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Abstract

This chapter seeks to provide useful advice for loca government policy towards economic development
programs. The chapter: reviews the size and scope of loca economic development programs in the United
States, criticdly anayzes the various rationdes offered for these programs; makes recommendations for what
loca policy should do about business attraction and incentives, business retention, new business devel opment,
high technology development, brownfield development, distressed neighborhoods, and downtowns; and

discusses how loca economic development programs should be organized, managed, and evauated.



Local governments are becoming increasingly involved in local economic development

programs. government-supported programs that seek to increase local jobs or the locd tax base by

measures such as providing assstance to individua businesses. This chapter’s purpose is to provide

three types of information: 1) a brief overview of local economic development policies in the

United States; 2) a conceptua framework to help local officias decide the appropriate goals, scope,

and scale of economic development policies; and 3) a discussion of individual economic

development programs with evaluations and policy recommendations.?

Among the questions addressed by this chapter are:

What are the roles of local governments versus other groups in local economic devel opment
policies?

What major activities are carried out under the label of “local economic development
programs’?

How much in resources is devoted to local economic development programs?

Under what circumstances are local economic development programs most likely to enhance
the fiscal health of local governments?

What can be done to enhance the benefits of local economic development in increasing the
quantity and quality of jobs held by local residents?

What “market failures” might justify government assistance to individual businesses?

What programs are most effective in attracting new business to alocal area and retaining
existing businesses?

What programs are most effective in promoting small business start-up and expansions?
What programs are most effective in developing technol ogy-oriented businesses?

What programs will help develop “brownfields’” (sites with possible environmental
contamination problems), sites in distressed neighborhoods, and downtowns?

How should local economic development efforts be organized?

How can local economic development programs be evaluated in a way that is useful to
program managers?

Overview of Local Economic Development Policies

Loca economic development may be defined as increases in the “loca economy’s capacity

to create wedlth for loca residents.”2 Such increases occur if local resources, such as labor and
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land, are used more productively. Economic development can occur through local job growth, which
causes unemployed labor and land to be used. But economic development also occurs by shifting
employed labor and land to more productive uses, for example better jobs.

Locd economic development is arguably affected by dl loca government activities. However,
loca economic development policy is usudly defined more narrowly as specid activities, undertaken
by public or private groups, to promote economic development. The activities labeled “economic

development programs’ fal into two categories:

1 Providing customized assistance targeted a individua businesses that are thought to provide
greater economic development benefits;, and

2. Strategic initiatives in which more general tax, spending, and regulatory policies of
government are changed to promote local economic development.

Even without these government efforts, local economic development will often occur. However,
loca economic development programs are argued to increase the quantity or quality of loca economic
devel opment.

Local economic development is increasingly regarded as a major local government
responsibility; according to one survey of city elected officias, 86 percent believe that “bringing
about economic development” is a major responsibility of local governments® The “first priority
god” for local economic development is “increasing jobs located in the city” (48 percent of city
eected officids), increasing the locd tax base (18 percent), and diversfying the loca economy (10
percent), with the remaining quarter of those surveyed listing miscellaneous other firgt priorities*

Although local governments play an important role in local economic development, other
groups are adso involved. According to a 1999 survey by the International City/County Management
Association (ICMA) of chief administrative officers in cities and counties, the creation of loca
economic development strategies involved the participation of local Chambers of Commerce (77
percent of adminigtrators reported such involvement), private businesses (55 percent), citizen advisory
boards (50 percent), a public/private partnership (41 percent), state government (30 percent), utilities
(29 percent), and a private economic development foundation (22 percent).> Economic deve opment
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programs are carried out by many entities, including loca business
organizations, local universities or community colleges, and
public/private partnerships.

According to the 1999 ICMA survey of loca governments,
the most common barriers to local economic development include
limited availability of land (listed by 57 percent of al chief
adminigrators), lack of skilled labor (47 percent), high land costs
(41 percent), lack of capital and funding (39 percent), citizen
opposition (32 percent), a limited number of major employers
(27 percent), and traffic congestion (27 percent). Local
government economic development strategies focus on
manufacturing industries (listed by 70 percent of chief
administrators), retail or service industries (68 percent),
technology and telecommunications (53 percent), tourism (42
percent), and warehousing and distribution industries (38 percent).
Among the most common economic development programs
supported by loca governments are: tax incentives, ether citywide
or in designated zones (listed by 66 percent of all local
governments); job training programs customized to the needs of
individual firms or industries (63 percent); community
development loan funds for businesses (55 percent); community
development corporations (53 percent); and microenterprise
programs (27 percent).

The locd government saff who devote a mgority of ther
time to economic development average 2 to 3.5 staff persons per
100,000 in the loca population.t City government spending for

economic development usudly is between $7 and $16 per capita,
3

Kalamazoo’s Many Economic

Developers
The Kalamazoo, Michigan area
(county population about 240,000)
is typical in having many public,
private, and public/private groups
engaged in many economic
development activities. The lead
economic development organiza-
tion is Southwest Michigan First
(SMF), a private nonprofit that
receives funds from the private
sector, the county, the central city of
Kalamazoo, the largest suburban
community (Portage), and local
foundations. SMF is involved in
business recruitment, business
retention, and high technology
development activities, including
helping firms find new sites in
Kalamazoo, working with Western
Michigan University to develop a
research park, sponsoring a
business visitation program to
existing businesses, and
sponsoring both aregular business
incubator and a high tech incubator.
A local private college runs a Small
Business Development Center with
federal and local funding. The local
community college runs a training
center, built with state funding,
which provides businesses with
customized training, funded by
employer fees or grants from the
state’s economic development
agency. The two largest cities,
Kalamazoo and Portage, each have
their own economic d eveloperswho
seek to promote the development of
particular areas of these cities: in
Kalamazoo, various brownfields,
the downtown, and neighborhood
business districts, and in Portage
the continued health of the county’s
main shopping areas. The city of
Kalamazoo also supports an
independent nonprofit agency that
oversees downtown redevelop-
ment, in partusing revenues froma
“tax increment financing” district that
receives revenue from property
value improvements in the
downtown.



annudly. This implies that for the entire United States, tota loca government spending for economic
development is between $2 and $4 hillion annually. However, detailed state studies suggest that
direct loca spending on economic development is far exceeded by local tax incentives to promote
economic development. For example, a recent study of Michigan suggests that loca government
tax incentives for economic development are over $40 per capita, mogtly in property tax abatements
for new or expanding manufacturing plants (over $30 per capita in foregone revenue annualy), and
“tax increment financing,” in which the property tax increment from growth in a designated digtrict
is used to finance infrastructure in that digtrict ($9 per capita).” Based on this and smilar studies,
local tax incentives for economic development provide tax savings to businesses from base rates of

over $10 billion annualy for the entire United States.

Goals of Economic Development Policies

Local economic development programs are often politically controversial, because they
involve government assistance to individua businesses, which may be perceived by political liberds
as “corporate welfare” and by political conservatives as unwarranted government interference with
the private sector. Such ideologica issues help mativate citizen oppogtions to economic development
policies, which is often a mgor barrier to successful local economic development policies. On the
other hand, local economic development programs often seem difficult to constrain: once the
government is supporting a few individua businesses, how do loca government managers rationdize
saying no to requests for support from other businesses? Local government managers need to
encourage aloca consensus about appropriate goals of economic development policies. An agreement
about goals provides a basis for deciding what local economic development efforts should and
shouldn’t do.

Public subsdies for economic development can be raiondized by new jobs leading to fisca
benefits and employment benefits. Fisca benefits occur when new jobs add more tax revenue than

public expenditure. Employment benefits occur when new jobs result in employment for persons



who otherwise would be unemployed. Employment benefits also occur when new jobs alow workers
to move up to better-paying jobs. Fisca and employment benefits are discussed further below.

Economic development policies are more likely to increase the tota number of jobs in the
loca economy when these policies assist new businesses or business expansions that add to the
locd economy’s “export-base” or subgtitute for local “imports.” In this context, “exports’ refers to
goods or services sold outside the loca jurisdiction, for example to resdents or businesses in another
U.S. city. “Imports’ refers to goods or services purchased by loca residents or businesses, but
produced outside of that loca jurisdiction. If the economic development policies encourage expanson
of businesses whose increased sales neither increase the locd areal s exports nor substitute for imports,
then these increased sdles must come from reduced sales of other local businesses. With increased
sales in assisted local businesses counter-balanced by reduced sales in other local businesses,
sgnificant increases in total loca jobs are less likely (see caveats below).

The totd increase in locd jobs from assisting export-base or import-substituting businesses
will be greater than the increase in jobs in assisted businesses because of multiplier effects. The
expandon of asssted businesses will require inputs from other businesses, and some of these suppliers
may be loca businesses. In addition, the expansion of assisted businesses and their local suppliers
will generate increased worker income, and some of this income will be spent on locdl retailers,
causing local retailers to expand. Such multiplier effects will be larger under the following
crecumgtances. if the locd jurisdiction is larger, making it more likely that supplier or retaler demand
can be satisfied localy; if the asssted businesses have stronger local supplier links, which is more
likely for long-established businesses; or, if the workers in the assisted businesses are paid higher
wages, increasing locd retall demand. The sze of multiplier effects can be estimated with econometric
models. Local government managers should be skeptical of claims of multipliers greater than 2.5
(1.5 jobs created in suppliers and retailers due to one job created in assisted businesses), as multipliers
greater than 2.5 require asssted businesses to have unusudly strong local supplier links or unusualy

highly paid workers.



Econometric Models
The best available summary of
models for analyzing the economic
and fiscal impact of new business
on alocal economy is provided by
a 1999 report, Evaluating
Incentives.! Any model of
economic, employment, and fiscal
impacts of new businesses must
combine economic theory about
local economies with area-specific
information about the particular
supplier linkages in the area. Two
of the most prominent “economic
impact” models—which provide
estimates of effects of a new plant
on area production and income—
are the IMPLAN model and the
REMI model. The results from
economic impact models can then
be used in a “fiscal impact” model.
Suchfiscal impact models require
data or assumptions about how
population growth responds to
business growth, and about how
the needs for services and
infrastructure will respond to
expanding business activity and
population. The most prominent
nationally available local fiscal
impact model is the LOCI model
developed at Georgia Tech. In
addition, some states have their
own models that can be used for
economic or fiscal impact analysis,
including the states of Maryland,
New York, Oklahoma, and West
Virginia. New York State’s
economic impact analysis is
particularly sophisticated and
includes estimates of employment
benefits.

*Kenneth Poole, George
Erickcek, Donald lannone, Nancy
McCrea, and Pofen Salem, Evaluating
Business Development Incentives
(Washington, DC: National Association
of State Development Agencies, 1999).

Should local economic developers prefer assisting
businesses that “export” outside the local economy, or businesses
that substitute for loca “imports’? In theory, either approach can
provide an equivalent boost to local jobs. In practice, it is easer to
be deluded about whether a business expansion substitutes for
imports. In addition, import substitution strategies that give
preferentia treatment to local suppliers can lead to these suppliers
becoming less competitive in the export market.?

Assigting nonexport base firms can increase loca wedth if
such assstance leads to an increase in usage of land or labor that
would otherwise be unemployable. For example, the economic
development assistance could encourage the firm to use a polluted
“brownfield” site that would otherwise go unused, or to hire
disadvantaged persons who would otherwise remain unemployed.
In these cases, even if the increased sales in the expanding firm
come at the expense of other locd firms, the use of “unemployable’
land or labor will free up currently used land or labor for other
uses. The greater availability of land and labor for business will
encourage business expansion in export-base firms, with consequent
multiplier effects on the locd economy. However, it can be difficult
to determine whether the land or labor used by the firm would
otherwise be “unemployable” Land or labor that is currently unused
may have become employed anyway in the normal course of
economic change. The greater the problems impeding the use of a
land parce or the employment of a worker, the more likely this

land or worker would otherwise be unemployable.



The wedlth of aloca economy can aso be expanded without
any increase in exports or decrease in imports by increasing the
loca economy’s productivity. An economic development policy that
increases the productivity of assisted businesses (for example, by
providing these businesses with information on how to better use
new technologies) will increase local wedlth if the value of the
increased productivity exceeds the program’s costs (for example,
the codts of hiring consultants who have useful business advice about
technology). One issue in productivity-enhancing policies is who
benefits and who should pay. These programs immediate benefits
accrue to whomever’s productivity is increased—that is, a business
with increased productivity should reap increased profits. Because
most economic development programs that increase productivity
provide assstance to businesses, most benefits would seem to accrue
to the business sector. This raises doubts about whether such
programs should be subsidized by the generd public, or by taxes or
fees on busness. A generd public subsidy might make sense under

any of the following conditions:

1 If the program affects enough businesses to significantly
increase local competition in that industry. Under this
condition, the program may increase quality and lower prices
in that industry, shifting some benefits to local consumers.

2. If the program helps businesses or groups whose business
success is socialy beneficial, for example minorities or
women. Some might argue that more smal business success
is inherently socialy beneficial.

3. If the program enhances productivity of workers in many
jobs, for example training workers in general skills. Under
this condition, the program will increase wages.

4. If the program increases the productivity of assisted
businesses by more than it costs, and the assisted businesses
either “export” outside the loca economy or substitute for

7

North Carolina’s Customized

Training Programs
North Carolinais among the most
active states in providing training
programs that are customized to
the needs of individual
businesses.? The state annually
provides training to a little less than
10 percent of its workers, at a cost
pertrainee of around $140. These
programs are designed as an
incentive to attract new branch
plants and encourage business
expansions, but also encourage
assisted businesses to hire more
disadvantaged persons for entry-
level jobs. The most intensive
customized training is provided by
the New and Expanding Industry
Training program, under which
community colleges provide
customized training to firms that
are creating at least 12 jobs in
some industry that exports goods
or services outside the state. The
college places ads for new hires
and screens trainees, the firm
chooses trainees from among
those screened, the firm provides
training equipment while the
community college provides
facilities and trainers, and the firm
decides which trainees are hired.
More short-term training is
provided by the Occupational
Continuing Education program,
under which community colleges
offer occupational training at a
state-subsidized fee. Customized
training to a firm’s needs can be
provided if there are more than ten
trainees from the firm, and 60
percent of OCE courses are
arranged by employers. Case
studies of North Carolina’s
programs suggest that the
community colleges sometimes
are able to get welfare mothers
and other disadvantaged persons
into industrial training programs
that lead to their employment in
manufacturing

This sidebar is based on Timothy
Bartik, Jobs for the Poor (Washington,
D.C. and Kalamazoo, MI: Russell Sage
Foundation and Upjohn Institute,
2001), pp. 259-260.

’Rosemary Batt and Paul
Osterman, “Workplace Training Policy:
Case Studies of State and Local
Experiments” (Washington, DC:
Economic Policy Institute, 1993,
Working Paper 106).



local “imports.” Compared to financia incentives, such a program may boost the local
economy at a lower cog.

Fiscal benefits. One rationae for public subsidy of economic development is possible
fiscal benefits. New jobs will result in increased local profits, wages, sdes, and property vaues, dl
of which will enhance loca tax revenue. Some governments erroneoudly assume that this is the
only fiscd effect of new jobs, for example Michigan does so in evauating the fiscal effects of its tax
incentives® A better—but still incomplete—approach aso includes the increase in public services
and infrastructure thet is directly required by the new or expanded businesses. Most studies suggests
that at regular tax rates, the typicd business generates sgnificantly more state and locd tax revenues
than the public expenditures it requires—in one study, $1.70 in taxes for every $1 in required public
expenditure® However, the true fiscal impact of local economic development policies is more
complicated than this andys's suggests. Additiond factors must be consdered to determine the true

fiscal impact of loca economic development.

Factor 1. New business and new jobs will attract additional households, and the fiscal impact of
new households must be considered. The typical household consumes more in public
services than it pays in sae and locad taxes. This is less true of wedthy households than
of low-income households, and less true of childless households than households that
use public schoals. Therefore, the fiscal benefits of economic development will be grester
if more jobs go to current residents rather than in-migrating households, and greater if
the in-migrants are upper income.

Factor 2. The fisca benefits of new business and new jobs will tend to be greater if one is only
concerned with the fiscal well-being of the loca government in which the business is
located, as fisca benefits of new business accrue to that local government, while fisca
costs of new households occur for other governmental units in the loca labor market. In
addition, much of the public service costs of new households are the costs of public
education for additiond students, and these costs will typicaly not be paid by the loca
government that attracts the business. From a national or even state perspective,
considering the fisca effects on al government jurisdictions is preferable. However, a
financially hard-pressed local government will sometimes have to focus on its narrow
fisca self-interest.

Factor 3: The fisca benefits of economic development will be greater if it is possible to ignore
effects on the need for additional infrastructure. If there is excess capacity in local
infragtructure (for example, the local highway system can accommodate more cars without
increased congestion) then additiond infrastructure will not be required, and fisca benefits
will be greater. The need for additiona infrastructure will be less apparent in analyses
that consider one business expansion at a time, rather than the cumulative impact of
many business expansions, as each project may appear to have a negligible impact on
congestion in the use of local infrastructure even though the business expansions taken
as a whole will grain locd infrastructure.  Another issue is whether the locad government
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is willing to accept some losses in public service quality that occur as infrastructure
capacity is strained (for example, is the local government willing to accept some increases
in travel time as loca roads become more crowded). A fiscdly troubled loca government
may downplay the congestion costs of additiond business activity.

Factor 4. The net fiscad benefits of economic development assstance will be greeter if in dl cases
the economic development assstance was decisve in inducing the new business activity.
Otherwise, a comprehensive fisca analysis will have to consder that in some cases the
locd economic development program has subsidized new or expanded business activity
that would have occurred in the loca area even without the program. If the new activity
would have occurred anyway, the fiscal effects are clearly negative and equa to the
subsidy cost. Such subsidies should be avoided, but thisis easier said than done. Program
managers will rarely know for certain which subsidies were decisive and which were
not. A complete fiscal analysis will make some assumptions about what proportion of
economic development subsidies were decisive, and weigh the fiscal benefits (if any) of
such decisive subsidies against the costs of providing unneeded subsidies.

Evauating the fisca effects of economic development requires the use of an econometric
model (see sidebar). But such a computer model only supplies a methodological approach; the
actua fiscal effects depend on the jurisdiction’s tax structure, the capacity of local infrastructure,
and the particular project.

For alocd government manager willing to adopt a short-run perspective, to only look at the
well-being of his or her own jurisdiction, and able to ignore effects on local infrastructure, local
economic development will often provide sizable fiscal benefits. On the other hand, if a local
government manager adopts a long-run perspective, consders fiscal benefits to dl loca governments,
and condders the true long-run cogts of providing infrastructure services of a given qudity, then the
fisca benefits of local economic development will depend on its “employment benefits’; that s,
whether it raises employment rates and wages. Over the long run, most public finance studies
suggest that local public services, including infrastructure, are provided at constant average costs
beyond a modest population sze; that is, the cost of providing a given quadity of service to household
and businesses is the same per household and business as the local area grows.** Thus, in the long
run, if employment and population both increase by the same percentage, public service costs should
aso increase by the same percentage. If tax revenue went up by the same percentage, long-run fisca
benefits would be nil. However, tax revenue will increase more if loca wages go up, and public

service costs will increase less if population increases less than employment, which dlows for fisca
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benefits if economic development raises wages and employment rates (the ratio of employment to
population).

Employment Benefits.'? The employment benefits from getting a new job for loca residents
are the wages paid for that job, minus whatever vaue the loca resdent places on their time while
unemployed, a value which economists call the person’s “reservation wage.” Assuming that the
local resident’s non-employed time was involuntary—that is, they would have preferred being
employed at their current market wage to being unemployed—then the difference between this
market wage and the reservation wage is positive. In addition, loca residents may benefit from
economic development if it enables loca residents who are dready working to move up to a better
paying job.

The benefits for an in-migrant who gets a new locd job, even if the in-migrant was previoudy
non-employed or employed a a lower wage, will generdly be small. In-migrants by definition are
individuas who are dmogt indifferent between staying where they are and moving to a new place,
and in generd these in-migrants have a choice of many aress. Providing more jobs in one loca area
cannot appreciably enlarge the opportunities facing migrants, given the many aternatives. Even
without this economic development, migrants could have moved somewhere else and obtained a
smilar job. The available research suggests that for every ten jobs created in a loca labor market,
such as a metropolitan area, about eight end up going to persons who otherwise would have lived
elsewhere, not to local residents®® This in-migration effect of new jobs enormoudy reduces the
potential employment benefits from economic development.

In contrast, local residents have significant attachments to their home area, and therefore
gain by having better loca job opportunities. In the short run, these gains occur because faster local
job growth enables local residents to get jobs that otherwise were unattainable, as loca employers
lower hiring requirements to fill job vacancies. In the long run, these short-run gains will persst
because the newly employed or upgraded loca residents will acquire better job sKills, greater self-
confidence, and a better reputation with other locd employers, dl of which will increase their long-
run wages and employability.
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These employment benefits accrue to local residents throughout a local labor market area,
such as a metropolitan area, rather than resdents of the jurisdiction that develops new jobs** Most
workers do not work in their neighborhood of residence.r> Commuting spreads the effects of job
creation throughout the locd labor market, and even affects job opportunities and wages for workers
who don't commute. For example, if new jobs in the suburbs go to suburbanites who previoudy
commuted to the city, the resulting city vacancies will provide job opportunities for city residents
who never commute to the suburbs. There are some benefits of having more jobs nearby;¢ however,
job availahility in the metropolitan area is more important than the number of nearby jobs in affecting
demand for a person’s labor.

Employment benefits of locd job growth are sizable. An employment increase of 10 percent
in a metropolitan area increases average real earnings in the metropolitan area by about 4 percent
per person.t” Haf of this real earnings increase occurs because more loca residents get jobs. The
other half occurs because some workers get better-paying postions.

Local government managers can increase the employment benefits of local economic

development in three ways:

1. Encourage businesses assisted through economic development programs to fill a higher
proportion of ther job vacancies with unemployed or underemployed loca resdents, through
positive incentives such as providing better training to loca job seekers, and helping to
screen them. Many locd governments have some requirement for locd hiring for businesses
assisted through economic development programs, but this requirement is seldom enforced
because of fears that it could discourage economic development. A few cities, such as Portland
(Oregon) with its now-defunct JobNet program, and Berkeley with its First Source program,
have tried to design loca hiring incentives that will be at least neutral in their economic
development impact.® Studies of the low-wage job market suggest that many businesses
have great difficulty finding productive workers. More than one-quarter of new hires are
producing less than 75 percent of what the employer anticipated upon hiring after only six
months into the job.!® Partly as a result, many low-wage workers hired are quickly fired,
with many studies finding turnover rates of over 50 percent after sx months If local agencies
can set up some process of training and referring qualified workers to assisted businesses,
this may be viewed as a plus by the assisted businesses. Furthermore, the Portland and
Berkeley programs both avoided coercion of employers. employers are required only to
consgder workers referred by these programs.
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Berkeley’s First Source
Program*

Begun in 1986, Berkeley’s First
Source Employment Program
requires employers who have
directly or indirectly received some
assistance fromthe city to enter into
“First Source” agreements
promising to consider workers
referred to the employers through
the First Source Program from over
20 training providers and
community groups. The First
Source requirements apply for
virtually any city assistance: city
financing, city contracts, and city
permits to build for new non-
residential construction of over
7,500 square feet, with the last
requirement applying to both the
construction firm and the business
tenants. On the other hand, the
hiring is voluntary and the program
works with employers to try to find
workers who meet the employer’s
requirements. About 250 workers
are hired annually through First
Source, a sizable number for a city
of 100,000. About four-fifths are
minorities, three-fifths low income,
and one-third are hired by
employers that are not subject to
First Source agreements. The
program’s structure gives it two
groups whose interests it must
serve: the disadvantaged
jobseekers and employers seeking
workers. Without the voluntary
involvement of both groups, the
program cannot generate a
significant amount of hiring of the
disadvantaged.

“For more on the First Source
Program, see Frieda Molina, Making
Connections: A Study of Employment
Linkage Programs (Washington, DC:
Center for Community Change, 1998).

2.

Focus more economic development assistance on higher
“wage premium” jobs, which are jobs that pay wdl redive
to the skills required. Empirica studies indicate that growth
in such jobs results in greater earnings benefits for local
residents.??

Pursue economic development more aggressively if and
when local unemployment rates are high. When local
unemployment rates are high, the average unemployed
worker is more desperate for a job, and the benefit from job
growth is gresater.

Market failures.?? The productivity of loca busnesses may

be efficently increased if we can identify “market falures’ in which

inputs to business production are inefficiently provided, so that these

inputs are not optimally supplied even though such supply would

increase productivity by more than the input cost. These market

fallures may include the following:

Information on how to improve business productivity,
particularly basic information, may be insufficiently supplied
by the private market. For example, businesses may have
difficulty identifying a reliable consultant who can tell them
how best to integrate the latest computers and
telecommunications into their production process; the
available information is often unreliable and self-serving,
and evauating the clams of different “experts’ is difficult.

Research and development in business, and particularly more
fundamental R& D, may be underproduced because some
benefits of R&D accrue to other businesses that imitate
any successful breakthrough.

Business capital may be insufficiently supplied because
many regulations on capital markets inhibit loans to business
ventures with high expected returns but high risks.

The training of labor may be insufficiently provided by
businesses because of fears that trained labor will move to
another employer and, in some smal businesses, difficulties
in obtaining financing for the training investment.

12



° Land may not dways be optimaly provided to private busnesses because land use is heavily
regulated by zoning, and individua landowners may have market power to hold out against
sling a land parcd to a developer seeking to assemble many parcels for a Szable business
devel opment.

° Public infrastructure may be underprovided to businesses—and households—uwithout public
intervention, because in many cases such infrastructure would smultaneoudy provide services
to many usars, and it may be difficult to fully charge for such usage.

° Business regulations, such as environmental laws, may be inefficient in the overal level of
regulation, the flexibility of regulation in responding to specific cases, or the ease of businesses

understanding the regulations. The last area is the least controversid for reform, because it
involves no diminution of regulation’s benefits for the public.

These possible market failures only indicate that there may be benefits that exceed costs
from some different arrangement. For public policy to help, we must be able to design and implement
a government program that results in the input being more efficiently provided, through the
government providing the input or encouraging private sector provison. In some cases, it may be
impossible to set up such a program. But if such a program can be arranged, it gives the public
sector another economic development tool to increase economic efficiency, and is a codt-effective
way of assisting export-base businesses.

Other benefits and costs. In addition to employment and fiscal benefits, and benefits from
overcoming market failures, other benefits and costs of local economic development deserve
consideration. Local economic development will usualy increase local housing prices, helping
homeowners and other local landowners, but hurting renters. Local economic development may
have negative environmental effects, such as increasing ar or water pollution or solid waste problems,
loss of greenspace amenities, increasing urban sprawl, increasing traffic congestion, and negative
effects on the “character” of a place. Local economic development projects can be modified to
minimize these effects or reverse them. Development efforts that seek to integrate such environmenta
consderations into the planning of economic development policies sometimes go under the labd of

“sustainable development.”?3
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Battle Creek Unlimited®
Battle Creek Unlimited, a private,
nonprofit organization sponsored by
the city of Battle Creek, Michigan,
was set up in 1971 to help revitalize
a city economy that, during the
1960s and 1970s, lost nearly
10,000 export-based jobs. One of
the economic losses was the
closure of the Fort Custer military
base, which was phased out by
1968. The city, through BCU,
acquired over 3,000 acres of the
former base. BCU used its control
of this developable land, together
with long-term promotion of Battle
Creek to existing city businesses
and new prospects from throughout
the world, to attract over 70
companies and 7,000 jobs to what
is now the largest industrial park in
Michigan. A considerable part of
this investment is Japanese auto
suppliers. The success has led to
along-term financial base for BCU,
which is largely financed by tax
increment financing (TIF) on
increases in property values at Fort
Custer and other targeted sites.
Perhaps as important, BCU’s
success has led to long-term
political support and stable
management of BCU, which is
unusual in local economic
developmentorganizations.

> Based on James Hettinger and
Janette Burland, “Battle Creek Military
Base Conversion Process,” Economic
Development Commentary 19, number
2 (1995): 18-22. Also based on my
conversations with informed observers.

Specific Types of Economic Development Programs

This section discusses different types of economic
development programs, organized by these programs “targets’:
the types of firms (new branch plants, existing firms, small
businesses, high tech), or the types of land being developed (polluted
“brownfields,” economically distressed neighborhoods, or
downtowns).

Attraction and Incentives. A perssent god of many loca
economic development efforts is to attract a large branch plant,
paying good wages and with sizable multiplier effects on the loca
economy. This goal cannot be achieved for all American
communities during the short run. There are an estimated 1,500
magor expansons or relocations in the U.S. during a given year; an
estimated 15,000 American economic development organizations
are pursuing those 1,500 location decisons, a ten to one ratio.*

Attracting these branch plants with economic development
incentives receives the most public attention. However, attraction
involves a great deal more than incentives, and many of these
nonincentive factors may be more important. The availability of
land with appropriate infrastructure is aways a critical location
factor. Some of the most successful local economic development
organizations have based their success on their control of desrable
land (for an example, see the sidebar on Battle Creek Unlimited).

The availability of labor with appropriate skills at a
reasonable wage rate is also important. Modest variations in wages
or skills can offset the largest available incentives. For example,

the most recent data suggests that the median state and local
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incentive offered to a typica firm outside of enterprise zones, if calculated as an annua dollar
equivaent per firm employee, is equd to $218 in annua wages per worker, and the median incentive
offer indgde enterprise zones is equa to $526 in annual wages per worker. The highest incentive
offers, which in some state enterprise zones eliminate amost all state and local business taxes,
amount to $1,566 in annual wages per worker.?> This highest incentive offer could be entirdy offset
by a competing area that had no incentives, but had labor that was 79 cents per hour cheaper in
wages or had the equivadent in higher labor productivity. (A subsdy of $1,566 annudly per worker,
divided by 2,000 annua work hours, is equa to 78 cents per hour of work.)

The more intangible services of good information and problem solving for business prospects
can aso have large effects on business location decisions. Large corporations are frequently seeking
to locate a plant and get it running as quickly as possible. Providing reliable information on gites,
and helping overcome problems with permits and regulations, can help attract business prospects
by dlowing them to save time. Such information and problem-solving services are frequently offered
by loca economic development organizations. According to the 1999-2000 ICMA survey, 72 percent
of local governments offered zoning and permit assistance to attract businesses, 39 percent offered
one-stop permit issuance, and 23 percent offered “regulatory flexibility.”

Marketing efforts can aso affect business location decisons. Marketing consultants suggest
that communities develop a marketing approach that emphasizes some specid comparative advantage
of the community that is relevant to business needs?® Marketing to site consultants as well as business
prospects is aso important, because large corporations locating a new plant now use Site consultants
over 50 percent of the time?” Locd communities are actively engaged in marketing efforts, including
preparing promotional materials (82 percent of all the communities surveyed), developing a web
ste on the community’s advantages for businesses (70 percent), calling on business prospects (52
percent), media advertisng (44 percent), and direct mail (40 percent).?® Web sites have probably
become even more important since this 2000 survey, with an expectation by consultants and business

prospects that areas will have reliable and relevant information available at a loca Web ste?®
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However, great resources continue to be devoted to economic development incentives, and
these incentives do affect business locations, dbeit a a high price per job created. The nationd tota
for dl state and locd incentives for economic development is probably over $17 hillion per year.3°
About two-thirds of these incentives are financia incentives (tax incentives, loans, grants, and loan
guarantees); the other third of incentives consst of customized job training (21 percent of the incentive
package for the typical firm and state) and specia provision of infrastructure (13 percent of the
incentive package).’* The 1999-2000 ICMA survey indicated that 74 percent of loca governments
offered infrastructure improvements as an incentive, but only 36 percent offered training support
and 16 percent offered employee screening. (These training incentives tend to be state funded but
delivered by locd community colleges) An increasing and expendve trend in some locdities is the
offering of free or reduced-price land (offered by 39 percent of al locd communities), or even free
or reduced-price buildings (10 percent of al communities).

A recent trend in incentives is the increased use of “tax increment financing,” which can be
viewed as a financial incentive or infrastructure incentive. Under tax increment financing, the
increased taxes on a developed parcd of land are not put in the genera fund of the different taxing
jurisdictions, but instead are devoted to specia services related to the designated improvement
district. One common use of TIFs isto pay off bonds for infrastructure development in the TIF
digrict. One advantage of TIFs for the sponsoring local government is that typicaly the TIF digtrict
captures dl increased taxes that would have accrued to al the overlapping taxing didricts, including
school districts, the county government, and any special purpose governmenta units. TIFs have
now been authorized in 48 states®? According to the ICMA survey, 50 percent of loca communities
have used TIFs.

The available research literature suggests that economic development incentives are likely
to have modest but possibly important effects on business location decisions across state or
metropolitan aress, but at a large cost per job induced to locate in a state or metropolitan area. This
research evidence largely does not rely on direct estimates of the location effects of incentives, as

such studies are difficult because of the lack of good data over time on incentives. The relevant
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research evidence is the extensive research literature on the effects of state and loca taxes on business
location in different state or metropolitan areas. This literature has been most comprehensively
reviewed by Timothy Bartik and Michae Wasylenko.®® It suggests that a 10 percent reduction in
gate and loca business taxes will increase the long-run business activity and employment in a date
or metropolitan area, or the number of new plants choosing the state or metropolitan area, by about
2 or 3 percent. Cdculations show that this implies that creating a new job in a state or metropolitan
area requires forgoing about $7,000 annualy in business tax revenue* This calculaion accounts
for both the revenue lost from business tax reductions on the business activity that would have
occurred in the state or metropolitan area anyway, as well as revenue gained on induced business
activity.

Assuming that economic development incentives affect the targeted firms about as much as
business tax reductions affect al firms, economic development incentives should have a cost per
job created of about $7,000 per year, even dlowing for the revenue gained from new business
activity. Thisis a large cost because even though the typica job will pay much more than $7,000 per
year, the employment benefits from creating a job will typicaly be much less than what a job pays.
As mentioned before, a considerable portion of new jobs go to in-migrants, providing slight
employment benefits. In addition, the benefits to a local resdent who becomes employed presumably
are somewhat less than their wage, assuming that the individual places some vaue on their time
when they are not employed.

Incentives have much larger effects on location decisons among different communities within
a metropolitan area than on location decisions among different states or metropolitan areas. The
reason for the larger effects is tha different locations within the same metropolitan area are frequently
good subgtitutes from a business perspective, offering smilar access to labor, resources, and markets.
In contrast, different locations across states or metropolitan areas may not be as good substitutes,
having very different labor costs and costs of accessng markets and resources. As a result, a smdler
dollar amount of incentives is needed to tip the location decision among different communities

within a metropolitan area than among different metropolitan areas or states. The available research
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evidence suggests that tax or incentive differentials within a metropolitan area are likely to have
effects on location decisons so large that it is possible that a loca community, “X,” that offered
incentives could gain tax revenue on net, assuming that no other local communities responded to
the loca community’s incentive offer.® That is, if no other loca communities match community
X’s incentive offer, the local community will gain enough additional business activity that the
increased tax revenue from this business activity will more than offset the incentive costs. In the
real world, other communities will match community X’s incentives. The net result is that al
communities in the metropolitan area will offer incentives, with modest effects on the metropolitan
area’s overal business activity, at a $7,000 annual cost per job created, and with no competitive
advantage for community X. (The implications of this for organizing economic development will
be considered later.)

Are there ways to increase the cogt-effectiveness of incentives? One idea is to offer more of
the incentive up front. The available evidence suggests that the businesspersons who make location
decisons have high discount rates, 12 percent in red terms annualy.®® For the average executive
locating a new plant, seeking to go into production quickly and meet profit targets, a property tax
abatement ten years from now is close to irrdlevant; what matters is the plant’s profitability in the
short- and medium run. Upfront incentives will have greater effects in tipping the location decison.®”
Offering more incentives up front also forces local government managers to deal with the fisca
costs of incentives themselves rather than passing costs on to their successors.

If incentives are offered more up front, it becomes more important to consider what to do if
the plant subsequently relocates or closes. One option is to combine incentives with legaly binding
“clawback” agreements, under which a portion of the up front incentive will be recovered from the
company if it relocates or closes the plant, or does not meet other “performance goads.” The number
of states with clawback laws for some economic development incentives increased from 9 to 17
from 1992 to 2002, and it is generdly beieved that locd communities have dso increased their use
of clawbacks.® According to the 1999 ICMA survey, 59 percent of local governments “aways’

require a performance agreement as a condition for providing business incentives, and 30 percent
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“sometimes’ require such a performance agreement. Even with a clawback agreement, some incentive
costs may often be unrecoverable. This problem can be dealt with by shifting the incentive mix
towards training and infrastructure incentives, which will remain behind if the company is gone.
The remaining infrastructure and trained workers will help a locd area atract new business activity.

Another option is for local areas to use incentives more selectively. Local communities
should condder redtricting the use of large incentives to periods during which loca unemployment
is high. Incentives can adso be targeted on businesses likely to offer the greatest economic benefits,
such as firms that pay higher wages and are likely to hire loca workers who would otherwise not be
employed, and firms that are more likely to use loca suppliers, with consequent higher multiplier
effects. In addition, incentives can be targeted on businesses offering the lowest environmental
costs or greatest environmental benefits, such as businesses using brownfield sites or businesses
with minimal outputs of pollutants. Findly, local communities can attempt to restrict incentives to
firms for which the incentive will be decisive in tipping the location decison. The problem with
this type of targeting is that the business has much more information about its location options and
profitability than the loca community does. Unless the community engages in a large number of
these negotiations with firms, or has help from a state agency that frequently engages in such
negotiations, trying to restrict incentives to cases where the incentive will be decisive is close to
impossible. However, in some dates, large discretionary incentive programs are restricted to firms
for which the incentive is decisve, with requirements for documentation from the firm. For example,
the Michigan Economic Growth Authority (MEGA) tax credit program requires applicant firms to
present financid data to the state showing that the credit is needed for a Michigan site to be superior
to a non-Michigan ste3°

Business Retention. A focus on business retention makes sense for at least two reasons.
Fird, the decisons of existing local businesses about expansion, contraction, or closing can have
huge effects on a loca economy’s export base. During a typical one year period, about one-tenth of
all manufacturing jobs are destroyed by plant contractions and closings, and about one-tenth of

totd manufacturing employment is added by plant openings and expansons*® Of the jobs added by
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plant openings and expansions during a one year period, about 85 percent are due to existing firms
expanding. Many of these plant expansions and contractions are large: dmost three-fifths of the
jobs created in manufacturing by expansions during a typica one year period are due to a business
edtablishment that is increasing its employment by 25 percent or more; about two-thirds of the jobs
destroyed in manufacturing by plants closing or contracting are due to a business establishment that
is decreasing its employment by 25 percent or more#! Because much of employment change is due
to large expanson and contraction decisons, it may be feasible to have significant effects on local
employment by affecting a modest number of decisions by loca businesses.

Second, loca businesses are tied to the loca area by the advantages of using their customary
local labor force, loca suppliers, and other local ingtitutions. Attraction programs run the risk of
wasting economic development resources on firms for which the local area has no chance, whereas
this is rarely true in retention programs. Because existing firms, compared to attracted firms, use
more loca suppliers and know better how to hire locdly, an output increase by alocd firm, compared
to an equal-sized output increase of an attracted firm, is likely to have larger multiplier effects on
the loca economy, more employment benefits for loca resdents, and more favorable fisca benefits
because of lower in-migration.

Retention programs involve getting information on the needs of loca businesses, and then
encouraging government actions to better meet those needs and increase local benefits. Retention
programs vary in the degree of government activism, ranging from rdaively low government activiam
in business visitation and surveying programs, somewhat larger government activism in
manufacturing or business extenson programs, and a larger drategic role for government in working
with business clusters and networks. All three of these gpproaches can be pursued smultaneoudy,
and often overlap with each other in practice.

Business viditation and surveying programs gather information from businesses usng mall
surveys, visits conducted by trained volunteers, visits conducted by permanent paid economic
development dtaff, or some combination of al three#? Programs frequently are run in a high profile

way, because publicity can give aloca community a more business friendly image. The surveys
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and visits may include al local businesses or target some sector of particular interest, such as
businesses above a particular size threshold, export-based businesses, or businesses in some industry
“cluster” (see below for more on clusters). Visits and surveys typically focus on a broad range of
issues, such as the loca business climate, the quality or availability of local labor, the businesdls
need for help with exporting or government procurement, financing problems, and loca regulations.
Effective and timely follow-up to business vistation and surveying is essentia for such programs
to have more than a short term P.R. effect on local economic development. Local economic
development staff must seek to address the individua problems of specific businesses, and must
use the information to identify loca policies that might need to be reconsidered. Business vigtation
and surveying programs are common: according to the 1999-2000 ICMA survey, 74 percent of the
chief administrative officers of local governments said they had loca government representatives
cal on loca business in order to improve business retention, 60 percent said they surveyed local
businesses to improve business retention, and 22 percent offered an “ombudsmen” program to
retain local businesses by helping overcome problems with loca government regulations or other
issues.

Business extension services and manufacturing extenson services provide low-cost genera
consulting advice, and some longer-term consulting advice, mostly to small- and medium-sized
enterprises, adong with some referrals to private consulting firms. The advice provided includes a
wide range of business issues, such as technology improvement, workforce development,
management improvement, and marketing planning. As mentioned above, there may be some market
falures in private information markets because it is difficult for businesses that lack information to
find consultants they know they can trust. Extension services can play the role of both a trusted
advisor and an honest broker to private consulting services. The market failure in information
services is most acute for small- and medium-sized enterprises, which may be behind in adopting
new technology or management and training workers to use it.

Extension services tend to be offered by regionwide or statewide ingtitutions. The level of

daff expertise required for such indtitutions is beyond what a smal loca community can acquire on
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Industrial Resource Centers®
Begun in 1988 by the state of
Pennsylvania, the Industrial
Resource Center organization now
consists of seven regional centers.
Each center provides small- and
medium-sized manufacturers with
advice from the center itself, or third
party referrals by the center, on a
wide variety of issues, including
human resources, business
managment and business systems,
product quality, process improve-
ments, and market development.
Eighty-six percent of the assisted
manufacturers have fewer than 250
employees. Half of the “inter-
ventions” with firms require less
than eight hours of time of IRC staff,
while one-quarter require more than
40 hours of time of IRC staff. More
IRC staff time is required when the
firm’s problem cannot be readily
addressed by private consultants or
other third parties. Sixty percent of
IRC interventions involve third
parties, typically consultants, but
also other state and local economic
development organizations, univer-
sities, and community colleges.
The seven IRCs together have over
1,000 “engagements” per year.
Some of these involve services
given to more than one firm at a
time, for example, training sessions
on ISO 9000 standards. The IRC
program receives funding from the
state government, the federal
government through the
Manufacturing Extension Partner-
ship program, and client fees.

5This description is based on Eric
Oldsman and Jack Russell, “The
Industrial Resource Center Program:
Assessing the Record and Charting the
Future,” (unpublished report prepared
for state of Pennsylvania, 1999).

its own. Extension services are sometimes funded by state
governments and, since 1989, have been funded by the
Manufacturing Extension Partnership (MEP) of the National
Ingtitute for Standards and Technology (NIST). Extension services
typicdly aso receive support from business user fees, which provide
a “market tes” of these services usefulness.

Evauations suggest that manufacturing extension services
are effective in improving business productivity. Some studies have
surveyed business clients of these services, asking how the
assgtance affected the firm. About 64 percent of surveyed business
clients of extension services funded by MEP reported that the
assistance had led to productivity improvements*® The average
business client reported that this assstance led to sdles increases of
$143,000 and cost savings of $50,000.# In addition, severd well-
designed studies have evauated manufacturing extenson services
by comparing the performance of assisted businesses to similar
unassisted businesses*> For example, a study of the seven regiond
Industrial Resource Centers funded by the state of Pennsylvania
estimates that the IRC services increased the annual productivity
growth of assisted firms by 3.6 percent to 5.0 percent, compared to
unassisted firms#¢

The design of business extension services may affect the
types of economic development benefits they can deliver. Some
services may emphasize productivity improvements by improving
technology and management, which may reduce employment at
assigted firms. For example, the study of IRC suggests that assisted

firms output was increased by 1.9 to 4.1 percent annualy by the
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program. Because this effect is less than the labor productivity
increase, this implies that the program reduces employment at
assisted firms compared to what it otherwise would be. This
implication may be mideading because the sudy does not account
for any IRC effects on the surviva or relocation of assgted firms; if
some of these firms would have otherwise gone out of business or
left the state, then the overall effects of IRC on Pennsylvania
employment in assisted firms may be positive. In addition, the
increase in output in asssted firms will have multiplier effects on
the local economy, increasing employment in local suppliers and
retailers*” However, productivity improvement at asssted firms may
reduce somewhat the benefits of IRC-type programs for the
unemployed. The case for such productivity-focused programs may
have to rly more on their fisca benefits (postive according to the
IRC evaluation) and wage increases due to these productivity
improvements.

Other designs for business extension services may provide
more employment benefits for the local unemployed. Some
extension services combine advice to existing loca businesses on
management and technology issues with efforts to link these
businesses with the local unemployed. For example, the WIRE-
Net program on the west side of Cleveland provides area
manufacturers a package of assistance that includes help with
technology and management, but also with access to a*job candidate
bank” of locd resdents qudified for entry-level jobs.

“Clusters’ and “networks’ are both currently “hot” terms

in local economic development policy.*® The more recent
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WIRE-Net’
WIRE-Net (Westside Industrial
Retention and Expansion
Network) was started in 1988 by
four Cleveland community
developmentcorporations (CDCs)
to improve the retention of
manufacturing businesses,
especially manufacturers with
fewer than 100 employees, on
Cleveland’s westside, and to
increase the employment of
neighborhood residents in these
jobs. WIRE-Net's services target
the 300 Westside manufacturers
that together employ over 10,000
workers. These services include:
consulting help and referrals on
business management; helping
manufacturers find new sites in
the neighborhood; and lobbying
the city forimproved infrastructure
and services. WIRE-Net has a
“Hire Locally” program to help
firms find qualified local residents
for job vacancies. WIRE-Net also
runs a Precision Machining
Training program to help local
residents meet the skill needs of
local manufacturers. During a
typical year, WIRE-Net assists
about 1 in 20 of the area’s
manufacturers, that together
employ about 1in 12 of the area’s
manufacturing employees. Its job
placement/training programs are
associated with job placements
each year that comprise one
percent of the area’s
manufacturing employment.
According to the WIRE-Net staff
and area firms, WIRE-Net’'s most
significant programs in
encouraging job retention are its
efforts to help manufacturers find
and get approval for new sites in
the neighborhood, and its Hire
Locally program. Funding for
WIRE-Net is provided by the city
of Cleveland, the state of Ohio,
federal agencies, Cleveland
foundations, charitable donations,
and membership fees from 150
Westside manufacturers.

"This description is largely based
on Neil Mayer, Saving and Creating
Good Jobs: A Study of Industrial
Retention and Expansion Programs
(Washington, DC: Center for
Community Change, 1998). It was
updated based on the WIRE-Net web
site atwww.wire-net.org.



terminology, “clusters” refers to the notion that local areas may specidize in a particular industry or
related industries, and the business suppliers to these industries. The distinguishing feature of a
cluster is that there are extensive flows of workers, and information about technology and other
business issues, across the firms in a cluster, and this both provides an incentive for these firms to
cluster, as well as some common interests of these firms in the quality of specific types of loca
labor and specific sources of locd information. A variety of consulting firms will help loca economic
development organizations to identify loca clusters and their characteristics. The somewhat older
term, “network,” refers to forma arrangements between firms in a loca economy to cooperate in
some endeavor of mutual benefit, such as firms in the same industry cooperating in sponsoring a
training program at a loca community college, or cooperative efforts by microenterprises to share
marketing or shipping expenses. Both the “cluster” and “network” terms are closely related to a
much older concept in regional economics, that of “agglomeration economies’ due to “locaization
effects” Regional economic analysis has traditionaly theorized that the enormous speciaization
of industries that we observe—from autos in Detroit to software in Silicon Valley—must occur
because the concentration of many firms in the same industry in the same local economy offers
enormous cost advantages. These cost advantages are believed to result from better access to more
specidized sKkilled labor, more peciaized suppliers, and more speciaized information about industry
innovations.

Clugters occur on their own: is there anything locd policymakers can do to improve on what
happens naturaly? The argument by advocates for “cluster policy” is that thinking in terms of
clusters can lead local economic development organizations to severa policy interventions that
may help the local economy. First, and by far the most important, is that once a local economic
development organization has understood a local cluster, it can work with this cluster and local
educational and training organizations to improve the availability of “medium-skilled” labor for
this clugter. The availability of specidized medium-skilled labor is one of the most important reasons
for clusters to occur, and limits on this availability is an important constraint on the growth and

development of a cluster.*® Very low-skilled labor is available in most locations, and high-skilled
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labor is mobile, but medium-skilled labor is often both scarce and
less mobile. Government  has traditionaly played a role in providing
education and training, in part because firms underinvest in training
due to fears that other employers may “sted” their trained workers,
and in part because there are economies of scale in providing
training. But this publicly supported education and training is
sometimes not aimed at the skills in demand by local employers,
including loca employers in clusters. One way to deal with this
problem is to get a cluster’'s employers into closer communication
with local education and training institutions to ensure that the
relevant skills are well taught. An improved local training program
to support a cluster can try to increase the employment benefits of
the cluster by targeting some of the training dots on persons who
are more difficult to employ. Such targeting must be accompanied
by rigorous enough standards that training graduates are in fact
qudified, or the program will lose the confidence of employers.

Second, sometimes clusters may considerably improve their
competitiveness because of public investments in local research
inditutions. For example, an industry cluster may benefit if a center
of excdllence in research related to that industry is created at a loca
public university.

Third, in some cases a cluster may benefit from formal
networking arrangements, which may be facilitated by local
economic development organizations. In addition to advocating for
improved training programs and local research support, such
networks may cooperate in working on marketing, tax, and
regulatory issues.
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Mine Maintenance Training
Programs®

Since the late 1980s, Great Basin
College has run a cooperative
education/training program with a
cluster of gold mining companies
innortheastern Nevada. Thisarea
of Nevada is the third largest gold
producing area of the world. The
industry has often been short of
skilled workers in diesel
technology, industrial plant
technology, electrical technology,
and welding. Under the program,
the Manpower Training
Cooperative (a nonprofit coordin-
ating body of area mining
companies) provides scholarships
to prospective employees,
typically high school seniors.
Students work full time for a
summer at one of the participating
companies, and then get a
scholarship to Great Basin College
to take an intensive year-long
course of study that gets them an
associates’ degree within one
year, and skills in a mining-related
area. This design gets students
into the workplace in less time than
was previously the case, and
responds to the desire of the
mining industry cluster to reduce
the length of training. Program
instructors have mining-related
backgrounds, and industry
committees advise on course
design. The mining industry
cluster has also donated mining-
related equipment to the college
to help support the program.
During a typical year, 85 percent
of program graduates get a
program-related job. Surveys of
cluster firms report high
satisfaction with the skills of
program graduates.

8This description is based on a
case study of the program, available
at the web site of Regional Technology
Strategies, Inc. at http://
www.rtsinc.org/benchmark/profiles/
profilel6.php4.



Findly, it has been argued that in some cases local economic development organizations
may encourage the formation of new clusters through their various economic development programs,
including attraction and new firm creation programs* For example, perhaps a current industry
cluster is declining, and there is no feasible policy to arrest this decline. A loca economic development
organization may encourage new branch plants and new sart-ups that use the types of workers and
managers left behind by the old cluster, and this process may eventudly lead to a new clugter.

The chdlenge to dugter palicy is to minimize the downsde risk of being wrong. It is difficult
to predict the longer term future of a loca economy’s clusters. Perhaps a particular loca clugter is
doomed, and investments in loca training programs and research infrastructure that are too specidized
to that cluster will be wasted. Perhaps the potentia new cluster that the local economic development
organizetion is trying to create will not be viable. Cluster investments should idedlly be designed so
that these investments can be adapted to the future needs of the loca economy, even if the targeted
cluster does not develop as expected.

New business development. An economic development srategy that emphasizes new smdl
businesses has been rationalized by the belief that entrepreneurship creates a large proportion of
new jobs. Although some such datistics have been exaggerated®™, it is true that during a typica one-
year period, new firms with less than 20 employees create jobs that are dightly less than 2 percent of
exising employment>2 But will increases in small business start-ups expand the local economy?
Small businesses disproportionately sell locally. In many cases, the sales of new smal businesses
reduce sdes of other loca businesses, with little net effect on the sze of the locd economy. Even if
the new small business sdls locdly, it may still expand the local economy if these sades replace
“imports” The new smal businesses may aso expand the loca economy by hiring persons who are
hard to employ; this is one rationde for aid to new minority businesses, which may be more likely
to hire nonemployed minorities. Support for new small businesses may dso be rationdized as human
capital development. Helping individuals become entrepreneurs develops a type of human skill.
Becoming an entrepreneur sometimes does not increase a person’s income,* but may offer non-

pecuniary benefits. This non-pecuniary benefit may justify some programs to develop new small
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businesses, athough if the loca economy does not expand as a result, perhaps these programs
should be paid for by successful entrepreneurs rather than the general public. For entrepreneurs
from disadvantaged groups, public support may be justified to increase socia equity.

Programs for new smal businesses include entrepreneurship training, smal business advice,
business incubators, and capital market programs. Entrepreneurship training programs provide
training in developing business, marketing and financing plans. This training is often aimed at
disadvantaged groups, such as the unemployed, women, and minorities. Rigorous evauations suggest
that these programs increase business start-ups. One study examined the effects of entrepreneurship
training for persons receiving unemployment benefits. Recipients of unemployment benefits were
invited to orientations explaining the entrepreneurship training program.>* The 4 percent of Ul
recipients who expressed interest in such training were then randomly assigned to a trestment group
that received training and a control group that did not. Sixty percent of the treatment group ended up
with some self-employment experience, compared to 44 percent of the control group. Because the
treatment group and control group should be the same on average, we can be confident that, except
for random noise, the 16 percent differentia in self-employment experience is due to the program.
Note that a program manager who claimed credit for al business activity associated with higher
program would claim credit for the 60 percent of the trestment group that entered self-employment,
even though three-fourths of these entrepreneurs would have started up a business anyway. Note
also that nothing in this evaluation tells us whether these additional entrepreneurs boosted their
loca economies by expanding exports or substituting for imports.

Smadll business advice is most prominently provided in the United States by Smal Business
Development Centers. These over 1,000 centers and subcenters are financially supported by the
federd Smdl Business Adminigtration ($88 miillion in fiscd year 2002, about hdf of SBDC funding),
with the other haf of funding from state and local sources>® SBDCs provide counseling to small
businesses on business development issues, as well as training in start-up and operation. Around a
quarter million businesses or persons annually receive individua counseling from SBDCs (three-

fourths of counseling participants are existing businesses, the other one-fourth hope to start a
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business), and about one-third of a million persons receive business training (70 percent of these do
not operate a business, and the other 30 percent already own a business).*® Studies suggest that
SBDCs adviceisussful.5” These sudies rely on surveys asking clients the impact of SBDC assistance.
Even if SBDCs help their clients, further information is needed to see if SBDCs boost the local
economy by reducing local imports, increasing local exports, or hiring difficult-to-employ labor.
Local governments can affect SBDC operation by providing funding and encouraging targets or
services that provide greater socia benefits to the loca area.

Business incubators provide start-up firms with cheap space, shared office support, and
business development advice. There were an estimated 950 business incubators in the United States
as of 2002, compared to only 12 in 1980.5¢ Eighty-five percent of incubators are nonprofit, whereas
15 percent are for-profit, with the nonprofit incubators providing more intense services®® Most non-
profit incubators require continued operating subsidies. Forty percent of incubators focus on
technology-oriented businesses, 30 percent are mixed-use, and the remainder have other areas of
focus.5® Evaluations suggest incubator assistance helps their clients. About two-thirds of incubator
clients said that the incubator assistance was “important” or “very important” to their business
success; finding non-incubator firms whose performance can be compared to incubator firms has
been difficults® Even if incubators help their tenants, does this boost the local economy? Or do
incubators reduce employment in non-incubator firms?

Capita market programs can increase the supply of capital to new small businesses using
several methods. Direct loans to small businesses from loca revolving loan funds (RLFS), created
with public subsidy, are the most prevaent and growing method. The RLF industry has an estimated
$8 billion in assets®? Many RLFs were originaly capitalized with grants from federal agencies,
such as the Economic Development Administration or the Department of Housing and Urban
Development, but increasingly RLFs receive investments from state governments and banks.
Sometimes new nonprofit or for-profit organizations are created to provide capita to new small
businesses. For example, business development financia ingtitutions (BDFIs) provide loans or

investment in new small business, and are supported with deposits or investments from foundations
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or the government, with the investors/depositors in BDFIs willing to accept below-market rates of
return.®® Capita can aso be provided to new small businesses by guarantees or subsidies to encourage
private for-profit financial institutions to expand their financing of small businesses. The most
long-standing example of this gpproach is the United States Smadl Business Adminigtration’s (SBA)
program to guarantee loans made by financia ingtitutions to small businesses. A more recent and
growing approach is Capital Access Programs, under which 20 states and two city governments
now subsidize a “loan loss reserve’ for banks lending to businesses with above-norma risk.6* Capital
market programs dso differ in the type of financing provided. Most programs seek to expand loans,
but some programs have expanded the availability of venture capital and other forms of equity
capital. For example, one report did 23 case studies of attempts to use public subsidies to expand
venture capitd into rurd areas®> These programs sometimes are publicly funded and managed, and
other times put public funds into privately managed venture capital organizations.

As with other small business programs, one issue in capital market programs is whether
increased activity by assisted businesses reduces the activity of other local businesses. Another
important issue is whether these capital market programs are able to provide financing to projects
that are too risky to receive norma private market financing, but not so risky as to outweigh the
socid benefits from a larger loca economy or greater opportunities for entrepreneurship.®  Identifying
such business projects requires skill in acquiring information in individual businesses cases and
making sound judgments. Even when the government staff running such programs has relevant
prior experience and skills, political pressures make it difficult to appropriately manage capital
market programs. Political pressures can lead governments to avoid dl risk (who wants to take the
politica heat for aloss?), which is inappropriate because non-risky loans can be made by the private
sector. Political pressures can also result in financing businesses with political clout. Setting up
independent financial entities, or subsidizing private sector financing, reduces these political
problems. But these approaches face a challenge in getting the incentives right, so that these
independent entities will use their subsidies to make the right kind of loan or investment, with

above-market risks justified by the socia benefits. Subsidies and guarantees for financing can be
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Capital Access Programs®
Since the first Capital Access
Program (CAP) was begun by the
state of Michigan in 1986, CAPs
have spread to 20 states and two
cities. A CAP program is designed
to encourage banks to make
business loans that are too risky
to make under normal bank
lending rules, but not excessively
risky. Under a CAP, banks that
make business loans under the
program contribute 3% to 7% of
the value of the loan, usually
charged as points to the business
borrower, into a bank-specific loan
loss reserve fund that can only be
used to cover losses from the
bank’'s CAP loans, and the
government contributes a
matching percentage to the bank’s
CAP loss reserve fund. In a
competitive banking market, banks
are unable to put normally
bankable business borrowers into
the program, as these borrowers
can go to other banks that will not
charge the extra points. But banks
are liable for losses on their CAP
loans that exceed the bank’s loan
loss reserve fund, so banks will not
want to make loans with an
expected loss rate greater than 6
to 14 percent. Unlike government
loan guarantees, banks under a
CAP program are liable for
excessive losses, whereas the
government’s exposure is limited
to its reserve fund contributions.
Banks through CAPs are making
over $200 million inloans per year.
The cumulative loan losses on
CAP are 3.7 percent of cumulative
loan volume, indicating that CAP
is inducing banks to make
business loans of higher risk, but
not above the program’s targeted
risk range. Public contributions to
CAPs are only 4.3 percent of
cumulative loan volume,
suggesting that each government
dollar is leveraging $23 of
additional business loans.

“The statistics and description of
CAPs given here are largely based on
Alan Berube, “Capital Access Programs:
A Summary of Nationwide
Performance,” January 2001 report,
U.S. Department of the Treasury.

used by private organizations to transfer the costs of their bad
judgments to the public. Perhaps the most successful approach to
getting the incentives right has been that of Capita Access Programs,
because these programs subsidize risk-taking, but only to a limited
degree.

There is no rigorous evauation of capita market programs
because it is difficult to identify companies that don’t receive
financing that are comparable to businesses that do receive financing.
The financing process is intended to select businesses that have
better chances to succeed, and this selection uses information
unavailable to the researcher and is therefore impossible to use in
matching financed businesses with a contral group. Some evauation
results are positive. SBA loan guarantees go to firms that grow faster
than similar-looking firms that do not receive such guarantees®’
Revolving loan funds (RLFs) have a default rate of 5 to 15 percent,
which suggedts that the industry serves firms that would be unlikely
to receive bank financing.6® On the other hand, athough counties
with higher growth of RLFs have faster employment growth than
counties with dower RLF growth, the magnitude of the effects imply
that less than one in ten RLF loans encourage new business activity
in the county.® Case studies of BDFIs suggest that these
organizations may promote modest employment growth in depressed
communities.” Data on Capita Access Programs suggest that these
programs provide financing that is above norma market risk, but
not excessively risky.

High technology development.”™ High technology industry

can be defined many ways, but is usudly defined as industries, both
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manufacturing and nonmanufacturing, that produce goods or services or use production processes
that involve intensve use of new scientific and technica knowledge.”? Many loca governments are
interested in high tech development. Although only one-fifth of loca government administrators
surveyed reported that the local area had attracted a lot of high tech in the past, over hdf sad that
high tech was an area they were focusing on and wanted to attract more of in the future.”

A focus on high technology makes some sense because it is expected to be a high growth
area. According to the U.S. Bureau of Labor Statistics, future high tech employment growth is
expected to be over 50 percent greater than average employment growth for al industries, and high
tech output growth is expected to be over twice the al-industry average.™ If we include jobs created
in supplier industries when high tech expands, the growth of high tech industries is expected to
generate a little more than one-quarter of net new jobs in the U.S. economy. High tech industries
also pay more than the al-industry average, although they also have higher requirements for
educational credentials. Finally, many high tech firms have fewer environmenta pollution issues
than many non-high-tech manufacturing firms.

What can local economic development programs do if they wish to encourage high tech
development? All the economic development programs in this chapter can be used. Recruitment
programs can be targeted at high tech industries. Over 130 research parks exist in the United States.”
Much extension service advice is technology-related and useful to small high tech firms. Many
“clugters’ are high tech. Policies to foster new business growth can focus on high tech businesses,
for example, 40 percent of business incubators have a high tech focus.”®

So what, if anything, differentiates high tech development from general economic
development efforts? The differentiation is the distinct needs of high tech industries due to their
reliance on sgnificant inputs of knowledge. High tech growth depends more on having access to
the knowledge produced in universities. In addition, high tech growth depends more on being able
to hire and keep personnel who have advanced skills. High tech industries will be more sengtive to
the quality of locd universties, both as providers of knowledge and educators of very high skilled

workers. High tech industries may also be more senstive to the local quality of life, so that very
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high skilled workers from elsewhere can be hired.”” High tech industries aso have some specia
infrastructure needs, such as broadband telecommunications. Finally, high tech goods or services
frequently require a longer development time than non-high-tech goods or services, so high tech
development requires some ability to generate equity capital or other “patient capita.”

Many of these sources of high tech growth require expensive investments that go beyond
what most locad governments can do on their own. What can locd governments do to play arole in
promoting high tech development? Firdt, loca governments can encourage a redligtic andysis to see
if the loca area has any compardtive advantage in high tech clusters, as shown by the performance
of current loca firms in those clusters, as a basis for future developments. Not every loca area
needs to be imitating Silicon Valey or doing biotechnology, and most loca areas that try will fail.

Second, loca governments can encourage the state government to develop research centers
a loca universties that are consstent with local high tech clusters. These university centers should
go beyond basic research to support technology transfer to loca industries.

Third, local governments should try to improve amenities that are relevant to high tech
personnd. For example, high tech personnd may be attracted to a loca area if loca high schools
have a math and science center for academicdly taented students.

Fourth, local governments should work with loca universities and other inditutions to attract
venture capital to the locad area. Such efforts might include lobbying for state funding to provide
equity investments in the locd area's cluster, or setting up programs to link loca high tech ventures
with wedlthy locd investors.

Fifth, in rura areas, local governments should try to aggregate the broadband demands of
local usersin order to attract broadband investment by telecommunication companies. The dternative
of direct public investment in such infrastructure is expensive and risky, given rapidly changing
telecommunications technology.

Findly, locd efforts to promote high tech should be accompanied by locd training programs

for entry level jobs in high tech industries and their suppliers. High tech industries will employ
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many in-migrants or highly-educated loca resdents. Specid efforts
to target entry level jobs on local residents who need jobs the most
will broaden high tech’s employment benefits.

Few evduations have been done of high tech strategies for
local economic development. One evaluation of the Ben Franklin
Technology Partners (BFTP), a system of regional centers in
Pennsylvania, indicated that the BFTP s investments in gart-up firms
sgnificantly increased their employment growth relative to smilar
firms without such investments by five employees per year.”® A case
study from San Diego presents evidence from interviews that San
Diego's high tech development efforts may have contributed to the
city’s success in adding over 40,000 high tech jobs in the 1990s.7°
In both the BFTP case and San Diego's case, the high tech strategy
was comprehensive, including university research, technology
transfer, business advice to start-up companies, and efforts to
increase venture capital availability. It is plausible that
comprehengve high tech drategies are more effective than a single
program.

Special types of land. Some loca economic development

policies target the development of specific types of land, such as.

e “brownfields’ (idle or underused industrial/commercia property
with red or perceived environmenta contamination problems);

e economically distressed neighborhoods, which are most
frequently targeted for redevelopment today by “enterprise zone’
programs that provide tax incentives or specid services, and

® downtowns.

One raionde for such programs is that they can increase the effective

supply of land for business development if they redevelop land that
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Ben Franklin Technology
Partners®
Created by the state of
Pennsylvania in 1982, the Ben
Franklin Technology Partners
(BFTP) program has used state
funds to promote the creation of
high-tech jobs in Pennsylvania.
The state funds are distributed
through four regional centers (or
“Partners”). The BFTP provides:

* financing for R&D for high tech
companies;

* business advice and technical
advice and referrals for these
same companies; and

* funding for regional technology
infrastructure, such as centers
of excellence in technology-re-
lated research at universities,
venture capital funds and other
financing vehicles, and busi-
ness incubators and research
parks.

Two-thirds of the firms receiving
financing have 20 or fewer
employees. Assistance is
provided to a wide range of
industries, not only high tech
manufacturing, but also high tech
services such as software.

“This descriptionis largely based
on Nexus Associates, “A Record of
Achievement: The Economic Impact
of the Ben Franklin Partnership,”
October 1999 report to state of
Pennsylvania.



San Diego’s High Technology
Policies®

Despite defense cutbacks in the
late 1980s and early 1990s, San
Diego experienced rapid growth of
high tech employment in the
1990s, particularly in small start-
up firms, and particularly in the
biotech, pharmaceutical, and
communications industries. This
high tech growth may be due to
local leadership that helped create
a variety of regional services to
promote high tech. This leadership
came from the University of
California San Diego, and local
governments, foundations,
economic developers, and CEOs.
Among the important events were
UCSD'’s attraction of well-known
professors in science and
technology, and funding of several
research centers. UCSD
sponsored CONNECT, a fee-
based university extension
program which promoted
networking activities for the high
tech sector, including seminars for
businesses on start-up skills,
management, and marketing, and
opportunities for high tech
entrepreneurs to present business
plansto venture capitalists or other
investors. Other regional services
to promote high tech include the
San Diego Chapter of the MIT
Enterprise Forum, which offered
additional seminars and
networking opportunities. In
addition, the San Diego area has
an entrepreneurial training
program at San Diego State
University, technical training
programs for workers and an
incubator at San Diego City
College, a state-sponsored
regional technology program
which provides high-tech
businesses with referrals to
service providers and financing
sources, and a local
manufacturing extension center.

"This sidebar is largely based on
Innovation Associates, Developing
High-Technology Communities: San
Diego, April 2000 report prepared for
U.S. Small Business Administration.

would otherwise be vacant. According to the 1999-2000 ICMA
survey, problems with land availability were a barrier to economic
development in 57 percent of local jurisdictions. In addition, the
problems with these types of land may have negative effects on
surrounding neighborhoods or throughout the locad area. Brownfield
contamination may spread to other areas and distressed
neighborhoods may increase crime. For al of these types of land,
development problems may spread deterioration into surrounding
neighborhoods and create public relations problems for the entire
local area. Redevelopment of such land may happen through
residential redevelopment as well as business redevel opment, but
business redevelopment often is a good option.

Brownfields are defined as “contaminated industrial/
commercial property that is abandoned, underutilized, or idle.”°
Brownfield sites are distinct from the relatively few “Superfund”
sites for which the U.S. Environmental Protection Agency takes
charge of cleanup; brownfields usually have lower levels of
contamination than Superfund sites. The United States has an
estimated 400,000 brownfield sites that have sufficient
environmental contamination to potentialy trigger cleanup action
based on environmentd lawvs® Brownfields face sgnificant barriers
to development. Under environmental law, without special
agreements by environmental agencies, the land owners are
potentially liable for the costs of cleaning up any contamination
that might be discovered. This creates uncertainty about future costs
for an entity that might otherwise be interested in redeveloping the

gte. This uncertainty about future costs increases further because,
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for many gtes, the types and scope of environmenta contamination may be only imperfectly known.
In addition to cleanup costs, many brownfields have problems due to aging infrastructure or
neighborhood deterioration. According to a 1999 U.S. Conference of Mayors survey of 231 cities,
the mogt frequently mentioned barriers to development of brownfields were lack of cleanup funds
(mentioned by 90 percent of the cities), liability issues (71 percent), and the need for environmenta
assessment of the brownfields (60 percent).2

Given the cleanup codts, and the requirements of environmental law, the redevelopment of
brownfield sites cannot be accomplished by the local government working alone with private
developers, without any federal or state involvement. However, local government can serve as a
catalys for redevelopment by focusing the attention and resources of the relevant parties. The locd
government can identify which brownfield Stes to target first for redevelopment, with a site ranked
as a higher priority if it is eeder to redevelop or its redevelopment offers greater spillover benefits.
The local government can encourage state and federa agencies to provide financia support for
cleanup and redevelopment, as well as assurances that if cleanup is done, some exemptions from
future ligbility will be provided to the property’s owners. The local government can negotiate with
state and federal agencies to set appropriate cleanup standards that balance protection of public
hedlth against keeping costs reasonable. These cleanup standards and costs can be appropriately
scaed back if the local government and landowner agree to “indtitutional controls,” such as zoning
and deed restrictions, that ensure that future uses of the land can tolerate higher remaining
contamination levels without threatening public health. Almogt al states have “voluntary cleanup
programs,” which is a forma process under which landowners and the loca government can come
to a formd agreement with state agencies that limits liability and sets cleanup sandards. Only some
states have a “memorandum of agreement” with the U.S. EPA under which the state can offer
assurances related to federa environmental law.

Distressed neighborhoods have long been targeted for redevelopment by government
programs, including “Urban Renewd” in the 1940s and 1950s, “Model Cities’ during the War on

Poverty, and Community Development Block Grants initiated during President Nixon's “New
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Dallas Brownfields Program??
Begun in 1995 with a grant from
the U.S. Environmental Protection
Agency, the Dallas Brownfields
Program has promoted redevelop-
ment of Dallas’s brownfields by
providing information and educa-
tion, linking property owners with
groups that can provide assist-
ance, and ensuring a clear
process for successfully redevel-
oping brownfields. The key activity
of the DBP is the Dallas Brown-
fields Forum, a group of over 200
members which meets every two
months, with involvement from
developers, property owners,
consultants, bankers, community
residents, environmental agen-
cies, and other public agencies.
The Forum provides information to
participants, discusses specific
projects, helps resolve project-
specific problems, and considers
policy changes. The DBP also
provides property owners with a
free environmental site assess-
ment, help in dealing with
environmental agencies, and
information on available economic
development programs. Finally,
the DBP developed a formal
written agreement with the Texas
state environmental agency out-
lining how property owners can be
relieved of liability if they agree to
a voluntary cleanup. DBP has
been involved with the redevel-
opment of 24 sites, with over $800
million in public and private
investment. The Dallas Brown-
fields Program has been identified
as a “Brownfields Showcase
Community” by the U.S. Environ-
mental Protection Agency.

“This sidebar is based on several
documents, including “Dallas
Brownfields Program Spurs
Neighborhood Revitalization,” Office of
Policy Development and Research,
U.S. Department of Housing and
Urban Development, available at
www.hud-user.org/periodicals/
fieldworks/0402/fworks2.html, and the
description of Dallas’s program in
Brownfields Redevelopment
(Washington, DC: International City/
County Management Association,
2001): p. 221; and Seth Kirshenberg
and Charles Bartsch, “Brownfields:
Options and  Opportunities”
(Washington, DC: International City/
County Management Association,
1997): 20-21.

Federalism” (which ill persist). “Enterprise zones’ is a generic
name for an approach to revitalizing distressed neighborhoods or
other small spatial areas that emphasizes encouraging business
development using tax or financial incentives or specia public
services. Thirty-six states have designated over 2800 “enterprise
zones’ (or some smilar name), dthough 2,083 of these zones were
in Arkansas and Louisiana, and another 227 in Ohio, with the
remaining 500 zones in the other 33 states®® In addition, since 1994,
the federd government has designated 193 “Empowerment zones,
enterprise communities, and renewal communities,” with the
incentives varying over time and for different types of zones.®*
Enterprise zone incentives typicaly include tax bresks for businesses
investing in the zone or locating in the zone and hiring zone
residents. Enterprise zones often include some enhancement of
public services or infrastructure, such as road improvements or
enhanced police protection, or some staff devoted to zone
development. Sometimes, enterprise zones offer tax breeks for zone
residents.

One issue with “enterprise zones’ is whether the incentives
and specia public services will be of sufficient size to overcome
the severity of many enterprise zones problems, such as problems
with crime, infragtructure, and the resdents job skills. Another issue
with “enterprise zones’ is whether zone residents benefit. Most
Americans don't live and work in the same neighborhood, so it is
not obvious that any jobs created will go to neighborhood residents.

Even if the jobs go to neighborhood residents, will they go to
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neighborhood residents who were difficult to employ, or loca residents who were aready employed?
In addition, if the zone succeeds in increasing loca property vaues, athough property tax revenues
will increase and neighborhood homeowners and other landowners will benefit, some neighborhood
renters may be displaced.

Some evauations of enterprise zones have reached negative conclusions. Severa studies
have compared the growth of business activity in zip codes including state-designated enterprise
zones to otherwise similar zip codes without enterprise zones, and have found little evidence of
positive effects of zones on overal business activity.® Another study finds no evidence that state-
designated zones with high levels of incentives outperform zones with low levels of incentives®®
This same study aso found that only 10 percent of the typica zon€'s workers held jobs in the zone,
and that only one-fourth of jobs in the typical zone were held by zone resdents, which suggests that
it is difficult to target the benefits from new zone jobs on zone resdents. All of these studies are
looking at current state zone programs. It is possible that newer state enterprise zones with larger
incentives or sarvices, or the federa versons of enterprise zones, will prove to have larger benefits®”

One issue with downtown development is whether it is really economic development. Will
any jobs gained by successful downtown development benefit the loca area, or will they smply
redistribute jobs from other business centers to downtown businesses? Tota loca business activity
will increase from downtown development if a downtown can attract shoppers from outside the
local economy, or divert some local demand from the internet to downtown. Total loca business
activity may increase if downtown development plays a symboalic role in attracting businesses and
households to the loca area®®

Among the approaches being applied, often successfully, to encourage downtown

development®®, are:

° Restoring and enhancing unique downtown amenities, such as older buildings, waterfront
aress, or pleasant spaces for waking;

° Developing downtown housing to create a critical mass of locd retall demand, which will
alow retail businesses to flourish and also attract outside shoppers,
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Downtown Franklin (TN)
Association?®®

Inthe 1970s, Franklin, Tennessee,
15 miles south of Nashville, had a
downtown with severe economic
problems: vacancies were over 50
percent, and many of the
remaining businesses were pool
halls, thrift shops, and liquor
stores. In 1984, the Downtown
Franklin Association (a private
nonprofit organization with
participation from downtown
merchants, property owners,
public officials, and volunteers)
was organized to revitalize and
restore Franklin’s downtown. The
key strategy was to do extensive,
widespread, visualimprovements
that preserved this historic
character of Franklin. These
improvements included lobbying
city hall and the state to invest over
$1 million in public infrastructure
improvements including new
sidewalks, streetlamps, new water
and sewer, new streets, and
restoring Franklin’s historic
courthouse square. Property
owners were encouraged to make
facade improvements that would
restore their building’s historic
character, in part by labor donated
by local volunteers. In addition, the
downtown association organized
events to attract new visitors to
downtown. Franklin’'s efforts,
complemented by the strong
Nashville economy, have contrib-
uted to property values more than
tripling in the downtown area.
Downtown Franklin has been
designated a Great American Main
Street by the National Trust for
Historic Preservation.

BThis sidebar is largely based on
Richard Moe and Carter Wilkie,
Changing Places: Rebuilding
Community in the Age of Sprawl(New
York: Henry Holt, 1997): pp. 166-172.
The Downtown Franklin Association
merged with a broader county
preservation group in 1998.

° Attracting outsde demand to the downtown area via specid
marketing events, or through expensive investments in
developments that will attract outsiders, such as museums
and sports stadiums.

One issue is how to pay for downtown development. In
addition to local genera funds, and grants from higher levels of
government, another possibility is taxes financed by the downtown
development itsdlf. One dternative is tax increment financing, under
which &l property taxes from new development in a designated
area, such as a downtown, are used to support enhanced public
sarvices or infrastructure in the designated area. TIFs can be used
to support bonds that will pay for infrastructure upfront. A second
dterndive in some dates is the crestion of a business improvement
digtrict.®® Under this dternative, property owners in the designated
district can vote to assess themselves higher property taxes to be

devoted to the improvement of the didtrict.

The Organization and Management of Local Economic
Development Policy

How should local economic development policies be
organized and led? Which groups should be involved? | consider
this issue from a geographic perspective before discussng some of
the groups whose involvement is needed.

Local economic development policies should idedly be
coordinated, or even organized, within a local labor market area
(such as a metropolitan areq), for two reasons. First, there are
negative spillover effects of competition within a local labor market
area. Most jobs attracted to an individual jurisdiction pursuing

economic development on its own would have otherwise probably
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located somewhere else in the local labor market area.  One jurisdiction gains tax revenue at the
expense of other jurisdictions; the overall labor market effects are smilar regardiess of where the
business is located, and the fiscal effects for the entire area probably are smilar. If the competition
becomes general, al jurisdictions in the local area lose business tax revenue, and the pattern of
business activity is roughly the same, with modest effects on increasing overdl loca business activity.
Furthermore, jurisdictions will seek business activity that maximizes the well-being of the jurisdiction
rather than the overal local area. Jurisdictions will overinvest in attracting business activity that
brings high levels of tax revenue to the jurisdiction, but low levels of labor market and fisca benefits
to the overal loca area. Jurisdictions will underinvest in attracting business activity that brings
high levels of environmenta and congestion codts to the jurisdiction, but high levels of labor market
and fiscal benefits to the overal locd area

Second, many economic development programs benefit from being coordinated over the
entire loca labor market. Marketing an area to attract new branch plants is more effective if done in
one unified campaign. Job training programs will work better if they train individuas from throughout
the labor market for jobs throughout the loca labor market. The firms in a “cluster” will be located
throughout a locad area, and s0 cluster strategies will need to be areawide.

An economic development program should have good communication and coordination
among a wide variety of groups in the local labor market area. As mentioned previoudly, local
economic development programs are carried out by loca governments, state economic development
agencies, small business development centers, organizations providing business or manufacturing
extension services, university efforts for technology transfer, customized training programs at
community colleges, chambers of commerce, utility companies, and a wide variety of independent
non-profit organizations.

There are advantages, as well as risks, in pursuing local economic development with
involvement from the private sector. This can be in the form of a forma public-private partnership
that administers some programs or tries to coordinate programs, a forma public-private partnership

that implements a specific project, or more informal public-private cooperation. The private sector
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may provide additiona funding for local economic development. The private sector may sometimes
be more flexible in what it can do; in particular, the private sector can sometimes assst businesses
in ways that are forbidden to local governments under state law. However, if local economic
development is subsidized by local government, this development must produce adequate public
benefits to judtify the subsidy. Baancing public and private interests in a public-private partnership
is sometimes difficult.

Other groups that should be involved in loca economic developments are community-based
development organizations, usually called “community development corporations.”™ There are
over 1,700 such organizations in the United States, dating back to War on Poverty efforts in the late
1960s, and continuing today with grants and investments from foundations such as the Ford
Foundation.®> CDCs have traditiondly been involved in housing development and social services,
but have sometimes played a significant role in economic development. Community-based
organizations have some comparative advantages that may increase the effectiveness of economic

development, including:

° CDCs may be more able than other groups to effectively communicate and advocate for
what the local community wants in economic development;

° CDCs may be better able than other organizations to provide effective screening, counsdling,
and support services for community participants in job placement and job training programs
that are part of loca economic development efforts;

° CDCs may be better able to involve locd community micro businesses, or loca community
resdents who want to be entrepreneurs, in programs to start-up and expand small businesses
in the community;

° CDC involvement may attract foundation or federa government investment in a local areal's
economic development efforts.

One issue in locd economic development is attracting adequate leadership that will provide
the political clout needed to pull loca efforts together and get significant new programs or projects
started.®® An increasing leadership problem has occurred for smaller local areas due to corporate
consolidation, particularly in the banking industry. Traditiondly, localy based banks and other large

localy controlled businesses helped supply funding, leadership, and political clout to loca economic
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development. Many local areas must look to other ingtitutions for leadership on local economic
development issues. One indtitution that increasingly is involved in economic development programs,
and often in economic development leadership, is higher education. With the increasing importance
of worker skills, research know-how, and high tech industries, universities and community colleges
are becoming crucia ingtitutions whose active engagement with economic development is essentia

to successful loca economic development efforts.

Evaluation of Local Economic Development Policies

Loca economic development organizations should not be expected, on their own initiative
and funding, to engage in expensive and complicated evauations of economic development programs
to inform the national debate over what works in local economic development. | have outlined
elsawhere how rigorous methodologies, such as random assignment, can be used to evauate economic
development programs®* However, such efforts should be financed at the federd or date levd, as
such evauation is expensive and technically demanding, and most of the benefits would accrue
throughout the state and nation.

What is helpful to local economic development organizations are cheaper and easier
evaluations to provide useful feedback to local program managers and loca funders on how well
different programs are working, and how they can be improved. Regular surveys of the businesses
that use different programs are a good cheap evaluation methodology. These surveys should ask
specific questions about how the program affected the business's location, expansion, investment,
employment, and operations. To minimize bias in the responses, surveys should be administered by
some organization independent of the program operator. Past use of such surveys suggests that they
frequently give valuable feedback for programs that provide economic development services, such
as business extension programs. For such services, the surveyed business lacks any strong reason to
clam the service was useful when the service was actudly usdess. For programs providing financia
incentives, one might argue that a business may clam the incentive was decisive to keep the cash

coming. But even for financid incentives, in many cases the surveyed businesses will report that the
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incentive had no effects. For example, the audit agency of the Colorado state legidature surveyed
18 businesses that had located or expanded in Colorado enterprise zones, and 10 of these businesses
said that the zone incentive has not affected their location or expansion decisons®® A useful guide
to surveys of business clients of economic development programs is an Urban Ingtitute book.°®

As mentioned before, this survey evidence must then be incorporated into local models to
determined the multiplier, employment, and fisca effects of the program. Even smdler local areas
can obtain reasonably cheap modds that provide rough estimates of these ultimate effects of loca
economic development efforts. Providing information on how local economic development is
affecting the find goals of loca economic development, which are labor market and fisca goals,
helps improve the design of loca economic development efforts. Reporting such data will help
keep locd development efforts focused on the ultimate goals of local economic development, not
the proximate gods. Increasing loca business activity is not an end in itsdf. Rather, it is a means to
achieving benefits for the public in the form of labor market and fisca benefits.

Conclusion
Loca economic development is increasingly seen as a mgor loca government respongibility,
requiring significant government resources, not least in the form of foregone tax revenues. Rather

than summarizing this paper point by point, | will identify a few common themes.

° Eyes on the prize. Loca economic development should be focused on providing employment

and fiscal benefits to local residents, while preserving the local quality of life. Evauations
of local economic development programs should focus on how the program affects
achievement of these goals. To increase local wedlth, local economic development must
expand business activity that exports outside the loca economy, subgstitutes for imports to
the local economy, increases productivity, or better utilizes underused loca resources such
as difficult-to-employ workers or contaminated land.

° A broad portfolio. A comprehensive locad economic development policy will include Strategies
focused on business attraction, business retention, new business start-up, high technology,
and land whose usage raises specia concerns.
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° Tageting. To make loca economic development policies more effective, programs should
be targeted on business that are most likely to provide significant employment and fiscal
benefits, which includes businesses that are willing to be involved with loca training and
jobs programs. Financing programs should be targeted at businesses whose behavior is likely
to be affected, such as busnesses with good dternative locations, or businesses unlikely to
receive normal bank financing.

° Training and economic development go together. To effectively increase business activity
and provide employment benefits, loca economic development programs need to include
customized training programs that can effectively serve the needs of two types of clients, the
business community and the unemployed.

° Information is cheap and effective. Government can subsidize the provision of basic
information to businesses that will help increase business productivity and survival.

° The coordination of economic development programs must involve the groups that benefit
and the groups that can provide special services. Economic development should be
coordinated on a loca labor market basis because that is where the benefits accrue and
where local business inputs are provided. Private businesses, educationa institutions, and
community organizations are among the groups that should be involved in local economic
development, because of the speciad support they can provide to local economic devel opment
efforts.

There is no one best strategy for successful local economic development. Each local area is

different, with its own unique economic base and local ingtitutions. Success is more likdly if locdl

economic development efforts are aimed a broadening the market’s benefits and filling in its gaps.
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76. NBIA, “Business Incubation Facts.” Available on-line at <www.nbia.org>.

77. For areview, see David Salvensen and Henry Renski, “The Importance of Quality of Life in the Location Decisions of New
Economy Firms,” report for the U.S. Economic Development Administration, 2002. Richard Florida has argued in severa articles
and a book that metropolitan area that attract a more diverse, creative population will experience greater high tech success, for
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the Creative Class (New York: Basic Books, 2002). Also Richard Florida and Gary Gates, “Technology and Tolerance: The
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NexusA ssociates.
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