful measure would be the percentage of expenditures devoted to
public education across time and across similar states. Such information would be
helpful in determining whether federal labs have a positive impact oh local
educational systems.
Many of the conclusions stated in this paper are based on the data presented
in table 15 and on descriptions of selected programs. The data presented in table
15 has some problems however. Figures for employment, per capita income, and
percentage of high school graduates could only be found for one year. .Although
these data appear to suggest some impacts of the federal research center, any one
of the numbers could have simply been an abberation from the historical norm,
which might have been higher or lower. The data also tell us nothing about
economic structure in the area before the federal research operation began. Per
capita income and the percentage of high school graduates may have been high in
Oak Ridge before the construction of Oak Ridge Labs. Before and after figures
would be necessary to draw more conclusive results. The data also do not take
into account other factors besides the federal lab that may have affected the
structure of the region. Universities are located in many of these cities, which
could have impacts on education similar to the hypothesized impacts of a federal
research lab. The size of the city and countless other factors may affect
employment, income, and education.
Given this discussion of empirical and methodological issues, we now return to
the questions posed at the beginning of the paper. What effects do major federal
research labs have on employment and income in a region? Although the data
were sparse, they did suggest that per capita income was higher in areas that had
federal research labs (table 15). This result can be explained in part by the
relatively high salaries paid to the professional researchers working at the lab.
Unemployment was generally lower than the state and national averages in cities
that had federal research installations.
The next issue was whether or not the presence of a federal lab could be
used to attract high-tech firms to a region, and if so, how could this connection he
promoted? Numerous examples were provided that demonstrated the incentives for
high-tech firms to locate near federal research labs. These included access to lab
resources (personnel and equipment), a major consumer of R&D output and
supplier of contracts, and also a potential source of spin-offs. Spin-off firms most
often locate in the same area in which the parent institution is located. These
interactions are best promoted by a well thought out cooperative effort between
state and local governments, private industry, and the research lab itself. The
establishment of incubator space and research parks is the most common strategy
currently in use. It is important that the activity in research parks not be
restricted to research only. Research parks are most successful when they combine
research with light manufacturing and prototype development (U.S. Department of
Commerce, Economic Development Administration, 1967). This is valuable
information that must he considered by states and regions that are seeking to
promote research and development.
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The findings presented in this paper have policy implications for all levels of
government. The federal government must realize the importance of research and
development to economic growth, and they must continue to fund both pure and
applied research. The federal government must also take steps to simplify the
technology transfer process. This routinization of the process is necessary to
streamline the commercialization of technology and maximize the economic benefits
of research. State and local governments need to establish a good working
relationship with federal research facilities ~nd capitalize on their presence. This
presence can be achieved by establishing research parks, incubator space, and other
incentives. If these strategies are implemented at all levels of government, the
benefits of research can be more fully realized at both the national and regional
levels.
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Chapter 7

POLITICS OF LOCAL ECONOMIC DEVELOPMENT
Marian J. Bar her
To speak of Dallas is to speak of the Citizen ~s Council. The Citizen's
Council arose in the depression years as a result of the aggressive efforts
of Dallas businessmen to get the Texas centennial celebration placed in
their city. At the head of the delegation was R.L. ("Uncle Bob")
Thornton, Sr., a self-made banker with a folksy style that belied a razorsharp mind and an iron will. Thornton and his cohorts raised $3.5
million and walked away from Austin with the prize . . . Thornton
reflected: "Those were dydamic [sic) days, but there was no organization.
We had to have men who could underwrite . . . Sometimes you'd get a
bunch together, they couldn't say yes or no. We didn't have time for no
proxy people--what we needed was men \\'ho could give you the boss talk.
Then I saw the idea. Why not organize the yes and no people?" He did
just that. First he went to see Nathan Adams of the First National Bank
in Dallas and director of fourteen industries in the region. As the story
goes, Thornton burst into Adams's office and declared, "Nate, what we
need is the boss men organized so we can act quick . . . dydamic kind of
organization . . . stupendjious effort . . . people <loin' things!" (Melosi,
1983, p. 176).
Had a Marxist revolutionary sought to wipe out the city's ruling class in
one stroke, he could scarcely have done better than plant a· bomb in the
boardroom of the Boston Safe Deposit and Trust Company that day
(Lukas, 1985, p. 36).

7.I INTRODUCTION
Until recently, with a few notable exceptions, local economic development in
Texas has been the province of the petroleum industry lease hound, the Defense
Department facilities planner, the northern industry branch-plant locator and the
chamber-of-commerce manager. With the exception of a statewide oil slump in the
late 1950s and early 1960s, local economic growth has not been a particularly hot
issue in Texas since World War II. While there was some movement toward
economic diversification during the 1950s and 1960s, it generally took the form of
branch-plant recruitment. With the skyrocketing price of petroleum exports in the
mid-1970s, diversification began to seem unnecessary if not unwise, and the state's
economy grew increasingly resource-oriented once a.gain. The boom masked the
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structural change from manufacturing to services that was openly taking place in
other parts of the country, so Texas was caught doubly unawares when oil prices
fell in the early 1980s. Those branch plants that had seemed such a promising
alternative to a stagnant oil patch in the 1950s were not locating in rural Texas
any more; they were going to Korea, Taiwan, and Malaysia.
So Texas and Texans find themselves in 1987 in need of making a great
leap--from an essentially preindustrial economy based on agriculture and petroleum
extraction to a postindustrial one providing consumer and producer services in
fields other than petroleum.
How can that leap be made in 1987? People active in the economic
development field agree that traditional industrial recruitment techniques will not
work. Branch plants are not the answer; the increasing internationalization of
production has meant that most plants using significant numbers of low-wage
workers are going off-shore. In any case, traditional branch plants generally offer
employment primarily at this low-wage level; they could not provide jobs to the
vast numbers of now-unemployed professionals trained for support services in the
once vast petrochemical industry.
The states that weathered economic downturns while Texas rode the crest of
the petroleum wave offer many examples of ways to stay afloat in a churning sea
· of structural change: state venture capital pools, employment and training consortia,
public-private partnerships in physical redevelopment, export promotion schemes,
lotteries, and clever use of the few remaining federal assistance programs. Most of
these strategies have met with mixed success; outstanding achievements occurred
with little predictability. One local strategy that seems to have worked well,
particularly in cities located in states that have employed a coordinated range of
strategies, is the Private Local Economic Development Council, or PLEDC.
The first great wave of PLEDC formation took place across the country
during the mid-1950s, a period of economic stagnation and a transition point
similar to the one Texas faces today. PLEDCs were formed to effect this
transition and to, in the words of John F. Kennedy, get America moving again.
What exactly is a PLEDC? For the purposes of this paper, a PLEDC may
be defined as a group composed of members of the highest echelon of a local
community power structure (including the top officials of leading firms and wealthy
individuals whose wealth is no longer primarily derived from the local community)
who come together with the express purpose of changing the economic structure of
a locality while preserving the community power structure. By definition, only one .
such body may operate in a locality at a given time. As this paper will show,
PLEDCs appear to have played an important role in transforming several American
metropolises after World War II. The success of the prototype of this period,
Pittsburgh's Allegheny Conference on Community Development, has been emulated
through networking by potential PLEDC organizers in other cities. A new round
of PLEDC formation, significantly more formal than the first, appears to be in

128

progress, with organizations being formed m such cities as Fort Worth, Houston,
Dallas, and Kansas City.

7.2 METHODOLOGY
This project relies on case studies of 25 cities drawn from nine secondary
sources. (See appendix A for a listing of the sources and the cities they cover.)
While none of these studies is aimed at demonstrating the presence or effoct of
private local economic development councils, all trace the process of economic
growth or stagnation in the cities they cover. In most of these cities at least the
potential for a PLEDC can be discerned; in several, PLEDCs have emerged as the
prime movers in the economic transformations of their localities. Information
drawn from these studies documents the significance of PLEDCs, but the varied
nature of the studies and their differing agendas must be recognized if the
information they provide is to be useful. Further, only the Fainstein-Fainstein
(1986), Ferman (1985), and Lukas (1985) books are recent. The others FoslerBerger (1982), Abbott (1981), Bernard-Rice (1983), Mollenkopf (1983), Hartman
(1984), and Angel (1977) were published in the early 1980s or late 1970s and do
not take into account important changes that have taken place since then. In
addition, the Fosler-Berger (1982), Fainstein-Fainstein (1986), and Bernard-Rice
(1983) books are collections of case studies done by various authors. The FoslerBerger (1982) study was commissioned by the Committee on Economic
Development, a national private economic development council. The study is
strongly supportive of the role of private actors in major local economic
development situations, but its actual focus is on specific instances of public-private
partnership, without particular emphasis on the institutions through which the
partnerships work. At the opposite extreme, Fainstein-Fainstein (1986), Hartman
(1984), Angel (1977), and Mollenkopf (1983) clearly offer a critique of post-World
War II growth policies from a leftist perspective. The Abbott (1981) book,
subtitled "Growth and Politics in Sunbelt Cities," and the Bernard-Rice (1983)
book, subtitled "Politics and Growth Since World War 11," seek to distinguish the
Sunbelt city as a type by identifying common characteristics of such cities. While
not overtly critical of the role of private councils in economic development, these
studies emphasize electoral politics and differ significantly from the "how to
replicate this marvelous achievement" tone of the Fosler-Berger (1983) book.
Ferman (1985) examines mayoral power in Boston and San Francisco during a
period later than the first round of PLEDC formation, but she does provide
information on the opposition engendered by the PLEDCs in those cities. Lukas's
primary focus is the busing controversy in Boston, but he offers a very specific
account of the development of Boston's PLEDC.
From these diverse sources, the researcher has attempted to extract both an
intuitive sense of and factual evidence of the importance of the private local
economic .development council in each of the 25 cities. An effort has been made to
compensate for the biases of authors by consulting multiple studies for each city,
though in the majority of cases this was not possible. Using the information thus
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gathered, this paper seeks to develop a theory of the effectiveness of PLEDCs,
testing the following preliminary hypothesis and its corollaries.
Hypothesis:

In certain circumstances, a PLEDC can be a very effective agent for
producing transforming economic change in a city or metropolitan area, but there
are drawbacks: lack of accountability, lack of concern about the rights of the mass
of citizens, and the long-term nature of the change.
Corollaries:
1. PLEDCs arise and flourish in communities where a single, recognized power
structure exists and where a cooperative mayor belongs to the ruling elite or is
willing to work closely with it.
2. PLEDCs are by nature elitist and address the concerns of elites, including
the preclusion of shifts in political and economic power. As such they are
frequently at odds with other community groups, especially low-income groups.
3. Where PLEDCs succeed, they do so because they have the power to
redistribute resources, and because their members are insulated from the day-to-day
concerns of small business and the mass community, concerns that might preclude
stark resource allocation choices.
4. The time horizons or inception-to-effect time interval for PLEDCS 1s long
(on the order of 30 years), so they are not a quick fix.
To test these suppositions, the cities identified from the case studies as having
PLEDCs have been examined in depth. Four types have been isolated, and relevant
examples of each type will be discussed in detail. Six attributes of these
organizations will then be analyzed: the role of the private council vis-a-vis other
economic development institutions; the relationship of politicians to such councils;
the role of such councils vis-a-vis government bureaucracy; the role of money; types
of opposition; and the long-term effects of PLEDCs. Additionally, case study cities
that did not develop private local economic development councils are examined in
an attempt to determine why they did not. A review of the literature of private
economic councils and community power structure theory precedes the body of the
paper and provides general background on organizations of this sort.

7.3 LITERATURE REVIEW
A considerable amount of research has been done on the role of private-sector
development organizations (PSDOs) and public-private partnerships, both of which
might encompass private local economic development councils. A survey of this
literature yields some mention of such councils, but little systematic study or
evaluation. Howland (1985) discusses a 1985 study by the National Committee for
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Urban Economic Development that looked at the establishment and operation of
PSDOs, but she concentrates on groups operating on a small scale, especially
organizations aimed at revitalizing specific geographical areas of cities. Mayer (1984)
addresses the formation and characteristics of neighborhood development
organizations (ND Os); Faux (1971) and Kotler (1978) discuss community
development corporations (CD Cs). Both ND Os and CD Cs differ from PLEDCs in
that they operate primarily on the neighborhood level and usually involve modest
capitalization, often largely grant funds from government or foundations. These
groups typically are governed by neighborhood residents or program participants;
though they may involve major economic actors in the larger community, those
actors generally serve in an advisory or consultative capacity to neighborhood
trustees who are at least nominally in control. Though he does not use the term,
Friedland (1982) discusses groups that fit this paper's definition of the private local
economic development council and argues that it is the corporations that employ
the individual council members that actually make the organization's decisions.
Further, he states~ headquarters cities are more likely to be affected by PLEDCs,
and companies that sell to local or regional markets are more likely to play major
roles in PLEDCs than those whose products are distributed nationally.
The historical development of private local economic development councils is
well documented. Jacobs (1969) traces the origins of private economic associations
to the guild organizations of medieval Europe, in which craftspeople banded
together to assure markets for their work. She argues that these associations led
to the economic development of medieval cities. Handlin (1963) outlines the efforts
of groups of private investors in the 16th century who obtained corporate charters
from European monarchs to develop the trade routes that eventually led to the
colonization of the New World. He states that the corporate structure of these
endeavors influenced the structure and composition of colonial governments, which,
according to Warner (1968) and Jaher (1982), were made up of the economic elites
of the colonies. McCraw (1984) notes that those governments authorized the
construction of public works such as water systems and roads, but those works
were commonly organizaed as private ventures that brought profits to the members
of those governments. Story (1980) cites an example of the typical colonial
merging of public and private purposes in recounting that Harvard College, which
has survived as one of the nation's great private institutions, was in preRevolutionary days heavily supported by the government of the Massachusetts Bay
Colony, because those whose offspring attended the school controlled the public
purse. Cook (1976) argues that the feature that distinguished members of these
governing elites was their ability to neglect the day-to-day operations of their
businesses in favor of their public duties--either because their wealth was so large
or because their operations were so well established they could afford to turn them
over to managers. The situations set out by Story and Cook seem clear precursors
to the PLEDC members' equation of public and private good and their insulation
from day-to-day pressures as reflected in the case studies examined below.
Miller (1976), Warner (1972) and Jaher (1982) discuss the movement of
economic elites out of official governmental positions during the years between the
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American Revolution and the Civil War. Their research shows the members of
these elites then began to undertake the organization of railway, bridge, and canal
companies using private organizational structures that approximate a hybridization
of the PLEDC and the modern corporation. Warner (1968) contends that with the
coming of the industrial revolution, business became a full-time job, and by default,
so did government. Harrigan (1976) argues that government increasingly became
the province of ethnic and other nonelite groups. Klebanow et al. (1977) cite this
shift as the beginning of the era of the political boss. Warner (1970) attributes
the rise of the robber baron to the same period and phenomena.
Although national governmental reform began earlier, the era of the boss in
many cities continued through the first half of the 20th centruy. Hayes (1965)
outlines some of the urban reform efforts of this early period, many of which were
instigated by those who would previously have been in the governing elites and
who would later help form PLEDCs. He describes two typical efforts: the early
1900s Chicago group that commissioned the first great City Beautiful plan of
Daniel Burnham, and the areawide plan promulgated by the Regional Plan
Association in New York. The rise of the reform movement in the cities,
culminating in the 1950s, brought the return of overt participation of elites in the
formation of urban policy. Several studies support this conclusion, notably the
work of Domhoff (1978), Hayes (1972), Mowitz and Wright (1962), and Abrams .
(1965). In city after city, these researchers cite examples of members of economrc
elites openly joining forces to create civic associations, good-government leagues, and
similar organizations. The stated goals of these organizations were to rout the often
ethnic-dominated machines and end bossism, but they also put business leaders in
a position to control the expenditure of federal urban renewal funds, then becoming
available for the first time on a massive scale. Boyer (1978) traces the origins of
this reform movement to the attempts to uplift (and control) the urban poor from
1820 to 1920, a theme that should not be forgotten in observing the operations of
PLEDCs in case-study cities.
Hunter's ground-breaking 1963 study of the behind-the-scenes workings of
elites in community decisionmaking in the 1940s in Atlanta laid the basis for a
burgeoning theory of community power structure. Hunter found that a well-defined
elite existed in what he called the "Regional City" and that its members colluded
informally to control economic and political life there. Mills (1956) outlined a
comprehensive theory of elite rule in American life during this period, and the
study of the roles of elites became a prominent subfield of sociology and political
science. In a 1961 study of New Haven that became better known than the work
it sought to refute, Dahl disputed Hunter's conclusions about elite participation,
arguing that in New Haven, at least, reform and urban renewal were not the
results of elite collaboration. Dahl found that members of the economic elite were
recognized, but did not always enjoy primacy in decisionmaking. Domhoff (1978)
directly challenged Dahl's conclusions, arguing that Dahl's definitions of elites were
so narrow as to lead him to false conclusions and holding that a new type of elite
was emerging, based less on inherited position than entrepreneurial skill.
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'1.4 THE FORMATION AND OPERATION OF PLEDCS

Of the 25 cities examined, the case studies reveal the presence of true
PLEDCs in 15: Atlanta, Fort Worth, Houston, Oklahoma City, Dallas, San
Antonio, Phoenix, San Diego, Boston, San Francisco, Pittsburgh, Chicago,
Baltimore, Detroit, and Denver. Three of the remaining ten, Albuquerque, Tampa,
and Miami, may have PLEDCs, but the case studies did not provide sufficient
evidence from which to draw a conclusion. The remaining cities, New Orleans, Los
Angeles, Portland, New Haven, Norfolk, Minneapolis, and St. Paul, have come to
depend on other structures, some of which resemble PLEDCs, and some others
which are very different.

Forms of PLEDC. Among the PLEDCs observed, four general types
emerge: the tacit, the chamber-based, the politician-organized, and the semiformal
with research base. A tacit PLEDC is one that derives its power from the
perceptions of the community rather than from formal organization; it functions
even further from public control than other forms of PLEDC. The tacit form is
found in isolation in mid-20th century Houston and in Oklahoma City in
combination with the chamber-based form. Atlanta offers the best example of the
chamber-based form, in which circumstances combine to cause the leadership of a
local chamber of commerce to form a PLEDC and in which the chamber serves as
a support group and power base for the PLEDC. The politician-organized PLEDC
is seen in Chicago and early 20th-century Houston, where powerful mayors
recruited top business people and organized them as private councils charged with
accomplishing the politician's important economic development goals. The
semiformal PLEDC with research base is the most common form of PLEDC. It
generally consists of a small group of very influential business people who organize
and publicly declare their commitment to economic development and who draw
support from a larger group that usually assumes some research functions. This
type is found in Dallas, Boston, San Francisco, Pittsburgh, Denver, Baltimore,
Detroit, Phoenix, San Diego, San Antonio, and latter-day Fort Worth and is the
type that will be most fully analyzed here.
The Tacit Form. Tacit PLEDCs exist in at least rudimentary form in
virtually all cities small enough to have a single power structure. One exception
may be cities apparently run by one person, such as Fort Worth, which until 1955
was reportedly the exclusive domain of Amon G. Carter, publisher, rancher, and
oilman. Upon Carter's death in 1955, a leadership vacuum occurred; then was
tentatively filled by a tacit PLEDC. The PLEDC's authority was successfully
challenged by community groups until 1983, when a formal PLEDC, one of the
first in a new round of PLEDC formations, was created (Melosi, 1983, pp.
181-184). In the tacit form, a small group of influential people, usually very
wealthy people, meets very informally and makes decisions that have profound
effects on the local economy. These decisions are often made in the context of
personal investment and political choices, though usually such a group is well aware
of its power and makes some attempt to act in the public interest. But its
decisions are made privately and its actions are seldom publicized as actions of a
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group. This privacy allows extreme flexibility and opportunity to act quickly and
decisively, but it totally precludes even a pretense of public participation, except on
the whim of the mem hers.
One such tacit group existed for many years in Houston. According to
Kaplan (1983, pp. 203-205), the group was informally known as "the SF Crowd,"
after the hotel suite of one of the members, where the group habitually met.
"From the early 20th century to the late 1950"s,'' Kaplan writes, ''a combination of
elected officials and a half-dozen entrepreneurs guided the city" (Kaplan, 1983, p.
203). He quotes the late Watergate prosecutor Leon Jaworski as saying,
Jesse Jones, for instance, would meet Gus Wortham, Herman Brown and
maybe one or two others and pretty well determine what the course of
events would be in Houston, politically, particularly, and economically to
some degree. I witnessed it then. I sat at the feet of these men. I was
up in 8F often (Kaplan, 1983, p. 204).
Perhaps significantly, despite the fact that Houston during most of those yaers
was already the nation's petroleum capital, all the men mentioned had very
diversified wealth--two were publishers, one was a lawyer and banker, a third was
the head of an insurance company, the fourth and fifth partners were in a
nationwide industrial construction firm. Significantly, all had close connections to
national political leaders, from Franklin Roosevelt to Lyndon Johnson. According
to Kaplan, the group would "drop by" suite 8F "to drink, play cards or dominoes
and swap stories" (Kaplan, 1983, p. 204). But out of those card games came
decisions that would affect Houston for decades:
They concentrated their interest on bond issues and other aspects of city
government that directly affected the economic status of the city. They
set the city goverment on a course that encouraged rapid and essentially
unregulated economic activity (Kaplan, 1983, p. 204).
Kaplan argues that the 8F crowd lost its chokehold on local policymaking
after 1955, when it reversed itself to support a challenger to the mayor that it had
put in office a few years before. However, Angel (1977, pp. 123-126) cites the
important role played by George R. Brown, the host of the 8F gatherings in the
recruitment to Houston of the Manned Space Center in 1961.
A second important tacit PLEDC existed in Oklahoma City from the 1920s to
the 1970s. According to Bernard (1983, pp. 213-234), it consisted of five men: the
managing director of the chamber of commerce, the publisher of the city's two
daily papers, and the board chairmen of the state's largest utility, chemical
company, and bank. Because of the great power wielded by the chamber director,
this could be deemed a chamber-based PLEDC, though the chamber appears to
have been firmly under the control of the director, Stanley Draper. Bernard credits
Draper, acting through the chamber and with the support of the PLEDC, with
initiation of major highway and water projects and the recruitment of a large
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defense installation. Using innovative techniques such as development trusts that
issued tax-free bonds, leased land, and constructed buildings so the industries he
recruited would face minimal relocation costs and be freed of the burden of paying
property taxes, Draper brought substantial new heavy industry to the area.
(Residents eventually realized that the city was getting only a fraction of the
benefits of these relocations because it was not receiving any tax revenues, and
these arrangements have been modified, though not without bitter controversy.)
Draper and the PLEDC were highly successful lobbyists of both federal and state
governments and engaged in a fairly successful annexation fight, financed largely by
chamber funds. A changing of the guard took place in the 1970s, and revelations
about PLEDC members' abuses of a number of the quasi-public institutions Draper
had created shook the PLEDC, but it appears to have withstood them (Bernard,
1983, pp. 219-220).
How are PLEDCs of this type organized? They seem to orgamze themselves.
The 8F crowd appears to have been little more than a social arrangement with farreaching effects. The Oklahoma City PLEDC seems to have been even more
informal, simply a sense in the city that these persons ran the show. Are these
then in fact true PLEDCs? Among the PLEDC characteristics that will become
familiar in the course of this paper are a willingness to use private money to
advance public goals and a tendency to network with other PLEDCS. Bernard
{1983, pp. 218-223) cites a number of examples of the use of chamber funds in
Oklahoma City for what would normally seem to be public purposes, such as
highway and annexation planning, and Draper appears to have played a major role
in the creation and operation of the Oklahoma City Urban Renewal Association.
Bernard also notes that officials of the chamber visited Pittsburgh in the late 1950s
to observe the work of that city.'s PLEDC, the Allegheny Conference for
Community Development (Bernard, 1983, pp. 229). The 8F group consistently
contributed very large sums to political campaigns (Kaplan, 1983, p. 204), and its
members were major financial backers of much of the brick-and-mortar (or more
properly glass-and-steel) reconstruction of Houston that took place in the 1960s and
1970s.
The Chnn1ber of Commerce-bnsed PLEDC. The primary example of the
Chamber of Commerce-based PLEDC, outside of Oklahoma City, is Atlanta. In
most cities where PLEDCs were formed, the PLEDC was seen as a challenger to
the chamber if the chamber was a significant local actor, and in several cases,
notably Baltimore and Pittsburgh, this perception had to be addressed. In Atlanta
there was no such problem. The chamber had always been the basis for economic
and political power in Atlanta, working closely with powerful Mayor William
Hartsfield, the man who coined Atlanta's famous slogan, "the city too busy to
hate." After some major successes in the early 1950s with regard to annexation
{Abbott, 1981, p. 174-175), the city, the chamber, and indeed the whole local
power structure were at a transition point as the decade drew to a close.
According to Henson and King ( 1982, pp. 293-337), this transition point set
the stage for the formation of an informal PLEDC, which, acting as a sort of ad
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hoc governing body for the chamber, set about the rejuvenation of Atlanta. The
leader of this group was Ivan Allen~ Jr., scion of a prominent family, heir-apparent
to the chamber presidency, and mayor-to-be. The group was almost a tacit PLEDC
already, according to this description by Henson and King:
Virtually all the power heirs were close friends or acquaintances, most
having been born and raised within a few miles of each other. Most had
attended the same schools and churches and belonged to the same clubs.
They were white, business-oriented, generallly not political, well bred and
educated, and totally committed to their city.
There were only a handful of them: presidents of the five major banks,
Georgia Power Company, Southern Bell Telephone & Telegraph Company
and Atlanta Gas Light Company; chief executive officers of the largest
A tlanta-he.adquartered firms such as Coca-Cola; heads of the leading retail
· branches of a few larger national firms such as Sears Roebuck; and heads
of some of the locally based businesses such as Ivan Allen Company,
Haverty Furniture Company, Adair Realty and a. few other realtors
(Henson and King, 1982, pp. 296-298).
Acting with this informal PLEDC before he took office as chamber president
in 1961, Allen set out a six-point program for the chamber; on his election as
mayor in 1962, it became the city's tacit plan. Key elements were commitments to
school desegregation, highway . construction, development of a mass-transit system,
construction of a stadium and coliseum, an aggressive national public relations
program, and private participation in the urban renewal process already underway
(Henson and King, 1982, pp. 298-299).
The support of this PLEDC appears to have allowed Allen almost
unprecedented effectiveness in a time of great tension--tension that was felt
especially keenly in the South. Virtually all of the goals he set out in 1960 were
well on their way to fruition by his retirement in 1969. In addition, his position
and support appear to have allowed him another, more important, coup similar to
that accomplished by the Dallas PLEDC. As chamber president in 1961, Allen
called the owners of 25 major businesses together with black leaders for a series of
secret meetings that led to the relatively peaceful desegregation of Atlanta
establishments (Rice, 1983, pp. 25-50).
Changing times led to fundamental changes in the Atlanta power structure,
particularly the rise to power of a new black elite in business, particularly in
politics. The Allen-centered, chamber-based coalition faded after Allen left office and
was supplanted in the mid-1970s by Central Atlanta Progress, an attempt at a
formal PLEDC that has yet to emerge as the dominant force the informal,
chamber-based PLEDC was (Henson and King, 1982, pp. 303-337).

The Politician-Organized PLEDC. In general, Chicago, like New York and
Los Angeles, is too large and too diverse to have a true PLEDC (Cafferty and
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McCready, 1982, pp. 129-162). As Glazer and Moynihan point out in Beyond the
Melting Pot {1963, p. 3), such cities do not have one power structure nor one
"power elite," but many. A citywide PLEDC is thus virtually inconceivable. The
case of Chicago, however, is special, because of the long and virtually omnipotent
reign of Mayor Richard J. Daley. While pseudo-PLEDCs such as the Chicago
Central Area Committee had been created in the early 1950s during the heyday of
PLEDC formation and had carried out activities typical of PLEDCs, the scope of
their activities remained limited because they were competing with other interests-including those of the mayor. In 1977, shortly before his death, Daley organized,
at the behest of the business community, the Mayor's Commission on Economic
and Cultural Development. The commission's members were "top business leaders
personally recruited by Mayor Daley" (Cafferty and McCready, 1982, p. 149). The
committee was charged with developing the Chicago Plan for Economic
Development, which "addresses the need of the entire city to retain and attract
business and industry and formally involves the private and public sectors in an
economic-development commission" (Cafferty and McCready, 1982, p. 149). (As
such it may be among the first examples of the new generation of PLEDCs typified
by those formed in Houston and Fort Worth.) The plan differs from most PLEDC
goals in its emphasis on jobs creation and retention of heavy industry as opposed
to changing the image of the city or shifting its economic base. The plan does
involve a substantial investment of private money (a $250 million investment fund)
used to leverage public money, especially federal funds ($16-$18 million in Economic
Development Administration money from the Carter Administration) (Cafferty and
McCTeady, 1982, p. 151).
Another example of the politician-organized PLEDC is the oldest council
covered in this paper. It was called together in Houston in 1909 by Mayor H.B.
Rice and included officials of most of the major businesses in Houston at that time
(AngEl, 1977, pp. 116-128). Its primary purpose was to accomplish the
construction of a deep-water channel from Houston to the Gulf of Mexico, some 50
miles away. In moves that will become familiar in PLEDC operation, the Houston
group lobbied state and federal authorities for enabling legislation and aid, then
spent their own money to match the $1,250,000 they got from the U.S. Congress.
The group's actual involvement took place over about ten years, but the effects
were longer in coming. It was not until the petroleum boom of the 1930s that
Houston found the full benefits of this early PLEDC's efforts, when petroleum
processing and shipping facilities came to line the Houston Ship Channel, spurring
Houston's development as one of the nation's major ports (Angel, 1977, p. 116-128).

10

The Semiformal PLEDC with Support Organizations. Because so many
PLEDCs are organized on this model, this section will be organized in a slightly
different fashion than the previous ones. A general description of this form of
PLEDC will be given, followed by detailed examples from five cities: Pittsburgh,
Baltimore, Dallas, San Francisco, and Boston.
The semiformal PLEDC is usually a small group of people who constitute
themselves as an organization and accept certain responsibilities. They are usually
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the top officers of the most important businesses in a locality, particularly
businesses involved in consumer and producer services. Many such organizations
arose during the period between the Korean War and 1960, apparently in response
to perceived economic stagnation. The activities of the groups are usually aimed at
economic development, which frequently took the form of social and environmental
efforts. The groups usually act to influence local politics, often lobby state and
national legislative bodies for laws or appropriations to benefit their local areas,
and seek to leverage government grants and loans with money of their own. More
than the other forms of PLEDC, these groups act in the name of the group rather
than as individuals. These groups typically grew from, established, or came to
depend on larger groups for political and especially technical support. Most of
these organizations are very long-lived, transferring membership to successive
generations of corporate leaders over periods ranging from 25 to 50 years. Specific
organization varies, but virtually uniform is adherence to a no-proxy rule.

7.5 CASE STUDIES
Pittsburgh
The Allegheny Conference on Community Development (ACCD), the executive
committee of which has been Pittsburgh's PLEDC for over 40 years, was organized
in 1943 by associates of Richard King Mellon, Pittsburgh's most prominent citizen
of that period, under his nominal and occasionally actual leadership. Mellon's
wealth was originally derived from steel but by this time was based on diversified
investments. Members of the executive committee were elected as individuals and
could not send a substitute to represent them. Although it originally included
some other civic leaders, the executive committee quickly became the province of
the top officers of the major corporations and banks in Pittsburgh. From that
point, it also had an executive director.
Among the group's first activities were consolidating its power by absorbing a
rival group, the United Smoke Council (dedicated to ameliorating the city's terrible
smoke problems) and negotiating an agreement with the chamber of commerce as
to which would be primary actor in which area of economic development. The
conference eventually took responsibility for all major efforts except flood control.
The conference worked closely with two research agencies, the Pittsburgh Regional
Planning Agency and the Pennsylvania Economy League, often acting on positions
developed by those groups or commissioning studies by them. Early on, the
conference took as its principal goal the orderly facilitation of change from an
industrial city to a service and commerce-oriented city, seeking to retain and
attract corporate headquarters . by cleaning up the city's air and water and
providing new, top-of-the-line office space. Working closely with the city's mayor,
David L. Lawrence, the conference lobbied the Pennsylvania legislature for laws
that would enable these changes. At the behest of the conference, the city created
an urban renewal authority in 1946, three years before the federal program was
born, and used it aggressively to begin what has become known as the Pittsburgh
Renaissance. Twelve major buildings went up in the city between 1943 and 1964
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in the Golden Triangle area, all through the efforts of the conference and its
members.
During the 1960s, the conference was active in several social programs aimed
a.t bettering the situation of black residents of the city. A period of quiescence
ensued in the early 1970s, but the conference reemerged as an important force in
Renaissance II, which began in 1977 and was expected to produce some $2 billion
m new investment in the city.
Not least significant in the achievements of ACCD is its role as a model for
PLEDCs around the country. Delegations from Baltimore and Oklahoma City
visited, and countless civic leaders read glowing accounts of the Pittsburgh success
story in the popular press, seeing new possibilities for private action in the urban
arena (Stewman and Tarr, 1982, pp. 59-127).

Dallas·
Even older than ACCD is the Dallas Citizen's Council (DCC), founded in
1937. Based on R.L. Thornton's ideal of a group that had the power to say yes
or no (see epigraph), the council began with 100 members representing Dallas' top
businesses.
Membership was permanent and by invitation only. It was limited to
corporate chief executive officers, and no proxies were allowed at meetings.
"If you don't come, you ain't .there!" insisted Thornton. Procedural rules
and formal organization took a back seat to action, immediate and
dramatic action if necessary (Melosi, 1983, pp. 176-177).
Current membership is about 250, but as with ACCD, the total membership
serves as a support group for the true PLEDC, the nine-member executive
committee. In addition, the DCC has an intermediate, 34-member board of
directors. The executive committee only publicly announces unanimous decisions in
support of some action. No negative positions are taken (Claggett, 1982, pp.
275-279).
Unlike the ACCD, which issues annual reports and acts fairly publicly, DCC
through much of its history has acted privately, almost secretly, with
communication among members occurring mainly person-to-person. In 1976 the
council hired an executive director, so its operation may have become more formal
(Claggett, 1982, p. 279). However, no evidence was available to substantiate that
possibility.
During the 1940s and 1950s the DCC consolidated its power, like other
PLEDCs, working out a scheme for peaceful integration and concentrating on
physical redevelopment of downtown. While Dallas did not participate in the
national urban renewal program, the council and its members used the program as
a stick rather than a carrot to stimulate private development, holding up the
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specter of government intervention to an almost reactionary community. More
than $207 million in private investment changed the face of the city in the 1950s
and early 1960s, the same period during which most PLEDCs were pushing for
greater and greater federal contributions (Melosi, 1983, p. 173).
But it was in the traumatic time following the assassination of President
Kennedy that the DCC reemerged as a strongly innovative force. DCC chairman
Erik Jonsson, a founder of Texas Instruments, was appointed mayor to fill a
vacancy early in 1964 and almost immediately set the city on the multiyear Goals
for Dallas planning process, which drew in broad-based citizen participation and
gained national attention. Goals for Dallas generated vast sums of public and
private investment in higher education and medical education facilities.
Implementation entailed the lobbying of state legislative authorities characteristic of
most PLEDCs (Melosi, 1983 pp. 173-175, 179-180; Claggett, 1982, pp. 243-292).
For many years the DCC also wielded considerable political power in Dallas
through a companion group, the Citizens Charter Association. The CCA virtually
ran Dallas politics until the early 1970s, when redistricting allowed more minority
and neighborhood participation (Melosi, 1983, p. 180).
Baltimore
Baltimore's PLEDC, the Greater Baltimore Committee (GBC), is a direct
outgrowth of its support organization, the Citizens Planning and Housing
Association (CPHA). CPHA was founded in 1941 as a housing and neighborhood
advocacy group. It has served as an incubator for most of Baltimore's important
civic and political leaders, including former Mayor William Donald Schaefer, now
governor of Maryland. But GBC was also a direct descendant of ACCD.
In the early 1950s a number of businessmen active in CPHA became
interested in what business leaders in other cities were doing to address
urban decay. A committee of top businessmen was appointed to explore
ways in which the business community could contribute to revitalization
efforts in Baltimore. The group made a visit to Pitts burgh to examine
the renewal program sponsored by the Allegheny Conference, a program
wholly funded with private monies .... With the Pittsburgh model in mind
the CPHA businessmen's committee recommended the establishment of the
Greater Baltimore Council [sic], consisting of the chief executive officers of
the one hundred largest corporations in the metropolitan area. Direct,
high-level participation was required so that members would have the
power to commit time and resources without first having to engage in
lengthy negotiations (Lyall, 1982, pp. 26-27).
Convincing those 100 CEOs to participate was not as easy as deciding that
they should. Some of those approached by a steering committee that included
developer James Rouse simply objected; others suggested the new committee would
duplicate the efforts of the chamber of commerce. One prominent utility executive
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was said to have replied, "Baltimore in not in bad enough shape yet to support
that kind of organization" (Lyall, 1982, p. 28). But finally some 57 persons were
persuaded and the group got off the ground early in 1955.
From the start the group had an executive director, with the same person
holding that position from 1955 to 1981. It did not use the forced consensus form
of decisionmaking favored by DCC, but supported projects approved by a majority
of the members. The committee sought to be a "citizen arm of the government,"
seeking "action now'~ (Lyall, 1982, p .. 29). GBC followed the Pi.t tsburgh example of
brick-and mortar projects as a priority, followed by environmental and social
concerns. Working closely with the city and its urban renewal authority, the GBC
led the development of Charles Center, the most significant development in the city
in the 1950s. The GBC provided $90-million of the $127-million cost from the
private sector. The committee was also deeply involved in the redevelopment of
the Inner Harbor, the project that has done the most to change the city's national
image.
By the late 1970s, however, GBC's role had become less one of catalyzing
action than of representing the business community on projects initiated by other
actors, both public and private. In 1979, GBC merged with the Metropolitan
Chamber of Commerce, which may have ended its role as a PLEDC. However, at
the same time, an autonomous group within GBC called the Economic Development
Council (EDC) was created. The EDC may emerge as a successor to the old
PLEDC, but again, no evidence to substantiate this possibility is available (Lyall,
1982, pp. 17-57).
Boston
Between the 1920s and 1959, not a single new office building was built in
downtown Boston. Taxes were high, bond ratings were low, and many parts of
the city were perceived as blighted. City government had fallen into disarray after
the powerful boss James Michael Curley went to jail in 1947. In an attempt to
cope with what had come to be perceived as a crisis situation, in 1954 Boston
College began a series of "citizen seminars'' at which members of the business and
political communities were encouraged to discuss these problems (Mollenkopf, 1983,
pp. 155-159; Lukas, 1985, pp. 35-36). Sometime during this period (according to
Mollenkopf as a direct outgrowth of the seminars, according to Lukas as a result of
a bond rating the city's Brahmin leadership found unacceptable) Boston's PLEDC
was born. [It is almost certain that the contention of Ferman (1985, p. 33) that
Mayor John Collins formed the PLEDC as a support group for himself is
fundamentally incorrect.]
Convinced that Boston was headed for municipal bankruptcy, the sachems
of State Street resolved to control that process. If the city had to go into
receivership, then the banks and major corporations were determined to
have a mechanism in place to administer the wreckage. This effort was
spearheaded by Charles A. Coolidge, senior partner in Ropes & Gray;
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LLoyd Brace, president of the Fist National Bank of Boston; Carl Gilbert,
president of the Gillette Company; and Ralph Lowell, board chairman of
the Boston Safe Deposit and Trust Company. Widely known as "Mr.
Boston," for his astonishing range of civic enterprises, Lowell became
chairman of the new group, which met in his company's board room.
Lloyd Brace brought his bank :s senior vice-president, Ephron Catlin, along
as treasurer. The consortium convened in utmost secrecy, but a few scraps
of information inexplicably reached the press. One newspaper dubbed the
new group "the Vault," and the name stuck (Lukas, 1985, p. 35.)
Vault membership later came to include,. according to Mollenkopf,
about 16 members, including the chief officers of the four largest
commercial banks, the two largest retailers, the two largest industrial
firms, the leading law firm, the city's public utility and its third largest
insurance company [who were) interlocking members of the boards of the
most important firms, civic associations and non-profit, educational and
medical institutions (Mollenkopf, 1983, p. 159).
As in Atlanta and Pittsburgh, the group from which the Vault was formed
was descended from those who had built industrial Boston. By the heyday of
PLEDC formation, their power was derived from the capital they controlled:
Typically, the descendants of the families that acquired industrial wealth
during the nineteenth century have moved away from management of the
industrial firms to become stockbrokers, investment bankers, lawyers and
philanthropists. From these positions, and from the boards of trust
companies, insurance companies, and other capital pools, they and their
trust managers have preserved old family wealth and extended it into new
directions (Mollenkopf, 1983, p. 154).
As an example of the ruthlessness with which members of such elites may feel
privileged or obliged to act, Lukas notes:
By 1959, State Senate President Johnny Powers seemed all but certain to
become Boston's new mayor. Distrusting Powers, whom they saw as the
prototype of the big-spending Irish pol, the bankers considered several
ways of forcing the city into bankruptcy and giving them control of
municipal finances (Lukas, 1985, p. 35). (Emphasis added.)
In the end, however, the Vault supported Powers with campaign
contributions, but when John Collins made it into a runoff with Powers, Collins
went to the Vault and asked their help, promising to work with them on a "New .
Boston." They agreed to try and funneled money to his campaign. Collins scored
an upset victory and began cultivating the Vault, setting the stage for an
unprecedented partnership. Key elements in that partnership were Collins's hiring
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of Xew Haven's urban renewal administrator, Edward Logue, and Logue's
reorganization of the Boston Redevelopment Authority into a body powerful enough
to clear whole areas of the city.
Logue set four major downtown commercial projects into motion:
Prudential Center . . . , Government Center . . . : the Waterfront
and the Central Business District 8 . . . . These projects emphasized
central business district and non-profit institutional expansion. They
targeted neighborhoods dose to the CBD for partial clearance and major
upgrading in population status (Mollenkopf, 1983~ pp. 165-166).
But the most important element was Collins ·s relationship with the \Ta.ult:
Time and again the Vault produced substantial sums for the Mayor's
cherished projects, while raising money for him to hire e>;perts at salaries
\vell above budgeted levels (Lukas, 1985, p. 36).
San Francisco
San Francisco's position in the 1950s was much like Bost.on's--stagnation after
the stresses of World War IL Immediately after the war, a regional PLEDC, the
Bay Area Council (BA C), was organized to support regional planning and a
regional transportation system that became BART, the Bay Area Rapid Transit.
In typical PLEDC fashion, the BAC financed a considerable portion of the
preliminary planning for BART and lobbied the state legislature for necessary
enabling la,,vs. Even before the end of the war, a research and advocacy
organization similar to CPHA in Baltimore, the San Francisco Planning and
Housing Association (SFPHA), '''as formed. SFPHA produced several studies tha
would become important in initiating the redevelopment process in the Bay Area.
The city's ovrn PLEDC ,,.as not formed until 1955, but unlike some other
PLEDCs it was formed specifically to make sure San Francisco took full advantage
of available federal urban renewal funds and to ward off overtures from a powerful
national developer.
As the 1950s wore on and the new Redevelopment Agency did little,
downtown leaders of Bay Area Council stature decided to push for faster
action. In late 1955, industrialist James Zellerbach enlisted Charles Blyth,
head of an investment banking firm and major holder of Hewlett-Packard
stock to form the Blyth-Zellerbach Committee "to serve as a catalyst for
the entire renewal effort." They recruited nine other corporate leaders who,
according to Zellerbach, "can provide money when it is needed"
(Mollenkopf, 1983, p. 161).
Besides Blyth and Zellerbach, the original numbers of the committee included
the heads or former heads of five major banks, two utilities, a land company, a
railroad, a construction and engineering company, two manufacturing companies,
and one oil company (Hartman, 1984, p. 328).
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Like the Vault and DCC, the B-Z Committee, as it came to be known, kept
such a low profile as to appear almost secretive. Quoting from a 1961 article in
Business Week, Hartman writes:
Zellerbach and his collaborators have no bylaws, no written policy, no
executive director and keep no minutes. They regard the absence of such
organizational trappings as prerequisite ot their operations (Hartman, 1984,
p. 9).
Hartman also contends that it was the corporations rather than their
representatives that constituted the committee, similarly to the DCC.
Critical to the achievements of the B-Z Committee were its organization of
and financial aid to a support group, the San Ftancisco Planning and Urban
Renewal Association (SPUR), the reorganization of the San Francisco Urban
Renewal Agency (SFRA) and the hiring of former federal official Justin Herman to
run SFRA in 1959 (Fainstein, et al., 1986, p. 217). The combination of these
actions with the reelection of George Christopher; a strongly prodevelopment mayor
who cooperated fully with the committee allowed the construction of the massive
Golden Gateway "luxury residential and corporate headquarters zone," all heavily
subsidized by the federal urban renewal program (Hartman, 1984, p. 9).
As in virtually all the PLEDC cities except Dallas, howev~r, the elitist nature
of the committee's policies and policymaking spurred opposition, which limited the
committee's effectiveness in latter years, though the group continued to exist as late
as 1982 (Hartman, 1984, p. 10). Much of the controversy came over the Yerba
Buena Center, which is still in the process of being built. (The case studies used
are not recent enough to detail the B-Z Committee role, if any, in the recent
moves to limit high-rise construction in San Francisco.)

7.6 FINDINGS
While private local economic development councils as they have been
described here are important actors in economic development in their areas (indeed,
if this paper's definition is correct, they are preeminent), they are far from the only
actors. As discussed above, one prominent model of the PLEDC is the chamberbased model, as found in Atlanta, Oklahoma City, and since the merger of the
Greater Baltimore Committee with the Baltimore Chamber, in Baltimore. In
Pittsburgh, the Allegheny Conference recognized its potential conflict with the
chamber and negotiated a power-sharing agreement in which the conference came
out on top, as will almost always be the case. The author of the case study of
Dallas in the Fosler-Berger book divides local organizations into broad policy
groups, place-oriented organizations, and single-interest groups (Claggett, 1982, pp.
271-290). This scheme seems to be a convenient framework for distinguishing the
PLEDC from other economic development groups. The chamber is a broad policy
organization, and except when the chamber functions as the basis of a PLEDC, the
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PLEDC provides the ' yes" or "no" power that a body as large and diverse as
most chambers simply cannot muster.
One of the mediating forces in the power of PLEDCs during the 1960s and
particularly the 1970s was the growing expertise of city governments in this field.
As cities became better able to provide their own expert analysis and investment
decision support, the public sector became less dependent upon the private sector
for guidance and leadership. This trend is related to one that brought many more
low-income, minority, and neighborhood citizens and groups into the economic
development arena through government and foundation grants and through the
creation of community development corporations and similar bodies. The same
federal government that contributed to the growth of PLEDCs through the urban
renewal program contributed to their decline through Great Society programs such
as Community Action and Model Cities, which mandated grassroots participation as
opposed to elite control of local economic development projects. Since the PLEDCs
and their agents, the renewal authorities, were by no means ready to give up their
role and still controlled massive amounts of federal urban renewal money, bitter
and ironic conflicts often ensued between elite and grassroots proxies of the federal
government's divided will (Mollenkopf, 1983, pp. 180-212; Hartman, 1984, pp.
53-326.)

PLEDCs and Politicians
Could the Vault have succeeded without John Collins, ACCD without David
LaWTence, the DCC of the 1960s without Erik Jonsson, the B-Z Committee without
George Christopher, the Atlanta Chamber without Ivan Allen? The answer can
never be definitively determined, but the probable case is no, for two important
reasons. First and foremost, most of the PLEDCs' efforts during this period
(except in Dallas) involved leveraging of federal funds. This leveraging had to be.
done through the public sector, but it had to be done forcefully and skillfully, with
a minimum of public squabbling. An effective mayor was essential to this process.
Secondly, except in Atlanta, PLEDCs represented elites who had distanced
themselves from the rough and tumble of big-city politics, often ethnic politics, and
who were distrusted by the majority of voters. It was imperative to find a person
like Collins, Jonsson, or Lawrence who appeared to be independent of both the ·
elites and the local political machines but who could work with both. Even in
Chicago, where Mayor Daley clearly had the upper hand electorally, cooperation
was seen as essential by both sectors. In Pittsburgh, the "Interlude" between
Renaissances I and II came as a result of the election of a mayor who refused to
work with ACCD, though his balanced budget philosophy was something most
business leaders found compatible (Stewman and Tarr, 1982, pp. 78-94).
Interestingly, in no case has the PLEDC acted in close concert with a city
council or even with a group of council members. In Baltimore future mayor
William Donald Schaefer was supportive of the PLEDC while he was a council
member, but the GBC's primary contact in the city government during its most
influential years was Schaefer's predecessor, Mayor D'Alessandro (Lyall, 1982, p.
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17-5 7). In all other cases studied, where a local politician assumed a critical role,
it was the mayor.
But local political ties are far from the only ones exploited by the most active
PLEDCs. In every case cited, the PLEDC has lobbied state legislatures, sometimes
for funds, but most frequently for enabling legislation for · programs planned for
local administration. Especially important at the state level have been changes in
annexation laws that allowed cities to expand their tax bases by expanding their
boundaries. PLEDCs have also been active and effective in their interactions with
the federal government--from the early Houston . group's acquisition of a $1,250,000
federal appropriation for the dredging of the Houston Ship Channel to Oklahoma
City's winning of Tinker Air Force Base to the Dallas Citizen's Council's role in
getting Federal Aviation Administration approval for Dallas-Fort Worth Regional
Airport. The PLEDCs' most striking and widespread success was in their
manipulation of the federal urban renewal program to their own ends (turning a
program intended to replace slum housing with more livable habitations into a
program for building corporate headquarters and luxury apartments). Of almost
equal import was their success in using the federal highway construction program,
especially adept at which were the PLEDCs of Atlanta, Oklahoma City, and Dallas.
This partnership with politicians has been by no means one-sided. The PLEDCs
have provided campaign financing to candidates from the federal to the local levels.
At the local level they also have been able to provide the private money necessary
to Tealize the local officials' own favored projects (e.g., Collins and the Vault).

PLEDCs and Burea.ucr8cies
The creation of highly effective government bureaucracies was both the
achievement of and the beginning of a diminution in power for PLEDCs. In city
after city where PLEDCs were important, powerful redevelopment authorities were
set up to further the objectives of the PLEDCs. In Boston and San Francisco,
these authorities became a kind of "parallel government" (Mollenkopf, 1983, p.
166). At the height of its influence in 1972, the San Francisco Redevelopment
Authority had 462 employees. The Boston Redevelopment Authority (BRA) had
over 700 employees and an annual cash flow of $25 million when its director, Ed
Logue, left to run (unsuccessfully) for mayor in 1967. The BRA was a highly
effective leveraging agent, as well. By 1967, over $200 million in federal funds had
been invested in Boston, "raising Boston from 17th to 4th in per capita renewal
grants" (Mollenkopf, 1983, p. 166). (Of course, the fact that the President of the
United States during a portion of this period was a Bostonian may have
contr1buted somewhat to these figures.) In Dallas, where an urban renewal
bureaucracy was not a factor, the PLEDC nevertheless became a bureacratic
partner through its support of the city's increasingly efficient and powerful citymanager form of government, a government that negotiated a major redevelopment
project, Reunion Center, with the knowledge of the PLEDC, but not that of the
city council (Claggett, 1982, p. 254).
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PLEDCs and Money
Evidence gleaned from the case studies indicates that one requisite of a true
PLEDC is its members' willingness to spend their own money to spur the changes
they wish to see made. Three examples illustrate this willingness; two are quoted
directly from the case studies. The quotes are long, but they vividly show the
style as well as the power of PLEDCs.
In the first exa~ple, during the period when Pittsburgh's PLEDC was told by
the major potential investor in its first big renewal project that smoke would have
to be controlled before his company would invest, the PLEDC discovered that one
of the biggest generators of soft coal smoke was domestic users. Although it was
politically unpopular, the city agreed to require that domestic users convert to more
expensive, clean-burning fuels. When a hard winter and an anthracite coal strike
made this burden even more onerous, the PLEDC stepped in to provide cleanburning coal to these users at a lower, subsidized cost (Stewman and Tarr, 1982,
p. 70).
The second incident comes from Atlanta and is best told by Henson and King
(1982, pp. 300-301):
The building of Atlanta Stadium is perhaps the best example of the city's
unique public-private partnership during the sixties. Early in his first
term in office, Mayor Allen had attempted to generate interest in building
a stadium because he thought Atlanta was ready for major-league baseball
and football. In the spring of 1963, a sports editor from the Atlanta
Journal called the mayor and told him that an owner of an American
League team was threatening to move his club away from its home city
because of a poor season at the gate and was going to be in Atlanta
looking at possible stadium sites.
The owner was not interested in the three sites he was shown and was
ready to go back home unless the mayor had something else to offer.
Mayor Allen reviewed a map of the city and declared that he had the best
site in the world: an urban-renewal area within a few blocks of downtown
that was being cleared of its decaying slums. The team owner agreed
with the mayor and told him that if he would build a stadium, the team
would come to Atlanta.
Mayor Allen took Citizens & Southern Bank head Mills Lane to the area
and showed him around. According to Mayor Allen, the following
conversation took place.
"How bad do you want this stadium, Ivan?''
"Bad."
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"You've got it. Tell you what, if you'll recreate the Old Stadium
Authority and appoint the people I recommend and make Arthur
Montgomery [head of the Atlanta Coca-Cola Bottling Company] chairman
and me treasurer, I'll pledge the full credit of the C&S bank to build it.
And if that's not enough to get it done, you and I can't get it done."
Lane contracted with two local architectural firms to draw up the plans
for the stadium. At that point there was no agreement with the
prospective team, and there had never been a meeting with the Fulton
County commissioners or with the Atlanta Board of Aldermen on the
matter. Mayor Allen warned Lane that he had no security, that he
should not get in too deep, that he should take some steps to protect
himself and the bank. Lane reportedly answered, "You go back over to
City Hall and run the city's business, and let me run this show."
On the basis of a verbal understanding that the team would come to
Atlanta for the 1965 season, construction was begun. The normal time to
build a stadium of that size is easily two or possibly even three years.
Mayor Allen, Lane, and Arthur Montgomery had committed themselves to
having it done within one year, paying a $600,000 premium. The stadium
was completed during 1964, but the team could not make it to Atlanta for
the 1965 season. On April 12, 1966, the stadium was jammed for the
season opener for the new Atlanta Braves.
The third incident comes from Boston. Early in Kevin White's tenure as
successor to Mayor John Collins, during the racially tense period just after the
assassination of Martin Luther King, a combination of factors made it imperative
that the city come up with $60,000 to pay for an appearance by soul singer James
Brown that had helped avert a riot. White reluctantly turned to the Vault.
Seated at the head of the long, polished table, the Mayor delivered his
. appeal. He explained "the James Brown problem," then went on to talk
of the "tinderbox" in Roxbury, the need for emergency palliatives to "cool
things off' until longer-range projects could be brought to bear.
"How much, Mr. Mayor?" asked the blunt Eli Goldston [representative of
a major utility].
"Well," White ventured nervously. "It's hard to put a dollar figure on it.
But I should think, well, it cost me a million to run for mayor, so maybe
in the neighbor hood of a million dollars."
After a short pause, Ralph Lowell spoke up: "Mr. Mayor, in all the years
we dealt with your predecessor, we never came up with anything remotely
like that. I'm afraid the figure you mention is out of our league."
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Oh, come off it, the Mayor thought, looking around the room at all those
pinstripes. But what he said was, "Well, gentlemen, the city is at stake
here, so whatever you think you can do." Then he got up and walked
back to City Hall.
When he entered his office, barely half an hour later, his secretary said,
"You have a call from Charles Coolidge.'~
The Mayor picked up the telephone and Coolidge snapped, "Mayor, you
have a hundred thousand dollars on account. Have one of your people
talk to Eph Catlin.~
Catlin later explained what had happened in the boardroom during the
Mayor's walk. "Well, we had some pretty fierce arguments about that
James Brown thing--some of our fellows just didn't go for that at all.
But the Mayor had persuaded us that if we didn't come up with the
money, the blacks were going to burn the city down. So we thought we'd
better do something" (Lukas, 1985, pp. 36-37).
(Only $15,000 of the money finally went to Brown; most went to the city's
new Human Relations Task Force and to projects in the black community.)

PLEDCs and Their Opposition
Opposition to PLEDCs came from all sides--from chambers of commerce who
felt their roles being usurped in Baltimore and Pittsburgh and from neighborhood
activists who saw their homes destroyed and their neighbors dispersed in San
Francisco and Boston. In San Francisco, particularly, neighborhood opposition
became well organized and effective, slowing though never permanently halting the
projects favored by the PLEDC. In Oklahoma City, opposition came from the
news media seeking to break the stranglehold of a PLEDC member on information
in the state (Bernard, 1983, pp. 219-220). In Baltimore and Pittsburgh, some of
those who were asked to join objected strenuously (Lyall, 1982, p. 28; Stewman and
Tarr, 1982 , p. 75). In most cases, however, after the formation of the PLEDC,
opposition was directed not at the PLEDC itself (probably because they tended to
keep low profiles), but at its agents, such as the urban renewal authority.
However, small businesses in renewal areas voiced some opposition to big business
control because they felt they were being sacrificed to the PLEDCs' desires to
"clean up" those areas.

Why Certain Cities Did Not Develop PLEDCs
As with cities that developed PLEDCs, the cities that did not seem to fall
into several categories. First are those such as Los Angeles, Miami, Tampa, and
Albuquerque, which have been simply too dynamic and diverse to need PLEDCs.
(Tampa may have had a form of mayor-organized PLEDC, but it probably was
actually just business cooperation with a machine.) These are Sunbelt cities that,
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during the period discussed, experienced significant growth without organized
intervention. It may also be important that all are cities with very important
immigrant communities, particularly Hispanic communities.
The second type, typified by Portland, Minneapolis, St. Paul, and Norfolk, are
cities in which the role of PLEDC has been assumed by the broad community.
Ruling elites exist, but they are strongly committed to allowing significant
participation in planning and decisionmaking by the entire citizenry. This form is
especially evident in Minneapolis, where the Nicollet Mall project bears all the
earmarks of a PLEDC project, including elite participation and financial support,
image-transforming effect, state-level lobbying, leveraging of federal funds, research
by a support group, networking with PLEDCs in other cities, cooperation with a
pro-growth mayor, and multiyear project duration. But in contrast to a true
PLEDC, the elite insisted upon the equal participation of small-business and lowerechelon civic leaders in all phases of the project (Brandl and Brooks, 1982, pp.
163-199).
The third type existed in New Haven and New Orleans, where mayors
Richard C. Lee and Moon Landrieu used their own entrepreneurial power and
connections with the federal government to get vast commitments of federal aid,
precluding the necessity for PLEDC leveraging of those funds. In addition, in both
cases, the local elites were focused on other endeavors--in New Haven the
development of Yale University (Fainstein and Fainstein, 1986, pp. 27-29), in New
Orleans the perpetuation of the Mardi Gras krewes (Hirsch, 1986, pp. 117-118).
Local economic development was left primarily to the public sector.

7.1 LONG-TERM EFFECTS OF PLEDCS: DIRECTIONS FOR FUTURE
RESEARCH
As previously discussed, it is difficult to analyze the long-term effects of
PLEDCs, to separate the consequences of their actions from those of the efforts of
other actors, public and private. It is clear, however, that of the cities examined,
those cited as having PLEDCs of the most typical form (semiformal with support
group) are among the most dynamic cities in the nation today: Boston, San
Francisco, Dallas, Pittsburgh, and Baltimore. Moreover, they are among the cities
that stand out today as having planned in the past for today's success--unlike such
cities as Miami and Los Angeles, which just seem to have · happened. But these
are subjective views. Objective evaluation of the significance of PLEDCs remains
to be made.
Future, objective research may well be used to address the following
questions: How do PLEDC cities measure up to cities that never developed
PLEDCs? Have PLEDCs been a more effective agent in the shift to a
postindustrial economy than other economic development approaches? To what
extent can transformations be attributed to the actions of a PLEDC? Are the
contributions of PLEDCs of permanent or transitory benefit? Is the degree to
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which public prerogatives are ignored worth the benefits of privately dominated
action?
Some of these questions might be answered at least in part by follow-up
contacts to localities, but those responses too would necessarily be subjective. More
objective analysis could be made using such information as annual employment and
unemployment figures, aggregate and by sector from \Vorld \Var II to the present.
This information would enable the researcher to compare the degree of economic
change during the PLEDC's existence. It would also give a clearer picture of the
conditions that engender PLEDC formation. (Such information is currently
available in the U.S. Census Bureau's County Business Patterns series for the
county level; however, those figures would not be applicable in the many instances
in which the major issue was city versus suburban development.) Tax base figures,
particularly for areas of the city specifically addressed by a PLEDC, might also be
helpful. To judge the costs of PLEDC actions, figures on displacement of residents
and business should also be sought.

7.8 CONCLUSIONS
It is clear from the examples cited that a phenomenon that can be called the
private local economic development council does indeed exist. But beyond that it
is difficult to draw any but subjective conclusions, due in part to the paucity of
published studies of these groups, but also to their nature as very private groups
that seek to generate profound social and economic change while maintaining their
own positions of power and prestige. It is virtually impossible to quantify the
effects of PLEDCs, but to look at the skyline of Boston, Atlanta, San Francisco,
Dallas, Baltimore, or Pittsburgh is to see their successes demonstrated. To look at
the slums that still exist in each of these cities, however, is to see the failures of
these organizations. To see the homeless people on their streets, some directly
displaced by the redevelopment projects, is to see their shame.

It is possible, however, to make judgments about the origins of PLEDCs, how
they spread, how they work, and who they involve. From those conclusions it may
be possible to predict whether the new round of PLEDC formation in response to
this generation's point of transition can have the effects of the earlier round, or
whether, perhaps, it can do better.
The early PLEDCs, all three of which happened to be in the Southwest, in
Houston, Dallas, and Oklahoma City, were founded to deal with economic
stagnation. So too were those of the classic period of PLEDC formation in the
period between World War II and the inauguration of John Kennedy, a period of
stagnation when investors were holding their money rather than putting it to work.
PLEDCs are organized by dynamic individuals, individuals who are convinced of
the potentialities of change. and who have the clout to persuade others of their
convictions. They are furthered through networking--through looking at the results
of efforts in other cities and saying "We can do that." They are furthered, too,
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through the cooperation of progrowth government executives who have the power to
transmute private purpose into public achievement--who through leveraging of funds
from other levels of government can assemble pools of money large enough to
enable wholesale, not piecemeal, change.
PLEDCs work in several ways, but generally through personal participation of
those who can make decisions to invest significant amounts without consulting their
boards or their home offices. Those who participate are usually those who have a
deep-rooted interest in their cities, an interest that is personal and to some degree
selfish. That interest drives them to give of their time and their money for what
they believe will benefit not only themselves but the city as a whole. Finally, they
are those who have the power to translate their concern into substantive change.
The problems come when one looks at how isolated those with power really
are from the day-to-day realities of life for small-business people and average
citizens. Houston taxpayers may still be paying for some of the bond issues
pushed by the 8F crowd; thousands of mom-and-pop groceries, laundries, and
hardware stores were forced out of business by renewal schemes that valued
corporate headquarters over an elderly person's right to a grocery store within
walking distance.
But those may be moot points as the 1980s draw to a close. There may be
economic stagnation at the local level today, but it is not because money is not
being used. Huge amounts of money are being used in mergers and acquisitions
and other paper transfers that have less overt effect on local economies than
bulldozers and cranes. That same merger mania may preclude the formation of
effective PLEDCs, because it may have drastically reduced the number of
.
independently owned local banks, retailers, and manufacturers. Are there still
people who can say "yes" or "no" without calling the national office? Yes, but
many fewer than in the first heyday of the PLEDC.
Can mayors still provide the same sort of cooperation they gave the earlier
PLEDCs? Perhaps. Court decisions and voting rights laws combined with white
flight from the cities have ensured that most urban mayors today are more
representative of their constituencies than was the case in the past. But many of
these executives count the business elites in their cities among their top supporters.
Still, the more aggressive and critical media climate of the 1980s makes the kinds
of collaboration seen in Oklahoma City, Atlanta, Pittsburgh, and Boston in the
1950s unlikely today.
Is there money to leverage? Here the answer is clearly no at present, but it is
remotely possible that the federal government could embark on a more aggressive
urban policy after the end of the Reagan administration, though the size of the
federal deficit makes that unlikely. Moreover, despite the demise of the Great
Society and its community-based programs, resistance to the sorts of neighborhood
clearance the PLEDCs sought in the 1950s is still widespread, and no clear
consensus nor even any particularly coherent proposals as to what might be more
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appropriate seem to have emerged. The new role of the states in financing and
coordinating economic development may present some possibilities in this area, but
it seems too early to make any definite predictions.
As mentioned above, a new round of PLEDC formation appears to have
begun in the early 1980s and to be gaining momentum. These PLEDCs seem to
differ from those formed in the earlier period, primarily in ·the greater degree of
formality of organization and the greater degree to which the public sector is
officially involved. Again, it is too early to draw valid conclusions about the
nature or effectiveness of these groups, but the opportunity now exists for
examining PLEDCs in formation rather than in retrospect. Further study thus
seems warranted.
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Chapter 8

FEDERAL AID TO LOCAL GOVERNMENTS
Geoffrey Laredo
Intergovernmental relations in the United States have changed markedly in
the past several years. This "new federalism" has fundamentally altered the way in
which the three levels of government interact. Perhaps the most important aspect
of this change is the disbursement of funds for the administration of various
programs. Judging from a review of assorted literature and current news
publications, it seems to be a widely held view that the federal government is (and
has been) taking steps to remove itself from the administration and funding of
many programs on the local or regional level. In conjunction with this, many have
noted that the actual quantity of federal dollars forthcoming has diminished (or at
least the rate of growth of federal aid to states and localities has slowed). (U.S.
ACIR, 1980, 1981, 1986; Mills and Palmer, 1984; Aronson and Hilley, 1986; Gold,
1983; Fossett, 1983.)
This report will examine certain aspects of the fiscal situation of local
governments and will determine the degree to which the federal government has
removed itself from the so-called program administration arena. Additionally, a few
points concerning the issue of public budgeting will be discussed. The topic of
budgeting follows naturally from a discussion of intergovernmental grants. The
decision to allocate funds to particular programs or areas is of major importance,
and attention must be focused at least somewhat in this realm. The question "Who
gets what?" is answered by all of the actions that, when taken together, are known
as the budgetary process. If an understanding of this process is reached, then it
should follow that one might better grasp the complexity of the federal-local
relationship and how decisions made at the federal level fundamentally affect the
operations of many local governments. Local responses to this new set of
circumstances will also be discussed (especially the trend toward increasing ownsource revenues from many sources), and conclusions will be drawn as to the likely
pattern of related events for the future.
This study will be based on data for intergovernmental fund transfers from
the national to the local level, spanning the period 1957 through 1984. Although
the focus will be on local activity, the states cannot be ignored, given their
increasingly important role as providers of funds as well as pass-through agents for
federal aid. (The United States Census of Governments, Compendium of
Government Finances, 1957, 1967, 1977, 1982, and figures provided by the U.S.
Advisory Commission on Intergovernmental Relations, for 1984 information.) As will
be noted in the methodology section, the time period under consideration is rather
extensive. Patterns of governmental revenues and expenditures do not change
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rapidly; it is felt that a. 30-year span is both necessary and sufficient to study the
trends (if in fact any become apparent) that have evolved over the years.
To provide this report with an overall direction and focus, a number of issues
and questions must be examined.
1. How has the overall level of federal grants to localities changed,in
nominal and real terms, in the period under consideration?
2. How have local governments used this aid, and how has this use
changed through time? Specifically, it is necessary to discover what
particular functions localities have used and continue to use grant
monies for and if changes in the federal grant system have altered
these functional uses in any way.
3. Have local governments become dependent upon federal aid for the
provision of certain services, and how has the current situation
afTected this balance?
4. What is the importance of the system of public budgeting currently

under use in this country? Narrowing this idea a bit, how are the
budgetary system and intergovernmental transfers related? Does this
relationship affect various programs or levels of aid that are
disbursed?
The questions posed are interrelated; there is no way that these particular
points properly can be separated. In an effort to address these issues, it has been
necessary to construct a number of tables displaying data concerning certain aspects
of local government finance. The data will be discussed sequentially, and it is the
goal of this study to draw conclusions as to the meaning of the collection of
numbers.
8.1 LITERATURE REVIEW

The overall level of federal grants-in-aid to localities has, in the past 30 years,
changed dramatically. The aggregate dollar amount of these transfers has increased;
it is also evident that, at least until 1981, federal aid to local governments grew m
real terms as well (Aronson and Hilley, 1986). Some evidence also exists that,
although it was increasing throughout this time, the growth progressed at a
decreasing rate throughout the period (Beck, 1981). The decade of the 1970s seems
to have been a boon for localities in search of federal aid, although these increases
seemed to have stopped in 1978 {despite what Beck has said). It is clear that
aggregate direct aid began to decline at that time, and the trend has continued
throughout the years of the Reagan administration.
For what purposes is direct federal aid used at the local level? It can be seen
that general revenue sharing, when the program existed, was used by local
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governments to help fund traditional services. This federal funding of local services
helped lead to an overall decentralization of fiscal responsibility, from the federal to
local levels (Oates, 1975). Direct general aid, including revenue sharing, is also
seen to be a method whereby local governments can avoid raising tax rates or
instituting new taxes (Lindholm and Wignjowijoto, 1979). The provision of public
services at the local level has become increasingly difficult due to the continued and
added fiscal strain on these governments, which became rather serious during the
inflationary and recessionary period of the mid-to-late 1970s. As can be seen from
information provided by the cited sources, a disparity exists in the ability to fund
certain programs and provisions at both the local and state levels. The federal
grants-in-aid program is designed to address, among other goals, this disparity and
to deal with the problem of unequal or poorly distributed resources. Effective
prov1s1on of public services is the goal; grants-in-·aid are one way to ensure this
provision (Reagan and Sanzone, 1981).
A problem that emerges, however, is the dependence of a large number of
localities on federal aid. Dependence is defined differently by various authors.
Particular formulas are used, employing percentage cutoff points for the federal
share of local budgets, quantity requirements, and the like. For the purposes of this
study, the term will be used loosely to describe the situation of a locality and the
percentage of its revenue that is accounted for by federal grants and transfers. The
share of a local government's expenditures that are, in effect, paid for out of the
national treasury will be examined. As was pointed out in hearings held by the
(U.S.) Advisory Commission on Intergovernmental Relations (U.S. ACIR, 1984), the
relativ€ significance of federal aid as a portion of local expenditures appears to have
declined in recent years.

It is important not to become mired in the absolute numerical details of a
measurement in this case. Rather, it is the level of dependence, and how it has
changed over time, that is important. In other words, it is more important to
focus attention upon the extent that the locality uses external funds to pay for its
activities and the particular functions for which the funds are used rather than
getting bogged down by studying a large quantity of statistics. This approach does
not imply that all numerical measures must be ignored. The analysis necessitates
comparing data across time to discover if any trends exist and what directions they
may have followed.
In an age of federal retrenchment and cutbacks, the local governments that
are most dependent on federal aid are most vulnerable. Some analysts who point
to steadily increasing levels of federal aid to local governments argue that the
dependency level of these localities rose in conjunction with the aid they received
(Anton, Cawley and Kramer, 1980). This occurrence would be due to the many
situations in which other increases in local government revenues did not keep pace
with additional federal aid. However, the overwhelming cuts that were feared by
local government officials in the early 1980s did not materialize (or at least they
were not as great as might have been expected); nevertheless, data shows that the
more dependent the locality is on federal aid, the more it has been hurt by
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cutbacks (Fossett, 1983). The extent to which these localities become dependent
upon federal aid is also related to the way in which they use the funds. If there is
a recent history of financial stress, a good deal of discretionary authority and wellorganized local political interests, a large degree of dependence can be expected
(Brown, Fossett and Palmer, 1984).
Another aspect of intergovernmental relations and fund transfers that deserves
some attention at this point is that of public budgeting. Aside from looking at the
actual amounts of aid and how the funds are used, it is important to understand
at least a little bit of the background machinations of the budgetary process. The
ways in which all governments must deal with the current reality of fiscal stress
are an important part of the discussion. These include a strictly managerial view· in
conjunction with old-fashioned politics, an argument Charles Levine lays out very
clearly (Bryer, 1980).
Levine notes that, in the absence of political influences, the best strategy for
managing fiscal stress is comprised of three steps:
1. to develop a long-range forecast of a locality's revenue-producing

capability to determine potential future troubles;
2. to prioritize these projects on the government's agenda; and
3. to formulate a plan to integrate income with demand-for-services

estimates, so that budgets will remain in balance.
Unfortunately, the real world is not devoid of politics, and pressure from many
different groups often causes decisions to be made that address incremental and
short-run concerns over those of the extended future. Various tactics are used so
that no specific group or agency is singled out to make "special sacrifices."
Fiscal stress is not a temporary phenomenon in many localities, Levine argues,
but it is oftentimes treated as though it is. This attitude is unhealthy. Accepting
the problem as long term enables local governments to develop a "middle course
for strategic planning," combining efforts to increase cost effectiveness in service
provision with an acceptance of the political realities that may hamper otherwise
rational policymaking.
There is a political reality to budgetmaking; much if not all of what goes on
depends upon the political climate of the day. Thus, it is the budgetary process
that captures a good deal of attention.
As has been mentioned, government expenditures ·have increased markedly
over the past several years. Naturally, none of these outlays could take place at all
if funds had not been budgeted for them. However, looking at the budgeting
situation in the mid-1980s, it may just be that the focus of the issue has changed.
As Helen Ladd offers:
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.. .federal budgetary issues surrounding intergovernmental grants currently
have little to do with limiting expenditure growth. Instead, a major .
question is the appropriateness of transferring some fiscal responsibilities
from the federal government to state and local governments (Mills and
Palmer, 1984, p.166).
The focus of budgetmaking, then, may well be to remove the federal
government from the business of running and financing state and local programs of
any and every type. Specifically, a look at the Reagan presidency since 1980
evidences an attempt to reduce the actual size of the federal government and to
lessen its involvement in state and local affairs.
This report will take a longer and closer look at all of the issues that have
just been raised. An in-depth study of the available source materials will help
clarify some of the perceived vagueness, as the particular hypotheses and findings
are sorted and evaluated. Numerous tables will be presented as part of the study.
They will be discussed and evaluated in an orderly fashion, and inferences drawn
from them will be compared to those gleaned from the literature. It is hoped that
this method of inquiry will lead to a number of clear and concise conclusions.

8.2 METHODOLOGY
As has been previously mentioned, this study examines intergovernmental fund
transfers from the national to the local level, spanning the period 195 7 through
1984. The information will be analyzed, beginning with revenue figures and followed
by expenditures. Aggregate data will be discussed initially, and then a closer look
at a number of important subcomponents will be undertaken.
Certain tables will be broken down into specific categories to illustrate
comparative trends. These categories are
1. Public Welfare 2. Education 3. General Revenue Sharing 4. Highways
5. Housing/Urban Renewal 6. Health and Hospitals

The reason for the selection of these categories is quite simple. These are the
six categories most frequently used in existing sources. In order to properly and
most easily compare data across time, then, it is only natural to use the same
classifications used by the primary sources.
The period 1957 through 1984 may at first appear excessively long. However,
governmental expenditure patterns do not change rapidly. Therefore, it is necessary
to study an extended period of time in order to discover any trends in the
collection and disbursement of funds. The point has already been made that
significant changes have occurred in intergovernmental relatio~s in the past three
decades; the goal is to quantify these changes in some meaningful fashion.
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The specific years of 1957, 1967, 1977, 1982 and 1984 were chosen both for
their pertinence to this study and ease of collection. Additionally, as much recent
data as possible was sought. Thus, 1984 information provided by the U.S. Advisory
Commission on Intergovernmental Relations was used as a supplement to the
Census of Governments 1 data.
The census's definitions of a few key terms will be used. General revenue is
all government revenue, except for specifically defined utility, liquor store, and
insurance trust amounts. General expenditure is analagous to general revenue, as it
encompasses all spending for general government purposes. Own-source revenue
refers to all revenue that is raised by a particular governmental entity from taxes,
fees, and assorted charges. Finally, intergovernmental revenue is all revenue received
by one governmental entity from another governmental entity.

Constant. vs. Nominal Dollar Figures
In any time series data that involve dollar figures, procedures to ensure
comparability of data for the various years may be necessary. By deflating the
figures to a common base year, true comparability is achieved. This deflation does
not, however, preclude the use of nominal amounts. Indeed, it is equally important
to display these, as the influence of public opinion can often be discovered in
fluctuations of nominal terms.
The year 1967 is used as the base year for all constant dollar figures. Again,
this use of 1967 as the base year is for ease and simplicity. Most sources use this
year upon which to make calculations; the same is true in the current study.

8.3 TRENDS IN INTERGOVERNMENTAL REVENUE TRANSFERS
In this section, the various data collected on intergovernmental fund transfers,
revenues, and expenditures will be examined. Local revenues will be the first topic
of study, followed by expenditures. Finally, a comparison of the revenue and
expenditure data will be undertaken.

Local Government Revenue
At an aggregate level, it appears that local government revenue has increased
throughout the period under review (table 19). However, in terms of constant
dollars (table 20) this observation is not entirely true; the 1982 level of general
revenue is actually lower than that of 1977. While this period encompasses several
years of high inflation, which accounts for some of the differences, it is important
to know the source, by type of revenue, of the decline. As shown by the graph,

1The Census of Governments is published every five yea.rs in the years ending with a 2 and a 7.
Also, an individual in the Census Bureau was contacted for some missing information.
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own-source revenue dropped by several billion dollars in the period, before
rebounding by 1984. Intergovernmental revenue exhibits the same characteristics as
general revenue in this case. A real increase is seen until 1977, when the trend
reverses itself and levels off.
These findings are further bolstered by studying the percentage relationships
between the different types of revenue under review. As a portion of general
revenue, intergovernmental revenue shows a dramatic increase until 1977, after
which it declines somewhat. This decline is due to changes in the amount of
federal aid received by the local governments. While state aid to localities has
remained relatively constant, federal aid has declined considerably.
As a percentage of own-source revenue, intergovernmental revenue shows
remarkable growth until 1982, after which a decline occurs. Own-source revenue as
a portion of general revenue fell quite sharply until 1982, when a slight recovery
was made.
Extending this analysis, it is interesting to take a look at the trends apparent
in particular categories, or target areas, for local governmental revenue (tables 21
and 22). The data show, as before, a tremendous increase in local governments'
revenues for all sources until 1977, when a levelling off occurred. It is apparent
that the bulk of these increases were the result of changes in the level of aid
destined for the public welfare and health and hospitals categories. These areas
benefitted greatly from the various aid programs of that time.
Generally, the11:, it can be said that local government general revenues have
increased with time, but not by- as much as might be popularly imagined. The
same is true for intergovernmental revenue; in both cases, it is the change in
funding from the federal government that dictates the overall direction of the
localities' available revenue. We expect to see virtual mirror images when
comparing amounts of own-source revenue and that of general and
intergovernmental revenue, and in fact the relationships are quite clear. Own-source
revenue continually declined in importance as a source for local government
financial schemes, and did not begin to play a more important role until 1984.
This point is central to the discussion below of local dependence on
intergovernmental aid.
One additional aspect of this topic remains: How does local revenue compare
with federal revenue over the time period under consideration? This information is
contained in table 23 and is similar to the data that has already been analyzed.
Local revenue as a percentage of federal revenue grew dramatically until 1977, fell
considerably in 1982, and reversed itself again in 1984. This. data is important
because it shows the different levels of government accruing revenue at various
rates during these time periods. Localities have found their level of revenue to be
relatively constant since 1977; the federal government continued to see real growth
until 1982, before losing some ground moving into 1984. Localities were increasing
their levels of revenue at a faster rate than the federal government, at least until
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Table 19. Intergovernmental Revenue by Source.Local Governments
(millions of nominal dollars)
1957

1967

1977

1982

1984

25406
21357

58235
44419

179045
119626

281045
164426

323236
196504

Revenue from Federal:
Public Welfare
Education
General Revenue Sharing
Highways
Housing/Urban Renewal
Health and Hospitals
Other

343
5
167
0
2

1753
19
696
0
33
518
33
454

16554
162
1312
4397
98
1902
206
8477

21256
270
- 1345
4576
136
5555
275
9099

20912
382
1376
4540
234
6012
278
8090

Revenue from State:
Public Welfare
Education
General Revenue Sharing
Highways
Health and Hospitals
Other

7196
1025
4087

18434
2956
11227
1355
1853
328
715

60277
9243
36428
5527
3467
1411
4201

95363
11633
59909
8872
4754
2580
7615

105820
12759
67293

Total General Revenue
Total Own Source Revenue

2
167

1082
253
749

Source: U.S. Census of Governments, "Compendium of Government Finances,"
1957, 1967, 1977, 1982.; Advisory Commission on Intergovernmental
Relations, data collected for 1984.
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5494
3078
17196

Table 20.

Intergovernmental Revenue by Source-Local Government
(millions of constant dollars, 1967)

1957

1967

1977

1982

1984

30,138
8,943
407
8,536
25,335

58,235
20,187
1,753
18,434
44,419

98,647
42,331
9,121
33,210
65,910

97,214
40,339
7,352
32,986
56,875

103,901
40,737
6,722
34,015
63,164

29.67
1.35
28.32

34.66
3.01
31.65

42.91
9.25
33.67

41.49
7.56
33.93

39.21
6.47
32.74

Intergovernmental Revenue:
From Federal
From State

35.30
1.61
33.69

45.45
3.95
41.50

64.23
13.84
50.39

70.92
12.93
58.00

64.49
10.64
53.85

Own-Source Revenue as Percent
of General Revenue:

84.06

76.28

66.81

58.51

60.79

Types of Revenue:
Total General Revenue
Intergovernmental Revenue:
From Federal
From State
Own Source-Revenue

As Percent of General Revenue:
Intergovernmental Revenue:
From Federal
From State
As Percent of Own-Source Revenue:

Source: U.S. Census of Governments, "Compendium of Government Finances," 1957,
1957, 1967, 1977, 1982.; Advisory Commission on Intergovernmental Relations,
data collected for 1984.; Consumer Price Index used in deflator calculations
provided by The Economic Report of the President, 1986.
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Table 21.

Intergovernmental Revenue by Source and
Function for Local Governments
(millions of nominal dollars)

1957

1967

1977

1982

1984

Revenue from Federal:
Public Welfare
Education
General Revenue Shari
Highways
Housing/Urban Renew
Health and Hospitals
Other

1.35
0.02
0.66
0.00
0.01
0.00
0.01
0.66

3.01
0.03
1.20
0.00
0.06
0.89
0.06
0.78

9.25
0.09
0.73
2.46
0.05
1.06
0.12
4.73

7.56
0.10
0.48
1.63
0.05
l.98
0.10
3.24

6.47
0.12
0.43
1.40
0.07
1.86
0.09
2.50

Revenue from State:
Public Welfare
Education
General Revenue Shari
Highways
Health and Hospitals
Other

28.32
4.03
16.09
0.00
4.26
1.00
2.95

31.65
5.08
19.28
2.33
3.18
0.56
1.23

33.67
5.16
20.35
3.09
1.94
0.79
2.35

33.93
4.14
21.32
3.16
1.69
0.92
2.71

32.74
3.95
20.82
0.00
1.70
0.95
5.32

Total:
Public Welfare
Education
General Revenue Shari
Highways
Health and Hospitals
Other

29.67
4.05
16.74
0.00
4.27
1.00
2.96

34.66
5.11
20.47
2.33
3.24
1.45
1.28

42.91
5.25
21.08
5.54
1.99
1.85
2.46

41.49
4.24
21.80
4.78
1.74
2.89
2.81

39.21
4.07
21.24
1.40
1.77
2.81
5.41

Source: U.S. Census of Governments, "Compendium of Government Finances
1957, 1967, 1977, 1982. Advisory Commission on Intergovernmental
Relations, data collected for 1984.
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Table 22
Intergovernmental Revenue by Source for Local Governments
(millions of constant dollars, 1967)

1957

1967

1977

1982

1984

30,138
25,335
8,943

58,235
44,419
20,187

98,647
65,910
42,331

97,214
56,875
40,339

103,901
63,164
40,737

Revenue from Federal:
Public Welfare
Education
General Revenue Sharing
Highways
Housing/Urban Renewal
Health and Hospitals
Other

407
6
198
0
2

1,753
19
696
0
33
518
33
454

7,352
93
465
1,583
47
1,921
95
3,147

6,722
123
442
1,459
75
1,932
89
2,600

Revenue from State:
Public Welfare
Education
General Revenue Sharing
Highways
Health and Hospitals
Other

8,536
1,216
4,848

32,986
4,024
20,723
3,069
1,644
892
2,634

34,015
4,101
21,631

Total General Revenue
Total Own-Source Revenue
Intergovernmental Revenue

2
198

18,434
2,956
11,227
1,355
1,853
328
715

1,284
300
888

9,121
89
723
2,423 .
54
1,048
113
4,671
33,210
5,093
20,071
3,045
1,910
777
2,315

Source: U.S. Census of Governments, "Compendlum of Government Finances," 1957,
1967, 1977, 1982.; Advisory Commission on Intergovernmental Relations,
data collected for 1984.; Consumer Price Index used in deflator calculations
provided by The Economic Report of the President, 1986.
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1,766
989
5,527

1977. This relationship can be at least partially attributed to the increase in federal
aid to these jurisdictions during the same time.

Local Government Expenditures
As might be expected, local government expenditures increased in every
portion of the period (tables 24 and 25). However, as with general revenues, the
constant dollar information shows a very different situation. Again, an already
familiar pattern of steady increases is seen until 1977, followed by a general
levelling off through 1984. This discovery is most important. A prevailing
impression of the public over the past several years seems to have been that
government spending has been out of control. This attitude is not limited to the
federal government; all levels have been equally accused. The infor:µiation presented
in this instance flies in the face of these opinions. People see and react to
expenditures expressed in terms of nominal dollars, and there is no question that
these figures were growing. However, the method of comparing nominal with
constant figures used in this study has uncovered a major flaw in public
perception.
This point can also be made by comparing the actual yearly growth rate in
local government expenditures, in terms of nominal and constant dollars. In
nominal terms, expenditures rose at an increasing rate from 1957 through 1967, and
since that time have been rising at a decreasing rate. More importantly, the
constant dollar line shows that these expenditures increased at a decreasing rate
from the beginning of the period and were actually negative (i.e. falling) in the five
years from 1977 through 1982. Additionally, expenditures started a real increase
through 1984.
What factors contributed to this spending pattern? As tables 24 and 25
clearly show, a substantial relative decrease in local spending (as compared with
total general expenditures) on education and highways occurred. A slight decrease
in the amount of resources devoted to public welfare was also seen. This decrease
basically has been offset by a small increase for health and hospitals, as well as
that of other governmental functions not delineated in this study. Total aggregate
spending in these areas has not necessarily increased or decreased, however. What
is pointed out in this instance is the smaller share of local governments'
expenditures that are going for these purposes.
As with the discussion of general revenue, it is enlightening to compare local
and federal expenditures over the time period under consideration (table 26). As
might be e.x pected, the comparison is virtually identical to the one for revenues.
Local expenditures as a percentage of federal expenditures grew dramatically until
1977, dropped off quite a bit by 1982, and rebounded by 1984 . This data set is
important for the same reasons seen in the revenue case. Local outlays are shown
to have remained relatively constant since 1977, while those of the federal
government continued to rise. Thus, the aforementioned public opinion, that
government expenditures are increasing, is not entirely misguided; at least some
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Table 23. Local Vs. Federal General Revenue
(millions of dollars)
1957

1967

1977

1982

1984

Total General Revenue:
Nominal$:
Federal
Local

78,403
25,406

130,869
58,235

284,987
179,045

497,833
281,045

531,109
323,236

Constant$ (1967=100):
Federal
Local

93,005
30,138

130,869
58,235

157,018
98,647

172,201
97,214

170,720
103,901

56.45

60.86

Local as Percent of Federal

32.40

44.50

62.83

Source: U.S. Census of Governments, "Compendium of Government Finances,"
1957, 1967, 1977, 1982.; Advisory Commission on Intergovernmental Relations,
data collected for 1984.; Consumer Price Index used in deflator calculation
provided by The Economic Report of the President, 1986.; Figures for
1984 (Federal) provided by Mr. Michael Grinwood, U.S. Census Bureau.
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Table 24.

Local Government Expenditures
(millions of nominal dollars)

1957

1967

1977

1982

1984

26903
1659
11668
2941
503
1549
8583

59476
4022
28552
4552
1441
3374
17535

172842
12466
76966
9232
3211
12020
58947

266312
14948
112323
14450
8118
21824
94649

305570
16772
127769
16295
8465
25268
111001

6.76
48.01
7.65
2.42
5.67
29.48

7.21
44.53
5.34
1.86
6.95
34.1

5.61
42.18
5.43
3.05
8.19
35.54

5.49
41.81
5.33
2.77
8.27
36.33

Expenditures:
Total General Expenditure
Public Welfare
Education
Highways
Housing/Urban Renewal
Health and Hospitals
Other

Categories as Percent of General Expenditure
Public Welfare
E.ducation
Highways
Housing/Urban Renewal
Health and Hospitals Other

6.17
43.37
10.93
1.87
5.76
31.9

Source: U.S. Census of Governments, "Compendium of Government Finances," 1957,
1967, 1977, 1982.; Advisory Commission on Intergovernmental Relations,
data collected for 1984.
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Table 25. Local Government Expenditures
(millions of constant dollars, 1967)
1957

1967

1977

1982

1984

31,913
1,968
13,841
3,489
597
1,837
10,181

59,476
4,022
28,552
4,552
1,441
3,374
17,535

95,230
6,868
42,406
5,087
1,769
6,623
32,478

92,118
5,171
38,853
4,998
2,808
7,549
32,739

98,222
5,391
41,070
5,238
2,721
8,122
35,680

Expenditures:
Total General Expenditure
Public Welfare
Education
Highways
Housing/Urban Renewal
Health and Hospitals
Other

Categories as Percent of General Expenditure

Public Welfare
Education
Highways
Housing/Urban Renewal
Health and Hospitals
Other

6.17
43.37
10.93
1.87
5.76
31.90

6.76
48.01
7.65
2.42
5.67
29.48

7.21
44.53
5.34
1.86
6.95
34.10

5.61
42.18
5.43
3.05
8.19
35.54

5.49
41.81
5.33
2.77
8.27
36.33

Source: U.S. Census of Governments, "Compendium of Government Finances," 1957,
1967, 1977, 1982.; Advisory Commission on Intergovernmental Relations,
data collected for 1984.; Consumer Price Index used in deflater
calculations provided by The Economic Report of the President, 1986.
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government expenditures have risen throughout the entire period. Of the
subcomponents listed in these tables, however, health and hospitals is the only
category that exhibits this trend at the local level (table 25). From the data
presented, the makeup of the increase seen in federal expenditures can be noted,
but cannot be totally disaggregated. This is due to the relatively large quantity of
information presented as "other." Components of this category have not been
delineated, thereby thwarting any attempt to fully explain the overall increase in
expenditures.

It is not at all surpr1smg that this analysis of expenditures closely follows
that of revenues. The amount of money that governments can spend on various
programs and projects is directly related to the level of funding available. This
level of availability is especially true for local governments, which, by and large,
balance their budgets because deficit spending is strictly prohibited by law.
Therefore, expenditures would of necessity track revenues.

Revenue-Expenditure Comparison
Certain aspects of local government revenue and expenditures will have a
major bearing on any conclusions which may be drawn, especially in the area of
"dependence." A comparison of spending and collection trends will make apparent
any problems localities may have in financing their operations and how they may
fare given the current fiscal climate.
Local revenue from the federal level grew at a rapid pace until 1977, after
which it levelled off significantly (see table 27, which shows the aggregate and
breakdown percentages of local government expenditures provided by
intergovernmental revenue). State aid to localities also increased, peaking in 1982
and falling off somewhat by 1984. Overall, as has been seen in many instances in
this study, the aggregate line measure peaks in 1977 and trails off each year until
the end of the period.
What particular components of expenditure account for this initial peak and
subsequent decline? Changes in spending for public welfare, education, and
housing/urban renewal are clearly the largest factors in the change in spending. A
very laxge percentage (nearly 80 percent) of local public welfare payments originated
at a higher level of government, mostly from the states. Comparatively, by 1982,
nearly 55 percent of all education expenditures were not of local origination.
Again, it is the state governments that have been responsible for the bulk of the
increase. The one area that has been most influenced by federal aid is housing and
urban renewal. By 1984, approximately 71 percent of all local expenditures in this
area were furnished by the federal government.
These results may not seem too surprising; it is the federal government · that
is often thought of as the source of the bulk of intergovernmental transfers,
especially in the realm of public welfare. It must not be forgotten that it is the
states that administer the overwhelming majority of these programs. Thus, in this
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Table 26. Local vs. Federal General Expenditures
(millions of dollars)

1957

1967

1977

1982

1984

Nominal$:
Federal
Local

73263
26903

138566
59476

315404
172842

568373
266312

664046
305570

Constant$ (1967=100):
Federal
Local

86907
31913

138566
59476

173776
95230

196601
92118

213451
98222

Local as Percent of Federal:

36.72

42.92

54.8

46.86

46.02

Total General Expenditures:

Source: U.S. Census of Governments, "Compendium of Government Finances," 1957,
1967, 1977, 1982.; Advisory Commission on Intergovernmental Relations,
data collected for 1984.; Consumer Price Index used in deflator calculation
provided by The Economic Report of the President, 1986.; Figures for
1984 (Federal) provided by Mr. Michael Grinwood, U.S. Census Bureau.
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Table 27.

Percentage of Local Government Expenditures Provided
by Intergovernmental Revenue
1957

1967

1977

1982

1984

1.27
0.30
1.43
0.07
0.00
0.13
1.95

2.95
0.47
2.44
0.72
35.95
0.98
2.59

9.58
1.30
1.70
1.06
59.23
1.71
14.38

7.98
1.81
1.20
0.94
68.43
1.26
9.61

6.84
2.28
1.08
1.43
71.02

State
Public Welfare
Education
Highways
Health and Hospitals
Other

26.75
61.78
35.03
35.03
16.33
8.73

30.99
73.50
39.32
40.71
9.72
4.08

34.87
74.15
47.33
37.55
11.74
7.13

35.81
77.82
53.34
32.90
11.82
8.05

34.63
76.07
52.67
33.72
12.18
14.39

Total
Public Welfare
Education
Highways
Housing/Urban Renewal
Health and Hospitals
Other

28.02
62.09
36.46
36.86

33.94
73.97
41.76
41.43
35.95
10.70
6.67

44.45
75.45
49.03
38.62
59.23
11.74
21.51

43.79
79.63
54.53
33.84
68.43
13.08
17.66

41.47
78.35
53.74
35.15
71.02
13.28
22.78

Federal
Public Welfare
Education
Highways
Housing/Urban Renewal
Health and Hospitals
Other

16.46
10.67

Source: U.S. Census of Governments, "Compendium of Government Finances,"
1957, 1967, 1977, 1982.; Advisory Commission on Intergovernmental
Relations, data collected for 1984.
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1.10

6.77

instance, they act as pass-through agents for federal funds on their way to
localities. However, these transactions are recorded as state a.id to local
governments. The argument could be made that a certain amount of systematic
bias becomes evident as this flow of funds is examined. It is beyond the scope of
this particular study to delve any deeper into this issue. 2
The previous discussion forces an issue to be raised at this point. If
intergovernmental revenue has decreased in significance as a component of local
revenue, has any other source taken its place? The only other area that merits
attention (given the amount and type of data currently being examined) is ownsource revenue.
The results of looking at the percentage of local government expenditures
provided by own-:source revenue over time are quite startling (tables 28 ·and 29).
One might think that, since intergovernmental revenue has been harder for localities
to obtain, they would have made an effort to raise more funds on their own. It
was seen earlier that ovrn-source revenue rose, in real terms, until 1977, fell off a
bit by 1982, and grew stronger by 1984. Until 1982, the share of local
expenditures provided by own-source revenue fell quite steadily to a low point of 62
percent. One would think that, given the current fiscal climate in the United
States, local governments would have to raise more own-source revenue to pay for
their various services and functions.
Local expenditures grew in proportion to federal expenditures until 1977 and
trailed off toward the end of the period. This comparison shows that while federal
expenditures continued to rise in real terms throughout the period, local
expenditures levelled off.
A revenue comparison yields similar results. Local revenue increased
tremendously as a percentage of federal revenue up until 1977, after which it fell
until 1982 and resumed its upward movement by 1984. Just as the expenditures
reflected· upon past analysis, so too does revenue. Federal revenues continued to
rise in real terms after 1977, while those at the local level did not.
Finally, in order to get a full picture of the fiscal situation of local
governments, the rate at which revenue and expenditures have increased or
decreased should be examined. It is evident that 1967-77 was a very heavy growth
period, while 1977-82 found real decreases in average growth rates (table 30).
Nominally, all types of revenue rose at an increasing rate through 1977 and a
decreasing rate through 1982. Only federal revenue actually decreased (in 1984).
In constant terms, only federal revenue rose at an increasing rate in the first
time period. All other revenues rose at a decreasing rate, and in fact all five

2However, a separate section of the project from which this report is taken, dealing with state aid
to local governments, should shed considerable light on the -s ubject.
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Table 28.

Local Government Expenditures Provided by
Own-Source Revenue
(millions of nominal dollars)

1957

1967

1977

1982

1984

Own-Source Revenue
Total General Expenditure

21357
26903

44419
59476

119626
172842

164426
266312

196504
305570

Percentage

79.39

74.68

69.21

61.74

64.31

Revenue/Expenditures:
(millions of dollars)

Source: U.S. Census of Governments, "Compendium of Government Finances,"
1957, 1967, 1977, 1982.; Advisory Commission on Intergovernmental
Relations, data collected for 1984.

categories decreased in the 1977-82 sector. Then, while the federal revenue
remained relatively constant, all others increased through the end of the period.
Interestingly, it is own-source revenue that exhibits a strong rebound by 1~84, a
sign that the concerns about this area discussed in an earlier section may have
been at least initially addressed. It is apparent that local governments have begun
to devise methods to substantially increase the amount of funds they can raise from
own sources. Judging from the data, this trend will most probably~ indeed
necessarily, continue into the future.
8.4 SUMMARY

Three major points can be drawn from the collection of data that has just
been presented.
Revenue. Across the time period 1957-1984, all types of governmental
revenue increased. Aggregate levels remained relatively constant for local
governments from 1977 to 1984, while federal revenue grew in real terms through
1982. The most pronounced change in the structure of local revenue was seen in
the decline in real own-source levels from 1977 through 1982. This decline suggests
especially difficult times for local governments as they attempt to raise the funds
necessary to provide services to their citizens.
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Table 29.

..~
u

Local Government Expenditures Provided by
Own-Source Revenue
(millions of constant dollars, 1967)

1957

1967

1977

1982

1984

Own-Source Revenue
Total General Expenditure

25335
31913

44419
59476

65910
95230

56875
92118

63164
98222

Percentage

79.39

74.68

69.21

61.74

64.31

Revenue/Expenditures:

m

ll

Note: Consumer Price Index used in deflater calculations provided
by The Economic Report of the President, 1986.

n
'OOI
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Table 30.

Intergovernmental Revenue and Expenditures
for Local Governments,
Percentage Change for Selected Periods

1957-67

1967-77

1977-82

1982-84

Total General Revenue
Intergovernmental Revenue
From Federal
From State
Own-Source Revenue

8.6
10.4
17.7
9.9
7.6

12.9
14.3
25.2
12.6
10.4

9.4
8.7
5.1
9.6
6.6

7.2
4.2
-3.2
5.3
9.3

Total General Expenditure

8.3

11.3

9

7.1

Total General Revenue
Intergovernmental Revenue
From Federal
From State
Own-Source Revenue

6.8
8.5
15.7
8
5.8

5.4
7.7
17.9
6.1
4

-0.3
-0.1
-4.2
-1.4
-3

3.4
0.5
-4.4
1.5
5.4

Total General Expenditure

6.4

4.8

-0.7

3.3

Revenue/Expenditures
Nominal Dollars

Constant Dollars (1967=100)

Source: U.S. Census of Governments, "Compendium of Government Finances," 1957,
1967, 1977, 1982.; Advisory Commission on Intergovernmental Relations,
data collected for 1984.; Consumer Price Index used in deflator calculation
provided by The Economic Report of the President, 1986.; Figures for
1984 (Federal) provided by Mr. Michael Grinwood, U.S. Census Bureau.
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Expenditures. As with revenue, an increase in all types of governmental
expenditures is seen across the period under consideration. Local outlays increased
until 1977 and remained relatively constant through 1984. In comparison, federal
levels continued to increase in real terms through 1984.
Dependence. It is very clear after studying the data that local governments
have had to rely less and less upon intergovernmental revenue to provide funding
for various services and programs. This decrease in funding initially caused great
hardship at the local level, as it was seen that while intergovernmental revenue
decreased, own-source revenue followed suit. However, later information showed that
localities were beginning to raise more revenue on their own.
Additionally~ one major trend became apparent. Major increases in revenue
and expenditures were seen in the 1967-1977 time period. It is fair to hypothesize
that these increases were a result of the politics of the time. Specifically, major
effects were felt from the onset of the multitude of Great Society programs.

8.5 CONCLUSIONS

At this point it is possible to address the questions posed in the introduction
to this report, to return to the literature, and to draw comparisons between
conclusions found there with those drawn from the data just presented. The overall
level of federal aid to local governments certainly changed a great deal over the
thirty years studied. It has been said that these federal outlays increased until
some time in the early 1980s, when the trend was arrested and reversed. This
trend is clearly delineated by the data; tremendous changes in the revenue and
expenditures structures were found in the information available in this study. From
the data surveyed, it appears that the amount of federal funds provided to local
governments for public welfare purposes was the most significant agent of change.
Generally speaking, social service transfers (encompassing public welfare, health and
hospitals, and certain aspects of education) expanded greatly in the late 1960s and
early 1970s, as the amount of money emanating from the Department of Health,
Education, and Welfare and various other agencies grew at an unprecedented rate
(Derthick, 1975.)
With a loss of intergovernmental revenue, how did localities react? It seems
reasonable to assume that they did their best to ascertain new sources of funds so
that they could continue to provide services to their citizens. Service provision was
seen as a significant problem at the beginning of the "distressed" period
(1977-1982), when both intergovernmental and own-source revenue were declining.
As time wore on, adaptations (fee and tax increases, etc.) were made to the new
situation and the fiscal outlook improved.
Another key element in a revenue and expenditures discussion of this sort is
how total local and federal government figures compare. Local revenues and
expenditures grew rapidly until 1977, when they basically reached a plateau.
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Federal revenue grew until 1982 before it levelled off and began a slight decline;
expenditures~ however, continued to grow throughout the period. This set of
circumstances led to a major point that must be mentioned: the political element of
this pro bl em.
The period from 1967 through 1977 was one of considerable growth, in both
nominal and real terms, in the level of all governmental revenue and expenditures.
At the local level, the principal concern in this study, all categories grew at the
greatest rate during this period. This time span corresponds to the implementation
of a good deal of the Johnson administration's Great Society programs; it is
therefore not particularly surprising to discover a great rise in the aggregate levels
that have been studied, as well as the particular breakdown categories.
Why would local governments' revenues and expenditures be affected by
federal programs? On the revenue side, it was the federal government that was
providing a good deal of the funding for activities around the country. Some of its
aid was transferred directly to localities, while other amounts were transferred
initially to the states to be used in their local aid packages (pass-through aid).
Local governments, upon receiving this aid, utilized some of their own funds to
make the programs truly fit their particular circumstances. This system accounts
for some level of increase in local expenditures in the studied areas. This
phenomenon provides at least a partial explanation for the time series comparison
that has been observed. The question arises, then, as to what happened in 1977
or 1978 to change the picture so drastically.
Inflation ran rampant in the United States throughout the mid-to-late 1970s.
Price levels were driven quite high, and in fact complicated the interpretation of
absolute dollar values, whether the price of groceries or aggregate amounts of
government spending. Public perception of governmental finance was that of a
freewheeling, out-of-control spending machine. Pressure on public officials to curb or
cut outlays was high; the result, at least on the local level, was an elimination of
the growth of expenditures. Public opinion is an important factor in making
spending decisions; elected officials who make these decisions are accountable to the
voters and run the risk of losing their offices if public preferences are ignored.
However, the most important variable in local spending arrangements still seems to
be the amount of funding available. This relationship certainly seems logical
enough. Expenditure budgets are based upon the expected amount of available
revenue. As was seen, intergovernmental revenue fell considerably during this
period. This same period was one in which local governments experienced their
most dire straits (1977-1982 for most localities); they were not prepared for a
relatively sudden loss in major amounts of federal funding.
As far as funding is concerned, it is quite evident that the federal government
has been making a concerted effort to reduce its financial obligation to local
governments. The Reagan administration, in particular, has supported
decentralization and making state governments responsible to the claims of
localities. This effort does not mean that the federal government has ceased
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providing funds for the operation of local programs; in fact~ states act as passthrough agents for a certain amount of money that is targeted to localities. As has
been mentioned, although this relationship is beyond the scope of the present
study, it is an important issue, which must not be overlooked.
The political situation leads this discussion to the oft-mentioned concept of
dependence. It is evident that local governments were becoming ever more reliant
upon intergovernmental revenue throughout the period under study. After 1977,
however, the federal fund flow reversed, and localities were left in a rather bad
situation. From 1984 through the present, they have been doing a better job of
ra1smg revenue from own sources, but at the current rate it will be several years
before previous levels of revenue, in real terms, will be attained.
The politics of public budgeting also relate to the topic of intergovernmental
fund transfers. The Budget Reform Act of 197 4 was a congressional response to a
system believed to be out of control. Increasing decentralization (the rise of
subcommittee-dominated government), however, did not streamline the process.
Rather, the potential for influence from interest groups increased~ as the number of
public contact points within the process continued to increase. The data that has
been presented in this study clearly shows that expenditures were in no way
reigned in as a result of the 197 4 act. Rather, it was the Omnibus Budget Act of
1981 that forced fiscal restraint (if it can be called that) on the federal government.
This act caused a major upheaval in government finance at all levels, and this
upheaval is reflected in the stress seen at the local level during the 1977-1982
period.
Two very distinct trends are seen within the period of time covered by this
report. From 195 7 through 1977, the role of the federal government became
increasingly more important, as localities looked to the outside for funding to
support an ever-increasing number of programs, particularly in the areas of public
welfare and a wide range of social services. As overall government spending rose, a
move was made to put an end to at least some of the excesses. The 1977 to 1982
period may be viewed as a major readjustment period, when the amount of aid
declined, and intergovernmental relations were, in many instances, reassessed by
governmental actors at all levels. Local governments have had to deal with the
new reality in any number of ways, and this trend will definitely continue into the
future. New and expanded revenue sources will have to be sought, and more
prudent expenditure patterns will have to be followed. Indeed, the very role of
government in society must undergo scrutiny. In an age of forced fiscal
responsibility, tough choices must be made; the art of practicing the possible is
absolutely essential for the successful management of governmental affairs.
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Chapter 9

STATE AID TO LOCAL GOVERNMENTS
Sophia Redd
9.1 INTRODUCTION

New Federalism and Intergovernmental Relations
Federal policy and intergovernmental relations are subjects of burning interest
for the 1980s, particularly to state and local governments since these relations affect
the localities' ability to pursue economic development. The decrease in federal
urban and social spending places greater demands on the state and local
governments in terms of financing programs. Under the Reagan Administration,
however, New Federalism provides the states and local governments with more
control and power in administering programs, delivering services, and carrying out
many federal mandates. However, less discretion is given to the states and
localities in terms of public welfare, medicaid, interstate and federal highways,
hazardous waste, and water supply and sanitation, which are programs particularly
prone to federal cost shifting. The federal government shares administrative and
financial responsibility with state and local governments on these programs, but
federal decisions have a significant impact on state and local expenditures.
By and large, the shift in intergovernmental relations did not start with the
Reagan Administration. Past Presidents (Lyndon Johnson--Creative Federalism,
Richard Nixon--New Federalism, Jimmy Carter--New Partnership, and Franklin
D.Roosevelt--Cooperative Federalism) introduced policies that granted states
responsibility in financing programs (Burns, Peltason, and Cronin, 1984, p. 53).
However, fewer resources and responsibilities were attributed to their policies than
now. New Federalism is tied closely with the federal budget, which is operating
with a substantial deficit. The deficit has allowed Reagan's proposals to receive
vast amounts of attention from certain members (Republicans) of Congress in
establishing a balanced budget. If the deficit is to be reduced to a tolerable level,
more cutbacks in aid are probably inevitable sooner or later, but Gramm-RudmanHollings' bill has made many government officials more aware of this inevitability.
Gramm-Rudman-Hollings' automatic, across-the-board cutbacks have made aid
reductions appear more imminent, therefore, drastically curtailing or eliminating
funds for state and local government use (Steven D. Gold, 1986, p. 102).
Reagan's New Federalism proposals are germane to this discussion because
they help create the context in which states must function. Listed below are
President Reagan's New Federalism proposals.
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1. The national government should "swap" with the states, taking from
them responsibility for ~.fedicare while giving to them responsibility for
Aid to Dependent Children and Food Stamp programs.
2. The federal government should turn back to the states responsibility for
120 categorical federal grants while gradually turning back revenue
sources so that the states would have the funds to support these
programs if they wished to continue them.
3. The federal government should consolidate 88 categorical grant programs
into 9 block grants, giving the states much greater discretion as to how
these funds could be spent. The President argued that the states could
get the job done with a 25 percent reduction in overall funding.
4. The federal government should reduce the scope and pervasiveness of
cross-cutting requirements and federal mandates (Burns, Peltason, and
Cronin, 1984, p. 55).

These proposals give enormous responsibility to the states in an attempt by
the federal government to decrease spending. These federal proposals surfaced to
restructure federal state relations and to increase state-local relations. "Reagan's
New Federalism proposals were both broad (e.g., the swap of state responsibilities
in welfare for federal responsibilities in Medicaid) and principled (e.g., certain
responsibilities are inherently local)" (Gold, 1986, p. 102).
According to Burns, Peltason, and Cronin (1984, p. 56), most mayors and the
president of the National League of Cities charged: "The proposal tilts much too
strongly toward states and leaves cities with virtually no security." On the other
hand, many state governors approved of Reagan's offer to give more discretion to
states but were not willing to support a reduction in federal funds. Although
Reagan's proposals were not fully supported nor implemented, his ideas have
prevailed in modified form and are being examined because they offer a viable and
politically feasible solution to a growing problem in the federal budget.
The shift in federal policy and intergovernmental relations has generated more
activism on the part of state governments, and the interaction between state and
local governments in terms of financing programs is particularly interesting. New
Federalism and its characteristics (budget cutting and devolution of responsibility)
has formalized two recently coined phrases for states--de facto federalism and fend
for yourself federalism (Gold, 1986, p.101).
De facto federalism was largely initiated through the budgetary process. Both
within the executive and within the legislature, major proposals for change arose
mainly as a result of budgetary goals rather than conceptual changes in law
carrying budgetary consequences in their wake (Gold, 1986, p.102). This exercise of
power, resulting from budget cuts, expands the role of states. These budgetary
cuts at the federal level reduce the flow of federal funds to states, therefore placing
considerable pressure upon states to administer these monies to localities based
upon need.
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For states, fend for yourself federalism means, first, that Washington (federal
government) will not provide the assistance that state and local governments have
come to expect. At the national level, both Democrats and Republicans seem
inclined to leave problems to state legislators, governors, and local officials.
However, both Democrats and Republicans are uneasy about relinquishing their
stipulations placed on how grant monies must be spent (Gold, 1986, p. 102). All
politicians are concerned with how grant monies are spent at their respective
localities.
Secondly, under fend for yourself federalism, state governments may have to
go thr~ugh a process analogous to that at the national level, recasting the state
local government system (Gold, 1986, p. 102). This "fend for yourself' posture
pushes states into a more fundamental role because localities are legally considered
the children of the state and controlled by their mandates. States assume more
direct financial responsibility in aiding their respective localities. In essence the
local government and city programs request funds and carry out mandates from the
state in gaining appropriate financial support. The direct federal-local relationship
developed during the late 1960s and early 1970s is seeing a reversal due to sharp
increases in the channeling of federal funds through states. In order to fully
understand the states' involvement in the distribution and disbursement of monies
to the localities, a broader review of their changing roles is necessary.
9.2 ROLE OF THE STATES

New Federalism and its intergovernmental impacts are dependent upon the
activities, past and present, of the states. States are assuming an increased role in
the allocation of federal aid and support to localities. Understanding the
(traditional and changing) role of the state is crucial because intergovernmentalism,
particularly at the state and local level, is becoming dominant. Traditionally,
states have been the "repositories of the reserved powers under the Constitution
and, thus, the chief resisters to centralization of governmental powers and functions
in national hands" (USACIR, 1982, p. 52). States, consequently, have operated as
middle-men in federal grant-in-aid programs. However, states have played, and
continue to play, a very strategic role in the selection of national officials.
As the decade of the 1980s began, Samuel Beer points out that the
"modernizing society has resulted in modifications in the American federal system,
changing intergovernmental relations, and the role of state governments" (USACIR,
1982, p. 52). Because of New Federalism, states now have assumed the
responsibility of intergovernmental regulators, bankers, and administrators, therefore
significantly elevating the state officials' status and creating an atmosphere of
decentralization and initiative at the state level.
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9.3 METHODOLOGY

The primary purpose of this section is to identify specific questions to be
addressed and describe how the study will be conducted.

Unit of Analysis
Changes in state aid to local governments in response to New Federalism
policy is the subject under study. These changes prove important because of the
increasing influence and role states play in administering and financing programs
implemented at the local level. State pass-through, state expenditures, and statelocal revenues are mechanisms utilized by states to fund programs at the local
level. Statistical measures of state aid data show that states have made an
attempt to allocate money and to determine needy areas. States are expanding
and broadening their horizons in terms of administering and financing programs
implemented by localities . As a percentage of own-source revenue, state
intergovernmental revenue comprises the greatest proportion of local government
monies. Much of the state revenue is federal pass-through grant-in-aid monies that
increase state own-source revenue. In terms of allocating these monies, states base
their decisions upon localities' need using a regression analysis.

Analysis
From the general concern with intergovernmental (financial) relations between
states and local governments, several specific questions emerge.
1. Given states' increasing responsibilities for funding, how will they

allocate monies to their numerous local government programs?
2. How has the federal community development block grant program
(CDBG) affected intergovernmental relations between states and
localities?
3. If CDBGs now allow state officials to have more discretion, how will

these monies be dispersed among the various local programs and how
will this also affect development of private employment in respective
areas?
Due to the nature of the subject and the questions being raised, this paper
will take a two-fold approach. First, this paper will address intergovernmental
relations in terms of state expenditure by purpose. Collection and review of data
on state aid to localities is required in order to provide an in-depth look at the
functions of states and their responsibilities to localities. Finally, the responses of
state and local governments to changing intergovernmental relations and their
effects on activities and services will be studied.
Secondly, the criteria states use in allocating federal funds (CDBGs) to cities
and localities are determined. The allocation of CDBGs requires analyzing state
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aid data to determine how the federal momes were distributed in the past and
compare the results to the present situation. Reviewing specific decisionmaking
models that are being developed by the National Governors Association will prove
beneficial in studying the allocation of block grants funds. The approaches entailed
overlap in analysis of the allocation and distribution of federal and state monies,
which will relate to the questions being posed.
g.4 LITERATURE REVIEW

Most of the literature reviewed for this study addresses the topic of increased
state responsibilities, the means by which state-local relations are enhanced and
perceived. The states are becoming the dominant force in providing services and
distributing monies, thereby increasing their relationship with localities. The rise of .
state financial leadership is the underlying theme being addressed in this paper.
According to Paul Dommel (Brookings Institute), the politics of federal grants
have changed since the early 1970s; an interest in shifting spending authority from
national to state and local governments has grown (Dommel, 1981, p. 93). The
federal funding mechanisms are being decentralized, and levels of funding are being
reduced, thereby inc.r easing pressure for states to take over funding and the
allocation of pass-through funds for local programs. This increased pressure places
more duties and obligations upon state officials to specify needy areas, necessitating
the creation of more bureaucratic functions and development of approaches and
systems of analysis for determining the needy areas. Aronson and Hilley explains
that localities received vast amounts of direct assistance from the federal
government through the Carter Administration but with President Reagan, "the
pendulum began to swing back toward an expanded roled for the states" (Aronson
and Hilley, 1986, p. 73).
The expanding financial role of states creates a "Pandora's Box." Extensive
problems will develop regarding the actual allocation of monies to respective
localities. Measuring the criteria of need for localities will be a difficult task for
the state. Friedland and Wong believe federal agencies allocate their "discretionary
fund to those constituencies whose representatives have the most power" (Friedland
and Wong, 1983, p. 239). If this is the case, will states assume the same political
representative role in allocating monies to localities? This new role can cause
tension among state officials and the representatives of respective localities.
Interestingly, DeGrove further extends Friedland and Wong's point. DeGrove
believes that the states' capacities include three aspects: fiscal, management, and
political. Assuming no long-term, deep recession, most states have the fiscal
capacity to play a larger role in the federal system. In terms of management, a
number of states have developed planning, policy development, and budgeting
mechanisms capable of assuming major new responsibilities in making the New
Federalism policy work. The political factor is a major negative matter due to
restrictive actions in the state and local governments (DeGrove, 1981, p. 352).
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State and local officials would come under attack by political groups that are
concerned over how the money is spent (Dommel, 1981, p. 93). Developing criteria
to effectively allocate monies, independent of political pressures, will prove to be a
difficult and challenging task.
CDBGs are one source of revenue for the states in financing local government
programs, especially in the area of housing and economic development. As
mentioned, Reagan's New Federalism consolidated 88 catergorical grants into 9
block grants, giving states much discretionary power. CDBGs are being
administered to programs that will boost the local economy, such as housing and
economic development. The federal government redistributing these grants through
the states places limitations upon local governments in acquiring direct federal
assistance for programs. According to DeGrove, "state and local response to the
boom in block grants has ranged from cautious support (most states) to outrage,
fear, and suspicion (some cities and groups doubtful states can or will manage their
new authority in a fair and efficient way)" (DeGrove, 1981, p. 354). Frequently
cited is the National Governors Association formation of a state-local relation
committee that focuses on how to develop decisionmaking models for the allocation
of block grant resources involving state and local governments. Action is being
taken to facilitate the transition from federal to state responsibility.

9.5 STATE-LOCAL FINANCIAL RELATIONS
As mentioned in the introduction, states are assuming increased financial
responsibility regarding localities. Intergovernmental revenues comprise a large
proportion of local governments' own-source revenues. In terms of revenue
capabilities, intergovernmental revenue constitutes one source of finance for local
governments. Between 1957 and 1984, intergovernmental revenue from state to
local governments as a percent of total local government revenue has gradually
increased from 28.32 percent (1957) to 32.74 (1984) (see Laredo, table 19). This
increase reflects the expanded role of state governments. According to David
Walker, "indigenous reform efforts, federally triggered legislative reapportionment
along with voting rights' changes, and states becoming manager and partial funders
of intergovernmental aid programs" put states into the mainstream of state aid to
localities (Richard Leach, 1983, p. 7). Table 19 demonstrates a gradual increase in
the amount of state aid as a percentage of own-source revenue from 1957 (33.69
percent) to 1982 (58 percent); however, there is a 4.15 percent decrease between
1982 and 1984. This decrease appears at the federal level, indicating that it is a
direct response to increased expenditures and little revenue generation.
Federal "pass-through" aid constitutes most of the increase in
intergovernmental revenue to localities from states. The pass-through aid is federal
monies going to localities, but it is passed first to state governments and then
distributed to localities. States are largely becoming administrators of federal passthrough monies, a provision of New Federalism in terms of enhancing
decentralization. The two largest areas of the pass-through aid were targeted
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toward education and public welfare. An increase of intergovernmental revenue by
source for local government occurred over time -- 1957 to 1984 (table 20). In
viewing the data, it is evident that states appear to provide more to localities than
the federal government. Much of the states' funding is from federal pass-through
monies, thereby increasing state aid to localities. Considered by percentage of
intergovernmental revenues by source, financial assistance to public welfare and
education constitute the greatest amount.
Two types of intergovernmental transfers from state to local governments are
grants, or appropriated funds, and shared taxes (Aronson and Hilley, 1986, p. 78).
The grants are straightforward transfers of funds. Community Development Block
Grants (CDBG) are the most prevalent grant-in-aid sources provided by the federal
government. The amounts of grants are based upon localities' needs; whereas,
shared taxes are based upon the level of government that is most fitted to collect a
tax efficiently and assign all or part of the collection on some basis to the
government that gives up the tax (Aronson and Hilley, 1986, p. 81).
Table 31 clearly demonstrates that state and local tax collections
approximated each other until the 1970s when state collections began to outpace
those of localities. It is apparent that state tax collections exceeded local tax
collections during the late 1970s and early 1980s. This spread is due in part to
state revenue-raising capacities. States incorporate many more taxing mechanisms
than localities, which are controlled by their mandates.
Expenditures for localities have always outpaced those for states (table 31)
because they provide many services that are utilized by citizens daily on the local
level (i.e., schools, public hospitals, and police and fire protection). During the
early 1970s the gap between state and local expenditures widened. For 1984, table
31 shows a $178.6 billion gap between local revenue and expenditures, which is
largely filled by intergovernmental grants. State governments assume the
responsibility of funding education, public welfare, health, and highways, leaving
administration and performance in local hands. These services increase the
expenditures for states and elevate payments by purpose.
Table 32 shows the total amount and breakdown by function of state
transfers to local governments in 1984. Education and public welfare account for
$67 .5 billion and $13.6 billion respectively in state intergovernmental payments. In
1984, education by far is the major recipient of specific state aid payment by
purpose. Education is a public service that receives a substantial amount of
financing and support from citizens because it is considered a high priority.
State governments provide a significant share of funding for local governments'
important functions. During the 1957-1984 time frame, a gradual increase in state
intergovernmental expenditure as a percent of local general expenditure has occurred
for most functions. Interestingly, the state intergovernmental expenditure function
for highways shows a slight decrease (35 percent) between 1978-1984 in local
general expenditure. Many of the funds set aside for highways are for
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Table 31. Tax Collections and Direct General Expenditure of
State and Local Governments, 1952-84.

Tax Collection
(billions of dollars)

Expenditures
(billions of dollars)

Year

State

Local

Total

State

Local

Total

1952
1956
1960
1964
1968
1972
1976
1980
1984

9.90
13.40
18.00
24.20
36.40
59.90
89.30
137.10
196.80

9.50
13.00
18.10
23.50
31.20
48.90
67.60
86.40
123.40

19.30
26.00
36.10
47.80
67.60
108.80
156.80
223.50
320.20

8.70
12.30
17.90
24.30
38.40
62.10
95.80
143.70
201.30

17.40
24.40
33.90
45.00
64.00
104.80
159.70
223.60
302.00

26.10
36.70
51.90
69.30
102.40
166.90
255.60
367.30
503.30

Sources: Census Bureau, Historical Statistics of the United States: Government
finances in 1983-84 (GPO, 1985), tables 4, 6, and earlier issues.;
Aronson and Hilley, Financing State and Local Government, 1986, p. 81.
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Table 32. State Intergovernmental Payments by Purpose, 1984.
(billions of dollars)

Purpose

1984

Specfic
Education
Public Welfare
Highways
Other*
General (local government support)

97.6
67.5
13.6

5.7
10.8
10.7
108.3

Total

Source: Aronson and Hilley, Financing State and Local Government, Appendix table A-12.

* Includes housing and urban renewal, libraries, corrections,
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airports, and others.

maintenance, a category likely to be reduced due to financial constraints. For
instance, in 1987 Governor Clements of Texas took $150,000 million from the Texas
Transportation Department and distributed it to the Texas Corrections Department.
This transfer of money between depart men ts at the state level can indirectly affect
the development potential of local economies. Infrastructure is a major impetus m
attracting businesses. In 1984 the state share of education (53 percent) is
significantly less than that of public welfare (87.4 percent) for local general
expenditures. Public \\ elfare constitutes a larger local general expenditure, possibly
due to larger percentages of people needing assistance such as food stamps and Aid
to Dependent Children. The division of labor and the structure of public welfare
causes high percentages of low-income people to become dependent upon the
program.
1

State governments provided $10.7 billion in general purpose aid to local
governments (table 32). This general purpose aid accounts for funds going to
municipalities since most of the other payments are held within special districts
(e.g., school, sanitation, and special districts). This local government support can
be used to enhance the economic prosperity of municipalities. For instance, this
money is used for building or renovating buildings for the city and attracting and
developing new businesses. On the downside, this money is used to fund existing
programs or reduce deficits--not necessarily attracting development. State
intergovernmental payments in these categories increase states' expenditures.
State intergovernmental expenditure has been more than half (50 percent) of
state direct general expenditure and over 30 percent of the funds made up local
general revenues (table 33). States are paying more intergovernmental transfers.
Aronson and Hilley explain that grants have filled the gap between local revenues
and the cost of providing services but they have also reduced the discretionary
authority of local officials (Aronson and Hilley, 1986, p. 81).
D.6 ALLOCATION OF STATE AID TO LOCAL GOVERNMENTS

Increasing economic pressures have forced governments at all levels to consider
more carefully the manner in which they allocate scarce resources. Robert Stein
says that a "large volume of research has been conducted on the nature and
determinants of federal aid allocations; however, very little is known about the
pattern of state aid allocations and the forces that shape the distribution of state
intergovernmental revenue" (USACIR, April 1982, p. 202). Unlike the unitary
federal aid system that has a set procedure in allocating monies, state aid systems
entail a vast amount of diversity in recipient governments. This diversity must be
understood in order to make generalizations about state aid systems. Project and
categorical grants are the primary mechanisms used in allocating funds to localities;
however, CDBGs place a strong emphasis upon need. Localities must show an
apparent need for the funds. Determining the neediest localities presents many
problems for states in the distribution of monies.
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Table 33. State Intergovernmental Expenditure as a Percentage of State Direct
General Expenditure and Local General Revenue, 1957-84
(billions of dollars)

Year

State Direct General Expenditure

Local General Revenue

1957
1967
1978
1984

54.5
55.6
59.8
53.8

29.1
32.7
34.5
33.5

Source: Census Bureau, Historical Statistics, pp. 728-29; Census Bureau,
Governmental Finances in 1984, tables 5, 13, and earlier issues.;
Aronson and Hilley, Financing State and Local Governments, 1986, p.82.
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The following are the measures used m this study to characterize allocation
procedures for state aid.
1. The extent to which state aid is allocated to cities based on the level of

need for such assistance (e.g. targeting/ equalization).
2. The degree of variation in the targeting of aid monies bet\J\reen states.
3. The source of observed variation in state aid allocation (USACIR, April
1982, p. 203).

A direct correlation appears to exist between the method of allocating state
aid and the relative and fiscal capacity of recipient governments, according to the
National Governors' Association. The intergovernmental relationship between state
aid to local governments is more closely linked than the federal aid-need
relationship, which has led to the suggestion of "combining direct state aid with
state administered federal aid which results in a more efficient and responsive
system" (US.A.CIR, 1982, p . 203). This argument does not take into account the
stipulations that are placed upon the state for distributing federal aid. Many of
federal pass-through monies to states require a distributional formula like the
various categorical grants; however, the New Federalism policy and its lumping
together block grants will relieve many constraints placed on the funds. The end
effect will be to give more discretionary authority to the state, which will facilitate
the allocation of these funds. State officials will distribute and allocate resources
based on their own measures. Like federal agencies, will states allocate monies to
localities based upon their representative's role and power? The . representative is
in the position at the state level to describe the financial conditions and needs of
the respective localities. So, discretionary authority is a tool that extends itself to
the phrase-- "fend for yourself federalism," but at the local level.
However, other researchers are concerned that "state aid systems are based on
nonequalizing measures, stating that state aid per capita is not directed toward
poor governments or poor people. Interestingly, USA CIR found little evidence to
suggest that states intended to allocate fiscal assistance in accord with social need
or fiscal capacity" (USACIR, 1982, p.203).

State Aid Systems
The increased availability of funds allows states to provide assistance to all
communities while still allocating disproportionate amounts of aid to needier and
fiscally strained cities. States are presently experiencing a scarcity of resources that
limits their ability to differentiate among localities based on need, eliminating some
cities and creating hostile political attitudes (USACIR, 1982, p. 203.) . Among
states that target aid, it is expected that those states with socioeconomic
communities will request assistance based on their diversified need bases and
inability to fulfill those needs. Larger cities supply their citizens with many diverse
services that require financial assistance from state governments,- thereby somewhat
justifying the allocation of aid monies.
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As a means of restricting the number of cities rece1vmg unneeded funds,
project grants, rather than formulas, can be used as mechanisms to ensure that
needy cities receive needed aid. Project grants are restrictive distributive
mechanisms that can redistribute and reallocate, giving to another, usually the
economically downtrodden. Similarly, "states which specifically designate aid
packages for central cities (presumably the neediest areas) are likely to achieve a
higher level of equalization than states relying on aid programs with universal
eligibility" (USA CIR, 1982, p. 203).
The allocation of resources is dependent upon state-local relationships, whether
it is centralized or decentralized. Under centralization the states control public
policy and deliver basic public services; whereas under decentralization local
governments control public policy and services that are at their disposal.
A durable and useful measure of
index developed by G. Ross Stephens.
terms of a continuum on which states
control exercised by the state and the
governments'" (USA CIR, 1982, p. 204).
operational measures:

state-local relations is the centralization
The centralization index is "defined in
are placed according to the 'degree of
relative autonomy of local
Stephens' index is based upon the following

1. The percentage of functions for which the state is the dominant provider
(i.e., accounts for 60 percent or more of the total state-local direct

expenditures).
2. The distribution of state/local personnel, adjusted for differences m labor
inputs for different state and local services.
3. The proportion of total state/local expenditures financed at the state
level (USACIR, 1982, p. 204.).

These operational measures characterize the relationship of state-local
intergovernmental expenditures. As noted in the previous section, states dominate
in terms of intergovernmental expenditures and revenues to local governments.
This point clarifies that centralization is the primary operational measure due to
state financial involvement. The centralization principle is the strategy that
President Reagan's New Federalism policy is eliminating because under this policy
the states are gaining complete control. The state aid system is complex and
diverse for each state because it is trying to fulfill the social and fiscal needs of its
respective cities.
Provision of social needs constitutes a major function of the states in their
responsibilities to localities. Vast amounts of funds are allocated on the basis of
providing adequate social needs for the following indicators.
1. population size;
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2. total population below 18 years of age and over 65 years of age;
3. total number of families with annual incomes below 125 percent of the
poverty level;
4. total reported crime (lJSACIR, 1982, p. 205).

These indicators represent the fundamental criteria in determining social
needs. However, tax burdens, percent of population growth, unemployment, median
family income, and owner-occupied home value are other characteristics used in
assessing the state aid allocations.

Regression Analysis
A statistical analysis was preformed to test the relationship between per
capita state aid allocations 1 and indicators of social need and fiscal distress for the
late 1960s and 1970s in a pooled sample of municipalities. The analysis tests for
selected correlates of state aid between equalizing (allocation to those cities
expressing need of fiscal effort) and nonequalizing (determining socioecomomic
indicators) states (USACIR, 1982, p. 209). The analysis showed that the total
amount of state aid allocated to all municipalities has a positive influence on the
degree of equalization; that is, states with higher levels of aid tend to have a
higher degree of equalization. Most interesting, the percentage of federal passthrough monies, project grants, and central-city aid programs do not enhance
states' ability to target assistance to socially needier cities (USACIR, 1982, p. 209).
The diversity of social need within a state influences the targeting of aid monies.
Equalization of aid allocations achieved by states produces wide variations in
meeting the social needs of their recipient city governments.
The findings demonstrate that a significant portion of the variation in
targeting aid allocations is a "function of state-local relations and to a lesser extent
the existing socioeconomic diversity of municipal governments within the state"
(USACIR,1982, p. 216). Centralization appears to be a dominating force, which
may be affecting the results of the regression statistical analysis. According to
A CIR, "the character of state aid systems equalizers does not distinguish between
equalizers and non-equalizers confirming an earlier hypothesis that state aid
allocations reflect more the pattern of state-local relations" (USACIR, p. 216).
There is a significant degree of variation in the capacity of states to target their
aid allocation to the neediest recipients who display socioeconomic diversity.
Homogeneity makes it extremely difficult to differentiate between eligible recipients
in the allocation of -state aid allocations.

1 "There is growing debate over the appropriateness of per capita aid measures when examining the

allocation of state-local assistance. The analysis failed to produce a significant empirical difference
between per capita and total a.id measures. Per ca.pita state aid allocations a.re used due to ease in
interpretation" (USACIR, 1982, p. 225).
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Population indicators showed that growth varied over time. Population growth
for 1967 (-.238), 1972 (-.571), and 1977 (-1.635) shows that considerable variations
in growth of cities within each state did not differ between targeting and
nontargeting states for the selected years. The findings show that the percentage ·
of population growth between 1960 and 1970 is decreasing. This variation of
population growth in cities within each state did not differ between targeting and
nontargeting states. Population growth shows very little influence on the allocation
of state aid to cities based on need.
Tax burden is another distinguishing measure used in determining state aid.
Most states allocate aid to heavily taxed cities in order to relieve some of the
pressures on the taxpayers. This measure is positively associated with the
equalization in state allocations because states with high tax burdens are funding
fiscally distressed areas. The same rationale is used for unemployment, which is a
measure that can be used to distinguish between states with equalizing allocation
mechanisms and states with nonequalizing measures.
There has not been much research on state aid allocations to local
governments. The fact that state-local relations vary and are diverse poses
significant hindrances in developing a unitary state-aid system. A system in which
each individual state targets funds to needy areas and recipient governments will
continue to be the basis for the process until a uniform procedure is devised,
concentrating not only on social needs and fiscal distress but "interstate variation
as well as its policy consequences" (USACIR, 1982, p. 216).
9~7

CONCLUSIONS

States have assumed increased financial responsibilities regarding localities.
This new responsibility has resulted, in part, from Reagan's New Federalism policy,
which proposes decentralization to the states. The new intergovernmental context
has been crystallized in two phrases-- "de facto federalism" and "fend for yourself
federalism." These two phrases adequately describe the position of most state
governments in terms of generating and administering funds to prospective
localities.
State aid to localities represents a large proportion of local governments' ownsource revenue. Although transfers between state and local governments are
significant, much of the funds are pass-through, originating in the federal
government and making the states middlemen in the administrative and financial
system. In the past, the federal government tended to administer monies directly
to the localities, but now they are delegating that function to states. New
Federalism was created to alleviate financial burdens from the federal government
by d~recting aid through the states.
A changing relationship can be seen in the CDBG programs. The
discretionary use of CDBGs by states has enhanced the interaction between states
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and localities. CDBGs are being distributed by state governments to localities
based on need. These funds represent an example of federal pass-through monies,
and these monies are a function of state general revenues. CDBGs have been
utilized in specfic state aid payments to fund services and programs at the local
level. Little evidence has shown that these funds are used specifically for the
development of private employment in respective areas.
Education and public welfare are the major recipients of specific state aid
payments by purpose to localities. These two attributes increase state
intergovernmental expenditures as a percentage of local general expenditures. In
terms of expenditures, local governments have always out-paced state governments
because they provide more domestic public services, which are utilized daily,
distinguishing state and local responsibilities. On the other hand, the state
governments can generate more revenue than local governments because they
assume more financial generating mechanisms (i.e., sales tax, excise tax, and grantin-aid from federal assistance). Revenue and expenditures show a distinct
relationship between state-local relations.
The allocation of state resources to localities is a subject that is becoming
increasingly important. Economic pressures have forced all governments to consider
the manner in which they allocate scarce resources. In terms of state aid
allocation, very little research has been conducted because of the vast diversity
between states. The allocation of state aid is a difficult process because it has to
consider the needs of localities. Most important is determining the extent to which
state aid is allocated to the neediest cities or recipient governments. The extent of
targeting aid allocations to the neediest areas varies substantially among states.
The allocation of state aid to localities is a complex process that is difficult to
analyze with statistical methods.
Education, highways, health care/hospitals, and public welfare are all functions
that enhance economic development. Economic development stimulates the
economies of localities and is dependent upon adequate funds to provide a good
infrastructure and domestic services. Making state aid payments to localities by
purpose improves these services to provide a more attractive environment for the
pursuit of economic development.
Changing intergovernmental relations also affect economic development in
states and their localities. Since states are assuming an increased role in the
allocation of federal aid and support to localities, there is an increase in the
pressures placed upon them. These pressures occur as duties and obligations are
placed upon state officials to specify needy areas, thereby creating more
bureaucratic functions. The increased role of the states is significantly elevating the
state officials' status and creating an atmosphere of decentralization, ·which results
in the localities relying upon the states for direct assistance and limits their
chances of receiving aid. Because of the increased role of the states, local
governments may have to take a more active role in the financing and
administration of programs. Developing programs that would diminish their
206

requests for funds is a viable solution. Economic development is such a program
in that it will provide services to the citizens (i.e., employment, entertainment,
cultural activities) and revenue for the localities. Intergovernmental relations at the
state-local level are becoming more important than at the federal-local level due to
cutbacks in the budget and the New Federalism policy.
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9.8 GLOSSARY

The following are terms that will be used consistently. An understanding of
their definitions is vital for the comprehension of this paper.
Pass-through funds: federal monies that are passed on to localities and distributed
through the state government.
Own-source revenue: monies raised and utilized by the respective local governments.
Direct state expenditures: monies that states spend directly on specific local
government functions.
Intergovernmental revenue: monies acquired from other governments.
Targeting: to specify an area where aid is most needed and where it will be spent.
State aid allocation: a method in which states distribute monies to respective areas.
Regression: a statistical process used m testing for significant relationships between
two or more variables.
Equalization: state aid is allocated to those cities based on need of fiscal effort.
Nonequalization: state aid is determined based on socioeconomic
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indicator~.
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Chapter 10

AN ANALYSIS OF THE TEXAS
STATE TAX STRUCTURE
Lafe T. Larson

10.1 INTRODUCTION
'With the drastic decline in oil prices and a slump in the agricultural sector of
the economy, Texas is faced with a financial dilemm~ of a magnitude never before
confronted--as a result, the state must drastically raise taxes or cut services. It is
estimated that the state will have a $1 billion revenue shortfall at the end of the
1986-1987 biennium (The Biennial Revenue Estimate 1988-89, January 1987). The
projected deficit for the next 2 years is almost $6 billion, according to the State
Comptroller of Public Accounts (The Biennial Revenue Estimate 1988-89, January
1987). An extension of the recently adopted 1 1/8 percent sales tax increase is an
almost political certainty. Yet, with that increase there remains a projected $2.5
billion revenue shortfall for the 1988-89 biennium (The Biennial Revenue Estimate
1988-89, January 1987).
There seems to be a growing consensus that more revenue will be needed to
meet the increasing demand for state services in the coming years. At the same
time there is little agreement on the appropriate sources for that additional
revenue.
One frequently mentioned suggestion is to increase the rate of the state sales
tax. Also being discussed is an expansion of the sales tax to include services not
presently covered. Raising the sales tax has proven to be a popular idea in the
past. Beginning in the early sixties as a limited tax, both state and local
government have relied heavily on the tax when additional revenue was necessary.
Today Texas's sales tax ranks moderately high compared to other states with a
combined local/state rate of 7.25 percent for residents of the large urban areas.
One of the more obvious but least mentioned suggestions for relieving the
revenue shortfall is the state personal income tax. Texas is one of only four states
that does not have some form of tax on income. One reason may be the level of
opposition among public officials to such a tax. Both major party candidates in
last year's gubernatorial election signed agreements supporting a constitutional
prohibition against a state income tax.
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This paper will analyze the state tax structure, applying three tax principles-equity, revenue growth, and revenue stability. The author will attempt to answer
the following questions: 1. Is the tax structure fair and equitable; 2. Does it take
into account one's ability to pay; 3. Are upper income or more affiuent families
taxed at a higher rate since they presumably have greater financial resources to
draw from; 4. Do the working poor and middle income families, as is commonly
thought, carry the brunt of the tax burden.
The concept of vertical equity originates from the belief that individuals with
greater ability to pay should carry a larger ·portion of the tax load. The analysis
of vertical equity is based on a combination of the sales and property tax burdens
for a family of four using Internal Revenue Service (IRS) data. Taxpayers were
divided into income quintiles with two categories for the highest income (see
appendix B for detailed description of the methodology used). Using mean income
for each category the author computed the average annual tax bill for a family in
each quintile. Tax burdens were broken out for both Dallas and Houston to allow
for a comparison between the two largest cities in the state.
The second part of the paper exammes the issue of revenue growth. With
demographic shifts as well as changes in the economy, it is important for a state
tax structure to have the flexibility to respond to such changes. More specifically,
the essential question raised here is do the various state taxes keep pace with
increases in personal income? A tax base that generates revenue at a slower pace
will cause revenues to lag behind expenditures, creating a potential revenue
shortage.
A measure of a tax's ability to respond to growth in personal income is
elasticity. An elasticity of greater than one means the tax revenue increases more,
proportionally, than personal income. Conversely, a tax with an elasticity less than
one will grow more slowly than the change in personal income. It is generally
recommended that the elasticity of state taxes should be one to assure that tax
revenues increase at approximately the same rate as personal income.

Elasticities were calculated for select taxes in each of the three time periods
between 1969 and 1984. The first two periods, 1969-1973 and 1973-1979 represent
business cycles while the third, which spans from 1981-1984, was chosen because of
the low rate of inflation. The three periods of time allow for performance
comparisons between the highly inflationary early and late seventies and an era of
relatively low inflation.
Also the elasticity of the overall state tax structure was figured for each
period. The elasticities allow for an analysis of the performance of each tax and
gives an indication of how the tax structure performs overall.
A closely related issue is stability in the tax structure. At issue here is to
what extent the state depends on revenue sources that have the potential for
fluctuating greatly or are revenue sources, for the most part, insulated for external
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factors such as shifts in the economy. This section looks at the performance of
individual taxes identifying those that historically have experienced sharp rises and
falls. Also in this section the author looks at the role various taxes have played m
terms of their makeup of overall state tax revenue, highlighting shifts that have
occurred over the past 15 years.
The concepts of elasticity and revenue stability provide a framework that
states can use to develop a proper balance to assure steady and reliable growth of
tax revenues. The slow growth of a stable revenue sources coupled with higher
elastidty revenue sources help assure that overall tax revenue will keep pace with
growth in p~rsonal income and changes in the economy and better enable the state
to keep up the increased demand for services.
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The author makes a recommendation based on two tax proposals including a
discussion of who benefits and who pays under each plan. The tax scenarios
represent fundamentally different tax structures, a state personal income tax on one
hand, compared with a slightly modified version of the present state sales tax.
The income tax is an ideal plan, but one that is politically less viable. Increasing
the sales tax, a plan with serious flaws, is more likely to occur.
The income tax plan consists of a 10 percent surtax based on an individual
taxpayer's IRS tax bill, combined with the estimated annual sales tax paid at a
rate one percentage point below the 1986 rate of 4.125 percent. The modified sales
tax plan is based on a one percentage point increase from the present rate of 5.25
percent. Both plans raise approximately the same amount of revenue annually.
10.2 EQUITY IN TAXATION
The subjects of every state ought to contribute towards the support of the
government as nearly as possible in proportion to their respective abilities;
that is, in proportion to the revenue which they respectively enjoy under
the protection of the state. (Adam Smith, Wealth of Nations, 1776).
These words by Adam Smith serve as the foundation for determining
equitable tax structures today. Over the years, two basic concepts have evolved
that function as guides for establishing fair and equitable tax policy, the benefit
principle and the ability to pay.
Benefit taxes are based on the theory that the tax is directly proportional to
the amount of benefit a taxpayer receives. A user fee type of tax, in which the
amount of tax the consumer pays is base on the .quantity of benefit or gam, is a
common form of a benefit tax.
The ability to pay concept is a much different application in that the tax is
based on the consumer's income or wealth and not tied to the level of benefits
received. Ability to pay establishes a different kind of standard for determining a
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taxpayer's liability, using accumulated income or property as the tax base.
\Vhether a taxpayer receives all, some, or none of the benefits granted by a public
service does not apply, since the costs of the service are apportioned on the basis
of income or wealth.
Determining an equitable system of taxation is difficult. Although the benefit
principle works well in certain applications, it does not work in situations where
redistribution is the goal, such as publicly funded assistance programs for the poor.
Since much of this government assistance is carried out through redistributive
measures, determining a taxpayer's fair share based on their ability to pay becomes
the central issue. Two methods of determining "fairness" are horizontal and
vertical equity.
Horizontal equity i~ defined as the "equal treatment of equals," in which the
same tax rate is applied to all taxpayers with an equivalent ability to pay. The
tax burden should not differ based on characteristics such as location, age, or
ethnicity, according to the principle. When one unit pays a significantly higher tax
rate than another, all things equal, horizontal inequity exists.
Tax rates vary from one jurisdiction to another for example, among cities in
Texas, but this does not necessarily imply horizontal inequity since the level of
public services may vary accordingly. Horizontal inequity occurs when
administration is haphazard or capricious or when taxes ate levied on goods and
services consumed by a small segment of the popuiation. Although the concept of
horizontal equity may have problems in application, support for the principle is
strong, since "equal treatment" is a principle implicit in the equal protection clause
of the U.S. Constitution. {Mikesell, 1986, p.238).
Vertical equity maintains that those with a greater ability to pay should carry
a larger portion of the tax load. Individuals have differing capabilities to pay
based on income and, consequently, should be taxed accordingly. Historically,
vertical equity originates from the doctrine of "equal sacrifice", according to authors
Musgrave and Musgrave {1980, p. 234):
Taxpayers are said to be treated equally if their tax payments involve an
equal sacrifice or loss of welfare. The loss of welfare in turn is related to
the loss of income. If the level of welfare as a function of income is the
same for all taxpayers, the equal-sacrifice rule calls for people to contribute
equal amounts of tax. Further, people with different incomes should pay
different amounts.
How much the tax burden should differ between income groups becomes a
primary question in the application of equitable tax structures. The ethical
question whether a progressive, proportional, or regressive structure is better
continues to be a debated policy question.

214

A pro,gressive system is one in which the actual tax rate increases as income
rises. Traditionally, most state income tax and the U.S. federal income tax are
progressive systems. A taxpayer with an annual income of $50,000 will be taxed
at a higher percentage of his annual income than a taxpayer with an annual
income of one-half that. Although little consensus exists as to the ideal progressive
rate structure, it is a generally accepted belief that progressive taxes are preferable
to regressive-type structures (Joint Select Committee on Fiscal Policy, 1985, p. 1-4).
A regressive tax, conversely, is characterized by a decrease in the effective tax
rate as income rises. Although the tax rate is lower, the actual dollar amount is
usually greater since income is higher. State sales taxes are a common form of
regressive taxation (Maxwell and Aronson, 1077, p. 106). Although the tax rate is
the same for all, the percentage of income taxed is much greater for lower income
than upper income individuals, since it is generally believed that the poor spend a
greater percentage of their income on taxable items. Local property taxes are
another frequently cited form of regressive taxation, since they are based on fixed
rate levies and do not take into account differences in ability to pay (Mikesell,
1986, p. 239).
One common method of reducing the regressiveness of the sales tax is to
exempt necessities such as food and medical services from the tax. Since the poor
generally pay a greater portion of their income for necessity items than the more
affluent, these exemptions greatly reduce the tax burden on those considered least
able to pay.
Proportional or neutral taxes have the same tax rate for all income categories.
A flat-rate income tax is a proportional tax since the tax rate is the same for all
income categories.
An analysis of the tax burden for a family in Texas paymg state sales and
local property taxes shows a highly regressive tax system. For an average family
of four, the proportional tax bill will decrease as income rises, as demonstrated in
figure 1. a typical poor family with a mean annual income of $7,706 pays about 2
1/2 times more taxes, proportionately, than an affiuent family (figure 2). These
results are consistent with other recent analyses. The Citizens for Tax Justice
(CT J) report on state taxes found a slightly more regressive system, the difference
being the lowest income families pay a higher percentage of income in taxes than
was found in the author's analysis. At the same time, the most affluent pay
slightly less proportionally, according to CT J's analysis, than the author found.
This 50-state report, which was released in January of this year, uses an almost
identical methodology and concludes that Texas's lack of a state income tax
contributed to the regressive tax structure (Citizens for Tax Justice, 1987, p. 4).
A study by the Education Commission of the States in 1981 drew similar
conclusions. Using an index of regressivity, which ranked states based on the value
of a regressivity indicator, the commission found that states that rely heavily on
sales taxes because of no state or local mcome tax ranked more heavily regressive.
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Figure I.

Combined Sales and Property Taxes
as a Percentage of Annual Income
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Only 8 out of the 50 states had a higher regressivity index that Texas (Education
Commission of the States, 1981, p. 7).
Although the studies cited above used slightly different methods for computing
tax burden, each found consistently regressive patterns. One predominate trend
was that it was not just very low income families who shouldered a greater
percentage of the tax burden. The working poor, defined as a family of four with
an average income of $19,779, pay, as a percent of total income~ one-half again as
much as the rich. Middle income families pay 38 percent more than affiuent
families. The two more middle quintiles pay 3.2 and 3.4 percent of their annual
income in taxes compared to the rich, who pay about 2.5 percent (figure 1).
Both the sales tax and local property tax (including the local city and metro
transit taxes where applicable) contribute to the regressive nature of the total tax
burden in Texas. The sales tax burden is 2 1/2 times greater for poor than rich
families (figure 3). For the working poor, the burden is 1/2 times again greater,
and steadily decreases as income rises.
A comprehensive 50 state report by Donald Phares on effective tax rates
based on state sales taxes found that, from state to state, sales taxes performed in
a similar fashion. Phares's findings for Texas indicate that the burden was 4 times
higher for the poor than for upper-income families (1980, p. 90).
At the local level a comparison between the two most populated cities m
Texas showed little change from the statewide findings, although the cities
themselves differ greatly. Dallas, the home of large banking, insurance, and other
service-related industries, has a more upscale professional workforce. Houston, the
oil industry capital and port city, is considered more blue collar and working class.
Residents of the city of Dallas are slightly better off than their counterparts in
Houston. For Dalla.sites, the gap or difference in tax burdens between high- and
low-income families is smaller than for Houston residents.
A poor family in Dallas pays, proportionately, more than twice that of a rich
one, and the working poor and middle-income families pay one-half again as much
in total taxes (figure 4). In Houston a poor family pays 7 percent of total income
in truces compared to 2.6 percent paid by those with with very high incomes.
Patterns for working and middle-income families are about the same as found in
the statewide analysis, except that shares for mid-range families tend to level out
more in Houston (figure 5).
Compared to other states Texas has a slightly steeper regressive curve (figure
6), although the tax burden for each class is lower. The gap between the rate a
rich or poor family pays is 2.5 percent in Texas compared to 2.2 percent
nationally. Texas taxes its poor at about the same rate; yet reduces the burden
on the rich by 0.4 percent. \Vhether Texans are better off with fewer taxes is
difficult to determine because a measure of horizontal equity would need to take
into account a comparison of such things as the level of state services.
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Figure 3.

Sales Tax as a Percentage of Total Family Income
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Taxes as a Share of Family Income--Dallas
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Figure 5.

Total Truces as Shares of Family Income--Houston
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Figure 6.

Comparison of Tax Burden Between Texas and the U.S.
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Without a doubt, the tax burden in Texas for an average family of four is
much greater, proportionately, for poor, .working, and middle-income families than
for the upper income and affluent. Any increases in the sales tax rates will only
make an inequitable system even more regressive. It should be noted that these
figures do not take into account the 1 1/8 percent increase in the state sales tax
rate that went into effect January 1, 1987.
10.8 REVENUE GROWTH

An important criterion for a balanced state tax structure is a tax portfolio
that keeps pace with growth in the economy. Without a properly balanced mix,
tax revenues will not keep up with the increased demand for services caused by
population growth and inflation, requiring frequent rate increases to generate the
necessary revenue for maintaining services (Joint Select Committee on Fiscal Policy,
1985., pp. 1-15).
Different kinds of taxes respond differently to changes in the economy.
Consumption or in rem taxes (see next section for fuller definition) generally do not
keep pace with increases in personal income since demand for these goods and
services does not change with swings in the economy (Joint Select Committee on
Fiscal Policy, 1985, pp.1-15). Just the opposite occurs with ad valorem or value
based taxes, which tend to increase at a greater rate since that tax is based on a
percentage of price or the value of capital.
A term used as a measurement of the growth performance of a tax is its
elasticity. The elasticity of a tax is the percentage increase in tax revenue as total
personal income increases by 1 percent. It is determined by taking the percentage
change in revenue by the percentage change in total personal income. For
example, a tax with an elasticity of 1.5 generates 1 1/2 percent more revenue for
each 1 percent increase in personal income. Generally, consumption-type taxes have
lower elasticities than value-based. As the tax base broadens, the elasticity of the
tax tends to increase, reflecting changes in spending patterns and personal income
(Joint Select Committee on Fiscal Policy, 1985, pp. 1-17).
An income tax, a tax with an elasticity usually greater than one, has two
advantages. First, it serves as a hedge against erosion of the revenue base due to
inflation and second it helps guard against governmental revenues lagging
expenditures (Due and Friedlaender, 1'973, p.321). Most other value-based taxes
work in similar fashion.
There is a general consensus that the elasticity of state taxes should be one,
providing a built-in mechanism for tax revenues to rise at approximately the same
rate as personal income (Joint Select Committee on Fiscal Policy, 1985, pp. 1-18).
Since demand for government expenditures generally increases with personal income
due to inflation and the public's demand for more services, an elasticity of one
helps avoid the political dilemmas created by revenue shortfalls.
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A recent study by the Joint Select Committee on Fiscal Policy found the.
elasticity of Texas state taxes in an 11-year period between 1972-1983 to be 0.865.
The absence of a state income tax contributes significantly to the elasticity being
below one, according to the Joint Select Committee's findings (1985, pp. 1-18).
The author's analysis of the elasticity of the Texas tax structure is based on
the performance of five leading revenue generators between 1969 and 1984. It
includes the corporate franchise tax, licenses and fees, motor vehicles sales tax,
motor fuels tax, and the general sales tax. The results in two of the three periods
reviewed were similar to that of the Joint Select Committee's findings. Between
1973 and 1979 the elasticity of the five major state taxes was 0.87 and decreased
slightly in the three year period following to 0.76 (figure 7). For the first period
from 1969 to 1973 the elasticity deviated significantly with an unusually high value
of 1.35.
The slight difference between the two most recent periods can be explained in
part by the drop from 1.15 to 1.00 in the sales tax elasticity, which reduced the
overall elasticity. The sales tax played a significant role in ·the extraordinarily high
elasticity of the first period as well. With the sales tax elasticity of 2.3 during
that period, the overall average increased significantly (figure 7).
Generally personal and corporate income taxes have the highest elasticities
with motor fuels and tobacco taxes having the lowest (table 34).
Taking the five major state taxes individually, I found both similarities and
discrepancies between my findings and those of others. The sales tax, as mention
above, behaved in a predictable fashion with the exception of the first period.
Another tax that performed as expected was the corporate franchise tax. The
Joint Select Committee found it to have a moderate elasticity of 1.1. My findings
were significantly higher for the first and third periods at 1.5 and 1. 7 respectively,
while the second period was almost exactly the same (figure 7). The difference
could be attributed to demographic changes--specifically migration into the state
during the late sixties, seventies and early eighties, as well as a robust and
expanding economy reflected by increased demand for energy products creating
more business investment.
Three taxes that behaved in a relatively sporadic and somewhat unpredictable
fashion were licenses and fees, motor fuels, and. motor vehicle sales. My findings
show the elasticity of licenses and fees significantly higher in two of the three
periods than that of the Joint Select Committee. In the period 1969-1973, the
elasticity was 0.84, and greater than 1.0 for the most recent period (1981-1984),
compared to their finding of 0.517. Again, demographic changes, especially the
growth in population, may explain the unusually large increase in demand for
licenses and fees.
The motor fuels tax, with an elasticity of 0.238 according to the Joint Select
Committee, performed similarly during the two most recent periods. The decrease
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Figure 7.

Summary of Income Elasticities of Texas State Taxes
in Three Time Periods Between 1969 and 1984
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Elasticities of Taxes

Median

High

Low

Personal income taxes

1. 75

2.4 ·

1.4

Corporate income taxes

1.1

1.44

0.72

General Sales tax

1.0

1.27

0.80

Motor fuels tax

0.73

0.80

0.43

Tobacco tax

0.26

0.54

0.00

Source:

U.S. Advisory CollJli.ssion on Intergovernmental
Relations, 1976-1977, p. 254.

from the first period could be attributed to the reduction in demand due to higher
·energy prices and increased conservation efforts in the early eighties.
The performance of the motor vehicles sales tax was consistent over the three
period ranging from a high of 0.47 in the early seventies, dropping to 0.34 then
rising slightly in the early eighties. Although steady over the past 15 years, it was
significantly lower than that of the Joint Committee, which found the tax to have
an elasticity of 0.963. The discrepancies could reflect differences in data used to
determine the elasticity.
Taking the period separately, each dramatizes the clear distinction between
the more elastic general sales and corporate franchise taxes and the inelastic motor
fuels, licenses and fees, and motor vehicles sales taxes (figure 7), with one exception.
In the first two periods, 1969-1973 and 1973-1979, the individual taxes performed m
a fashion very similar to the Joint Committee findings. The three-year period
between 1981 and 1984 shows unusually high elasticities in two cases, corporate
franchise and licenses and fees; yet the overall elasticity for the period was m line
with that of the other periods.
Two important characteristics, high revenue growth and stable revenue
sources, though mutually exclusive, are essential in order for a state to maintain
adequate levels of service. Unless a state tax structure is properly balanced
(generally defined as having an overall elasticity of one), tax revenue will lag
behind the growth in the economy. With a state tax elasticity less than one and
continued heavy reliance on sales taxes, Texas may find itself in the position of
future revenue shortfalls.
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10.4 REVENUE STABILITY

Taxes can be divided into two general categories--in rem and ad valorem
taxes. In rem or consumption taxes are levied on a per-unit basis. A good
example is a motor fuel tax, which is based upon a certain amount per gallon.
Taxes calculated as a fraction of price are value-based and fall in the ad valorem
category. Common examples are local property , state sales, income, and oil and
gas severance taxes.
Consumption taxes, or taxes on specific consumable goods such as cigarettes
and tobacco goods, and alcoholic beverages, are considered more stable revenue
generators since they tend not to fluctuate with changes in price. Ad valorem
taxes, however, are more sensitive to changes in price and therefore less stable as a
revenue source since they are expressed as a part of price. For example, a drop in
the price of oil will mean a reduction in severance revenue since the tax is based
on a percentage of the price of oil.
The issue for policymakers of which tax is preferred is complicated by the
trade-off between greater stability but lagging growth and faster growth but greater
instability. Heavy reliance on consumption taxes means that the more elastic
value-based taxes such as the sales tax will play a more prominent role in state
tax collections over time (Joint Select Committee, 1985, pp.1-18).
This is precisely what occurred in Texas between 1970 and 1985. In 1970
consumption taxes made up approximately 40 percent of total tax revenue (figure
8). At the same time the portion of total revenue from the state sales tax was
28.7 percent. Over the course of 15 years those roles were reversed (figure 9). By
the early eighties, the sales tax made up slightly less than 40 percent of state tax
revenue. Consumption taxes as a percentage of total revenue dropped to below 30
percent.
One potential problem associated with the increased dependence on sales tax
is the tax's reputation for instability; according to Fox and Campbell, a stable tax
is one in which the "short-run nominal income elasticity is countercyclical so that
revenue growth fluctuates less than income growth" (Fox and Campbell, 1984, p.
201). Their study of sales tax elasticities across business cycles shows the sales tax
as a "highly unstable revenue generator .. .because the elasticity falls in recessions
and rises in expansions" (1984, p. 207).
Another problem with relying heavily on sales taxes is the potential difficulty
it creates in the budgeting process for states. White contends that the shift over
the past 50 years away from consumption-based towards value-based taxes is a
major reason some states have difficulty in accurately projecting future revenues.
White's study compared actual revenue with projected revenue for the state of
Georgia and concluded that the revenue shortfalls were due in part to this shift
(1983, p. 113).

227

Figure 8.

Consumption Tax as a Percentage of Total
Tax Revenue 1970-1985
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Figure 9. Comparison of Sales and Consumption Taxes
as a Percentage of Total Tax Revenue 1970-1985
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Still another perhaps less significant reason for reducing reliance on tax
sources that can fluctuate greatly relates to budgetary limitations on states in
solving short-term financial crisis. "Stability," according to Mikesell, "is vital for
state and local governments because they lack the borrowing flexibility and moneycreating powers that accommodate the federal deficits" (1986-p. 249).
Contributing to the possible problems with a greater reliance on sales tax
revenues is the State of Texas's dependence on oil and gas severance revenue,
which historically has been unpredictable. In 1970, severance taxes generated
approximately $273 million, which was about 14 percent of all state tax revenue.
Sharp increases occurred during the seventies until 1981 when it produced almost
$2.2 billion in revenue, a ten-fold increase in about as many years making up 27
percent of all state revenue (figure 10). During the eight-year period between 1973
and 1981, the percentage of state tax revenue from severance taxes more than
doubled (figure 11).
Although few would argue that dramatic increases in revenue from the general
sales and severance taxes were not beneficial to the state, taxes that are stable
revenue generators are preferred over those that fluctuate greatly (Joint Select
Committee, 1985, p. 1-14). Texas's increased reliance on a highly unpredictable oil
and gas severan~e tax, coupled with a shift in roles between consumption and the
general sales tax, may mean greater difficulty in accurately anticipating future
revenue. At the same time the lack of debt capacity may force the state to carry
out the politically unpopular act of raising taxes during periods of economic decline.
10.5 RECOMMENDATIONS

It has been said that there are two certainties in life--death and taxes. For
citizens of Texas that should read "regressive taxes." The highly regressive state
tax structure does not and cannot meet the increasing demands for public services.
Attempts to squeeze additional revenue out of the existing structure will only make
an inequitable system even more unfair.
With a tax system that, by design, relies heavily upon a regressive state sales
tax and to some extent a highly volatile one-industry tax (oil and gas severance),
there is little choice but to look at a tax on income as the demand for state
revenue increases. More growth potential and less volatility could be established by
adopting a statewide personal income tax.
Although a state personal income tax would increase the state's reliance on
tax sources that tend to fluctuate, the overriding issue is the need for a balanced
state tax structure. A personal income tax would help offset the revenue shifts
presently witnessed by the severance taxes and at the same time increase the
overall growth potential of the state tax structure. The state would be better
equipped to deal with population increases and changes in the economy due to
inflation and personal income.
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Figure 10.

Severence Tax as a Percentage of Total Tax Revenue, 1970-1985

30

g

~

~

20

Im

s
~

Q)

;>
@

£

10

0

70 71 72 73 74 75 76 77 78 79 80 81 82 83 84 85

Yea

231

%TOTREV

I

Figure 11.

Severence Tax as a Percentage of Total Tax Revenue for Select Years ·
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Taxes on income have a long history in the the United States. Around the
turn of the century, the Populist/Progressive movement advocated income taxes on
the grounds that they are more equitable than other forms of taxation (Perriman,
1980, p. 20). The first state to adopt an income tax was Wisconsin in 1911. Two
years later the 16th Amendment to the U.S. Constitution was adopted allowing the
federal government to begin taxing income. The idea spread quickly and by 1939,
33 states had a form of income tax (Perriman, 1980, p. 10).
Not only is there widesca.le use of taxation on income, but public opm1on
polls indicate that state income taxes generate less resistance from the public at
large than federal income, state sales, and local property taxes (Mikesell, 1986, p.
235). Today, only four states, Texas, Nevada, Washington and Wyoming have
neither a personal nor corporate income tax. (Michigan's value-added tax is
categorized as an income tax here).
Although income taxes meet less resistance among the general public, as taxes
go, the idea has met strong opposition from publicly elected officials across Texas.
The resistance to an income tax is evidenced by recent attempts to place a
constitutional prohibition on such forms of taxation. Numerous newspaper articles
cite higher taxes as one of the primary reasons for opposition from public officials.
To determine the effect a personal income tax would have on families in
Texas, a comparison was done between a progressive income tax in which the tax
rate rises with income, and a slightly modified version of the existing sales tax.
The total annual tax under the income tax plan was computed by taking 10
percent of an average family's U.S. federal income tax bill and adding to that the
sales tax calculated at a rate one percentage point below the 1986 rate of 4.125
percent. IRS data from 1981 for families filing jointly in Texas was the source for
the income tax data and the sales tax amount was based on the 1986 Optional
State Sales Tax table of the IRS.
The modified sales tax plan consists of simply increasing the sales tax rate 2
1/8 percentage points from the 1986 rate to 6.25 percent or one percentage point
above the present rate. (The state sales tax increased 1 1/8 percent on January 1,
1987.) Both tax plans would generate approximately $2.2 billion dollars more m
revenue annually. Local sales taxes were not included in the computations.
The results show an expected reduction in the amount of taxes paid by low
and moderate income families under the income surtax plan (table 35). The
income threshold or level of the average family's tax burden with the surtax plans
exceeds that of the sales tax is $17,000. At this level, a family's annual tax bill
under the surtax is 1.8 percent of their income, a fraction of a point more than
under the sales tax plan.
It should be noted that the surtax plan establishes only effective tax rates.
This does not take into account exemptions that would reduce the tax liability for
large families or the deduction of state income taxes on one's federal income taxes.
These adjustments would tend to lower the actual bill for many families.
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Table 35. Comparison of Present Tax to Surtax
Average
Tax Bill
Annual Income with 10% Surtax

Tax Bill
with 6.25% Sales ·

% Change
with Surtax

Surtax as
% Total Income

Sales Tax as
% Total Income

$7,500

$116

$180

-35.50%

1.50%

2.40%

12,500

199

241

-17.4

1.6

1.9

316

307

2.9

1.8

1.7

22,500

440

368

19.5

1.95

1.6

27,500

575

424

35.6

2.0

1.5

40,000

949

627

51.3

2.3

1.56

75,000

2021

868

132.8

2.7

1.1

17,500

-

Source: Internal Revenue Service. Individual Income Tax Returns, 1981. U.S. Department of the Treasury;
. Internal Revenue Service. 1986 Optional Sales Tax . U.S. Department of the Treasury.
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By establishing a progressive surtax, the state would provide substantial tax
relief for the poorest of its citizens. Families with incomes of $7 ,500 or below
would see a 35 percent reduction in their annual taxes compared to the sales tax
plan. Moderate income families with incomes of $12~500. would experience a 17.4
percent reduction from the more regressive sales tax plan.
Upper income and more affluent families would see substantial increases in
their annual tax bill under the surtax plan. Families with incomes of $40,000
would see a 53 percent increase in their state tax liability, while those making
$75,000 would experience an increase of 133 percent.
The establishment of an income tax would create not only a more equitable
tax structure, but also provide a means for resolving the present financial crisis
without increasing the tax burden on those least able to pay.
10.6 CONCLUSIONS

An analysis of the Texas state tax structure based on three general tax
principles, equity or fairness, elasticity and growth, and stability of revenue, found
some serious flaws in the tax structure's ability to meet the revenue needs of the
state. The state's heavy reliance on a state sales tax as a major revenue source
creates a regressive situation, taxing those least able to pay at a higher rate
proportionally, than the more affluent. The same holds for working and middleincome families, while the richest 20 percent of all families pay less in taxes than
all others proportionately. The lack of a state personal income tax contributes to
the regressive nature of the Texas tax structure, since income taxes are generally
progressive, exempting those least able to pay and increasing the tax rate as one's
ability to pay rises.
In an analysis of the growth potential of state taxes taken together the
author's finding shows that the growth rate over the past 11 years has lagged
behind that of personal income. These findings are consistent with those of other
studies in which tax revenue changes were tied to changes in personal income.
Using elasticity as a measure of growth, the author found the overall state tax
structure growing at a substantially slower rate than personal income in two of
three most recent time periods reviewed. This lag puts the state in the position of
either increasing taxes regularly or reducing expenditures to maintain the present
level of public services.
In addition to a state tax structure that does not keep pace with increases m
personal income, the system historically has relied heavily upon revenue sources
that fluctuate greatly. Oil and gas severance taxes grew rapidly during the
seventies only to decline almost as quickly in more recent times. The inability to
predict the revenue performance from year to year makes it an unreliable source of
revenue. The state sales tax, which provides almost 40 percent of annual state tax
revenue, has performed similarly over the past 15 years.
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Based on these finding the author's recommendation is to reduce slightly the
state sales tax and adopt a state personal income surtax. The surtax, which is
simply a percentage of a taxpayer's federal income tax, would provide for a more
progressive and fairer system, relieving the burden on those least able to pay. At
the same time, it would change the state tax structure in which tax revenue would
increase at approximately the same rate as personal income.
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Chapter 11

THE EFFECTS OF ECONOMIC DEVELOPMENT
ON
TEXAS MUNICIPAL REVENUE GENERATION
Darren Rudloff
11.1 BACKGROUND
The amount of revenue that a city collects directly affects the city's level of
services. When a city's revenues are growing rapidly, the city usually can maintain
or even increase such services as police and fire protection. However, if the level
of revenue grows slowly or diminishes, the city may find it necessary to reduce its
level of activity. Problems arise when major revenue fluctuations occur. These
fluctuations can be rather difficult to predict. If they are totally unanticipated,
budget shortfalls or surpluses can appear. Thus, understanding the determinants of
vaxious revenue flows can be very important in maintaining a city's healthy
financial picture.
Texas municipalities obtain their finances from a variety of sources. The bulk
of city finances comes from revenues that the cities collect themselves. These ownsource revenues include such sources as the sales tax, property tax, and user fees.
Federal and state intergovernmental aid also provides revenues, but this amount is
relatively small. For example, in 1982, intergovernmental aid to Texas cities
amounted to approximately 9 percent of their total revenues (Governmental
Finances in 1981-82, 1983, p. 87).
The revenue collected from a certain source is usually the product of a tax
rate and a base upon which the rate is applied. For example, city sales tax
revenue is determined by the amount of taxable purchases times the one cent city
sales tax rate. Political forces determine the tax rates. This paper will attempt to
determine the external variables that affect the size of the revenue bases. These
variables actually describe the makeup of a city. For instance, such variables
include the unemployment rate, income levels, and age distribution of the city.
Discovering the determinants of revenue generation is a very important task
as cities increasingly face potential revenue deficits. The adequacy of local revenues
is failing to meet the demands of growing city programs and services.
Traditionally, this adequacy criterion has referred to the tax structure's ability to
maintain a revenue amount sufficient to sustain government services at a given
level of quality. Increasingly, however, the term has developed a broader meaning.
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It now requires that revenues must rise more quickly than before in order to
finance increasing demands for city services (Legler and Shapiro, 1968, p. 45).
Such a responsive revenue structure, however, might well produce increasing
revenue shortfalls during economic downturns. Thus, it can also be advantageous
to have a stable revenue structure that responds with an amount of receipts that 1s
relatively constant over time. This stability ensures that city revenues remain
fairly intact even during recessions (Wilford, 1965, p. 304).

City leaders can use knowledge of the determinants of city revenues to
structure their revenue sources to pursue any goal they choose. A city can observe
local changes in income or poverty and respond with taxes that take advantage of
these trends. For instance, if a city's income is increasing rapidly, the city will
want to heavily use revenue options that are very sensitive to income growth. In
this manner, the city will maximize its potential revenues. On the other hand, a
city experiencing increasing unemployment will want to shift away from sources
that fluctuate substantially with employment. The city will want to use other
taxes that are relatively insensitive to changes in unemployment and, thus,
maintain a more stable amount of total revenues (Legler , and Shapiro, 1968, pp.
52-53).
The importance of the revenue determinant issue has grown considerably
during the 1980s for Texas cities. Basically, the cities have suffered a double blow
to their finances. First, the Reagan administration has greatly diminished federal
aid to cities. - Second, Texas has experienced a slow economy during much of the
1980s. The business recession of 1981-82 and the drastic slump in oil prices during
1985-86 have combined to slow the growth of revenues or even diminish them.
Thus, understanding as much as possible about own-source revenue determinants
can be very helpful for troubled Texas cities as they try to survive financially. ·
Learning revenue determinants can also be used in forecasting future revenues.
For example, cities and states can develop historical data bases of their revenues
and descriptive variables. Then forecasters can use analytical techniques to
determine how the entities' revenues have responded to external changes over time.
The forecaster will develop estimates of the city descriptive variables for the
approaching time period and apply them to a revenue prediction model. In this
manner, he will be able to project revenues (Bahl and Schroeder, 1979, pp. 18-19).
The use of analytical techniques to discover the determinants of revenue
generation involves three basic steps. First, hypotheses about possible variables
that should affect the different bases will be made. For example, one can logically
hypothesize that higher levels of per capita income should increase consumer
spending and, as a result, increase sales tax collections. Second, Texas municipal
data will be collected for both the external city variables and the revenues. Last,
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regression models 1 will be used to determine the associations between the city
variables and the revenues.
This paper is divided into four broad sections. The
various issues and existing knowledge of the determinants
The second section will describe this study's methodology,
will describe the individual models and results. The final
concluding observations and policy implications.

first section will discuss
of revenue generation.
while the third section
section will include

11.2 LITERATURE REVIEW
Discovering the underlying variables that determine revenue source bases can
be rather tricky. Many factors come into play and affect one another in
determining the revenue base. Some are known and measurable. However, others
are not. In addition, the factors are all interconnected and, therefore, it is difficult
to sort through them to determine the true effect of each variable independently.
The current scholarly work on the determinants of revenue generation trace
back to 1952 when Groves and Kahn performed a study of state taxes. They
attemped to explain the effect of state income on various taxes. Their results
established income elasticities 2 for the taxes (Groves and Kahn, 1952). This
modest beginning has spawned a diverse literature on revenue determinants that
contains a wide range of theoretical arguments and applied independent variables.
The formulation of the models has been a constant controversy throughout
the literature. Since revenues are usually the result of a rate applied to some base,
most researchers have now settled upon a model formulation that contains both the
rate and elements of the base. In addition, some researchers have begun to be
rather imaginative in using new factors that affect revenue generation. For

1Linear regression is a statistical technique for finding relatonships between variables. It assumes
that the dependent variable is a linear function of independent variables. As a. result, regression
determines which independent variables are major determinants affecting the dependent variable. A
sample regression may take a form like the following: Dependent Var = b + x Independent Var
where b is a constant and x is a coefficient for the independent variable. The regression will
determine the values for the constant and coefficient. For example, assume that the value of x is
2.6. This value means that for each one unit increase in the independent variable, the dependent
variable will increase by 2.4 units. When additional independent variables are added to the
regression, the interpretations of their coefficients is the same. In other words, the regression
determines each independent variable's effect on the dependent variable while holding all other
variables constant. A parameter for an independent variable revea~s the effect of that variable only
and not any effect of the variable combined with others.
2Elasticity is an economic term that describes the ratio of the rate of change in one variable to
the rate of change of another. For example, income elasticity is defined as the percentage change in
tax collection divided by the percentage change m mcome.

241

example, Stine added intergovernmental grants to his model (Stine, 1985, pp.
227-234), and Hewett included the tax rates of neighboring states (Hewett, 1983,
pp. 95-102).
Another major issue concerns the interdependency of taxes. This term
suggests that the collection for one tax affects the collections of others.
Researchers claiming interdependency argue that this can happen in two basic
ways. First, citizens have some ability to make substitutions between the various
taxes and revenue sources. For example, a citizen may forego some city service
and thus not pay a certain city service fee. Instead, he or she may purchase some
goods and replicate the city service individually. In purchasing the goods, the
consumer may pay sales tax. An example would be rental fees of athletic
equipment at a city park. Instead of paying this charge, the citizen may buy his
own softball bat or tennis racket (Stine, 1985, p. 229}". Second, the taxes may be
constructed so that they are interdependent. An example often discussed in the
literature involves the sales tax and state income tax. If sales tax expenditures are
deductable from state income tax, then income tax collections will decrease as sales
tax revenue increases. Thus, the two will vary inversely with one another (Legler
and Shapiro, 1968, pp. 46-56).
Because of these hypothesized interdependencies, some researchers argue that
attempting to find the determinants of individual taxes through individual models 1s
flawed. These models are seriously misspecified because they do not consider the
interplay between various revenue sources. 3 To get around this problem,
researchers often formulate a model for the entire revenue structure instead of
separate models for individual taxes. Such a model may hypothesize that a state's
total revenue is determined by state income, population, the various tax rates, and
other variables. This formulation allows the various taxes to come into play with
one another and provides a total view of the entire revenue system.
Early researchers assumed taxes were independent and thus, they studied the
taxes separately. In 1968, Legler and Shapiro made a strong argument for the
interdependency of revenue sources, and most researchers began thereafter to use
the one equation formulation for the entire revenue system (for example, Hewett,
1983; Stine, 1985). However, some researchers have still assumed revenue sources
are independent (Berney, 1973; Friedlaender, 1973). Furthermore, forecasting
models for state and local governments usually handle each source separately in
predicting future revenues (Zorn, 1982; Bahl and Schroeder, 1979).
Virtually all studies have used a measure of income as the foundation of
explaining variations for both individual taxes and the entire revenue structures.
Usually, the income variable has had the greatest explanatory power for the

3 A statistical method known as simultaneous equations can deal with these interdependencies.
The method is quite complex and requires considerably more work and resources than simple
regression.
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revenues. Tax rates were also customarily included as part of the rate-base
formulation. Population is another variable consistently used as part of the base,
as is a price index that corrects for inflation over time.
Finally, Robert Inman has performed an interesting study in which he
analyzed the decisions of city leaders on how to structure the revenue systems of
their cities. He hypothesized that city leaders choose city facility and service levels
for their cities and then balance these expenditures with revenue choices among
taxes, fees, and debt. In his analysis, Inman found that cities' revenue structures
were influenced by a variety of factors. For example, the presence of federal aid
reduced local taxes. If a city was responsible for local education and welfare
expenditures, city taxes and fees increased. Inman also found that city leaders
structure their tax systems for distrubutional effects. They tended to shift revenue
burdens away from the current middle class in efforts to "protect their mobile tax
bases" (Inman, pp. 1-24).
11.3 METHODOLOGY

The studies in the literature invariably deal with time-series data. In such
studies., data about a state is collected for a series of years. The determinants are
then calculated for their effect upon revenues over this time period. Performing a
time-series study for city revenues is difficult, however, due to severe data
availablility problems. Beyond estimates of income and population, yearly
information on Texas cities is virtually nonexistent. 4
A cross-sectional study of many Texas cities for a single year is more feasible
for several reasons. First, detailed information on cities is available every ten years
from the U.S. Census Bureau. Thus, the study can directly use the city as the
unit of analysis. Second, the census data is very detailed on such information as
income distribution, education, unemployment, and per capita income. Finally,
performing a cross-sectional study relieves the difficulty of obtaining enough
observations for an adequate time series study.
Information on revenue collections was collected from the yearly census
document, City Government Finances in 1981-82. The data is available for 32
Texas cities with populations greater than fifty thousand people. The presence of
1980 census data on other city characteristics makes 1981-82 a logical choice for the
revenue year. Thus, revenue figures are from 1981-82 data and the city factors are

4 0ne could use county data as proxies for city information.

However, this technique has some
problems. First, county data. is limited by both the type of information available and the length of
time for which it is available. Second, several Texas cities have their populations stretching into
more than one county. Some cities have only a. small percentage in a neighboring county while
others a.re split roughly in half between counties. Obviously, the choice of which county to use as a
proxy or even whether to use both is very difficult.
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from 1980. This formulation allows a lag period of 1-1/2 years. This lag period is
needed because the city factors do not immediately effect revenue collections. A
period of time is needed before their effect is felt in the revenues. For example, a
severe recession may increase unemployment and poverty while decreasing per
capita income. However, collections do not have to immediately drop because
people have savings they can rely upon. Thus, the full effect will not be felt until
later when citizens realize the gravity of the situation. Additionally, the effect
upon property tax collections will not be felt until later because property values
must be reassessed at lower values. During the year of the recession, the property
is still valued as it was before, and property tax liabilities are still the same.
The sample of 32 Texas cities may introduce bias into the study because it is
composed of only the largest cities in the state and is not representitive of the
range of Texas city populations.· However, because of data availability problems,
this situation cannot be remedied. Directly inquiring about the revenue figures
from Texas cities individually would prove to be extremely time consuming and
costly. Such detailed information may not be collected and stored in many cities.
In addition, different accounting practices may result in the data being
noncom parable.
The question of revenue source interdependency for city revenues now arises.
Most researchers assume interdependency in their studies of state revenues. An
often-discussed example of the interplay between the revenue sources involved the
state income tax and whether or not certain other types of tax payments could
affect income tax liability.
However, for this study of Texas city revenues, the income tax issue does not
arise. No Texas city collects a city income tax, and the state does not levy a
state income tax. Also, the other city taxes do not seem to interact significantly.
Therefore, the city revenue sources are assumed to be independent of one another.
Each revenue source has its own explanatory variables and equation. However, it
is recognized that some interdependency may be present that this study's models
do not take into account.
The study also assumes that no major regional differences affect the Texas
cities. Such differences could encompass governmental institutions and methods of
revenue collection. Thus, the study assumes that the Texas cities do not have
regional characteristics that cause major collection differences.
Finally, revenues are standardized to a per capita revenue basis. By so
doing, the study removes the powerful influence of simple population growth. For
example, sales tax revenues should increase as the population grows simply because
there are more people consuming goods. This observation is perfectly logical.
Thus, the population of a city is probably the most important determinant of the
level of revenues. However, this study is attempting to find determinants that
affect revenues other than simple size effects. By using a per capita revenue
measure, the models are equalized between small and large cities. Actual effects
other than simple population size may be measured.
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11.4 THE TAX MODELS

The General Sales Tax
The Texas general sales tax has several components. In 1982, the state
collected four cents for each dollar spent on taxable merchandise. Cities had the
option of adding one cent for themselves onto the state portion of the tax. Thus,
most cities had an effective sales tax rate of five cents in 1982. Some larger cities
collected up to an additional one cent for mass transit authorities. This study will
deal only with the revenues produced by the one cent city sales tax.
The Texas general sales tax is charged on purchases of merchandise with the
exceptions of food and medicine. These two exemptions are present to reduce the
regressivity 5 of the tax. The sales tax base also does not include services such as
those supplied by accountants, lawyers, and engineers. If these services were
included in the base, the sales tax would be even less regressive. Thus, a city's
sales tax base is the consumption of all taxable merchandise in the city.
Several variables can be hypothesized to affect and determine the size of this
revenue base. First, no sales tax rate is included in the model to control for
differences between cities since they all collected the same one cent city sales tax.
Second, a measure of income for a city should be relevant to the amount of
consumption in the city. As income increases, consumption and general sales tax
expeditures should also increase. Thus, a city's per capita income6 is hypothesized
to have a positive impact on general sales tax collection.
The population size of the city may have an impact on sales tax because
cities of various sizes may differ in some quantitative way from one another. For
example, larger cities may have additional services available to their citizens.
Thus, these cities may have higher tax rates. This variable for city size will thus
equalize these differences between the small and large cities in the sample.
A measure of income distribution is justified to pick up differences in income
that the per capita measure does not. The measure chosen for this study is the
percentage of individuals under the federal poverty level. Obviously, poor people

5 A regressive tax is one for which poorer individuals pay a higher proportion of their total
incomes than do more wealthy individuals. A progressive tax is one in which the wealthy pay a
higher proportion than do the poor. A proportional tax is one where all groups of individuals pay
the same proportion of their income.
6 Per capita income is used instead of aggregate income because of changing consumption patterns
that are dependent upon income. For instance, if population remains constant and total income
rises, the area's propensity to consume, as well as the actual items consumed will likely change. On
the other hand, if population grows with total income, the consumption decisions will be less likely
to change [Wilford, 1965, pp. 304-312].
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purchase fewer goods than do those with higher incomes. Thus, the poor's
contribution to the sales tax should be smaller. Therefore, it is hypothesized that
the rate of poverty in a city will have a negative effect upon sales tax collections.
The rate of unemployment is another measure of the general well-being of a
community. It is hypothesized that the unemployed make more conservative
consumption decisions due to their lack of work and uncertainty of income. Thus,
a higher rate of unemployment is expected to decrease per capita sales tax
collections.
Age differences may also affect the consumption base. Two variables will be
used to gauge the distribution of ages in the community. One variable will be the
percentage of people in the city under the age of 17 the other will be the
percentage over 65. The variables are included because of possible different tastes
and preferences between the two ag.e groups and the middle section. For example,
it is hypothesized that a high percentage of young people will lead to lower sales
tax collections because of their lack of substantial buying power. Similarly, it is
hypothesized that the elderly may have a dampening effect upon the collections
because of fixed incomes and retirement.
A measure of a city's educational level is justified because education could
change consumption tastes and preferences. Higher educational levels could result
m consumption of different types of goods that could be taxed differently.
Three final variables characterize the economy of the city itself. The
percentage of employment in manufacturing, percentage of employment in wholesale
and retail trade, and percentage of employment in services will be used to measure
the area of relative specialization of the city. It is hypothesized that the retail and
. wholesale trade variable 7 will be positively related with sales tax revenues. If a
city is a commercial center, people from both the city and the surrounding area
will buy goods and pay sales tax within the city. The service variable 8 is
hypothesized to be negatively related to sales tax colletions because the Texas sales
tax does not cover services. It is difficult to form a hypothesis on how

7The Census Bureau combines several types of wholesale and retail trade in this variable.
Wholesale trade is defined as "the selling of merchandise to retailers; to industrial, commercial,
institutional, farm, or professional users; or to other wholesalers; or acting as a.gents or brokers in
buying merchandise for or selling merchandise to such persons or companies." Retail trade includes
"establishments primarily engaged in selling merchandise for personal or household consumption and
rendering services incidental to the sale of goods." [County and Cty Data Book 198S, 198S, pp. xlixlii].
8The Census Bureau classification of Professional and Related Services includes "legal, educational
and social services; museums, a.rt galleries, and zoos; religious and membership organizations;
engineering, architectural and surveying services; noncommercial, educational and scientific research;
and miscellaneous services" [County and City Data Book 1983, 1983, p. xx.xv].
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manufacturing 9 should affect sales tax collections. On the one hand, manufacturing
activity is not subject to the sales tax. However, manufacturing is often considered
to be a vital base for a city that provides multiplier effects that create other jobs
and prosperity.
The regression results of the sales tax model are presented in table 36. 10 The
variables having statistically significant effects (at 5 percent confiqence level or
better) upon sales tax revenues were per capita income, poverty, percentage of the
population over age 65, manufacturing employment, and service employment.
Additionally, the unemployment rate was significant at the 10 percent level.
Per capita income had a positive effect on sales tax revenues, as expected.
The regression found that per capita sales tax revenue increased by 1.3 cents for
every additional dollar of per capita income. Since the city sales tax rate is only
one cent per dollar of consumption, this result reveals that people spend more of
their total income on consumption as income rises.
The results for the poverty variable are surprising because they reveal that
sales tax revenues rise by $2.58 per capita for each one percent increase of the
percentage of those under the poverty level. This finding contradicts the
hypothesis that the very poor have less spending power for consumption and would
mostly buy tax-exempt items anyway. Perhaps this result reveals the true
regressivity of the sales tax on the very poor. Another possible explanation comes
from Inman 's work. He found that cities increase the use of the general sales tax
as the percentage of their urban poor increases. Inman attributes this finding to
cities wanting to protect their tax bases by shifting taxes away from those residents
that are more wealthy and more mobile (Inman, p. 23). However, in Texas, cities
must obey state laws concerning what is and what is not subject to the sales tax.
The cities cannot add or remove items from taxable status. Furthermore, cities

9 The Census Bureau's classification of manufacturing contains approximately 450 separate
industries. Manufacturing is defined as the "mechanical or chemical transformation of inorganic or
organic substances into new products" [County and City Data Book 1983, 1983, p. xxxix].
10 The variable for education was dropped from the model because of multicollinearity problems.
Multicollinearity occurs when two or more variables vary in a similar way. In statistical
terminology, the variables are highly correlated with one another. Basically, the variables are
measuring the same characteristic. In this model, PCINC, SCHOOL, POV, and UNEMP all
exhibited high correlation coefficients with one another. By analyzing regression results further, it
was determined that SCHOOL and UNEMP may be causing problems. The SCHOOL variable was
removed after applying the Mean Squared Error criterion for dealing with multicollinearity that has
been suggested by Kurt Zorn. This method entails examining the mean square error of a regression
without the suspect variable and comparing it to the MSE of a regression with the variable
included. If the former MSE is lower, the removal of the variable is justified [Zorn, 1982, p. 71 ].
Regression 8 shows the regression obtained by dropping the two variables with t-statistics less than
one [POP and AGEUl 7]. By dropping the insignificant variables, the efficiency of the remaining
coefficient estimates is improved .
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Table 36.
Variable

*

Peine

Pov

*

Pop

Results of the Sales Tax Regression Model
Regression 1
Coefficient
( t statistic)

Regression 2
Coefficient
( t statistic)

0.0129
(4.31)

0.0128
(4.54)

2.835
(3.46)

2.584
(3.69)

-0.0000036
(-.50)

Ageo65

*

Ageul7

2.978
(3.51)

2.393
(1.87)
-0.625
(-.61)

Mfg

*

-1.598
(-2.92)

-1.597
(-3.02)

Svc

*

-2.423
(-3.29)

-2.278
(-3.39)

1.139

1.091

(1.21)

(1.22)

-3.496
(-1.67)

-3.696
(-1.87)

F VALUE

8.171

11.165

R-SQUARE

0.7697

0.7651

Adj R-SQ

0.6755

0.6965

Trade

Unemp

*

+

+

Significant at the 5% level of confidence
Significant at the 10% level of confidence
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Table 37.

Regression Variables

Var. Name

Meaning

Source

Peine
School
Pov
50Unemp
Ageu17
Ageo65
Pop
Mfg
Trade
Svc
Density
Pcgensl
RegressionPcselsl
Pceurehg
Prop pc
Proprt
Growth

Per Cap. Inc., 1979
Med. Yrs. Educ., 1980
Pere. Under Pov. Level, 1979
Pere. Unemp., 1980
Pere. under Age 17, 1980
Pere. over Age 65, 1980
Pop., 1977
Empl. % in Mfg, 1977
Empl. % in Trade, 1977
Empl. % in Services, 1977
City Area/Population
Per Cap. Gen Sales Tax, 1981-82
Per Cap. Sel. Sales Tax, 1981-82
Per Cap. Cur. Charges, 1981-82
Per Cap. Property Tax, 1981-82
Property Tax Rate, 1982
Pop. Growth Rate, 1970-80

Cnty & City Data Bk
Gen Soc & Econ Char
Cnty & City Data Bk
Cnty & City Data Bk
Cnty & City Data Bk
Cnty & City Data Bk
Cnty & City Data Bk
Cnty & City Data Bk
Cnty & City Data Bk
City & Cnty Data Bk
City & Cnty Data Bk
City Govt Finances
City Govt Finances
City Govt Finances
City Govt Finances
TX Prop. Tax Board
City & Cnty Data Bk

Sample Cities

Table 38.

Abilene
Amarillo
Arlington
Austin
Baytown
Beaumont
Brownsville
Corpus Christi
Dallas
El Paso
Fort Worth

Source:

Galveston
Garland
Grand Prairie
Houston
Irving
Laredo
Longview
Lubbock
McAllen
Mesquite
Midland

Odessa
Pasadena
Plano
Port Arthur
Richardson
San Angelo
San Antonio
Tyler
Victoria
Wichita Falls

U.S. Census Bureau. City Government Finances in 1981-82.

can only choose between accepting the one cent city sales tax or foregoing it.
They cannot decide upon some other fraction of a cent for their own municipal
purpose. Thus, Inman's claim appears not to be applicable to Texas cities.
Both the service and manufacturing variables had negative impacts on sales
tax collections. For each additional percentage employment in the services, city per
capita sales tax collections diminished by $2.28. This is consistent with the earlier
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hypothesis about the tax-exempt status of services. For additional percentage
increases in manufacturing employment, the city per capita sales tax collections
dropped by $1.60. Evidently, the explanation is similar to that for services. The
sales tax does not apply to manufacturing or the value added in production, so a
specialization in manufacturing will dampen sales tax revenues. In addition, this
finding may indicate that much of what is manufactured is exported out of the
community. Thus, it is sold elsewhere, and the manufacturing city does not receive
any sales tax revenues from the sales. Surprisingly in light of the findings for the
manufacturing and service variables, the positive coefficient for employment in trade
was not statistically significant.
The variable for those over age 65 had a positive impact upon sales tax
collections. This contradicts the previous hypothesis about the elderly spending
less. The results show that per capita sales tax receipts increase by $2.98 for
every percent increase in the elderly population. Evidently, the elderly do consume
substantially. Perhaps this reflects the elderly taking advantage of their retirement
and savings by traveling and purchasing new goods.
Finally, the unemployment rate negatively affected general sales tax collections
as expected. For each percent increase in the unemployment rate, per capita sales
tax collections decreased by $3. 70.
These findings should be qualified by some inherent difficulties regarding city
sales tax collection. The tax is collected on expenditures within the city and does
not make any distinctions concerning the residencies of the consumers. Thus,
differing percentages of out-of-town consumers can be contributing to the different
city sales tax collections. This problem is magnified in this study's sample as 9 of
the 32 cities are within the Dallas-Fort Worth Metroplex. 11 As a result, almost
one-third of the data comes from cities that are very close to one central location.
In addition, the cities of McAllen and Brownsville are located on the border with
Mexico. Similar consumer migrations may occur here as well.
Perhaps the migration effects can help explain the surprising effects of the
poverty variable. The actual city data reveal that some such migrations may be
taking place. For example, El Paso had the third highest poverty rate in the
sample (26.4 percent), and its per capita sales tax collections were the second
highest ($87 .07). On the other hand, Plano had the third highest per capita
income ($9,178) and the second lowest poverty rate (3.8 percent), and yet, it had
the fifth lowest per capita sales tax collections ($40. 76).

11 This issue could possibly be addressed in the regression model with a variable that reveals
proximity to other urban centers.
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The Property Tax
The property tax is the primary tax of Texas local governments. In 1982, it
contributed approximately 31 percent of Texas local government own-source
revenues (Governmental Finances in 1981-82, 1983, p. 87). The first step in
property tax collection is the assessment of total property value in the city. After
numerous exemptions 12 remove property from taxable status, the city applies a tax
rate to the taxable assessed value to determine the total property tax collection.
The amount collected by cities is usually less than that levied because of some
nonpayment. Additionally, the rate of nonpayment may vary among cities.
Since data is available for the exact property tax bases for the sample cities,
this model will deal directly with per capita property values instead of per capita
property tax revenues. The property values used will not be total property values
because various exemptions reduce these values before the tax rate is applied and
revenues collected. As a result, this study will use the taxable property value
(total property value minus all exemptions).
City leaders can apply varying property tax rates to this taxable property
value to collect differing revenues. If the rate is increased, the collection should be
greater if it is still applied to the same base. However, raising the property tax
rate does not ensure that additional revenues will become apparent without
increased collection costs. For example, when rates are raised significantly,
taxpayer noncompliance tends to increase, as well as appeals on property valuations
(Weintraub, 1967, p. 8).
Most of the variables from the sales tax model are included in the property
tax model for similar reasons. Per capita income should be positively related to
property value as people increase the value of their property as their income rises.
Poverty and unemployment should be negatively related to property tax returns,
since hypothetically these individuals do not own substantial amounts of property
or make major improvements to it. The education variable is included because
education could once again influence tastes and preferences for housing and other
property. The population variable will standardize for any property valuation
differences explained soley by city size.
Both the young and old age variables are hypothesized to be negatively
related to per capita taxable property values. The old may be slowing physical
improvements to their property or moving to smaller, more convenient quarters.
Additionally, special exemptions for the elderly may reduce their property tax
liability. The percentage of the young in the population is expected to be
negatively related to the property tax because the young generally do not own
substantial property.

12 These exemptions include those for homesteads, disabled and deceased veterans, agricultural
lands, and the elderly.

251

The three measures of the local economy are once again" included to describe
the city. It is hypothesized that· manufacturing will enhance property values due to
the capital-intensive nature of the sector. Trade and services may be positively
related if they occupy prime land for development.
.
A measure of population density is also included. It is defined as city
population divided by city land area. This variable should be positively related to
property values because as population within a given area increases, the land
becomes scarcer. Thus, density should be a major positive contributor to property
values.
A final variable is the population growth rate. This variable measures the
percentage change in population between 1970 and 1980. It is hypothesized that
higher growth rates will lead to higher property values since property will be in
greater demand.
The results of the regression run for this model are presented in table 39. 13
The variables having statistically significant (at 5 percent level of confidence)
impact upon per capita property tax values are per capita income, percentage of
the population over age 65, and density. The poverty rate was significant at a
lower level of confidence.
First, per capita income was positively related to per capita taxable property
value as expected. As citizens' incomes increase, they evidently upgrade and obtain
more property. Additionally, the percentage of the population over age 65 was
negatively related to taxable property values. As this percentage of the elderly
grows, per capita taxable property values decrease. These two findings are
consistent with the earlier hypotheses.
The density variable results contradict earlier expectations. The model
revealed that taxable property values decrease as density increases. It appears that
quality of life factors come into play here as people are more uncomfortable when
crowding occurs. Demand for such property may decrease. In addition, the more
mobile members of the city may depart to the suburbs. This will also lead to
lower property values within the city.
Finally, the poverty variable was surpr1smg as it indicated that growth in
poverty rates increased per capita taxable property values. This confusing result is
similar to the variable's effect upon sales tax collections. A possible explanation
concerns the generally accepted view that the property tax is proportional to

13 0nce again, variables were dropped to deal with multicollinearity. Analysis a.nd the MSE rule
first removed POVERTY from the equation. The results still indicated a problem existed. As a
result, SCHOOL was also removed. These results are in regression 3. Regression 4 reveals the
regression after the very insignificant variables from regression 3 were removed. These variables
were AGEU17, MFG, SVC, and GROWTH.
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Results of the Property Tax Model Regression

Table 39.
Variable

Peine

Pov

*

+

Pop

Ageo65

*

Regression 3
Coefficient
( t statistic)

Regression 4
Coefficient
( t statistic)

7.345
(3.182)

7.158
(3.647)

1008.034·
(1.515)

981.176
1.824)

0.00454
(0.94)

0.00417
(1.007)

-1168.716
(-1.24)

-1586.474
(-2.524)

Ageu17

130.439
(0.163)

Mfg

204.246
(0.539)

Svc

49.004
(.086)

Trade

587.598
(0.807)

593.814
(0.92)

-4.574
(-1.617)

-5.38
(-2.138)

Density

*

Growth

21.236
(0.569)

F Value

3.93

7.2

R-Square

0.6859

0.6625

Adj R-Sq

0.5113

0.5705

*

+

Significant at the 5% level of confidence
Significant at the 10% level of confidence
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regressive in nature (Inman, p. 18). Thus, the povery variable's result may reveal
that the poor do not receive the tax benefits gained when certain property is
exempted from taxes. To take advantage of exemptions, citizens must notify local
appraisal boards and make claims to exemptions. The poor may not have the
information needed to do so. So while the more wealthy have some property
withheld from taxation, the poor have all of theirs in taxable status.

The Selected Sales Tax
Selected sales taxes are a rather small portion of Texas cities' total budgets.
The selected sales tax covers commodities and services not covered by the general
sales tax. Examples include cigarette and gasoline taxes.
This model includes seven explanatory variables. Per capita income is
expected to be positively related to the consumption taxed by selected sales taxes.
Similarly, poverty and unemployment should be negatively related to the returns.
The education variable should reveal changing tastes and preferences. Additionally,
the different age groups should show different tastes and abilities to purchase the
taxed items. Once again, the population variable will standardize between cities of
different sizes.
The regression results are presented in table 40. Variables were dropped
again to improve the model. 14 The variables for population and income both
proved to be statistically significant.
Population is positively related to the per capita collection of selected sales
taxes. For every one thousand citizens in a city, the elected sales tax per capita
increases by approximately one cent. Evidently city size is important because the
larger cities may be the only ones collecting certain selected sales taxes. Per capita
income is also positively related to the collection. For each additional dollar of per
capita income, selected sales tax per capita increases by 0.3 cents.
This model did a relatively poor job of explaining the data. A major
problem is that it is not standardized with any rate variables. Thus, the
explanatory power of the rates on revenues is not present in the model. This fact
results in the model being misspecified, and the resulting coefficient estimates to be
somewhat biased.

14 Using the MSE criterion to correct for multicollinearity resulted in the removal of UNEMP and
POV. The resulting regression is in regression 5. The two age variables were removed because they
were very insignificant, and this result is in regression 6.
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Table 40.
Variable

Peine

*

School

Pop

*

Results of the Selected Sales Tax Model Regression
Regression 5
Coefficient
( t statistic)

Regression 6
Coefficient
( t statistic)

0.00364
(l.98)

0.00323
(1.961)

-2.51
(-.965)

-0.965
(-1.010)

0.0000095
(2.12)

2.121
(2.228)

Ageo65

0.559
(0. 752)

Ageu17

-0.0137
(-.024)

F Value

2.37

3.62

R-Square

0.3131

0.2796

Adj R-Sq

0.181

0.2024

*
+

Significant at the 5 % level of confidence
Significant at the 10% level of confidence

Current Charges
Current charges include various user fees and similar charges for city services.
Thus, the total amount of current charges collected will be dependent upon the
intensity of the use of city facilities. Once again, this model does not contain
information on the varying rates that cities may charge. The variables for income,
poverty, education, unemployment, age, and population are used as independent
variables.
The results of this model are in table 41. 15 The resulting equation did not
explain the · variations in current charges revenue at all. In addition, the entire

15 0nce again, the multicollinearity problem arose. Using the MSE criterion, SCHOOL was
removed. The problem still existed so UNEMP was removed as well.
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regression equation proved to be statistically insignificant.16 Thus, the vast
variations in types of charges and their actual amounts have caused this regression
to be unsuccessful.

Table 41.
V aria hie

Peine
Pov
Pop
Ageo65
Ageu17

Results of the Current Charges Model Regression

Regression 7
Coefficient
( t statistic)
0.015 7
(0.775)
5.36
(l.132)
-0.000046
(-0.885)
-2.271
(-0.257)
-8.17
{-1.236)

F Value

0.776

R-Square

0.1298

Adj R-Sq

-0.0375

16 F Value = 0. 776.
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11.5 CONCLUSIONS

Cities collect several types of revenues to finance their activities. The
revenues are the products of various tax rates applied to various tax bases. The
rates are determined by politics at the city, state, and national level. The bases,
however, are determined by external factors such as economic activity and
population characteristics. This study has attempted to explain the determining
factors that affect the size of these bases.
Linear regression analysis was used to isolate the factors. The sales tax
model revealed the logical result that per capita income is the driving force behind
per capita sales tax collections. Additionally, cities with larger percentages
employed in manufacturing industries and services had lower sales tax collections.
This result is expected since these two items are nontaxable. The percentage of
elderly in the city also had a bearing on sales tax collections as collections rose as
the percentage of elderly did. Finally, the model revealed the regressivity of the
general sales tax.
The property tax return model dealt directly with the property tax base.
Once again, per capita income was positively related to per capita property values.
However, the percentage of the elderly was negatively related to the property tax
base. Increases in population density also reduced property values. On the other
hand, the regression revealed that increases in the poverty rate increased land
values. This could be caused by the regressivity of the property tax.
The selected sales tax model revealed that city size as measured by
population was positively related to per capita selected sales tax collections. When
population grows, the selected sales collections do too. Per capita income once
again was also positively related to the collection.
These results point out certain policies that cities can use to take advantage
of their tax bases. First, localities that have strong concentrations of
manufacturing or services in their economies must accept the lower per capita sales
tax collections that accompany such economies. These cities should place increased
emphasis upon other revenue sources. The property tax appears not to be one of
the areas that the cities can fill this sales tax gap as the presence of increasing
service or manufacturing employment did not significantly increase taxable property
values.
Second, the general sales tax also appears to be fairly sensitive to the rate of
unemployment and the elderly population. If the rate of unemployment is rising,
the city needs to place some additional emphasis upon other revenue sources to
replace the decreasing per capita sales tax collections. On the other hand, if the
elderly population is growing, the city can expect increased sales tax revenues.
However, the optimism caused by this increase can be clouded by the reductions in
property tax values that accompany growing elderly populations.
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Third, a city experiencing the happy prospect of increasing per capita income
can choose among a variety of revenue sources to increase per capita revenues.
Per capita general sales tax revenue was more responsive to income increases than
was selective sales tax collections. Taxable per capita property values also increase
with per capita income. For each additional dollar in per capita income, taxable
per capita property values increases by seven dollars. The city's own property tax
rate will determine the exact increases in revenue that the city can realize from
such a property valuation gain.
Cities with increasing population density, as well as those with growing
elderly populations, must recognize that their taxable per capita property values
will probably decrease. City leaders could simply raise property tax rates in an
attempt to maintain the previous per capita property tax revenues. This plan will
probably increase the revenues, but may be accompanied by increased
noncompliance and citizen challenges. On the other hand, the city could increase
the use of city fees and service charges. In this manner, the city could ensure that
the elderly were contributing some additional money to the city.
Although these findings and policymaking implications are interesting, one
must view them with caution. This analysis has been fairly simple, while the
actual revenue generation picture is not. Many additional unrecognized variables
may be acting in unknown ways upon the size of the bases. Therefore, the
findings reveal simply a broad view of revenue determinants and not a definitive
one. However, the findings do represent a good start toward understanding the
underlying determinants of Texas municipal revenue generation.
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Chapter 12

THE ROLE OF LEVERAGING IN
LOCAL ECONOMIC DEVELOPMENT POLICY
Kenneth L. Robinson
Recent changes in attitudes and public policy concerning the rights and
responsibilities of local governments vis-a-vis those of the states and nation (e.g.
new federalism) have affected local economic development efforts. As a result, local
governments have been challenged to find new financial sources for economic
development. One of these "creative" financing alternatives is leveraging.
Leveraging involves combining public dollars with private dollars to produce a pool
of funds for local economic development.
The two recurring themes to appear throughout my research are 1) fewer
federal dollars are available to local governments to finance economic development
and 2) the private sector is accepting the responsibility of assisting local
government with financing economic development because business benefits from a
stable economy. Underlying these themes is the fact that despite private sector
involvement and support from other sources (i.e. neighborhood groups and
foundations), communities are not able to replace all of the funds available for local
development.
In surveying the existing literature and taking a general look at the leveraging
idea, I conclude that leveraging is an experiment in public policy and goes beyond
the traditional ideologies of the past. Leveraging calls for fundamental changes in
the roles played by government and business. As a "we affinity" is established
betw€en the public and private sectors, leveraging will prove itself worthy as an
effective tool for financing economic development.

12.1 INTRODUCTION
In an effort to mitigate the impacts of recent taxpayer revolts, federal
cutbacks, state government deficits, highly competitive bond markets, and volatile
interest rates, many local leaders are exploring new alternatives for financing local
development (Weiss, 1985, p. xiv). One of these creative financing alternatives is
leveraging. Touted as a means of creating "a lot from a little," leveraging involves
combining public dollars with private dollars to produce a pool of funds fo:r;- local
economic development (HUD, 1979, p. 6) . Leveraging has reasserted the need for
public sector and private sector cooperation in devising a way to redevelop the
nation's distressed communities.
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The interest in leveraging represents a dramatic shift from earlier
nonpartnership approaches in which local governments often overestimated the
potential for private development. Traditional economic development projects
involved public investments providing infrastructure and support framework (i.e.
streets, drainage, sewers, police, fire protection, etc.) with hopes that private
development would follow (Garcia, 1984, pp. 8-9). Former development efforts
largely centered on the infusion of abundant federal funds into distressed areas
characterized by deterioration and blight. Only the most economically depressed
areas of a community were eligible for development assistance. The motivation for
public sector involvement was the notion that, if the most deteriorated segments of
a community could be removed through clearance and relocation, the land could be
made available for private redevelopment. Despite the investment of hundreds of
millions of dollars by the public sector, the private demand to purchase and to
construct new facilities in these areas seldom materialized. Although the land was
available for redevelopment and infrastructure improvements were new in the eyes
of private investors, the environs were still depressed, unattractive, and
undevelopable. Accordingly, banks and other lending institutions were reluctant to
provide front-end capital for developing these areas. Such unsuccessful
redevelopment attempts coupled with the recent diminution of traditional financial
sources like general revenue sharing and Economic Development Administration
loans and grants has caused the public sector to reassess its position in financing
local economic development (Garcia, 1984, pp. 4-6).
Similarly, the recent changes in attitudes and public policy concerning the
rights and responsibilities of local governments vis-a-vis those of the states and
nation (e.g. new federalism) have affected local economic development efforts. As a
result, government grants are no longer available in sufficient quantity to sustain
former activities. Likewise, the use and status of tax-exempt bonds are being
questioned and limited. Hence, a restructuring in the distribution of state aid and
general revenue sharing between governments is occurring. Local governments have
been challenged to find new sources of financial assistance and to justify the
proposed uses of any public funds with accountability and efficiency being top
priorities (Malizia, 1985, pp.115-116).
In reassessing economic development policies, public officials have recognized
that better cooperation with business and industry is essential in financing local
development. Public officials have also come to realize the need to better
understand the criteria that private investors use to evaluate investment
opportunities. As a result of this awareness, the public sector has sought
interaction with the private sector via leveraging and other joint ventures. The
private sector has welcomed this interaction as an opportunity to make a long-term
community investment. Much has been written about many of these public/private
initiatives, therefore, I wish to describe what leveraging is, how it is used, and to
examine its effectiveness in financing economic development.

In presenting and describing the leveraging concept, four considerations will be
highlighted. First, the two recurring themes in the policy area--the declining
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federal role and more active private sector role--will be examined. Second, an
overview of existing literature will be presented. Third, since the principal
leveraging format involves public/private partnerships, the joint venture concept will
be explored. Essentially this means looking at what the public sector has to offer
or negotiate in luring private investment. Fourth, the major sources of federal
support will be highlighted. This will include looking at how each source is used
to leverage private funds for local development.
To conclude, this paper will offer that the verdict on leveraging is still out.
However, it is certain that the responsibility for many public problems like
economic development is g!adually shifting from the federal to the l~cal level and
from the public to the private sector. As a result, local governments are turning
to the private sector for financial and technical assistance. Increased
interdependence and improved communication between the public and private
sectors are evidenced by a new-found interest in leveraging and other joint venture
initiatives. It can, therefore, be surmised that leveraging has a promising future as
local governments deal with the ever-increasing demands placed on them.
This presentation will show that though the intricacies of leveraging are not
without precedence in financing local economic development, the public/private
partnership approach does introduce some innovation and creativity to former
financing methods. Leveraging, like other financing mechanisms, acknowledges the
need for new sources of capital and offers cooperation between the public and
private sectors as a solution. The ability to meet the new demands placed on
public agencies and their private partners will determine the effectiveness of
leveraging as an economic development tool. Moreover, successful leveraging will
depend on the ability of the private and public sectors to negotiate the nature of a
project in the community's best interests. A successful leveraging package will be
characterized by a clear understanding of the objectives, capacities, and constraints
on each sector. Ideally, as the public and private sectors gain more leveraging
experience, its use will come to be perceived as an effective economic development
tool in comparison with former, more conventional approaches. Throughout my
research several recurring themes appeared. The two most common were 1) fewer
federal dollars are available to local governments to finance economic development
and 2) the private sector is accepting the responsibility of assisting local
government with financing economic development because business benefits from a
stable economy. Underlying these themes is the fact that despite private sector
involvement and support from other sources (i.e. neighborhood groups and
foundations), communities are not able to replace all of the funds once available for
local development. However, it is the hope of local officials and business leaders
alike that leveraging and other creative financing mechanisms will act as a catalyst
to recover some of the dollars lost to government cutbacks and to ensure that the
local economy is healthy and supportive of future development.
Responsibility for many public problems is gradually shifting from the federal
to the local level and from the public to the private sector. Current federal
policies, which have reduced direct financial assistance to local governments, make
263

it necessary for local leaders to explore new approaches to funding economic
development. As a result, local governments are increasingly turning to the private
sector for financial and technical assistance in solving pressing community problems.
This means that local governments are being forced to become more entrepreneurial
and are placing greater emphasis on joint venture activities and partnership
arrangements with the private sector (Gunyou, 1985, p. 3).
Over the past century, business involvement with public development activities
has changed dramatically. This change has been a direct result of the
interdependence that has evolved through the years between government and
business. Today, business shares power with government and other social
institutions for economic growth, social stability, community improvements, and a
host of other public needs. As a result, many businesses have come to realize the
degree to which the quality of life in communities affects their own viability in the
long run. Business leaders are growing more disposed to the view that the
alleviation of community problems is a shared responsibility with government and
that it is in their own self-interest to deal with them. Although there is much
discussion about the appropriate role for the private sector in addressing these
roles, almost everyone acknowledges that this role should be nontraditional and
creative (Davis, 1971, p. 85).
12.2 LITERATURE REVIEW

Given that leveraging is constantly being redefined and new approaches are
being developed, much of the literature on leveraging is related to the development
of public/private partnerships. The literature suggests that local governments must
create new mechanisms for financing local economic development to counter the
recent diminution of federal funding. The literature asserts that it is imperative
that local government officials develop a strategy for cooperative involvement with
the private sector in leveraging resources for economic development (Council for
Urban Economic Development, 1982, p. 25). Existing literature also conveys the
idea that the private sector is receptive to the idea of engaging in mutually
beneficial partnerships with the public sector via leveraging and other joint ventures
( Committe for Economic Development, 1982, pp . 1- 7). Private sector participation
is grounded on the fundamental premise that neighborhood businesses and
industries fare better in a community with a stable economy; therefore, any
cooperation with local government would be an investment in the economic viability
of the community and of businesses as well. The following literature review will
focus on these two ideas--the declining federal role and more active private sector
role--and highlight what has been written on funding economic development by
leveraging private dollars with public dollars.
First, the literature clearly points out that federal sources for funding local
economic development have been drastically reduced in recent years. Wesley .
C. Hough et al. view recent federal tax acts as being fluid, making creative
financing arrangements by state and local governments vulnerable to quick changes
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and short lives. Hough asserts that the Tax Reform Act of 1984 prompted
sweeping changes in federal tax provisions affecting the ability of state and local
governments to make use of tax-exempt capital markets. The major effects of
these reforms have been to limit the authority of local governments to issue taxexempt bonds and the elimination of many tax benefits once available to private
investors (Weiss, 1985, p. 117).
Second, the literature supports the idea that business leaders are beginning to
believe that it is part of doing "good business" to project a positive public image
through involvement in local economic development efforts. The literature also
asserts that where companies have a long tenure in a community, they share the
responsibility with government to promote the health and vitality of the economy
and business climate. In essence, business leaders have accepted the notion that
what benefits the community in which the firm operates also benefits the firm
(CED, 1971, p. 51).
Third, the literature clearly points out that in order for a leveraging or any
other joint venture to be successful, it is necessary for both the public and private
sectors to share in the arrangement. Writing on "Financial Analysis for
Public/Private Partnerships,'' John Gunyou asserts that is it imperative that certain
elements must be present for successful cooperatives, regardless of the specific
partnership opportunity being considered. Gunyou further points out that mutual
interests must be shared by all parties with a clear definition of each party's role
and responsibility. The partnership must also be financially sound and its
implementation must reflect shared opportunity, risk, and commitment. Gunyou
concludes that a public/private partnership with a sound financial foundation can
result in substantial benefits accruing to both the public and private sectors (Weiss,
1985, p. 35).
Harvey Brooks asserts that a trend in local governmental services is toward
cooperation between the public and private sectors. He views these initiatives as a
devolution and decentralization of decisionmaking and to be successful a new
balance between the two sectors must be achieved. Brooks further argues that it is
the function of the public sector to identify the needs of society while the private
sector invents a market or a customer so the needs can be met partially through
private modes of delivery. To conclude Brooks suggests that public/private
partnerships can result in a new wave of social invention and experimentation
sparked by private sector involvement (Brooks, 1984, p. 25).
Despite such optimism, the Urban Land Institute purports that several
fundamental apprehensions exist during a public/private arrangement. On the
private side, business leaders are often reluctant to enter into arrangements that
require additional governmental rules and regulations. Likewise, on the public side,
government officials often lack the understanding of what is needed by the private
sector to make a project feasible (Urban Land Institute, 1980, p. I).
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Of the available federal assistance for local economic development, the
literature cites grants and bonds as the major funding sources (Northeast-Midwest
Institute, 1982, pp. 1-7). The Urban Land Institute purports the Urban
Development Action Grant as the most flexible leveraging tool available to local
governments considering · a public/private partnership. The Institute argues that the
combination of money and flexibility available to local governments presents an
opportunity for private developers, investors, and businesses to earn an attractive
return on investment while participating in the revitalization of the nation's cities
(ULI, 1980, p. I).
In an empirical analysis entitled "UDAG Leveraging Power,'' Joel M. Yesley
concludes that action grants are quite effective in leveraging private investment.
Y esley calculates the average leveraging ratio is four-to-six private dollars for every
public dollar. Residential and neighborhood projects, however, were not as
successful in leveraging private capital as commercial and industrial projects
(Yesley, 1982, p. 23-27).
Barbara Weiss concurs with Y esley in "Urban Development Action Grants:
Leveraging Private Investment with Public Funds." Weiss cites that the UDAG
program is a flexible and effective tool for encouraging public/private sector
cooperation for local economic development. Weiss claims that the UDAG program
as an economic development catalyst has proved itself beyond expectations in
providing seed money for commercial, industrial, and residential developments across
the nation. Weiss concludes that much of the momentum associated with UDAGs
is a direct result of local governments lending funds to private developers rather
than issuing grants and the increased participation by local governments in some
form of profit sharing with the private sector (Weiss, 1985, pp. 148-49).
In Community Development Block Grants: A Strategy for Neighborhood
Groups, Margaret J. Stone and Barbara L. Brown laud CDBGs for their flexibility
and their ability to have effects far beyond new sidewalks and improved housing.
They argue that block grants can pay for community improvements ranging from
plant, property, and equipment to the cost of planning and program administration.
They conclude that CDBGs, when leveraged successfully, can be used as a tool to
strengthen a community through community-based economic development (Stone
and Brown, 1979, p. 7).
As evidenced by the preceding literature review, there is no consensus among
the experts on the leveraging idea. Hence, leveraging can · refer to many different
things. Nonetheless, the most common definition describes leveraging as a means of
magnifying the effect of economic development activity. Leveraging allows a small
amount of public funds to be distributed among a large number of projects with
greater impact than if public funds were the sole or dominant source of support
(Northeast-Midwest Institute, 1983, p. 153). Mr. Joseph James of the Austin
(Texas) Department of Economic Development and International Trade described it
as "taking something small and making it bigger or taking something large and
making it larger" (James, 1987). The City of New Bedford, Massachusetts, for
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instance, successfully leveraged over $3 million in the development of a commercial
complex with 20 businesses either locating or expanding in the city and the
creation of more than 100 jobs. The project was initiated by a local nonprofit
historic preservation group concerned with rehabilitating the city's 14-acre historic
waterfront district. The group received $10,000 in federal economic development
assistance through the Community Development Block Grant program. The funds
were used for upgrading utilities and renovating infrastructure. Upon successful
completion of this phase of the project, the group was awarded over $1.5 million
for further district development. As a result of these efforts, the private sector
initiated efforts of its own, which led to new jobs and an increased tax base for
the city (Hogan, 1979, p. 2). Although this scenario simplifies the leveraging
process, the outcome is quite indicative of a successful leveraging venture.
Before I can effectively describe the idea, however, I must consider how it
arrived on the economic development agenda. Many public/private partnerships
have been developed as a direct result of the substantial reduction in federal
programs in recent fiscal years. Federal grants, for instance, peaked in 1978 at
26.7 percent of state-local expenditures and dropped to 23.6 percent by 1981.
Likewise, the changing national economy has contributed to the need for a
concerted economic development effort between business and government. During
the period between 1970 and 1980, metropolitan areas grew 10.2 percent while
nonmetropolitan areas grew by 15.1 percent (CED, 1982, pp. 94-95). As a result,
such economic declines and shifts have led business and government to seek out
new opportunities for sparking local economic growth.
Many business leaders reflect a new attitude in the private sector by
suggesting that business should launch a concerted effort nationwide to commit
more corporate resources to helping government solve local problems. However,
others are quick to point out that social consciousness and good citizenship, while
important prerequisites, cannot be realistically expected by themselves to bring
business resources to bear on the country's social problems. The incentive for
profit is the only practical way of unleashing the power and dynamism of private
enterprise on the scale that will effectively generate social progress (CED, 1971, p.
51). In addition to the profit motive, the private sector traditionally has been
cautious and reluctant to become involved with government programs because of
the bureaucracy involved (HUD, 1979, p. I). The increased communication that is
necessary for initiating public/private cooperation will help overcome this
skepticism. Moreover, the private sector will become better informed about the
objectives and processes of publicly supported development efforts.
The public/private partnership approach is new for most state and local
government officials. Partnerships take many different forms and address a variety
of community problems. There are several key elements that must be present,
however, to ensure mutual feasibility between the public and private sectors. On
the private side, partnership feasibility depends on whether net operating income,
equity requirement, and return on investment are adequate. In instances where
these measures are inadequate, public incentives are necessary to prompt private
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involvement. The most common public sector incentives include industrial revenue
bonds, tax abatements, tax increment financing, lease-back arrangements and land
cost write downs. On the public side, partnership feasibility is based on costbenefit, cost-effectiveness, and cash-flow analysis. Although public/private
partnerships are not a paancea for all development situations, cooperative ventures
with a sound financial plan can result in substantial benefits to both public and
private participants (Gunyou, 1985~ pp. 4-36). Moreover, public/private
partnerships suggest an approach to social problem solving that transcends the
inherent limitations of simplistic liberal or conservative political formulas. This
approach mandates less dependence on government and it also avoids limiting social
responsibilities to the market (Langston, 1983, p. 260).
The economic demise of the 1930s spawned the first major federal government
efforts to aid the nation's cities. These efforts included the Civilian Conservation
Corps and other public works and housing construction programs. The number of
federal programs for local development has grown steadily since the thirties;
however, the precise focus to federal aid is still shifting. A recent Congressional
Budget Office analysis of barriers to urban economic development concluded that
the "federal government already has policies and programs capable of mitigating
almost all barriers to central city industrial and commercial development... While
new initiatives on behalf of central cities may be beneficial, there is ample
opportunity to encourage central city industrial and commercial development
through reorientation of existing policies and restructuring of existing programs"
(HUD, 1979, p. 13). Despite substantial funding cuts in recent years, there are
several viable federal programs aimed at supporting local economic development by
providing capital and technical assistance. Most federal leveraging support for local
urban economic development comes from the following programs: Urban
Development Action Grants, Community Development Block Grants, Small Business
Administration loans, and tax-exempt bonds (HUD, 1979, p. 13).
The primary leveraging technique used by locales is the commitment of public
funds to attract pools of loan capital from private lending institutions that are part
of a partnership framework. There are four different ways in which financial
leveraging occurs. They are buydowns, blending, guarantees, and grants.
Buydowns utilize public funds to subsidize the interest rate on loans made to
investors and property owners in rehabilitation areas. The city pledges public
money to "cover" an agreed-upon rate reduction on a capital pool pledged by a
lending institution. In the blending technique, public funds are used to make a
partial loan to the investor at a reduced interest rate. The other portion of the
total loan package is made available by commercial banks at market rates. The
blending or averaging of the two loans makes the market rate loan affordable and
creditworthy. In using the guarantee approach, the public sector pledges a certain
amount of money against the possibility of default in loans. Depending upon its
perception of risk, the lending institution pledges a pool of seed capital
commensurate with the size of the public guarantee fund. Loans from this capital
pool may be made at market rate or at reduced rate depending on the particular
partnership, but there is usually no specific public investment to reduce interest
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rates. A popular variation of leveraging is when the loan pool is designed as a
revolving fund. In this case, funds are paid back into an ongoing program instead
of being depleted after one-time use. Though not used often, direct grants to
investors are variants of the blending technique. Instead of making a loan for part
of the total financial package, the public sector makes an outright grant. This
technique reduces the amount of money that needs to be financed by private
lending institutions and improves the creditworthiness and affordability of the
private loan (HUD, 1983, pp. 25-27).
Due to the high cost, additional governmental rules and regulations, and legal
constitutional constraints associated with such assistance, direct grants from the
public sector to the private sector are quite rare. Some grants, however, are used
to support local economic development by underwriting costs for infrastructure
improvements and research and development. Although generally used in an
indirect manner, grants serve primarily as tools for supporting the development
process and are often the catalysts in making public/private "deals" (National
Association of State Development Agencies, 1986, pp. 6-7).
The Urban Development Action Grant (UDAG) program, for instance, is
designed to stimulate urban economic development by leveraging private investment.
Federal contributions to UDAG projects are required to generate as much private
sector investment as possible. In many instances a minimum leveraging ratio of
private dollars to public dollars is established. The UDAG generates private ,
investment when a firm's cost of capital is lowered to a level at which investments
in distressed areas of a city are competitive with those in other areas. A UDAG
subsidy can lower a firm's capital cost by defraying part of either the land
acquisition cost or construction cost, thereby mitigating financing requirements or
by providing a below-market loan. In both scenarios, annual interest costs to the
developer on private sector debt financing are reduced. In return, the public sector
expects the creation of new, permanent jobs and the realization of new tax
revenues. This expectation is based on the premise that cities can be most
efficiently revitalized when the public sector provides "gap" money to make private
sector opportunities in distressed cities comparable with opportunities in other areas
(Weiss, 1985, pp. 135).
The Carter Administration initiated the UDAG program in 1977, when it was
adopted as an amendment to the Housing and Community Development Act of
1974. The program provides three types of assistance for private development.
First, direct incentives are provided in the form of loans, interest subsidies, land
writedowns and on-site improvements. Second, grants are used for public
infrastructure improvements. Third, provisions are made for relocating displaced
residents and businesses. Demand for action grant money far exceeds the amount
available. Therefore, applications with a leverage ratio of less than 2.6 private
dollars to 1 public dollar are not competitive. In addition to the 2.6:1 leverage
requirement, the major prerequisites to grant approval are a firm's commitment to
develop, subject only to the award of the UDAG, and a financing commitment
(CUED, 1981, p. 65).
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The heart of the UDAG concept is the leveraging of private monies through
the use of public funds as seed money. In providing sufficient financing to
investors and developers, the public sector hopes to induce private sector support
and to make traditionally unpromising investments in distressed cities less risky
(\Veiss, 1985, p. 133). Cities that may not otherwise qualify as recipients of
VD AG funds may have areas within their boundaries that are eligible to receive
UDAGs. These areas are called pockets of poverty. Pockets of poverty must have
at least 70 percent of their residents with incomes below 80 percent of the county
median income and at least 30 percent of the residents with incomes below the
national poverty line (National Development Council, 1979, p. 105). Thirty-four
percent of all UDAG projects have been related to commercial development, 35
percent to industrial, and 31 percent to neighborhoods or residential projects. In
addition to providing capital for this development, a major goal of the program is
to provide an expanded tax base for project activities by helping generate new
revenues for distressed areas (Weiss, 1985, p. 133).
Although a UDAG 's effectiveness is difficult to evaluate quantitatively, its use
as a lever is considered successful when the public funds cause the private sector to
invest more than it would have without the subsidy. If the element of causality is
lacking or if the developer would have made the investment even without the
grant, public funds would have served only to replace private funds, thus defeating
the intent of the program (Yesley, 1982, pp. 23-27). Table 42 lists the number of
projects and the amount of UDAG awards made between 1978 and 1983. It also
shows a leveraging ratio of $5. 7 fron the private sector being invested for each
UDAG dollar. In fiscal year 1983, for example, 537 UDAG projects accounted for
208,930 planned new permanent jobs and a projected increase of $280 million in
local taxes (Weiss, 1985, pp. 137-38).
The other commonly used federal grant for local economic development is the
Community Development Block Grant (CDBG). The CDBG program was initiated
in 1975 by the U.S. Department of Housing and Urban Development. Initially
CDBG funds were used for neighborhood improvements: housing rehabilitation and
property upgrading with little or no private sector involvement. However, the
recognition of funding limits and increased funding requests encouraged public
officials to approach the private sector for financial involvement as a means to
stretch the impact of rehabilitation funds and to meet the current and projected
demands. ·The amount of block grant money a community receives is based on an
entitlement formula. This formula considers a city's population growth and the
levels of poverty and overcrowding in housing. It gives fast-growing cities an edge
in obtaining money. The formula also compares a city's growth or population loss
with other cities' and considers the poverty level and age of the housing stock.
Whichever determination gives a city the highest entitlement is used (Pierce, 1985,
pp. 15-16). Moreover, the 1977 passage of the Community Reinvestment Act
mandates increased investment by local lenders in their communities (NortheastMidwest Institute, 1979, pp. 111-114). This requirement has stimulated financial
institutions to seek out leveraging opportunities.
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Table 42:

Community Development Block Grants
to Selected Cities, 1975-1984
(thousands of dollars)

CDBG Grants

1Q75-84

1984
New York
Chicago
Los .Angeles
Philadelphia
Detroit
Los Angeles County
Cleveland
Baltimore
St. Louis
Houston

Source:

CDBG Grants

$213,342
100,368
65,749 ·

$1,992,714
948,695
506,066
635,316
494,107
285,589
289,684
300)21
263,095
227 ~962

60,9i9

48,933
35,611
29,206
26,790
26,368
25~497

(% Change)
lQSI-84

-16.3
-21.9

+12.6
-12.0
-20.9
+6.9
-22.4
-17.7
-21.4
-6.6

U.S. Department of Housing and Urban Development

Leveraging with CDBGs falls into two categories: direct subsidy and deposit.
The use of CDBG funds as a. direct subsidy lowers the effective interest rate or
helps defray the rehabilitation cost to the priYate investor. \Vhen used as a
deposit with private funds, CDBG funds increase private investments on terms
consistent \l\•ith the goals of public agencies. Moreover, these funds generally
revolve and are "recaptured.~ As a result, leveraging can increase the lending
capacity of local development programs by allowing priYate dollars to be combined
with public funds that can be disbursed at the present value. A well-negotiated
leveraging agreement not only increases the supply of rehabilitation dollars, but
brings private capital into areas of limited previous involvement and increases the
likelihood of additional investments (HUD, 1979~ pp. 6-7). Table 43 shows the
percent change in CDBG's awarded to selected cities between 1975 and 1984
(Pierce, 1985, p.12).
Tax-exempt bonds are another popular means for financing local economic
development. In order to promote industrial development and expansion, the
Internal Rev_enue Service permits bonds and other instruments to be issued by
units of local government that are exempt from federal income tax. These bonds
are secured by the revenue and loan proceeds generated by the proposed facility
(National Development Council, 1979, p. 202). The general meaning of "revenue
bond" includes any debt financing by project revenues. An example is turnpike
bonds s~rviced from toll revenues. Although quite often used interchangeably, there
is a distinct difference between industrial revenue bonds and industrial development
bonds. IRBs do not generally have the "full faith and credit" backing of the state
or local government issuing for· payment. This absence of backing means that the
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Table 43.

Financial Characteristics of
Active and Completed Projects
(dollars m millions)

FY 1Q83

Item

Number of Projects

FY H>78-H>83

537

1,923

Action Grant Funds
Private Investment
Other Public Funds

$

731
3,623
149

$ 2,993
li,191
1,610

Total Project Costs

. 4,503

21,7~4

Action Grant Funds
Per Project

1,361

1,556

Total Project Costs
Per Project

8.385

11.333

5:1

5.7:1

Ratio:
Private Investment
to VD.AG Dollars

Source:

U.S. Department of Housing and Urban Development

bond is paid solely from revenues generated by the project itself and not from tax
funds or other government sources. On the other hand, industrial development
bonds are backed by the full faith and credit of the issuing entity (NortheastMidwest Institute, 1979, pp. 109-110). For the purpose of this paper, however,
the two will be discussed concurrently.
All fifty states currently allow the issuance of IRB/IDBs. Almost all
IRB/IDBs are exempt frQI!l federal income taxation and many are exempt from
state taxation in the state of issuance. Some states actually issue bonds at the
state level while others allow issuance · at the local level. The interest on these
bonds is tax-exempt, and the lower rates are passed from the public entity to the
private developer. The legal profession refers to the use of IRB/IDBs as conduit
financing in which a pass-through nature exists--the public sector passes through to
the private sector its access to tax-exempt credit markets (\Veiss, 1985, p. 109).
IRB/IDBs are generally used to offset the financing of land and site development.
J
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Two of the more creative uses of IRB/IDBs include industrial development
bond guarantees and umbrella bond issues. These two bond-financing mechanisms
are targeted to small business development. Bond guarantees are very much like
loan guarantees. The additional security provided by the guarantee makes the
bonds more attractive to investors who might otherwise consider the businesses
unsound or too small. Similarly, umbrella bond issues seek to mitigate the credit
risk to bond purchases and too lower the cost of bond financing to small
businesses. Under most umbrella bond programs eligible loans are marketed as a
package and bonds are sold when a certain minimum limit is reached. The
umbrella bond program is normally used to support projects too small to qualify
for the standard revenue bond program. The public sect.or issues bonds for each
project and uses the proceeds as loans for acquisition of land, buildings, machinery,
and equipment. As a result, borrowers pay below market interest rates for longterm loans. The pooled risks and economies of scale in costs permit the private
sector (i.e., developers and investors) to participate in ventures that might be
considered too risky or unprofitable (National Association of State Development
Agencies, 1986, pp. 5-6).
The tax-exempt portion of an IRB/IDB, excluding any UDAG participation, is
limited to $5 million. With a UDAG, the tax-exempt portion of an IRB/IDB may
be up to $10 million. Total capital expenditures associated with a bond-based
project with and without a UDAG are $10 and $20 million, respectively. The
interest rates for IRB/IDBs range from 2 percent to 2.5 percent below conventional
long-term borrowing rates. The rate is dependent on the credit rating of the
private developer. The local government entity is the owner of the project during
the term of the tax-exempt issue. A normal lease agreement is executed on the
net-by-net basis with the lessee (i.e. private developer) paying all property taxes
and maintenance costs. In turn, the developer is allowed to take normal
depreciation, to expense that portion of the rental payment that represents interest
on the bond, and to take applicable investment tax credits (National Development
Council, 1979, p. 203).
Despite the recent rounds of federal cuts, the Small Business Administration's
503 Guaranteed Debenture program has not been seriously affected. The 503
program allows state and local development companies to issue debentures that
carry a 100 percent SBA guarantee, to sell those debentures using the SBA as
their agent, and to use the proceeds to make low interest, subordinated long-term
loans to small businesses (Ewing, 1981, pp. 20-23).
An attractive feature of the SBA 503 program is its low-cost, "off-budget"
financing. The cost of capital for businesses participating in the 503 program will
be below market rates in most cases. Moreover, the program has an investment
guarantee that ensures payment of 100 percent of outstanding principal and
scheduled interest. As a result, an 503 debenture is highly marketable, which
keeps interest rates down on both the debenture and loans made with the proceeds
(Ewing, 1981, pp. 20-23).
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12.3 CONCLUSIONS
Despite the newness and uncertainty that accompanies the idea of leveraging
via public/private partnerships, it is an idea with a promising future. The reason
for this conclusion is that leveraging thr~ugh partnerships transcends the inherent
limitations of simplistic liberal or conservative politics. On the one hand, leveragebased partnerships build on the liberal practice of intervention in community life to
address social problems. On the other hand, it builds on the conserYative
preference for drawing on and relating social solutions to the resources and needs of
the private sector (Langston, 1983, p. 261).
The idea of leveraging is an experiment m public policy and goes beyond
traditional ideologies of the past. Leveraging calls for some fundamental changes m
the roles played by government and business. It means that each sector will have
to compromise and be willing to do some new things to facilitate local economic
development. For example, local leaders will have to learn how to become more
effective as facilitators and partners in initiating and developing partnerships.
Likewise, business leaders will have to promote private sector interaction with
government by encouraging the development of joint ventures with the public
sector. In essence, a "we affinity" must be established between the public and
private sectors for leveraging to be successful (Gunyon, 1985, p. 5).
Although leveraging is not a totally new concept and because new forms are
still emerging, it could be concluded that the concept is at an important threshold
in its development as a mainstay of economic development policy. Popular
advocacy has probably advanced the idea about as far as it can; therefore, at this
point in our social history, the leveraging-for-economic-development idea demands a
much higher degree of critical analysis and research and development (Langston,
1983, p. 261).
Only time will determine if the idea of leveraging proves itself worthy as an
effective tool for financing economic development. However, in the short run, it is
imperative that local officials and business leaders place greater importance on
developing better communication with each other. Better communication is
especially important in light of the recent challenges new federalism has thrust
upon community leaders. As a result, great responsibility in the areas of fiscal,
legal, structural, and managerial capabilities has been handed to local communities.
Therefore, it is all the more important that local governments welcome this
challenge and develop creative mechanisms like leveraging if they are to assume a
key role in economic revitalization.
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Chapter 13

INDUSTRIAL DEVELOPMENT BONDS
David Peebles
The industrial development revenue bond (IDB) is frequently used by local
governments to attract business and investment and encourage economic
development. The attraction of the IDB is that it can lower the cost of capital to
a firm. The IDB, in its broadest sense, encompasses many specific kinds of bonds,
some of which are found in nearly every state and some of which are quite rare.
This paper examines the use of the more conventional types of such bonds. It also
examines the future of the IDB under current reforms at the federal level, as a
result of the Tax Reform Act of 1986, and at the state and municipal levels where
federal changes must be regulated and implemented. The paper attempts to judge
the effectiveness of the IDB as an economic development tool, with the principal
focus on the effectiveness of the bonds in the wake of tax reform.
Since data are scarce to nonexistent on the effects on IDBs of official
enactment of the Tax Reform Act on October 22, 1986, much of the paper is
based on prereform data and analyses. Furthermore, because of the fluid nature of
the tax-reform movement, much of the tax-reform literature was based on
a.5sumptions that were not carried into law. The essential changes in municipal
bond status that were made in the initial House Resolution passed in December of
1985 have, however, remained unchanged and hence most hearings, criticisms, and
data have remained relevant.
This paper first defines the terminology and classifications of IDBs. Then
comes a review of some of the more important policy issues, as expressed in the
literature, that surround IDBs . The next section presents data on the frequency
of usage of IDBs before tax reform. This section also discusses some of the
fundamental problems and strengths of IDBs as economic development tools; the
change in the tax status of ID Bs does not affect their usefulness in economic
development per se. Then comes an overview of the new federal tax code and its
effects on IDBs, followed by a review of the specific tax laws that Texas imposes
on IDBs. The paper concludes with some basic forecasts for IDBs and a look at
the adjustments that may have to be made to cope with greater regulation and the
losses of tax exemption. These might be entirely new developments or resurrections
of older ideas.
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13.1 TYPES OF MUNICIPAL BONDS FOR ECONOMIC

DEVELOPMENT
There are, in essence, two types of municipal bonds that are used for
economic development. First are the exempt or public-purpose bonds. These
finance such infrastructure-related projects as airports, hospitals, roads, schools,
sewers, docks, and utilities. The exempt bonds are further divided into "essential"
and "nonessential" functions for tax and regulatory reasons. Roads, schools, jails,
courthouses, libraries, and other traditional government purposes are considered
essential. Everything else, including utilities, hospitals, and airports, is considered
nonessential but nonetheless exempt. These distinctions are continued in the new
tax code.
Yet another category of municipal bonds exists, one that includes IDBs.
These are the private-purpose or small-issue bonds, all of which are considered
nonessential in the new Internal Revenue Code. This group includes bonds for
such purposes as mortgages, student loans, construction of sports and convention
facilities, and aid to for-profit businesses. Under the new code, the small-issue IDB
for a business must be under $1 million or $10 million over five consecutive years.
IDBs over that amount are considered large-issue and do not get the tax benefits
of small-issue IDBs: in fact, they are prohibited by the new tax code.
Among municipal bonds sold to aid private business, one must distinguish
between Industrial Development Bonds and Industrial Revenue Bonds (IRBs),
although the distinction is often blurred in discussions in the literature and
government. IDBs are issued by a government authority with its own power of
taxation. Since the issuer has a legislated tax base, these bonds are backed
completely or partially by the full faith and credit of the authority. This
legislative backing makes them quite safe as investments and substantially reduces
the cost of servicing the bonds, since the interest rate need not be as high.
IRB is not backed by a government entity; instead, the revenues and/or
properties of the recipient of the sale's proceeds secure the bond issue. This bond
therefore can be quite speculative, especially when the bond is to be repaid through
the projected receipts of a hotel or racetrack. Because of the greater risks, the rate
of return must be higher (sometimes as much as 2 percentage points over IDB
rates). Yet the necessary rate still remains much less than those that taxable
corporate bonds must pay. The issuing government authority acts primarily as a
broker in the IRB transaction to secure the tax-free status. It is also common for
the government to purchase the land or facilties to be developed and lease them
back to the private company, somewhat mitigating the risks to the company.
It becomes easy to see, thus, why distinctions between IDBs and IRBs blur in
practice. While the differences in pledged backing are very important from the
perspective of lawyers and risk analysts, for purposes of economic development the
result of both types of bonds is an infusion of relatively cheap capital for the firm.
Since the debate over effectiveness, fairness, and policy does not hinge on the
280

source of the security behind the bond issue, the generic term IDB 1s used to
describe the entire genre.
It is evident that the principal beneficiary of the IDB is the private firm, not
the government. Why then do governments issue them? The IDB is thought to
foster two basic goals of economic development: providing jobs and raising the
municipality's tax base. Just how effective IDBs have proven in achieving these
goals is examined in detail later. Suffice it to say now that the tax revenues
sacrificed by the federal government's tolerance of tax exemption were expected to
be less than the revenue gains to the nation as a whole in income tax generated
by employment and taxable construction; hence, the IDB was accepted.
There are three fundamental reasons for studying IDBs. First, their use is
widespread: an informal national Council for Urban Economic Development (CUED)
survey of cities showed that "Industrial Revenue Bonds are the most valuable
public financing incentive now in use" (CUED, 1982a, 4). Treasury Department
estimates put the oustanding amount of small-issue IDBs at $64.2 billion in 1983
(Toder and Neubig, 1985, p. 397).
Second, the effectiveness and fairness of IDBs are constantly debated. Such
criticism started as early as 1963 with a skeptical intergovernmental commission
report (U. S. Advisory Commission on Intergovernmental Relations, 1963). Since
IDBs issued before August 15, 1986, will be essentially unaffected by tax reform,
the controversy will continue until all such bonds have matured, well into the next
century.
Lastly, the federal tax reform enacted in the fall of 1986 dramatically affects
the status of IDBs, perhaps more so than any other financing mechanism.
Noticeable results of tax reform are that it:
1. makes all IDBs taxable by 1990;

2. caps each state's IDB issues, either per capita or by total dollar amount;
3. prohibits refunding for many issues;
4. introduces a minimum tax for individuals and corporations income from
certain bonds including IDBs;
5. limits the amount of the IDB sale's proceeds that can go toward a
private purpose.
Obviously, states and municipalities will have to rethink the structure and
character of IDBs in the face of such a change.
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13.2 LITERATURE REVIEW

For the most part, the literature on IDBs is quite partisan, either supporting
or criticizing IDBs. The issues on which the bulk of the IDB literature focuses are
cost effectiveness and the relative merits of IDBs in promoting economic growth.
Following are some of the questions recurring throughout the debate over cost
effectiveness.
1. Would direct grants or some other less complicated financing be cheaper
than IDBs? 2. Do IDBs genuinely affect a firm's decision to expand or
locate? 3. Do incentives built into the IDBs make for abuses and unwise
expenditure choices?

The most common approach for such· an examination is the cost-benefit study.
Although there are many good cost-benefit studies, such as Robert Patterson's
in CUED's Commentary of July, 1981, one of the most interesting is a running
dialogue between Matthew Marlin, who supports IDBs, and Thomas Pascarella and
Richard Raymond, who oppose them. Pascarella (\.nd Raymond's initial article in
the September 1982, Urban Affairs Quarterly gives reasons for ending the IDB
program: they believe that the IDB is essentially a subsidy for selected businesses
and that it is not the device best suited for that role. Firms, they feel, are
encouraged by IDBs to locate in blighted or targeted areas where market conditions
are inadequate, and hence must pay more for raw materials, labor, machinery, and
other such basics than firms that locate outside the IDB enticement area.
Oversupply, higher than necessary costs, and regional inmbalances subsequently
arise from the IDB subsidy. They mention other costs as well: legal and
administration costs, distortions in the municipal bond market, overinvestment in
capital goods, and lost federal revenues.
Marlin, in the Urban Affairs Quarterly of March, 1986, responds to Pascarella
and Raymond's criticisms. He feels that many firms, such as national assembly
plants, are "footloose" and are only marginally effected by local market conditions
in locating or operating. He does, however, go on to point out that many firms
are not influenced at all by IDBs in their location decisions. Marlin similarly
dismisses Pascarella and Raymond's other costs as not adequately proven by
available data, with the exception of the administrative costs involved in a bond
issue. Marlin cites as the principal benefit the increased capital formation that
would not have occurred without IDBs, although he does not have any evidence for
such an assertion.
The federal government has done a better job of accumulating data on IDBs,
but most of the literature emerging from federal agencies [chiefly the Treasury
Department and Congressional Budget Office (CBO)] is, naturally, concerned with
the foregone federal revenues. Noteworthy among these studies is the TO<:ler-Neubig
study in the National Tax Journal of September 1985. The essence of these recent
federal studies is that the usage of the IDB has escalated to such high levels,
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measured in the volume of outstanding and new issues, that the once-plausible
justification for the IDB is now outdated. The sacrificed federal revenues, most
federal analysts feel, are significantly higher than any gains elsewhere. Needless to
say, these analyses played an important role in justifying the end of tax-exempt
status for the IDB under the Tax Reform Act of 1986.
The above-mentioned literature relates to the IDB before tax reform, therefore
much of it contains assumptions based on certain provisions that were part of the
draft versions of the bill. Many of these assumptions did not come to be, so the
chief resource for the second part of this study must be the new tax code itself,
along with the directives and guidelines being issued. Additionally, municipal bond
brokers and other actors in the financial marketplace have a major stake in taxexempt bonds and tax reform, and many such services have good summaries of the
effects of the new law on the IDB market.
13.3 THE IDB BEFORE TAX REFORM

·To understand the breadth of the changes the IDB will undergo as a result of
tax reform, one must first examine the IDB before tax reform occurred. Dating
the advent of tax reform is a difficult task since bond issuers and buyers alike were
aware of possible changes as early as 1984. Additionally, statistics show that issues
of IDBs fell dramatically during 1986 in response to the uncertainty in the
municipal bond arena brought about by the discussion of tax reform. For purposes
of analysis of data from 1986, then, it is important to note that the IDB market
was in great turmoil from the time tax reform was first seriously discussed to when
the President signed the act in 1986. Even now, in early 1987, there is insecurity
about the direction of states' policies toward IDBs. However, for the purposes of
this paper, it suffices to define all IDB activity before August 15, 1986, as before
tax reform, ignoring the precise dates of passage of House, Senate, and conference
bills, as well as the January 1, 1987, enactment date.
No single, objective agency is responsible for collecting data on IDBs. The
Treasury Department, Federal Reserve, and Congressional Budget Office each
compile national data . on IDBs, and the Securities and Exchange Commission
maintains a registry, but their figures can differ dramatically. For example, the
Federal Reserve puts the value of all outstanding IDBs (small-issue, rental housing,
pollution control, and other IDBs) in 1983 at $83.9 billion, while the Treasury puts
exactly the same total at $140.9 billion (Toder and Neubig, 1985, p. 397).
Different assumptions about refinancing, repayment schedules, and gross volume of
issues were cited as reasons for the variance. Nonetheless, a $57 billion difference
in figures from the federal government itself points to the need to question not
only what bonds are being counted, but also who is counting and when. When
figures from private groups like the Public Securities Association, which represents
bond underwriters, and from state and local government groups are included, yet
more conflicting totals are found. The CBO also notes that often the entire issue
of smaller IDBs is bought by a single local bank; without standardized state or
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federal reporting requirements, these issues are particularly hard to identify. There
are substantial questions, therefore, about the dollar figures and volume of IDBs.
Any understanding of the importance of the IDB is closely linked to its
extent of usage. In 1985 there were $198 billion in tax-free municipal bonds issued
(Clark, 1986, p. 219). Of this amount, $93.7 billion, or 43.3 percent, is nonessential
or private-purpose, as defined by the Tax Reform Act, and thus subject to major
rev1s1on. The remainder are either essential-function, general-obligation bonds (these
include schools, roads, jails, courthouses, libraries, and other such governmental
construction) or traditional-purpose revenue bonds (which include such things as
power plants and mass commuting facilities). It must be remembered, however,
that 1985 was highly atypical, since bond authorities hurried to issue tax-exempt
bonds before their tax status changed. The $198 billion total for 1985 is almost
twice the 1984 volume. In fact, "'nearly $70 billion [in tax-free bonds] was sold in
the last three months of the year" (Clark, 1986, p. 216).
While keeping in mind the unusual surge in new issues, note table 44, which
lists what are now called the nonessential types of tax-exempt bonds and their
volume (in billions) issued in 1985.
About $52 billion in general obligation bonds and $146 billion in revenue
bonds were issued nationally in 1985. Revenue bonds thus accounted for almost
three times as much volume as did general obligation bonds. Fifteen years ago,
the shares were reversed, but since 1978 the volume of revenue bonds, principally
IDBs, has outnumbered that of general obligation bonds annually. The small-issue
IDB, the focus of this paper, accounted for 7.7 percent of all government bonds
issued in 1985 and 10.5 percent of all revenue bonds issued in that year. This
growing proportion represents a sizeable increase over the levels of the 1970s, as
can be seen in table 45.
From the demand side, the rapid increase in volume between 1978 and 1981
could be attributed chiefly to the combination of high interest rates--and resulting
difficulty in financing commercial projects--and the deep recession. Both these
events increased the need for a source of capital that was available at less than
commercial rates. From the supply side, many governments discovered liberally
written industrial development bond acts and used their powers to issue IDBs
extensively. A national tendency developed to use the ID Bs to loan capital to
selected private firms at below-market rates.
One example of this mushrooming interest in IDBs shows up in Texas.
Texas itself did not have a statute authorizing IDBs until 1979. A national
recession and high interest rates plus a growing state interest in economic
development and business recruitment doubtlessly spurred the authorization of the
sale of ID Bs for private purposes, particularly since most other states were deeply
involved in IDBs by then. The Development Corporation Act of 1979 "allows
cities, counties, conservation and reclamation districts to form nonprofit ·
development corporations or authorities to issue tax-exempt bonds for
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Table 44.

New Issue Bond Volume, 1985
(in billions $)

Category

Volume

Health, education (501(c)(3))
Small-issue industrial revenue bonds
Multifamily housing
Single-family housing
Pollution control
Sewage disposal
Airports, docks
Student loans
Veterans' housing
Sport, convention centers
Other

Source:

26.5
15.3
13.2
12.4
8.5
5.9
3.5
3.2
2.2
1.4
1.5

Timothy B. Clark, 1986, ''Tax Reform Debate Stems the Rising Tide of
Municipal Revenue Bonds", National Journal, vol.18, no.4 (January), p.
219.
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Table 45.

Small-Issue IDB Volume
(in billions S)

Year

Volume

1975
1976
1977
1978
1979
1980
1981
1982
1983
1984
1985

Source:

$1.3
$1.5
$2.4
$3.6
$7.5
$9.7
$13.3
$14.7
$14.6
$17.4
$15.3

U.S. Congress, Senate, "Tax Reform Proposals, Part VIII: Debate
Industrial Development Bonds." Hearing Before the Committee Q!!
Finance, 99th Cong., 1st sess., (June 25) 1985c, p. 82.
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manufacturing and industrial projects" (Texas Economic Development Commission,
1987, p. 1). The Texas Economic Development Commission (TEDC) was made
responsible for the regulation and approval of all IDB issues in the state. While
there is a general rule in the act that only projects in blighted or economically
depressed areas can be funded through IDBs, the designation of blight is left to the
local authority; in fact, downtown Austin was designated blighted to secure IDBs
for hotel renovation (Cuthbertson, 1984, p. 44).

In 1979, the first year of authorization for IDBs, Texas saw $1.5 million in
IDBs issued; in 1982 that figure had grown to $1.5 billion. Comparing the TEDC
figures for Texas IDB issues in 1982 with the national totals for that year, one
finds Texas had a relatively large proportion of the total dollar volume, almost 10
percent (Cuthbertson, 1984, p. 46). However, one must bear in mind that the
figures come from different sources: for Texas, from the TEDC and for the nation,
from the Treasury Department. In spite of possible discrepancies between figures
mentioned previously, Texas clearly had a sizeable amount of IDB volume within a
few years of the passage of the Development Corporation Act. Thus, a liberally
construed Development Corporation Act allowed for the creation of many IDBissuing authorities.
Before progressing to the question of tax reform's impact on that proliferation,
we must turn from quantitative questions of extent and usage to more qualitative
issues about effectiveness, fairness, and costs and benefits. These issues are all
interwoven, but the basic elements of the IDB defense and criticism follow.

13.4 MAJOR IDB DEBATES

The chief rationale behind the IDB issued for the benefit of a private firm
was mentioned earlier. The cost of capital to the firm is lowered because the
federal government sacrifices the revenue from taxes on the interest to keep the
cost of paying off the bond low for the firm. The assumption is that the firm
would not locate, expand, or exist without the cheaper capital the IDB offers.
Governmental proponents of IDBs see them as incentive for:
1. taxable capital investment (although a temporary tax abatement often

accompanies such a project) 2. employment (again taxable) 3. development
in targeted, heretofore undesireable, areas.
Many of the same arguments that are used against tax abatement and other
public incentives for private enterprise are used against IDBs. The staff report
produced for the 1981 House hearings on ID Bs summarizes the three prevalent
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criticisms {U.S. House, 1981b). First, the critics of IDBs feel location, start-up, or
expansion decisions are not influenced heavily by the presence of IDBs. Second,
critics generally believe that many decisions made by firms would have been made
anyway. They argue that private investment managed to flourish for decades
without IDBs. Critics also argue that the intended recipients of the IDB's
benefits--small businesses and other ventures that must struggle for capital--do not
receive those benefits. The benefits go instead either to large corporations that can
issue their own taxable bonds or to undesirable firms that provide only temporary,
low-paying jobs or that are purely frivolous. The examples of McDonald's and KMart using hundreds of millions of dollars of IDBs comes up constantly in
congressional discussions.

Is the IDB an effective tool for economic development, then? A 1981
Congressional Budget Office study makes an interesting point. The study suggests
that "to some extent, the emphasis on incentives is of greater political than
economic significance.... Regardless of IRBs' effectiveness, their availability is one
manifestation of a desire to create a favorable environment for investment" (CBO,
1981, p.46). The lesson is that since nearly every other state has IDBs and private
firms routinely ask states for them, effectiveness is a moot issue. The study goes
on to point out that from the state and local perspective, the costs of the subsidy
are borne by the federal government, at least 1n the short term. In the IDB
program, states and localities get what Litvak and Daniels call "a free lunch"
{Litvak & Daniels, 1979, p. 100).
The CBO study looks at the effects of IDBs on business decisionmaking in
terms of initial location and other investments. Although the report was compiled
in 1981, the fundamental points of the arguments and evidence regarding motives
and decisions can be expected to be still true. While I refer to the CBO study
because it draws together major IDB studies, one must remember the caveat ·about
sources of information on IDBs: the CBO, like all federal agencies, is concerned
chiefly with the federal government's sacrificed revenues.
As far as the decision to locate, the report points out that nonmanufacturing
firms (retail stores, restaurants, hotels) "are more likely to locate wherever the
markets for their products or services are best" {CBO, 1981, p. 48). Thus, in a
potentially profitable market, an IDB would be redundant, while in an unappealing
market, only the most generous IDB would offset the risk and cost to the firm.
For manufacturing firms, "proximity to markets, access to raw materials, labor and
energy costs, and the availability of land are--altogether and sometimes one-byone--,, more important in deciding to locate than "subsidized credit or state or
local tax incentives" (CBO, 1981, pp. 48-49). Some other potentially influential
factors for business location that are often mentioned are proximity to a university
or research center, civic amenities, quality of the schools, and a skilled workforce.
The study maintains that only in a situation with two nearly equal sites does
cheaper capital become important. Yet as Litvak and Daniels point out, since
nearly all sites now offer incentive packages with IDBs, tax abatement, and the
like, the importance of the IDB per se diminishes, unless one package is a
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significantly better deal for the firm. The potential arises, therefore, for a "bidding
war," which is costly to the state and locality, but possibly highly beneficial to the
firm.
As far as other investment decisions, the role of the IDB is greater, according
to the CBO report. "From the standpoint of the individual firm, some projects
might be impossible without small issue [IDB] subsidies, while other efforts could
go forward with conventional financing" (GBO, 1981, p. 51). The difference lies in
the sensitivity of the project to variations in interest rates (as in real estate
development). Since the bond issue must be paid off with the profits or proceeds
of the recipient firm, "in general, small issue IRB financing is available only to
creditworthy firms" (CBO, 1981, p. 51). Since this is the case, critics feel that
(1) the intended targets of IDB financing--those firms without a credit rating
adequate to operate in the commercial bond arena--are not benefitting from IDBs
and (2) those firms that are benefitting could just as easily, although not as
cheaply, look to the commercial capital pool for money.
While these effects of IDBs can be debated, it is perhaps the federal
perspective that is the most important, since it grants the tax exemption on the
IDB and since it is the entity sacrificing revenue to maintain the subsidy. The
federal government's chief objection to this type of bond is of course the lost tax
revenue. As long as the volume of IDBs remained small, the federal government
could accept the revenue losses; however, when the volume of IDB issues shot
upwards, tolerance waned.
"The cost to the federal government of providing tax exemption for small
issues in any year," the CBO report says, "depends on the volume of bonds issued,
prevailing interest rates, and the marginal tax bracket of investors in tax-exempt
securities" (CBO, 1981, p. 39). Nonetheless, it is possible to make some
assumptions and obtain estimates of the sacrificed tax receipts.
The CBO puts the federal government's lost revenues at around $30 million
for every $1 billion of tax-exempt bonds, while a private accounting firm advocating
the retention of tax exemption puts the loss at $20 million per $1 billion (U.S.
Senate, 1985c, p. 89). For the sake of rough estimation, I use $25 million. When
that ratio is applied to the $198 billion in all tax-free debt issued in 1985
(including general obligation bonds), we see that the federal government sacrificed
$4.95 billion in 1985. Looking solely at revenue bonds, the federal government
gave up $3.65 billion. When we exclude revenue bonds for such things as sewage
plants and public utilities (which are not federally taxable under the new law), we
see that the federal government lost $2.34 billion in revenues. According to the
private, pro-IDB estimate of $20 million, the loss was $1.87 billion in new issues
during 1985 alone.
Applying my $25 million loss ratio to the $15.3 billion in small issue IDBs
issued in 1985 yields a $382.5 million revenue drain. One must remember, though,
that 1985 saw an unusually heavy volume of revenue bonds issued and the
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predicted revenue losses will be higher than average. Nonetheless, until the reformfueled confusion of 1985-86, significant annual increases occurred in both the
number and dollar value of all types of revenue bonds issued, small-issue IDBs
included, as shown in table 45. Thus, the $300-$400 million lost annually would
have been reached quickly, if not in 1986.
From a federal fiscal perspective, the question becomes whether the
government receives more than $300-$400 million annually from small issue IDBs
than it gives up. Studies done by those with an interest in retaining IDBs purport
that the federal government reaps much more from income taxes than it loses to
tax exemption. But these studies generally assume:
1. that firms would never have hired employees or built without IDBs;

2. that the new employees are paid a certain amount--often higher
manufacturing, as opposed to lower service, wages; and
3. that the most beneficial of those factors mentioned by the CBO--volume,
interest rates, and tax bracket-are in place.
All these assumptions are biased, if not unsound, for obvious reasons.
Other criticisms are well summarized in the congressional testimony of Ralph
Nader's Public Citizens Congress Watch regarding IDBs. The group sought the
end of tax exemption for IDBs because the bonds:
1. are not effective in attracting small business to depressed places;

2. spur unproductive interstate competition;
3. shift investment between localities instead of generating new investment;
4. have proliferated beyond control;

5. play no major role in business investment decisions;
6. could mean fewer revenues for state and local governments, since IDBs
are usually part of a lucrative incentive package;
7. raise interest rates for other tax exempt bonds, since they must offer
higher returns to compete with IDBs;
8. as a subsidy for big business, foster "corporate welfare";
9. create inequities in the tax system, since tax exemption generally aids
high income investors. (U.S. House, 1981b, p. 11)
Thus, IDBs may have more problems than the lost federal revenue alone.
Supporters of IDBs, however, have their own list of benefits. Many of these use
the same data, interpreting it differently. Proponents are primarily the officials of
local and state economic development agencies, as well as the organizations of bond
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underwriters, legal counsels, and placement firms, which commanded about $6
billion in bond fees in 1985 alone (Clark, 1986, p. 218). The main supporting
points usually are that . IDBs:
.i. eventually produce more revenue for the federal government than they

cost it and that CBO and Treasury Department estimates of losses are
much too high;
2. allow small and new businesses much needed capital which they
otherwise could not obtain;
3. do, in fact, primarily go to small businesses and not to large
corporations;
4. create jobs, investment, growth, and urban renewal;
5. do not significantly drive up bond prices for governments;

6. are needed to offset cutbacks in urban programs like UDAG and SBA;
7. are one of the few flexible financing options left open to state and local
governments;
8. are, in fact, generally well controlled and supervised;
9. are necessary since long-term commercial loans are drying up. (U.S.
House, 1981b, pp. 5-10).
While these reasons are not exh~ustive, together with the first list they do
serve to encapsulate the thinking on both sides of the IDB issue. A major
problem in the dispute over the effectiveness and merits of IDBs is that there is no
requirement that states and localities submit data on their IDBs to the federal
government, other than basic registration with the SEC. Without adequate figures
on volume and extent, it is not surprising that debate tends to devolve into
questioning the legitimacy of the other side's figures. In the 1981 hearings on
IDBs, a consensus emerged that of all the possible federal actions, requiring
standardized national IDB reportin_g was most needed.
Even if data was available, one would probably have to study a number of
different IDB-funded projects in various states to get an idea of how widespread
abuses are. And even this research into abuses and extent would not end the
debate over public sector financial support for the private sector.
13.5 THE IDB IN TRANSITION

One unintended result of the surge in IDBs issued after 1978, mentioned
above, was an increased desire to recoup sacrificed revenues on the part of the
federal government. Additionally, while the below-market loan strategy behind
small issue IDBs was perhaps justifiable when commercial interest rates were quite
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high, the fall
of the IDB.
Act. Before
stages in the
three critical

in interest rates from 1983 onward drew critical attention to the role
These events contributed to the IDB changes in the 1986 Tax. Reform
turning to that act it is instructive to examine some other important
life of the IDB. The major overhaul of IDBs was foreshadowed at
junctures.

The first such point was in 1968, when two major events helped reduce the
frequency of IDB issues·. First, for the first time the SEC began to require IDBs
to be registered like commercial securities. Until that point, IDBs had been
essentially unregulated. Second, and far more important, Congress passed the
Revenue Expenditure and Control Act. This legislation established section 103(b)
of the Internal Revenue Code, which applied to IDBs until tax reform. Basically,
the law regulated, again for the first time, the conditions under which an IDB
could qualify for tax-exempt status: limits were set on the dollar value of an issue
and/ or the purpose of the receipts of the sale. Bonds for infrastructure in its
broadest sense, general obligation, and those of less than $5 million were generally
exempted from federal taxes. Additionally, the chief purpose of the small issue
IDB was made explicit: "to assist small businesses in locating in a community"
(CBO, 1981, p. 10).
The second major event came in 1978 when the limit on tax-exempt volume
was raised to $10 million, $20 million if in conjunction with an Urban Development
Action Grant. The immediate result, as seen in the volume of IDB issues, was a
dramatic increase in the number of IDBs and their value. This lifting of the
ceiling would eventually lead to the high dollar volume level, which drove Congress
and the Reagan Administration to act to restrain IDBs.
The last major influence was not an event so much as a phase. After the
tax cuts of 1981 and 1982, Congress turned to IDBs. In 1982, legislation was
enacted which prohibited firms benefitting from IDB proceeds from using the
Accelerated Cost Recovery System of depreciation. Substantial tax gains by such
firms were thus negated. Also at this point, the Congress considered prohibiting
small issue IDBs outright. The sunsetting date was originally December 31, 1985,
then extended to September 30, 1987. Though not enacted, this prohibition
indicates that Congress by no means considered the IDB sacrosanct.
It is interesting to note the continued growth in IDB issues, even with such a
ban under consideration. Additionally, in 1983 the Industrial Development Bond
Act (HR 1635) further limited small issue IDBs:
1. to firms with less than $20 million of recent capital expenditures or $20
million in outstanding IDBs; 2. for purposes of land acquisition; 3. to

projects not guaranteed with either FDIC or FSLIC funds.
Thus, we see in 1968, 1978, and 1982-83 the seeds of the sweeping changes of
IDB reform. No proposals to strengthen or encourage more IDBs surfaced, and the
direction of the changes clearly was toward elimination.
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13.6 THE IDB UNDER TAX REFORM

Tax reform has both immediate and long-term effects on IDBs. In the
immediate term, small issue IDBs will, of course, have to subscribe to the
provisions set forth in the law to retain their tax-exempt status. It is important to
note that Congress did not specifically prohibit issuing any type of bond; it only
limited the conditions under which bonds could be exempt from federal income tax.
However, if one feels that the power to tax is the power to destroy, as many
proponents of IDBs and revenue bonds do, then Congress has effectively eliminated
some kinds of bond issues .
.A simplified table displays the main changes initiated by the tax act in the
area of municipal bonds, with some examples of each type (table 46). These
categories apply only to bonds issued after August 15, 1986.
As shown in table 46, the small issue IDBs are subject to sunset prov1s1ons
for their tax-exempt status. However, the three-year difference between the
expiration dates for manufacturing as opposed to commercial bonds reflects a
general understanding of Congress that commercial projects have subverted the
original intent of the IDB. A basic assumption behind the extension for
manufacturing IDBs is that manufacturing employment, output, and plant
construction is in some way worth more than commercial development. Thus, the
dates reflect a promanufacturing bent, in line with congressional worries about
America's international trade position and the age of American plants. Yet,
obviously these worries were not sufficient to ensure continuation of the IDB.

In addition to phasing out tax exemptions, the Tax Reform Act sets the
dollar value of a tax-exempt small issue IDB at less than $1 million. If over that
amount, the bond is considered taxable. One must remember that this $1 million
limit is the amount initially enacted in 1968; it had been gradually raised to the
$10 million level. The purpose of the lower limit on the issue is principally to
avoid a rush of high-volume IDB issues before tax exemption disappears. It was
felt that $1 million would discourage big businesses, thus focussing the bonds on
small business.
A cap for private-purpose bonds is established as well at $75 per capita
annually for each state or $250 million, whichever is greater. As with IDB issues
over $1 million, IDB volume over $75 per state resident is allowed, but it becomes
taxable like normal securities. The caps went into effect on August 15, 1986. In
1988, the caps drop to only $50 per person or $150 million per state.
What effect do the caps have on the volume of new issues? According to one
municipal bond report, one-third of all the new municipal bond issues in 1985
would have been covered by caps had they been issued in 1987. Of the total
municipal bond issue for 1985, fully one-fourth, or about $50 billion, in revenue
bonds, could not have come to market in tax exempt form. Applying the lower
1988 caps, another $8 billion could not have been issued as tax exempt (Gabriele,
Hueglin, & Cashman, 1986, p. 8).
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Table 46.

Summary of Major Changes to Municipal Bonds in 1986

Type of Bond

Federally Taxable

Volume Capped

No

No

No
No
No
No
By 1990
Yes

No
No
Yes
Yes
Yes
No

Essential Function:
Traditional Gov 't
Nonessential Function:
501{c)(3)

Exempt Facilities {A)
Exempt Facilities {B)
Private Loans {A)
Private Loans (B)
Prohibited
Description of Categories:

Traditional Governmental Purpose: Schools, Roads, Libraries, Courthouses,
Jails
501{c)(3): Nonprofit Health and Educational Facilites
Exempt Facilities A (Uncapped): Airports, Docks/Wharves
Exempt Facilities B (Capped): Water & Sewer, Mass Commuting Facilities,
Solid Waste Disposal, Multifamily Rental, Hazardous Waste Disposal,
Local Electric & Gas, District Heating & Cooling
Private Loans A (Tax Free): Multifamily Mortgage, Student Loans,
Redevelopment Bonds
Private Loans B (Taxable Now or by 1/1/1990): Single Family
Mortgages, Small Issue IDBs (less than $1 million)
Prohibited: Sports Facilities, Convention and Trade Show Facilities, Pollution
Control, Industrial Parks, Parking Facilities
Small Issue IDBs: Tax exemption of interest for commercial- purpose IDBs
(hotels, retail stores, etc.) lost after December 31, 1986. Tax exemption
for manufacturing- purpose IDBs lost after December 31, 1989.
Source: Gabrielle, Joseph P, Steven J. Hueglin, & James J. Cashman. 1986.
Hueglin's Bond Market Report. New York: Gabrielle, Hueglin, and
Cashman Investment Brokers, p. 9.

294

Two other tax reform changes that affect the small issue IDB are ( 1) limits
on the number of times an issue can be refunded, and (2) the imposition of an
Alternative Minimum Tax (AMT), which is a 21 percent minimum tax triggered
when an individual with a high income pays little or no tax. One quarter of 1985
municipal bond volume was accounted for by advance refunding to take advantage
of the drop in interest rates. The profits made through such refundings spurred
Congress to act. In 1986 and beyond, municipal bonds are limited to one or two
refundings, depending on their type and refunding history. Additionally, interest on
all municipal bonds except for the general obligation and 501(c)(3)s is subject to
the AMT. Most buyers of municipal bonds will not have sufficient deductions to
trigger the AMT; however, investors who buy large quantities of tax-free bonds as
a shelter may be affected by the 21 percent AMT. As with many of the effects of
tax reform, whether the refunding limits and AMT will have major impacts
remains to be seen.
The bill imposes a limit on the amount of a bond issue's benefit to private
firms. If over 10 percent of the bond's proceeds benefits private companies, even
indirectly, the issue becomes taxable. This limit does not apply to small issue
IDBs, loan, redevelopment, and mortgage bonds, since they are considered entirely
private purpose and thus eventually taxable, capped, or both. Even general
obligation and utility bonds are now subject to this limit. The effect for those
searching for alternatives for ID Bs is to narrow drastically the possibilities for
raising capital to assist private business: the 10 percent limit precludes most efforts
to develop new subsititutes for the IDB not mentioned by name in the new law.
Gabriele, Hueglin, & Cashman (1986) look at the effect these tax law changes
will have on the municipal bond market in general. Small issue IDBs, they
suggest, may not follow the trends, since the eventual termination and tight caps
will doubtlessly mean that new IDB issues will annually reach the legal limits until
1990. Their predictions of the immediate effects, as a percentage of the 1985
volume, are shown in table 4 7.
The market the analysts refer to is the tax-exempt municipal bond market.
Some of the issues that they predict will not come to market, for the reasons
given, may in fact be sold as taxable bonds. They find that the number of taxexempt bonds that are issued in 1987 will be significantly lower than in 1986.
When manufacturing small issue IDBs are ended in December of 1989, the
new issue volume will drop further, of course. The analysts believe that the record
volume of 1985 will not be reached until the 1990s, if then. They look for annual
municipal bond volume of between $75 and $150 billion in the near future
(Gabrielle, Hueglin, & Chashman, 1986, p. 10).
Responsibility for enforcing and complying with these changes in the tax law
falls upon the states. We now turn to Texas to see how it has altered its IDB
program in response to the Tax Reform Act of 1986.
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Table 47.
Outcome

Projected Decline in IDB Issues, 1986-87
1986 New Issues

1087 New Issues

Comes to market

52%

39%

Does not come to market

48%

61%

6%
7%
5%
23%
7%

8%
12%
9%
25%
7%

Re~son:

Already financed
Refunding limits
Private purpose limit
Capped
Prohibited

Source: Gabrielle, Joseph P., Steven J. Hueglin, & James J. Cashman. 1986.
Hueglin's Bond Market Report. New York: Gabrielle, Hueglin, and
Cashman Investment Brokers, p. 10.

13.7 TEXAS'S RESPONSE TO TAX REFORM
One principal reaction to tax reform's effects on
contained in Governor Mark White's Executive Order
(MW-40A). In response to the Tax Reform Act, the
state's 1987 cap at $1,227, 750,000 and establishes the
subject to this cap will be allocated. 1

the small issue IDB is
of January 6, 1987
Executive Order fixes the
procedure by which bonds

Briefly stated, for 1987 the order divides the total cap as follows:
- $327,750,000 to local mortgage bonds
- $200,000,000 to issues approved by state referenda
(not more than $100 million from any one referendum)
- $700,000,000 to all other capped bonds
Since federal law does not specify how states should go about setting their
caps, the Executive Order reflects political priorities. Governor White obviously felt

1As of March, 1987, neither Governor Clements nor the legislature has acted to modify or rescind
that order.
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the local mortgage and state referenda bonds were important enough to deserve a
clear reservation in the cap. Since the federal cap drastically reduces the amount
of potential bond issues, it benefits the local mortgage authorities and sponsors of
state referenda. to have a portion of that cap even partially removed from the
chaos inherehnt in competing for a share of the cap. Issuers of other bonds, like
IDBs for manufa.curing, are left to struggle for the unreserved portion.
The remainder of the three ceilings left after September 30, 1987, can be
reserved for any type of capped bonds until December 15, 1987. The last half of
December is set aside for actually issuing the bonds before the federal deadline.
For 1987 the TEDC is assigned the task of ensuring compliance as well as deciding
between issues competing for a share of the cap, although the Texas Department of
Community Affairs plays a role in housing bonds. The TEDC is thus left in the
unenviable role of moderating between the 3,500 or so entities in Texas that can
legally issue bonds. H.R. 4, the legislation establishing the Texas Department of
Commerce under consideration in April 1987, will assign the TEDC's bond
functions to this new agency.
In addition to establishing ceilings, the Executive Order assigns priorities to
the unused portion of the cap at year's end, called the carryforward. These
priorities are, in simplified terms:
Priol"ity 1: State-voted issues
Priority 2: Locally voted issues
Priority 3: State and constitutional agencies' issues
Priority 4: All other authorized political subdivisions' issues
Priority 5: Issues with contractual obligations or significant
expenditures already incurred
Priority 6: All other preliminarily approved issues
For bond issues that have been applied for before the carryforward priorities
go into effect, the order states that "reservations shall be granted in the order of
receipt by the commission [TEDC)... regardless of the amount of the issue"
(Executive Order MW-40A, January 6, 1987, section 2(c)).
Currently a number of proposals related to private purpose bonds and
municipal bonds generally are being discussed in the Texas legislature. But it will
probably continue to be incumbent on the TEDC to be ultimately responsible for
the final allocation. The reason that the state, with the exception of Governor
White's necessary Executive Order, has not acted is chiefly that tax reform has so
deeply regulated and restricted IDB issues that the role of the state has become
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minor. While at the state and local level there is much complaining and insecurity
about whether projects will be financed, little can be done legislatively. The $75
cap, $1 million issue limit, refunding and sunset provisions, and outright
prohibitions mitigate most meaningful state or local action, other than lobbying for
repeal of the IDB limits. Additionally, before tax reform, local and state
authorities could issue tax-free bonds at the expense of the distant federal
government; now, under the cap, these entities do so at the expense of fellow state
and local agencies. For many legislators and agencies, the prudent course appears
to be letting the TEDC bear the burden of enforcing the cap.
13.8 CONCLUSIONS

Since states and localities must operate within the new law, however, it is
likely they will show an interest in developing feasible and effective alternatives to
provide private firms with capital--alternatives that are either unaffected or aided
by tax, reform. Many of these alternatives involve states and localities, rather than
the federal government, sacrificing their own revenues.
Many ideas, such as bond banks and using general obligation bonds for
economic development, are outdated or drastically changed by tax reform.
However, other practices, like tax abatement, are already in extensive use and are
still plausible. And of course taxable IDBs can always be issued. Recent popular
proposals for tax increment financing may offset the additional costs of such
taxable IDBs. Also, a portion of state or local sales tax revenues may be made
available to private business for start-up capital, as may a portion of pension
funds. The inevitable result of all these methods, however, is that local and state
governments will realize a quantifiable loss. Unlike the sacrificed federal income of
IDBs, this sacrifice is explicit and apparent to them. Voters may also voice strong
opinions about their tax money being spent on selected private companies-particularly if the enticed firms compete with established businesses or if such tax
expenditures negatively affect other state or local programs.

In sum, the immediate answers for local and state economic developers are
unclear. Tax reform has fundamentally altered IDBs--in fact it has eliminated
them after 1989. Feasible alternatives are slow to emerge. Yet discussion of IDBs
is not rendered moot by tax reform. Manufacturing issues are going to be around
for thr€e more years, and they will become more valuable for bond buyers and
state and local governments alike as their numbers decrease. Additionally, taxable
IDBs are a valid consideration for issuers.
Fundamental questions about the legitimacy of governmental financing
(through revenue sacrifice) for private purposes, at all three levels of government,
are by no means answered by the Tax Reform Act of 1986, despite the anti-IDB
results. The desire to make cheap capital available to private enterprise in the
hopes of recouping greater returns from employment, investment, and development
remains firmly in the minds of many policymakers. The pivotal question is
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whether they will now be willing to face the political and economic risks associated
with sacrificing their own treasuries to private interests.
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Appendix A.

SAMPLING METHODOLOGY
I used a number of sources to identify the Texas foreign firm sample; in fact,
in attempting to identify every foreign firm possible, I hoped to approximate as
closely as possible the actual population of Texas foreign manufacturing firms. My
primary source was Arpans' and Rick's Directory of Foreign Manufacturers in the
United States (1985). The Arpans' and Rick's directory was convenient because it
listed foreign firms by state, providing names and addresses of firms, as well as the
primary 4-digit SIC in which the firm was operating. I supplemented this with
several other sources, including
1. American Subsidiaries of German Firms, 15th Edition, Deutsch-

Amerikansche Handelskammer, New York-Bonn, 1983.

2. Directory of Foreign Firms Operating in the United States, 5th Edition,
World Trade Academy Press, New York, 1986.
3. Foreign Direct Investment Transactions in the United States, 1974-1983,
Data obtained on tape from the International Trade Administration, U.S.
Department of Commerce.
4. Foreign Direct Investment in the United States, 1984 Transactions,
International Trade Administration, U.S. Department of Commerce,
September 1985.
5. Foreign Direct Investment in the United States, 1985 Transactions,
International Trade Administration, U.S. Department of Commerce,
September 1986.
6. Japanese Overseas Investment: A Complete Listing of Firms and
Countries, Toyo Keizai Shinposa, Tokyo, 1984.
7. Japan's Expanding Manufacturing Presence in the United States: 1985
Update, Japan Economic Institute, Washington, D.C., 1986.
8. MacKnight, Susan, Japan's Expanding Manufacturing Presence in the
United States: A Profile, Japan Economic Institute of America,
Washington, D.C., 1981.
Some of the sources provided descriptions of the industry in which a firm
operated rather than an SIC. In these cases, I assigned an SIC based on the
industry descriptions in the Standard Industrial Classification Manual, published by
the U.S. Office of Management and Budget (1972). The latter five sources failed
to provide establishment addresses. I looked up each of these establishments in the
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1986 Directory of Texas Manufacturers, published by the Bureau of Business
Research, The University of Texas at Austin (1986). Where a match was found
with a corresponding address, I included this firm in my foreign firm sample. I
also used the 1986 Directory of Texas Manufacturers to obtain additional data for
as much of my sample as possible, including employment size class, verification of
SIC's, and telephone numbers.
The 1986 Directory of Texas Manufacturers also provided the source from
which I identified my domestic firm sample. In doing so, I made the assumption
that any firm not identified previously as foreign owned was domestic owned. In
addition, I checked suspect firms (firms with foreign-sounding or unusual names)
against a file of foreign-owned firm names taken from the Commerce Department
data on tape. The sample of domestic firms was not a simple random sample.
Rather, I took a random sample of firms stratified by 4-digit SIC and employment
size class. Because size class was not available for all of my foreign-firm sample, I
treated those for which size class was available as certainty units. If I had four
foreign firms in SIC 2443, one of size class "1", another of size class "4", and two
of unknown size class, I "certainty selected" two domestic firm units, one of size
class "1" and the other of size class "4", both of SIC 2443. I randomly selected
the remaining two domestic firm units for SIC 2443 without consideration of size
class, since it was unknown for a similar portion of my foreign firm sample.

304

Appendix B.

METHODOLOGY FOR ANALYSIS
OF VERTICAL EQUITY
B.1 EQUITY IN TAXATION
The income quintiles represent the percentage of annual taxes paid for each of
six different income levels, which are defined as (I) the poorest 20 percent of all
families in the state; (II) the 20 percent just above the poor, referred to as the
workign poor; (III) the 20 percent of middle-income families; (IV) the 20 percent
whose income is greater than 60 percent of all families--upper middle income; (V)
the 15 percent of families with incomes greater than 80 percent of all others; and
(VI) the 5 percent with the highest incomes, the rich.
A mean income was calculated for each category. For the highest income
category (VI), a mean income of $90,000 was used since the income data did not
adequately reflect high incomes.
The state and local tax burdens were based on the 1986 Optional State Sales
Tax table provided by the IRS. Both Houston and Dallas (homestead exemptions
were not included for Dallas) have adopted Local 1 percent city and 1 percent
mass transit taxes, which are an average of the shares for these two cities.
The source of the local property tax burden was the most recent Annual
Housing Survey, published by the Bureau of the Census for each city. Calculations
were made from the table of real estate taxes of owner-occupied residences.
Renter-occupied properties were excluded since it would be difficult to accurately
determine to what extent the taxes are passed on to tenents.
The tax calculations do not reflect the -1 1/8 percentage increase in the state
sales tax rate that went into effect January first this year.

B.2 REVENUE GROWTH
The overall elasticity for each period was calculated by taking the total tax
revenue for the first year and subtracting that from the total for the last year of
the period. The percentage change is determined by dividing the difference by the
first year's total. The same formula was used for determining the percentage
change in personal income for the period.
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The data was obtained from the annual publication entitled State Government
Tax Collections, published by the Bureau of the Census, U.S. Department of
Commerce.

B.3 REVENUE STABILITY
Figures for state tax revenue were obtained form the U.S. Department of
Commerce, Bureau of the Census document entitled State Government Tax
Collections. This annual report breaks tax revenue into eight general categories.
The consumption tax is defined as "select sales and . gross receipts," which
aggregates all unit-based taxes together.
Sales taxes include those on all types of goods an services that are taxed at
the general sales tax rate. The severance and corporate franchise taxes were
disaggrated to show specific tax performance.

B.4 RECOMMENDATIONS
The income tax surchage figures were generated by taking 10 percent of the
average tax bill for a household filing jointly in 1981 based on taxes paid by
residents of Texas, using IRS figures. These figures were gathered from the
document titled Individual Income Tax Returns 1981, published by the. U.S.
Department of the Treasury.
Sales tax figures were generated from the 1986 Optional Sales Tax table
prepared by the IRS. It is etimated that both plans would generate approximately
$2.2 billion of revenue annually for the state.
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