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Abstract



State-assisted financing programs provide both economic and social benefits but can also affect state budgets and credit ratings.  State-assisted financing programs are often touted as programs for mitigating or solving financial market imperfections, especially credit market failures.  In reality, these programs are designed to: (1) address borrower credit risk problems; (2) provide a lender of last resort to small businesses during and immediately after economic recessions; (3) provide a less costly and more socially desirable alternative to direct social payments for people living in economically depressed regions or regions experiencing the strain of structural adjustment; and (4) direct funds into preferential uses.  This paper provides an historical evolution of State-assisted financing programs in the United States and a framework for evaluating the financial costs associated with extending financial assistance to prospective recipients.  Four categories of financing programs are reviewed: (1) concessionary finance for projects that already have positive private NPVs; (2) mitigating market imperfections financing for potentially positive private NPVs; (3) valuing social externalities subsidies for projects with negative private NPVs, but positive externalities producing a positive public NPV; and (4) politically compelling projects with negative private and public NPVs.  A framework is developed that values loan guarantees as put options.  Who pays the option premium and who receives the benefits depend on the fee charged for the guarantee and the interest rate the lender charges to the borrower whose loan has been guaranteed.  Finally, the risks, moral hazards and policy issues of State-assisted financing programs are discussed and suggestions for overcoming special interest and collective action obstacles are offered.
Introduction


Governments have a long history of providing incentives and assistance to private firms to achieve economic, social and political objectives.  In the United States (U.S.), the individual state governments adopted incentives as a means of promoting business investment and enticing private businesses to locate in their jurisdictions.  This activity dates back at least to the decision of the state of New York to invest in the Erie Canal.  The canal linked the eastern seaboard with the Great Lakes and greatly quickened development.  Some economic historians commended "the vision" of the New York politicians describing the project as "possibly the most successful American developmental enterprise of the 19th century" earning a profit on tolls after one year (1819).  The entire Erie Canal debt ($7 million) was retired by 1837 (Graham, 1992).  Since then, states have used a variety of policies to promote business and economic development.  Among the most common policies have been financial programs that offer businesses subsidized financing and loan guarantees. 


The purpose of this paper is to provide an historical overview of the evolution of these financial programs and a framework for evaluating the financial costs associated with extending financial assistance to prospective recipients.  The framework is intended for application when state finances are stressed (as is the case in 2003) and state officials must consider how loan subsidies and guarantees might affect their budgets and their credit ratings on debt obligations.

Why State-Assisted Financing Programs


Financial Market Inefficiencies.  The major objective of state-assisted financing programs is usually identified as creating jobs and promoting private business investment (and thus economic development) through expanding the availability of business credit.  Often, the implicit if not explicit assumption is that adequate financing is not available from private sources - individuals, financial institutions, capital markets - where adequate includes not only the cost and quantity of funding but also the specific type (e.g., debt, equity).  This presumed lack of adequate financing is often attributed to "gaps" in a State's private capital delivery system.  The problem, in other words, is not with the financial viability of the proposed investment; the problem is with finding people or institutions willing and able to provide the capital.


Financial economists classify the above problems as market imperfections, inefficiencies or failures.  And, State-assisted financing programs are considered to be attempts to correct these imperfections through government intervention.


Other Objectives.  Many State-assisted financing programs, however, also have objectives that go beyond or are independent of correcting market inefficiencies.  These objectives are usually normative and are supported with public benefit arguments.  For example, public officials, responding to the electorate, may decide the social benefits of preserving jobs in rural areas or preserving and encouraging the formation of owner-operated small businesses are worth subsidizing with public resources.  Certain industries and firms (such as environmentally, family or community "friendly") may also be deemed preferable to others and, therefore, worthy of State-assisted financing even if they were capable of obtaining financing from the private sector (albeit at higher, unsubsidized, cost). 


The public benefits can be divided into economic and social categories, although interactions between the two are common.  Economists usually offer two basic economic reasons for providing the subsidies.  One is that financing creates jobs and income for the affected parties thereby reducing demands for social payments while simultaneously increasing tax revenues.  The other is that the subsidies generate positive externalities that would be lost if the private firm did not undertake the investment.  These externalities might include worker training, supplier relations and contracts for local businesses and the preservation or creation of an industrial base necessary to attract new firms in the same or related industries.  The social benefits have to do with quality of life issues such as safety and security and with establishing an economic order that citizens deem equitable and offers broad economic opportunities.

We believe a third category of objectives we call "economic adjustment" also to be useful for understanding why State-assisted financing programs exist.  State programs can play a role in assisting firms (and lending institutions) during and after recessions and periods of economic distress.  During these periods local and regional banks, the major suppliers of credit to privately owned businesses, may find themselves facing financial difficulties leading to a curtailment in lending.  In more difficult periods (such as the early 1990's in the New England region in the U.S.), widespread banking problems may develop that lead to a collapse in the supply of bank credit.  In the absence of substitutes for bank credit (by definition, a banking crisis is one which affects all banks), businesses would be unable to renew bank loans or obtain new bank financing leading to systemic business failures.  State-assisted financing programs can help alleviate these problems by providing financing to firms that would have been able to obtain credit from a "non-distressed" banking system.  State assistance justified on economic adjustment grounds would be withdrawn with the recovery of local economies and banks.  The public benefits come from reducing the cost and time of economic adjustment and the negative spillover effects of systemic business and bank failures associated with multiple business failures. 


Banking Structure Inefficiencies and Business Loans.  Many small and medium sized businesses use local or regional banks for obtaining debt financing.  Furthermore, these business firms typically have a lending relationship with a single bank.  This common banking relationship develops because the local bank faces lower adverse selection, informational asymmetry and monitoring costs than non-local banks with respect to lending funds to the business.  The local bank is familiar with local economic conditions, can readily monitor the business, can obtain information about the borrower from "community sources" and, over time, gains specialized information about the borrower.  In return, the borrower gains similar knowledge about the bank and expects better treatment than would be immediately available at another, usually larger and non-local, lending institution.


In other words, local and regional banks, because of their knowledge of local firms and regional economic conditions and the comparatively lower costs of monitoring local firms, specialize in providing credit to small and medium size firms in their market area.  And, the small and medium size firms become dependent on the local banks.  However, this arrangement carries potentially high costs for the borrowers and the banks during regional recessions and recovery periods.


Consider what happens during a regional recession at a local bank, especially if it is accompanied by a banking crisis as happened in New England in the late 1980s and early 1990s (2).  Because the bank is a local bank, the quality of most of its loans deteriorates.  This deterioration, along with losses that reduce its capital position, forces the bank to reduce its credit exposures and restrict the growth of new loans.


Now suppose a marginal borrower needs additional funds to survive the recession and eventually recover.  Unless the bank is willing to provide these funds, the firm may have to lay off workers and, in the worst case, shut down.  Of course, were the firm able to borrow the funds at another bank, a market solution would exist.  However, even if other local banks were not facing the same loan loss problems as the borrower's primary bank, the adverse selection problems associated with bank lending might still make it very costly for the firm to switch banks.  These other banks do not have prior knowledge about the borrower or full information about why the business is searching for a new lender.  Therefore, trying to switch banks for a marginal borrower becomes very difficult during regional recessions and the initial recovery periods.  Of course, another alternative might be for the borrower to seek credit from a bank outside the region.  However, these banks not only face the same adverse selection problem about the business faced by other local banks, they also have much less knowledge about the regional economic conditions and the general nature of the local credit market.


State-assisted loan guarantees offer a solution to these liquidity/"credit crunch" problems.  The guarantee lets the bank write the loan without fear of having it flagged by bank regulators and the business gets the funds it needs to keep operating.  But, what does the State get, or phrased differently, does the State guarantee add value?


By keeping this marginal company in business during the recession, financial distress costs to all the firm's stakeholders are minimized and bankruptcy costs, along with the direct and indirect costs of "shutting down" the business, are avoided.  Furthermore, the costs of reestablishing an entirely new business once the business cycle has "run its course" are eliminated.


What we may also be observing is a role for State-assisted financing programs akin to the role of the Federal Reserve System as a liquidity lender.  Banks that are solvent but illiquid can borrow funds from the Federal Reserve to tide them over a liquidity crisis.  But, as in the case of a banking regulatory agency, the question of when not to provide State-assisted financing always remains and ultimately becomes a "judgement call" subject to economic and political factors as discussed below.

The Evolution of State Government Approaches to Economic Development and Assistance Programs


Many states first began to substantively embrace economic development activities after the Great Depression (Graham, 1992).  The efforts were aimed at inducing industrial employers from outside the state to relocate and to dissuade industry from leaving.  Southern states seeking to expand industrial employment and "balance their agriculture-based economies," were the first to aggressively employ "better business climate campaigns" as they attempted to recruit industrial firms from New England.  The Southern states' primary selling points were abundance of cheap labor, energy and land.  Other states adopted characteristics of this approach, emphasizing the relative low costs of locating in their state, including tax costs.


In the late 1970s and early 1980s states renewed their efforts to attract businesses in the face, once again, of weak economies and slow growth in employment, incomes and state revenues.  This time, the states significantly broadened their efforts with what Fosler coined as the "new state activism" (Fosler, 1988: pp. 3-4) and Eisinger termed the "entrepreneurial state" (Eisinger, 1987).  Across the country states became more aggressive and competitive with each other and more generous in providing public inducements and subsidies to private firms.  The competition and use of incentives was particularly significant in manufacturing. 


Most state approaches to providing economic development assistance can be divided into two broad categories.  Approach I, a "traditional" approach that focuses on recruitment and gives priority to keeping factor (i.e., business) costs such as taxes, land, wages and energy costs low; and, Approach II, an activist and more "interventionist" approach in which state governments play a more active and direct role in the economy.  This more active role includes administering programs that support market activity and directly assuming the financial risks of extending assistance - risks that arise from making direct investments and offering debt guarantees to new and established firms.


The Traditional Approach.  The traditional strategy emphasizes reducing the costs of production in the recruitment of industry.  The enticements include promises of inexpensive land, labor and energy costs as well as tax concessions.


Because they focus on reducing operating expenses, traditional strategies of recruitment efforts are most successful in attracting manufacturing branch plants.  A good example is the case of New Hampshire from 1975 to 1988.  Relative to other Northeast states, New Hampshire offered lower labor costs, less expensive land and lower taxes (but no direct financial subsidies).  During this period Digital Equipment Company, Hewlett Packard, General Electric, and Lockheed Sanders opened and/or expanded major branch plants in the state with the branch plants dominating the list of top manufacturing employers.  These branch plants (as was the case in New Hampshire) normally employ a large number of people at the outset of their operation.  So, not only are the benefits quantifiable, but they are also highly visible - attributes that make the programs politically compelling and easy to sell and promote to the public.


However, branch plant jobs typically involve standardized production activities and can be shut down or moved to lower-cost locations as product demand and competition intensifies.  In effect, the reasons why companies open up branch plants in a "low-cost" region are also the reasons why, as successful economic development is accompanied by rising wages, land prices and taxes, they also leave.  Still, long-run benefits from even short-term branch plant relocations may exist.  People learn new skills that could be transferred to other employers and retain or develop the necessary discipline to hold a job.


The reality, though, is that only a relatively small number of states will be able to launch recruitment strategies that significantly contribute to the number of good jobs and to long-term economic development.  Few businesses move their operations between states; and, very little employment growth is attributable to the migration of jobs into states (3).  The exception is between border states where factor cost differentials are significant, costs of re-location are modest and where migrating firms are in relatively mature stage of their production cycle.  This dynamic appears to operate between such border or near-border states as Massachusetts with New Hampshire and California with Colorado.


These states in 2002 made up the top four of the states ranked in terms of percentage of total employment in high technology industries, according to the American Electronics Association (AEA, 2002).  Both Massachusetts and California have excelled in creating new industries and businesses.  Both New Hampshire and Colorado have benefited from the movement of near-by firms and entrepreneurs from the two "bellwether" states, attracted, initially, by relatively low factor costs, including taxes, wages, real estate and housing.


The Activist/Interventionist State and the Emergence of State-Assisted Financing (4).  An alternative to the traditional approach is what Eisinger encapsulated as a new style of state intervention in the economy in the phrase "the entrepreneurial state" (Eisinger, 1987).  In this role, the state became an active agent in the economy and often assumes the position of "risk-taker and path-finder to new markets.”


The Activist state focuses attention on the demand side of the economic growth equation.  The state chooses to intervene in the economy and is active in identifying, anticipating and even helping to develop and create markets through state investment and subsidies. Examples of economic development activities by the states include direct and indirect state investment in start-up and established firms (including the use of state loan guarantees and subsidized financing), the encouragement of high-technology R&D with state funded programs and promotion of international trade through state marketing efforts.


The activist approach came under scrutiny when some of the pioneers, most prominently Massachusetts, found themselves in severe economic and fiscal difficulty (5).  During the 1980s, when the national economy was expanding along with State revenues, it was relatively easy for activist states to implement new economic development programs to support growing companies.  During the late 1980s and early 1990s national recession with shrinking revenues, this became more difficult.


The Pragmatic and Strategic State.  The strategic approach combines elements of an Activist Approach with a fundamental change and outlook on the role of the state government.  Instead of playing the "lead actor" role in the state's economy, the state government assumes more of a combined pragmatic and strategic role with a priority on fiscal conservatism and consistency in fiscal and budgetary policies and with particular concern for how changes in these would influence the state's business climate.  In addition, strategic states attempt to steer private investment towards activities in which the state appears to have some unique advantage, thus leveraging state resources in economic development efforts (6). 


States operating under the third approach are less likely (than Approach I or II states) to use their own funds to invest directly in market activities.  Instead, the support of market activity is accomplished through financial and tax incentives, such as direct loans and loan guarantees.


This approach (Approach III) is what we call a pragmatic and strategic approach whereby states give priority to fiscal and budgetary matters, are selective in their development efforts, and attempt to steer private investment towards activities which benefit from and effectively leverage the state's core competencies and competitive advantages.  In this paper, we focus on the financial assistance elements of this stylized approach and present it in contrast to traditional and activist approaches.

A Typology of Financing Assistance Requests


A useful typology for formulating public policy with regard to State-assisted financing programs is one based on the project's expected private and public benefits as measured by the project's private and public net present values (NPVs).  


Net present value is defined as the difference between the present value of the benefits of a project and the present value of its costs discounted at the project's cost of capital - also called its risk adjusted required rate of return.  A project with a positive NPV is able to earn its cost of capital and is said to create value.  A project with a negative NPV is not able to cover its cost of capital and is said to destroy value.  By destroying value, we mean the expected overall benefits are less than the costs; or, expressed differently, the project consumes more resources than it creates for individuals and society.


The standard financial decision rule used by privately-owned for-profit businesses for making investments is to accept positive NPV projects and reject negative NPV projects.  But, the benefits business firms use in calculating NPVs are only the private benefits - the ones that the firm can capture for its owners.  


Our typology requires calculating not only the project's private NPV but also its public NPV for determining whether to extend financial assistance. Projects with positive public NPVs produce social benefits (externalities) that can turn a negative private NPV into a positive combined private and public NPV.  


The typology of State-assisted financing programs has four categories: (1) Concessionary Financing (CF) for projects that already have positive private NPVs, (2) Mitigating Market Imperfections (MMI) financing for potentially positive private NPV projects, (3) Valuing Social Externalities (VSE) projects with negative private NPVs but positive externalities producing a positive public NPV and (4) Politically Compelling (PC) projects with negative private and public NPVs.  A brief description of these typologies and appropriate State-assisted financing programs are contained in Tables 1 and 2.

Table 1: NPV Project Types

	Project Type
	Private NPVs in Perfect Financial Markets
	Private NPVs in Imperfect Financial Markets
	Public NPVs

	Type 1:  Concessionary Financing (CF)
	Positive
	Positive
	Positive

	Type II: Mitigating Market Imperfections (MMI)
	Positive
	Negative
	Positive

	Type III: Valuing Social Externalities (VSE)
	Negative
	Negative
	Positive

	Type IV: Politically Compelling (PC)
	Negative
	Negative
	Negative


Table 2: Recommended Assistance by Project Types

	Project Type 
	Why Assistance
	State Policy

	Type 1:  Concessionary Financing (CF)
	No financial assistance necessary.  Pure financial wealth transfer to project owners. 
	Avoid or be very explicit about the costs of entering into a bidding war with other states.

	Type II: Mitigating Market Imperfections (MMI)
	Market imperfections due to banking market structure, financial market regulation and informational asymmetries between investors and project owners.
	Loan guarantees priced to reflect costs facing the firm in the absence of market imperfections.

	Type III: Valuing Social Externalities (VSE)
	Project or firm cannot earn its cost of capital.  Project would not be undertaken on its own merits but produces social benefits.
	Compare social benefits such as reduced welfare costs and tax revenues to cost of permanently subsidizing the firm.

	Type IV: Politically Compelling (PC) 
	Project is not financially viable on its own and produces limited social benefits.  Undertaken in response to immediate political pressures and demands of core political supporters.
	Avoid or undertake with maximum transparency.



Concessionary Financing for Positive NPV Projects: Type I.  As we noted above, the standard financial management decision rule is to accept (i.e., invest in) all positive net present value projects.  These projects have expected returns greater than their cost of capital.  Accepting them will increase the wealth of the owners of the company undertaking the project and, if a publicly held corporation, the market value of the company.  The meaning of this decision rule for positive NPV projects requesting State-assisted financing is that the projects would be undertaken regardless of whether the assistance was provided.


Financing subsidies provided to firms that have access to private financing for positive NPV projects are among the most controversial programs.  A high visibility example is the financial and economic subsidies given to Daimler-Benz by Alabama.  In this case, a multinational corporation with access to national and international capital markets was able to extract concessions by starting an auction among States and offering itself to the highest bidder.


The major risks and costs to the State in providing concessionary financing are that the firm will not carry out explicit or implicit agreements with respect to maintaining operations and that the project may be shut down prematurely.  The risk associated with the company defaulting on concessionary debt obligations is small relative to firms in our other categories.


We consider concessionary financing to be essentially a zero-sum game.  The investment would have been undertaken without the subsidy so no increase in private and social benefits occurs.  Nevertheless, concessionary financing may be used to attract firms to economically distressed regions for social welfare purposes - a form of welfare transfer payments from "rich" areas to "poor" areas.  Whether the social benefits are worth the costs of the concessions will always be problematic and controversial.


As an alternative to concessionary finance directed at individual firms, states may want to consider policies that benefit all firms such as tax policies which favor investment andexpenditures on training and education and infrastructure investments.  These policies are less likely to discriminate against existing firms or be seen as political payoffs to special interests.


Mitigating Market Imperfections (MMI) Financing for Positive NPV Projects: Type II.  The composition (debt and equity) and cost of financing is determined by the nature of the project.  Typically, the cost of financing (technically, the project's cost of capital) is positively correlated with its riskiness as is the amount of equity capital required by lenders to support debt financing.  In perfectly competitive and efficient capital markets, it is possible to finance all private positive NPV projects with private funds; in other words, no public financing assistance would be necessary.  However, financial markets are not perfect.  Various imperfections such as informational asymmetries, transaction costs, bankruptcy costs and regulatory restrictions abound.  These imperfections raise the cost of financing for what would be positive NPV projects under perfect market conditions and may hinder the availability of financing altogether.  In these cases, State-assisted financing programs can mitigate financial market inefficiencies through various financing arrangements.


Historically, the U.S. has had a fragmented banking structure; restrictions were placed on branch banking not only across States but also within States with the result that the country had many small banks.  The size and riskiness of the loans these banks could make were limited by the bank's capital and the limited diversification opportunities facing the banks.  Consequently, loans for positive NPV projects that would have been made by banks with larger capital bases and greater opportunities to eliminate (local or regional) systemic risks were either unavailable or were priced higher than would be the case in unregulated markets.  Here, we need to delve into financial theory to elucidate our point.


The basic asset pricing model used by financial economists is the Capital Asset Pricing Model (CAPM).  The basic idea behind this model is that the total risk of an asset (bank loan, common stock, real investment project) can be divided into two pieces - unique risk and systematic risk.


Unique risk refers to the risk of individual companies that can be eliminated through diversification; risk that is not a function of general economic conditions.  Examples include successes or failures of new production technologies, loss of key personnel and acts of nature such as hurricanes, absence of snow in winter recreational areas and floods.  Investors eliminate these risks by diversifying among firms in the same industry, across industries and across geographic regions and countries.  Because investors can eliminate these risks, they do not affect investors' required rates of return or, from the company's point of view, its cost of capital - the discount rate it uses to calculate an investment's NPV.


Systematic risk (also called market risk) cannot be eliminated by diversification.  Systematic risk affects the profitability of all the investments available to an investor.  For example, suppose all investors in the U.S. were prohibited from making investments outside of the U.S.  Were this true, U.S. investors could not escape the consequences of a U.S. recession or fall in U.S. personal income through diversification.  Every company they invested in would be affected by the country's economic situation.  So, the greater the systematic risk of an investment, the greater will be the return investors require before they make an investment.  Again, from the company's perspective, this translates into a higher cost of capital. And, as the cost of capital rises, the NPV of an investment falls and, eventually, becomes negative.


Now suppose U.S. investors could invest in non-U.S. firms as well as U.S. firms.  Under these circumstances, the investors could eliminate some of the systematic risk through international diversification, say, by buying European companies and Asian companies.  Now, as long as economic conditions in Europe and Asia were not completely tied to U.S. economic conditions, investors could hope that the reduced profits they earn on U.S. investments during poor economic times in the U.S. would be offset by better than expected returns on their European and Asian investments.  By removing restrictions on where investors can make investments, the U.S. has effectively lowered the cost of capital for all companies.


One can grasp the implications of the above example for limitations on where financial institutions can make loans by substituting a State or a region for the U.S. and the U.S. for Europe and Asia.  The limitations (regulatory or otherwise) are a market imperfection leading to a cost of capital higher than what would be the case under perfect capital market conditions and, possibly, turning a positive NPV project into a negative NPV project.  Here, the role of State-assisted financing is to mitigate these imperfections by making funds available to firms that would have received them had no geographical lending barriers or costs exist.


In other words, State-assisted financing programs can be used to close the gap between loans banks are willing to make in a fragmented banking structure subject to institutional limitations and regulatory oversight and loans that would have been made were the imperfections not present.  The banks, by having their loans guaranteed by states or state agencies, may be permitted to exceed normal limitations on the size of a loan made to a single borrower.  Additionally, the risks of undiversified local loan portfolios are reduced for the banks leading them to increase loan activity.


State-assisted plans designed to overcome banking structure imperfections are actually subsidies to local banks as well as to local firms.  Consequently, one would expect banks to be absorbing some of the costs of these subsidies.  Technically, the interest rate on these loans should be based on what the interest rates (required rates of return) would have been in perfectly competitive and efficient financial markets.  For the same reason, one would also expect the subsidies to be loan guarantees rather than direct interest rate subsidies because the project is "profitable" on its own and does not need additional cash flow to turn it into a positive NPV project.


The alternative to State-assisted financing for owners of firms seeking such assistance is putting more equity capital into the company.  In the absence of personal funds, outside sources of equity capital would have to be tapped.  And, even if the owner(s) has additional funds, financial diversification needs may preclude the owner from investing more personal funds in a single business.  This "shortfall" of equity capital is often referred to as a small business investment gap.


State-assisted financing plans that guarantee bank loans can be used to overcome this gap as well as the gap resulting from banking structure market imperfections.  In the former case, though, the financing is a quasi-equity capital (see later discussion of loan guarantees) because it serves as a substitute for equity capital.  As for the interest rate, it should be higher than what would be charged on a bank loan because the State is, effectively, making an equity investment in the company.


Exit for the State from these loans and/or guarantees comes from the profit of the company and its retention of earnings.  The earnings retention builds up the equity base of the company and reduces or eliminates the need for continued assistance.  But, for this to happen, the State needs to ensure that the owners do not expropriate the earnings through perquisite consumption or payment of cash dividends.  This monitoring function can be done by the State or delegated to the lenders whose credit position has been guaranteed.  However, note that the guarantee means the delegated monitors have a reduced incentive to carry out the monitoring.


Valuing Social Externalities (VSE) Financing. Subsidies for Negative NPV Projects with Positive Externalities: Type III.  Privately owned firms will not make investments if their risk adjusted expected returns are less than their cost of capital or what are called negative net present value projects.  However, even though a project may have a negative NPV with respect to private benefits, the project may generate significant benefits to the surrounding community.  These benefits are called externalities and could include reductions in welfare payments paid to otherwise unemployed workers, upgrades in local labor force working skills, increased employment in surrounding businesses and increases in tax revenues.  State and local governments can turn these socially desirable investments into positive NPV investments by offering tax concessions, direct loans, interest subsidies, loan guarantees and other types of financial assistance.


Public agencies providing financing for negative private NPV projects should not expect to earn a market return on the funds advanced to the private company.  By definition, the project cannot earn its cost of capital.  Furthermore, the agency should expect the need for funding to be long-term because once the assistance is removed, the project reverts to its unsubsidized negative NPV status. Public agencies should also expect firms in this category to be the least able to survive periods of economic stress and financial shocks caused by changing product and labor market conditions.


State-assisted financing of negative NPV projects is most likely to occur during and right after recessions when unemployment levels are high.  Firms requesting such assistance are likely to be in mature, declining industries or in industries undergoing structural consolidation.  By definition, these firms are not very competitive in their industry and are likely to be on or near the edge of financial distress.  Consequently, the usual moral hazard problems associated with firms in financial distress will be present.  These problems include a myopic short-term perspective with regard to long-term investment in the business, increased likelihood of cutting corners on product quality and a reluctance to train employees and pay premium wages. 


Firms seeking financing assistance for negative NPV projects are likely to be seeking funds for replacing existing equipment and for modernizing existing operations.  Were these positive NPV projects, financing would be available from internal sources and banks.  The internal funds would be associated with the depreciation of existing equipment and the revenues from the sale of goods and services produced by the equipment.  Bank financing for replacement equipment would be “roll over” financing from bank loans used to finance the purchase of the old equipment.  Banks would be reluctant to provide the funding for replacement equipment if the company had been experiencing losses or wasn’t generating adequate cash flows on its existing operations.  Hence, the need for someone to step in and guarantee the bank loan or provide other sources of funding at below market rates.


State-assisted financing of negative NPV projects may be used to prevent local or regional systemic economic distress, especially if the firm is a large employer.  Should the firm fail and employees lose their jobs, local income will fall and adversely affect the local economy through reductions in expenditures on services.  From a political perspective, the choices are: (1) subsidies to the firm, (2) income transfers to those losing their jobs or (3) no subsidies or income transfers with adjustment taking place through falling wages, income levels and out-migration.  The systemic costs of local economic distress may be considerably greater than the costs of financing subsidies, especially in the short-run.  And the elected officials may not be re-elected creating a politically compelling reason for providing the subsidies.


It is very difficult to differentiate ex ante between these loans (negative NPV) and the positive NPV loans described in the previous section.  State assistance for both types is often justified on market imperfection grounds even though market imperfections are not the explanation for Type III firms failing to obtain private financing.


Politically Compelling (PC) Projects: Type IV. We define politically compelling projects as those that do not generate enough positive externalities to compensate for their negative private NPVs.  Conceptually, the difference is clear; empirically, the differentiation is difficult if not impossible.  No agency is likely to admit it has provided financing out of pure political expediency although agency heads may claim they were “forced” to do so by elected officials.


We would classify many attempts by existing owner/management teams to retain control of the company as well as attempts by governmental districts to prevent control of the firm from moving outside of the district as politically motivated actions. Although these actions are cast as attempts to keep jobs “at home”, the subsidy is not necessary to solve a financial market imperfection.  A competing owner/management team has the funds and desire to take control of the company.  The problem is not the availability of financing; the problem is whether the company will continue to operate in the same political jurisdiction or move elsewhere with the external benefits flowing to a new jurisdiction and a new set of public officials.

In the efforts of elected public officials to combat economic problems, or at least give the appearance of addressing economic problems, there is incentive to initiate new policies and programs and there is incentive to do so in such a way to benefit personal political standing.  With targeted economic programs if the companies receiving subsidy increase employment, public officials can take credit while the costs and risks are not usually transparent especially to the average constituent/voter.   In many respects, particularly in difficult economic times when economic issues are at the forefront, public officials are not “damned if they do”, but “damned if they don't” and this leads to Type IV politically compelling economic development programs and policies.

The logic of collective action (Olson, 1965) and the workings of state economic assistance programs can make economic incentives politically compelling even when they are not economically justified.   Politicians and bureaucrats claim to always act in the public interest, to promote the general welfare or to redress injustices.  These incentives could motivate, as we suggest above, Types I through III financial assistance efforts.  Public choice theorists, however, offer a contrasting perspective on public policy and the motivations of public officials (Buchanan and Musgrave, 1999).  

James Buchanan won the Nobel Prize in economics for demonstrating that politicians and bureaucrats act in their own self-interest, just the way everybody else does (Buchanan and Gordon Tullock, 1962).  This self-interest (and not public interest) motivated behavior may be most evident during difficult economic times in the state economic development efforts of public officials. In these times citizens and the electorate are focused on economic concerns.  And in these times, there is significant incentive for public officials and politicians to do something (anything) to assist their constituents whom are suffering.  In this political economic context, economic development actions are often motivated by personal political advancement interest, not rational economic considerations and Type IV projects result.  The benefits of state assistance programs are concentrated among the companies receiving the state subsidy and the politicians/public officials getting credit for “preserving” employment or bringing in “new” companies and jobs.  

The strong incentive for state officials to act with state assistance programs during economic difficult times is not unique to a single political party or prior private sector experiences.A recent example is the governor of Massachusetts, George Romney.  Romney came to office in 2003 with a Harvard MBA and background in business and venture capital.  Faced with a stagnant economy, falling employment and rising unemployment in the fall of 2003 Romney proposed targeted state assistance to new private companies that added more than 25 manufacturing jobs in biotechnology, life sciences, and medical device industries.  The qualifying employers would get back half the income taxes paid by their new employees, at a cost to the state of about $10 million over three years. 

The proposal represented a significant departure for the Romney administration’s earlier stance, which criticized “economic development incentives as putting the state in the business best left to venture capitalists: picking companies in which to invest” (Gavin, 2003).  It was also counter to the economic literature’s predominate view that states have little influence on the direction of their economies.  As suggested by Luger (2003), "any [State] incentive is a distortion and inefficient, and the most efficient thing is to cut taxes across the board."  State efforts are best directed to keeping taxes stable and the business climate certain.  Yet, there is some rational for state targeted assistance, but the rational is often political as in Type IV politically compelling projects.

To help overcome this economically irrational behavior among public officials, economic development rules should be legislated during good economic times.  The legislation should be designed to dampen politically opportunistic policy-making and Type IV targeted development policies during difficult economic times.  The rules would include strict financial criteria and transparency (see more discussion in conclusion).

So far, we have described reasons for offering financial assistance and provided a typology for evaluating assistance requests.  Now, we consider the financial costs of these programs and provide an analytical framework for estimating the value of the financing subsidies associated with direct loans and loan guarantees.  

Valuing Direct Loan Subsidies

Direct loans can be made at or below market rates of interest.  If the loan is made at market interest rates and on market terms, no financing subsidy is involved.  However, if the loan is made at below market rates, then the State has provided subsidized financing to the private borrower.


The value of the subsidy is the difference between the face value of loan and the present value of the subsidized principal and interest payments discounted at the market rate of interest.  For example, suppose Fiske, the owner of Lamprey Fish Processing, needs $100,000 to expand a fish processing facility in Lampreymouth.  Fiske goes to his local bank and finds he can borrow the $100,000 at 8.45% amortized over five years – the interest rate on less than investment grade loans.  However, on the way back from the bank, Fiske encounters his local State representative who tells him about a new State-assisted financing program comparable to an SBA 7a loan that would allow him to borrow the $100,000 at 2.5% above prime, again amortized over five years. Prime at the time was 4.00%; so, Fiske could borrow the funds at 6.25% (7).


Had Fiske borrowed the funds at 8.45%, he would have had to make annual interest and principal payments of $25,343.40.  At the 6.25% subsidized rate, he pays only $23,901.32.  So, to calculate the value of the subsidy, Fiske discounts the five annual $23,901.32 payments at 8.45%, the market interest rate, and subtracts it from $100,000 (the face value of the loan).  The present value of the payments discounted at 8.45% is $94,309.83 and the value of the subsidy is $5,690.17.  The $5,690.17 is also the cost of the subsidy to the agency making the below market interest rate loan and, ultimately, to the taxpayers of the state, as the agency could have invested the $100,000 at the market rate of 8.45% and turned over the additional interest income to the state thereby increasing state revenues and reducing tax levies by the same amount.


The mathematical calculations are simple.  The difficult part of the valuation process is determining what the market interest rate should be for firms which request state-assisted financing.  These rates may be estimated by examining loans made to comparable companies or with the interest rates the applicants were offered by private financial institutions.  For loan requests that have been rejected by banks without the guarantee, the minimum rate should be the current rate on high-yield below investment grade debt.  Any borrower with an investment grade rating could easily raise funds on its own without a loan guarantee.

Valuing Loan Guarantees


With a loan guarantee, the riskiness of the loan is reduced to the riskiness of the guarantor.  Were the guarantor the U.S. Treasury, the guarantee would convert the loan into a risk-free loan.  In the case of a state guarantee, the risk would be reduced to the riskiness associated with general obligations of the State.  Although no direct outlay of cash is involved, the guarantor is legally obligated to pay off the loan if the borrower defaults.  In other words, the loan guarantee is a contingent claim of the lender who has the guarantee and a contingent obligation of the guarantor.


This loan guarantee (contingent claim) has value because the holder of guarantee can demand the guarantor pay off the loan if the borrower defaults.  The value of the guarantee is equal to the difference between the value of the loan with the guarantee - a default-free obligation - and the value of the loan without the guarantee - a risky loan (8). 


An Example.  To better understand how a risky loan is equal in value to a default-free loan less the value of a loan guarantee, think about making a bank loan as a two-step process.  We’ll use a stylized example of a one-year $500,000 working capital loan guarantee available from a New Hampshire state assisted financing program (9).

Step 1 has the borrower – say Durham Jeans - buying a loan guarantee from the New Hampshire agency for three percent of its face value or $15,000.  Step 2 has the borrower taking the loan guarantee to the bank, giving it to the bank and taking out a one-year working capital loan for $500,000.  The bank, because this is a guaranteed loan, should charge the risk free (default free) annual interest rate of 1.25% plus a loan servicing fee – a fee that would be charged regardless of the guarantee status of the loan.  At a 1.25% interest rate, the bank expects to be repaid $506,250 at the end of the year.


The amount of money the borrower gets to use is $485,000; the $500,000 less the $15,000 cost of the guarantee.  The borrower pays the bank $506,250 at yearend.  So, the effective interest cost to the borrower is ($15,000 + 6,250)/$485,000 = 4.381%.  The interest rate earned by the bank on the default-free loan is 1.25%.  (The prime rate for commercial loans at the time of this example was 4.00%.  So, the effective interest rate of 4.31% being paid by the borrower under this WAG program is prime plus 31 points provided the bank charges the risk free interest rate of 1.25%).


Now, suppose Durham Jeans had bought the guarantee from the same bank that made the loan.  In this consolidated transaction, the bank lends the borrower $485,000 ($500,000 less the cost of the guarantee deducted up front) and is promised a yearend payment of $506,250).  The promised interest payment to the bank is the same 4.381% from the borrower’s perspective.  In other words, the promised interest payment or interest rate on a risky loan is equal to the default-free interest rate plus the cost of the guarantee.  


Loan Guarantees as Put Options.  A put option is the right, but not the obligation to sell an asset to the writer of the option at a contractual price on or before a specified date.  The contractual price is called the exercise or strike price and the date is called the expiration or maturity date.


Now, consider the position of the borrower who has taken out a loan with a commercial bank.  When the loan is due, the borrower can pay it off and keep control of the company or the borrower can hand the assets of the company over to the lender and give the lender the title to the business.  If the business is worth more than the face value of the loan, the borrower pays off the loan.  If the business is worth less than the face value of the loan, the borrower hands the assets over to the lender.  In this latter case, the borrower has effectively sold the assets of the company to the lender for the face value of the loan.  


In option pricing terminology, when the borrower took out the loan, the borrower was also “given” a put option by the lender, an option that gave the borrower a right to sell the assets of the company to the lender for the face value of the loan.  In this case, the face value of the loan is the put option’s exercise price and the repayment date of the loan is the option’s expiration or maturity date.  


Returning to our previous example, the bank has lent money to a company and been promised a payment of $506,250 at the end of the year.  If the company is worth less than $506,250 when the loan is due, the owners exercise the put option of handing the assets of the company over to the bank; otherwise, the owners pay off the loan.  Were this a default free loan, the probability of the assets being worth less than $506,250 would be zero and the bank would have made a riskless loan.  However, we know that this loan wasn’t default-free; it was a risky loan. Without the guarantee, the market value of the loan was $485,000; with the guarantee, the market value was $500,000.  So, we can say that the bank (the lender) effectively made a risk free loan of $500,000 and gave the borrower a put option to hand the assets over to the bank if they were worth less than $506,250 at the end of the year.  The cost or value of this put option was $15,000 and the value of the risky loan made by the bank was the default-free value of $500,000 less the $15,000 value of the put option for a net of $485,000.  Alternatively, we can say that the borrower bought a put option from the New Hampshire state agency for $15,000, and, in return, the New Hampshire agency agreed to pay off the $500,000 with interest if the borrower defaulted.


But, what is the fair market value of this put option?  Well, it depends on a number of factors, one of which is the riskiness of the borrower.  The value of the put option (loan guarantee) is much less for an AAA credit than for a financially distressed company.  In other words, did the New Hampshire agency charge too much or too little for the loan guarantee (put option)? 

We can “price out” the market value of a loan guarantee using option pricing models.  These models exist and are widely used by financial managers, investors and investment bankers (Sosin, 1980).  Many are based on the Black-Scholes option pricing model.  Our interest here, though, is not with the calculation of the option premium but with who pays it and who receives the benefits.

Who Captures the Value of the Guarantee?


Loan guarantees are valuable; but, once provided, who are their beneficiaries?  The answer depends on the fee the guarantor charges for the guarantee and the interest rate the lender charges to the borrower whose loan has been guaranteed.  Let’s return to working capital loan guarantee example with some modifications.


Recall that Durham Jeans went to the New Hampshire agency and paid $15,000 for the guarantee on a $500,000 working capital loan.  Now, let’s assume that $15,000 was, in fact, the proper fee to charge for the loan guarantee given the riskiness of Durham Jeans.  Then Durham Jeans went to a bank and used the guarantee to take out a one-year $500,000 loan.  But, instead of charging the Durham Jeans the risk free interest rate of 1.25%, the bank charges the borrower the current prime rate of 4.00%.  Now, the bank will receive $520,000 at end of the year instead of $506,250.


The present value of the $520,000 discounted at 1.25% is $513,580, which is the amount of money the bank should have lent Durham Jeans with the state agency guarantee.  The difference, or $6,420, is what Durham Jeans has “overpaid” for the guarantee.  The total cost of the loan guarantee to Durham Jeans is the $15,000 it paid the state agency and $6,420 in excess interest charges it paid the bank for a total of $21,420.  The $6,420 is also a transfer of wealth from Durham Jeans to the bank.  In effect, the bank was capturing the benefits of the loan guarantee that should have gone to Durham Jeans.  In efficient financial markets, Durham Jeans should have been able to shop the loan guarantee around until it found a lender who would lend at the risk free interest rate plus loan origination and servicing fees.


However, note that we said at the beginning of this example that $15,000 was the proper or fair market price for the loan guarantee.  Suppose it wasn’t?  Suppose that Durham Jeans was such a risky company that the loan guarantee should have been priced much higher?  Suppose that without the loan guarantee, the owners of Durham Jeans would have had to pay the below investment grade interest rate of 8.45%?  


Under this assumption, the price the state agency should have charged for the loan guarantee was $33,195 or $18,195 more than it did.  This $33,195 is the present value of the $506,250 due at the end of one year for a 1.25% risk free loan discounted at 8.45% and subtracted from $500,000 – the face value of the loan.  Now, from the borrowers perspective, the total fee of $21,420 paid to both the state agency ($15,000) and the bank ($6,420) is less than the $33,195 market value of the guarantee.  The market value of the guarantee is what Durham Jeans would have had to pay for the guarantee if it went to a privately owned guarantee company charging market rates.  So, Durham Jeans comes out ahead by $11,775.  The bank earns an extra $6,420.  Who provides the $18,195 subsidy to the Durham Jeans and the bank?  The state agency and the state’s taxpayers.


The important conclusion here is that whenever a state agency provides a loan guarantee free-of-charge or charges less than its fair market value, the value is split between the bank and the borrower.  But, underpricing the guarantee is precisely what the state agency must do if its objective is to convert a negative NPV project into a zero or positive NPV project.  The guarantee has the effect of lowering the financing charge on the project and, thereby, converting its NPV from a negative to a positive value.  In these cases, all or some value of the guarantee must be passed through to the borrowers or the project will not be undertaken.  


If the bank is responsible for monitoring the performance (which wouldn’t have to be done for a risk-free loan), recovering and liquidating the collateral if the borrower defaults, and providing other services for either the guarantor or the borrower, the bank should expect to be compensated through a higher interest rate or servicing and monitoring fee. The lender normally takes on these responsibilities; so, the interest rate charged on the guaranteed loans will usually be greater than the risk free rate.


Related to the question of who captures the value of loan guarantees and who bears the costs is the question of whether loan guarantees raise the cost of borrowing to other firms.  Unless the supply of bank credit is unlimited, the funds lent to firms under loan guarantee programs are not available to more creditworthy private borrowers.  At the margin, then, the effect of loan guarantee programs may raise the cost of borrowing to these financially stronger firms.

The Risks and Moral Hazards of State-Assisted Financing


So far we have ignored the risks and moral hazard problems associated with providing loans or loan guarantees either directly to borrowers or through financial intermediaries.  Recognition and management of these risks are important for any State-assisted financing program.  We begin with loan guarantees.


When a state agency provides a loan guarantee, its expected profit, like that of any guarantor, is equal to the guarantee premium plus the interest earned on this premium less the expected losses on the guaranteed loan.  The guarantor is exposed to the full downside risk of loss but does not share any of the gains resulting from successful operations of the guaranteed firm.  This full loss is the face value of the guaranteed loan plus any guaranteed interest payments on the loan less the liquidation value of collateral backing the guarantee and proceeds associated with general creditor status.  Consequently, the guarantor’s profit is determined by proper pricing out of the guarantee, careful control of operating costs and control over the frequency and size of losses.  The price of the guarantee must be sufficient to cover expected losses, operating costs and an adequate return to the guarantor for its services.


Recall our example of a state agency charging a premium of $15,000 to guarantee a one-year $500,000 loan.  The agency invests this $15,000 premium at the risk free interest rate of 1.25% for one year and earns $187.50 for total revenue of $15,187.50.  Assume that the assets of the company receiving the guaranteed loan will be worth, with equal probability, either $530,375 or $469,625 at the end of the year; the expected value of the assets will be $500,000.  Therefore, the expected loss on the guarantee is (0.5)($30,375) = $15,187.50 and the expected overall outcome to the guarantor is zero – an equal probability of gaining or losing $15,187.50.


Now, consider what happens if the owners of the company receiving the guarantee decide to enter a much more risky line of business.  In this new business, the value of the company’s assets at the end of the year will be either $700,000 or $400,000 with an equal probability and the expected value of the assets will be $550,000.  This increase in expected profitability is good news for the owners of the company but bad news for the state agency guaranteeing the loan.  The expected loss on the loan guarantee now rises to (0.5)($100,000) = $50,000 and the expected loss on the guarantee to the state agency is -$42,406.25 calculated as (0.5)($15,187.50)+(0.5)($100,000).  In other words, a business strategy that makes sense for the owners of the company is in the worst interests of the guarantor.  So, the guarantor must find ways to protect against this risk-shifting behavior and its transfer of wealth from creditors and creditor guarantors to the owners of the company.


Creditor and Guarantor Protection Strategies. The risk shifting outcomes the guarantor must protect itself against are changes in borrower investment strategies and changes in financial leverage, including changes brought about by cash outflows from the company in the form of dividend payments, share repurchases and withdrawals of capital. The guarantor can use banks as delegated monitors but this creates other problems.  Among these are conflicts of interest between the bank and the guarantor with respect to letting a bad loan run while the collateral value dissipates and the possible misrepresentation of banks with respect to the credit quality of borrower.  In other words, who monitors the delegated monitors?
Pricing Out State Loan Guarantees.  The price of the guarantee should be calculated as the value of a put option.  Critical to this pricing out process is an estimate of the riskiness of the loan.  The more risky the loan, the more valuable the put option and the higher the price of the guarantee.  Estimation of the proper price can be done with technical option pricing models.  What we want to point out are two important steps in this process.


First, by charging every borrower the same risk premium, say an arbitrary percentage of the guaranteed portion of the loan, the guarantor exposes itself to potentially severe adverse selection problems.  The price for relatively strong applicants will be set too high and the price for weak, highly risky applicants too low.  Hence, the guarantor will end up with a portfolio of underpriced guarantees on highly risky loans and no “overpriced” loan guarantees in its portfolio.  This problem could be mitigated by refusing to guarantee “high risk” loans; but, at the margin, the bias will continue to exist.


We believe this problem of a “proper” option premium is likely to cause particular problems during recessions if an essentially fixed fee pricing scheme is used.  Banks and borrowers will know what the option premium fees were coming into the recession.  But, once the recession has begun, the riskiness of firms seeking loan guarantees will increase.  From a purely economic perspective, the fees for loan guarantees should also increase.  Yet, politically, this increase in fees may be difficult to implement.  Had a variable fee schedule already existed, the higher fees could be quoted to potential borrowers.

Assessments and Policy Issues


State-assisted financing programs are often touted as programs for mitigating or solving financial market imperfections, especially credit market failures.  In reality, these programs are designed more to (1) address borrower credit risk problems, (2) provide a lender of last resort to small businesses during and right after economic recessions, (3) provide a less costly and more socially desirable alternative to direct social payments for people living in economically depressed regions or regions experiencing the strains of structural adjustment, and (4) direct funds into preferential uses such as preserving family farms and lifestyles.  So, how do states structure programs so as to minimize outright subsidies for projects with positive private NPVs and politically compelling projects but continue to support projects with positive public externalities?

State governments should strive to be selective and strategic in the use of state-assisted financing.  States should be discriminating with their use of “off-budget” expenditures, and take steps to ensure program accountability with transparent and regular reporting systems and appropriate governance structures.  

Detailed questions about who should and does benefit from state support (e.g., banks, firms, workers, regions) need to be addressed.  Who is de facto benefiting should be clear and measured regularly.  For example, who gets the most value from loan guarantees?  The banks, the borrower, or the state agency?

States should avoid Type I (Concessionary Financing) arrangements with firms, especially during difficult budgetary times.   Type II (Mitigating Market Imperfection) financing could benefit from loan guarantees, but should not require subsidized financing for extended length of time.  Furthermore, if market imperfections truly are why assistance is needed, the States should earn a fair market return on any assistance provided; the banks that extend the financing should not expropriate the returns.

States should be extremely reluctant to raise funds in the capital markets for direct loans for Type III (Valuing Social Externalities) and Type IV (Politically Compelling) financing.  Making direct loans requires a well-trained staff and bureaucracy and we think the private sector subject to the discipline of the market can do this more efficiently than a state agency.  More importantly, though, when a State becomes involved in direct loans, the moral hazard problems of politically compelling projects are exacerbated.

To help avoid politically compelling state-assisted financing, economic development rules should be legislated during good economic times.  The legislation should be designed to dampen politically opportunistic policy-making and Type IV targeted development policies during difficult economic times.  The legislation should require regular and public reporting on the costs and benefits of financial assistance programs and accountability for program results.

With well-functioning State financial assistance programs in place states may be able to accelerate the time to recovery from recessions and dampen some of the negative consequences of local and regional economic distress.  Of course this assumes that the states act as economic welfare maximizing economic agents and that politically compelling projects do not dominate economic development policy.  But, this is not always the case.

The logic of collective action suggests that public policies for which the benefits are highly concentrated and the costs widely disbursed are the most likely to be implemented, even those with net negative social value (Olson, 1965).  The parties with concentrated benefits will work/lobby hard for the projects, while those who have to pay the disbursed cost (e.g., all state tax payers) will have less incentive to organize and lobby against the projects.  This logic is at play in Type IV projects such as public support of sports stadiums and teams in the U.S. (Rosentraub, 2002).

We are not sanguine about overcoming the special interest and collective action obstacles.  But, we would offer the following suggestions: Require that the cost of all loan guarantees and direct subsidized financing be calculated and made public with responsibility for verifying the calculation assigned to the State’s Treasurer or whoever is responsible for presenting the State’s financial position to bond rating agencies (e.g., Moodys, Standard & Poors, and Fitch).  Such a requirement would make the costs transparent to the public – as well as to other businesses not receiving such assistance – and to the rating agencies.

The rating agencies are the most likely agent to spur adoption by the states of a more pragmatic and transparent approach to State-assisted financing because the agencies’ credibility is at stake when they rate the credit worthiness of the states and, the rating agencies' reputation in large part depends on their ability to reveal to potential investors (in state debt instruments) the true costs, benefits and risks of state support of economic development, such as loan guarantees. 


Most of the U.S. states (as well as most national governments) will continue to use financial incentives and instruments to foster private investment and economic development.  Such efforts will be particularly pronounced and compelling during and coming out of recession periods (such as 2003).  We have outlined some of the key analytic and policy issues that we hope will help inform and guide governmental efforts in State-assisted financing and help to minimize costs and maximize public benefits from such efforts.
Notes

(1) The authors would like to thank Ann McAdam Griffin for her assistance in manuscript preparation.  We would also like to thank the editor and two anonymous referees for their helpful comments that improved the paper.

(2) For discussions of the effects of the New England banking crisis on business lending, see Peek, 1992 and Meehan, Jr., 1993.

(3) Luxenberg, 1984.  Berman, 1985.

(4) "Entrepreneurial" is the most commonly used term (see Eisinger, 1987 and Graham, 1992) to describe this Strategy II development approach by states.  As described below, alternative terms to describe this Strategy of state government approach to economic development would include "activist" or "interventionist".  

(5) Somewhat comparable to our Strategy III category is Ross, 1990, Pilcher, 1991 and Eisinger's, 1993 "third wave" state economic development classification.  Third wave policies are described as "emanating from political survival in a period of fiscal hard times...involving activities with maximum visible effects for the least possible resources" (Eisinger, 1993: p. 3).

(6) Strategic states undertake economic development efforts more selectively (than either Approach I or II states) often applying principles of corporate strategy, including Porter's models of competitive advantage, to allocate state economic development funds.  The development focus in pragmatic states typically emanates from a shared view of the state's competitive advantages, i.e., the state's position in the larger national and international economy.

(7) These rates are actual rates for September 29, 2003 as is the spread the SBA would charge over prime rate.

(8) See Merton, 1992, for a general discussion of financial guarantees.

(9) The example is based on the New Hampshire Business Finance Authority’s Working Capital Credit Guarantee program (WAG).  The WAG program allows participating banks or lending institutions to receive a guarantee of up to 75% for a working capital line of credit, not to exceed $2,000,000. The line of credit must be secured with accounts receivable, inventory and/or fixed assets acceptable to the participating bank and the BFA. The borrowing base may not exceed 90% of qualifying accounts receivable and 60% of inventory. Up to 1% of the loan amount is due at the closing and a fee of up to 2% of the loan amount is due annually, paid in arrears.
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