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11 levels of government have problems funding the programs their 
constituents want at the tax levels their constituents are willing to 
accept. At the federal level this conflict has resulted in large and 
prolonged fiscal deficits that the current Congress and administra-
tion are struggling to reduce. Similarly, many states have had to 

cut their budgeted programs substantially. This continuing mismatch of lim-
ited revenues and pressing social issues has led to creative financing of new 
activities whenever possible. 

One way in which the government may reduce its burden in many social 
projects is by engaging the participation of the private sector. Indeed, private 
sector involvement is almost a prerequisite for successfully addressing many 
social problems. However, while the private sector is willing to invest in so-
cially beneficial projects, private participation is likely only if the developer 
can expect to earn a positive risk-adjusted rate of return. Projects whose 
costs are likely to exceed the risk-adjusted, present value of the cash flows 
to the private developer generally will not receive private funding.' Even if 
the project generates very large benefits to the surrounding community, the 
developer cannot capture these benefits, and he or she is likely to assign lit-
tle value to them. 

Government may encourage private sector involvement in socially desir-
able projects by capturing part of the gains and sharing them with a private 
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developer. For example, the government perceives 
gains in economic development that provides more 
constituents with jobs and income, thereby reducing 
demand on social welfare programs and expanding 
the tax base. Similarly, community development proj-
ects, such as the development of new and improved 
infrastructure, can improve development prospects in 
areas with limited financial resources. Over time, such 
efforts would also raise standards of living and im-
prove the tax base. These gains can be shared with a 
private developer by providing resources free, such 
as infrastructure improvements or worker training, or 
at a below-market price—subsidized Joans, for exam-
ple.2 

This article takes as given that opportunities exist 
for governments to gain from encouraging private de-
velopment efforts and focuses on the problem of how 
best to structure incentives.3 Finding the most effec-
tive ways to structure the assistance is in many impor-
tant respects similar to the challenge facing investors, 
including financial intermediaries, who seek appro-
priate behavior on the part of entrepreneurs having 
projects and talent but insufficient financial resources. 
In both cases, everything depends on entrepreneurs 
choosing projects with appropriate risk levels, avoid-
ing excessive risks after starting the project, and ex-
erting maximum effort to make the project succeed. 

A potential obstacle is that an entrepreneur's inter-
ests may diverge from that of the financier after the 
money or other resources are in hand. Investors and 
corporations have worked on establishing financial 
structures that minimize the costs of these diverging 
interests, and the corporate finance and financial inter-
mediation literatures offer one important lesson: a 
thorough understanding of each party's interests is 
critical. Although it is true that some participants in 
development projects will do the right thing because it 
is the right thing, the only safe assumption is that each 
will act in the manner that best promotes his or her 
self-interest within the confines of the financial agree-
ment.4 Thus, the first part of this article discusses the 
interests of the various parties involved in economic 
development. 

The second section analyzes the merits of a num-
ber of assistance schemes—such as grants, tax abate-
ments, and subsidized loans—from the perspective of 
the state or local government supplying the assistance. 
Unfortunately, as in corporate finance, no perfect so-
lution emerges to address all the problems accompa-
nying state and local development projects . Each 
assistance alternative has its own mix of advantages 
and disadvantages. For example, a subsidized govern-

ment loan may create only minimal costs if the proj-
ect succeeds but may be very costly if the project fails. 
The conclusion suggests that development opportu-
nities should be carefully, individually considered to 
determine the best method or combinations of methods 
for providing development assistance. 

The Interests of the Various Parties 

To the extent that government-supported develop-
ment generates positive returns to the government, tax-
payers benefit. Obtaining these returns often begins 
with the sponsoring government body providing assis-
tance, usually through a development agency, to a pri-
vate developer with a project likely to generate ad-
equate returns. The assistance is combined with the 
developer's own funds and perhaps those of a private 
lender, such as a bank, in order to build the necessary 
investment. The developer manages the project, and its 
proceeds must be divided in a way that earns an at 
least adequate expected rate of return for taxpayers. 

Government faces the problem of how to structure 
the development assistance program to maximize its 
rate of return. Keeping in mind that each of the other 
parties' primary goal is to maximize the net present 
value of their cash flows from the project, government 
somehow has to encourage private investment that will 
maximize the sponsor 's gains while minimizing its 
cost of providing development assistance. 

The ideal scenario would be one in which a govern-
ment sponsor rewarded other participants in a develop-
ment program on the basis of the project's outcome.5 

For example, a portion of increased taxes or reduced 
government spending would be shared with a develop-
er. This approach would provide the greatest incentive 
both to develop projects that would benefit the govern-
ment sponsor and to manage them toward that end. In 
a world in which the outcomes from a development 
depended solely on the ability and effort of the other 
participants, such a system would work. However, fac-
tors that are not perfectly predictable and are outside 
participants' control, such as national economic condi-
tions or natural disasters, also influence the course of a 
development project. State assistance entirely contin-
gent on the outcome of individual development proj-
ects would force the other participants in the process 
to bear increased risk.6 

If the other participants bear all of the risk, some 
projects likely to yield acceptable risk-adjusted rates 
of return will nonetheless not be proposed because 
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they impose too much risk on some other participant. 
Taxpayers could encourage the development of riskier 
projects by assuming some or all of the risk. However, 
increasing taxpayer risk may create its own problems. 
First, a developer may take greater risks because he or 
she would be in a position to keep almost all the pri-
vate gains from successful projects yet would share 
the losses from failed projects with the taxpayers. Sec-
ond, a developer may not try as hard because the costs 
of failure would be borne at least in part by the gov-
ernment. 

Thus, an understanding of each participant's role in 
the development process is essential for structuring de-
velopment programs optimally. The structure will in-
fluence the effort individual participants exert as well 
as their approaches to managing risk. The following 
analysis considers the main issues facing each of the 
parties in a development project and also points out 
how a poorly structured program may induce perverse 
responses. 

The Government Sponsor. Investment in publicly 
supported programs, like investment in a purely pri-
vate development, should be analyzed in terms of the 
return and risk of the project. One way of measuring a 
program's return is to calculate its expected costs and 
benefits. Of course, the costs, which will probably be 
borne through a development authority, should gener-
ally be expected to exceed the gains. Losses encom-
pass the cost of evaluating the proposed projects to 
determine their economic and social merits along with 
any costs beyond those covered by private revenue that 
are required to induce a developer to undertake a proj-
ect. It is important to note that a project may generate 
economic losses even if it generates no accounting 
losses. For example, a low-interest loan repaid on 
schedule will not generate accounting losses, but if in-
terest on the loan does not adequately compensate the 
government for the time value of money, it will gener-
ate economic losses. 

Costs incurred by the development authority may 
be somewhat offset by gains to the sponsor's budget 
that result f rom a project. For example, gains f rom 
higher tax revenues channeled to government or from 
lower social wel fa re spending or both may begin 
sometime after a project has started. 

In general, the expenses of assisting private devel-
opment occur before any gains are obtained. One way 
of recognizing the timing differential is to calculate a 
net present value of a project to the government spon-
sor. The first step is to add the expected increase in 
tax revenue to the expected reduction in social wel-
fare spending and subtract the cost of the subsidy in 

each future period. Each period's net gains or losses 
are then discounted for the time value of money and 
the riskiness of the project. The sum of the discounted 
values would be the project 's net present value. Al-
though estimates of net present value may be subject 
to error because of a variety of factors, the process of 
calculating it at least enforces the discipline of detail-
ing expected amounts and timing of the various cash 
flows.7 

The risk in a project lies in the fact that both the 
value of the assistance to the project and of the bene-
fits f rom the project may vary substantial ly f rom 
expectations. For many projects the sponsoring gov-
ernment's more diversified revenue stream puts it in a 
better position to bear the project's risk. For any given 
small project, the government sponsor may thus be 
the most efficient risk bearer. However, excessive risk 
arises when the government absorbs too much risk 
from larger projects or from a large number of smaller 
projects. 

The outcomes from most development projects are 
likely to be highly correlated with the overall health of 
the local economy. That is, a project will likely succeed 
when the rest of the community is in good economic 
health but will most likely fail and further drain local 
resources during those times when a community is al-
ready suffering economic problems and can least afford 
further losses. Thus, it is crucial that a government 
carefully evaluate its potential risk exposure under al-
ternative f inancing schemes to ensure that it could 
handle the maximum losses possible from supporting 
a given project. These calculations should consider the 
overall risk picture as well. In extreme cases, a state or 
local government may be forced to defer or eliminate 
projects if the total risk generated by all government-
assisted projects would be excessive. One way of re-
ducing the risk to any individual government body is 
to share the risks across jurisdictions. The financial is-
sues involved in such sharing are discussed in the box 
on page 4. 

The State Development Agency. Although some 
types of development support schemes do not require 
the establishment of a separate government agency, in 
most cases states have set up agencies to oversee state 
support of private development projects. An agency is 
responsible for analyzing proposed projects and nego-
tiating the assistance package with the developer. In 
effect, it acts as an agent for the taxpayers just as the 
management of a private corporation is acting as an 
agent for the shareholders. 

The senior managers of a development agency, like 
the senior managers of a corporation, are concerned 
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Pooling of Development Projects across Jurisdictions 

One way for a state or local government unit to diver-
sify its portfol io of development projects is to pool re-
sources with other state or local governments to fund a 
geographically dispersed set of projects.1 The net result 
of such diversification would be to reduce the chances of 
s p e c t a c u l a r s u c c e s s f o r any o n e g o v e r n m e n t , but it 
would also reduce the risk of disastrous loss. 

The pooling of projects across jurisdictions to reduce 
risk is s imilar to banks reduc ing the concent ra t ion of 
loans in their portfolio by "participating out" part of the 
loan—that is, selling part of the cash f lows f rom a loan 
to another bank.2 The selling bank typically retains re-
sponsibility for collecting loan payments and distributing 
them to the banks that purchased the participation. The 
purchasing bank, however , takes a proportional share of 
the risk that the loan will not be fully repaid. One danger 
recognized in the loan part icipat ion market is that the 
selling bank may choose to sell only its high risk loans 
or that it may not adequately monitor the borrower. 

Purchasing banks rely on several protect ions to re-
d u c e the risk that they are buy ing bad loans . Sel l ing 
banks typically keep part of the loan so that they will al-
so suffer losses if the loan is not repaid. Further, banks ' 
cont inuing access to the loan part icipation market de-
pends on their maintaining a good reputation for partici-
pat ing out qual i ty loans. Final ly , the purchas ing bank 
can—and regulators expect that it wi l l—conduct an in-
dependent analysis of the loan before entering into the 
part icipation. These protect ions usually result in loans 
that are of higher quality or are easier to value or both. 
However , some banks have suffered very large losses 
and even failed as a result of not adequately analyzing 
the loan participations that they purchased.3 

Poo l ing r e sou rce s across g o v e r n m e n t a l uni ts m a y 
present risks similar to those created by loan participa-
tions. Each governmental unit is depending on the others 
to evaluate and monitor ongoing projects. However , the 
sponsors and their deve lopment agency may not have 
equal abilities to evaluate and to moni tor projects that 
might place the stronger deve lopment agencies at risk 
f rom the weaker agencies. Further, reducing the share of 
risk borne by a sponsor and its development agency may 
encourage support of projects with lower expected re-
turns and higher risk. 

Thus , under ideal c i r cums tances poo l ing resources 
across jurisdictions will reduce the risk borne by individ-
ual government sponsors. However , the problems creat-
ed in less than ideal c i rcumstances—the likely situation 
in almost all cases—may be severe. Government spon-
sors should carefully evaluate the risks they are taking in 
pooling resources before agreeing to participate in such 
programs. 

Notes 

1. See Zelinsky (1984) for the argument in favor of pooling 
development investment across geographic regions. 

2. However, because most projects would not be expected 
to earn a market rate of return, the funds would need to 
be pooled at the start rather than allowing each govern-
ment to choose individual projects. 

3. Zweig (1985) points out that Seafirst was forced to merge 
with BankAmerica , and Continental Illinois required 
FDIC assistance in large part because of problems with 
loans they participated in with Penn Square Bank in Ok-
lahoma. 

with promoting their own interests as well as those 
of their principal. For example, they are likely to be 
concerned with increasing their lifetime earnings as 
well as with enhancing the budget and prestige of their 
agency. Thus, the sponsoring government should be as 
careful as the shareholders in a private corporation to 
consider the incentives it creates for these senior man-
agers. 

The sponsor will wish to reward a development 
authority for its success in identifying and assisting 
projects that both would not occur without govern-
ment support and that will provide net benefits to the 
taxpayers. However, because the sponsor has only lim-
ited information on the opportunities and actions of a 
development authority, it cannot easily structure a sys-
tem that provides appropriate rewards. Without com-

plete information as a basis, incentives may miss the 
mark. 

One problem area concerns ensuring that a develop-
ment authority screens projects effectively for eco-
nomic viability. Appropriate incentives should lead a 
development authority away from projects that have 
no reasonable prospect for success. However, care 
must be taken to prevent too much e m p h a s i s on 
avoiding failure. Recall that the primary social pur-
pose for state support of development projects is that 
the projects may yield social gains even though they 
would produce net losses to a private developer. Thus, 
a successful development authority should expect to 
suffer economic losses.8 If an authority is not incurring 
losses, it may be that its support is being wasted on 
projects that would have received adequate private fi-
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nancing had there been no government support. Fur-
ther, strong incentives to avoid losses may encourage 
development agency administrators to hide problem 
loans in the hope that they will not be revealed on the 
current administrator's watch. One costly example of 
excessive incentive to avoid losses may have been de-
cisions by federal government officials to defer recog-
ni t ion of losses in the thr i f t indus t ry that he lped 
contribute to the massive losses by the thrift deposit 
insurance agency (see Edward J. Kane 1985). Thus, 
the incentives to avoid losses may be too strong or too 
weak. 

Another challenge is providing incentives for agen-
cies to pursue development opportunities. If too few 
are given to the authorities, then their officials may not 
put forth sufficient effort. However, if the incentives 
are too attractive, the authority may get involved in too 
much and provide unnecessary support simply to ap-
pear to meet the taxpayers' goals. For example, an au-
thority may be too aggressive in supporting projects 
that would have occurred in its jurisdiction even with 
less aid. By providing the unnecessary support, the de-
velopment agency would be inflating the number of 
successful projects supported. 

A related problem occurs when different sponsors 
and development agencies compete, especially for 
large economic development projects. Each sponsor 
and its development authority may measure the costs 
and benefits of supporting the development f rom the 
narrow perspective of its individual jurisdiction. This 
sort of competition may result in a private develop-
er receiving support far in excess of what would have 
been required to induce undertaking the project. In-
deed, a "winning" development agency may provide 
incentives to a developer that cost virtually the en-
tire social gain the sponsor might have hoped to ob-
tain.9 

The Private Developer. A private developer is gen-
erally responsible both for helping to identify develop-
ment projects with potential for government support 
and managing approved projects. In the absence of 
governmental assistance a developer will analyze a 
project solely on the basis of expected cash flows. With 
government assistance a developer may be willing to 
undertake socially desirable projects that would other-
wise be avoided because they would yield an inade-
quate rate of return. However, the structure of the 
government assistance may significantly influence de-
cisions about the types of projects initiated and the 
way in which the projects are managed. 

An obvious goal in structuring state assistance is to 
provide the minimum level of state assistance that will 

persuade developers to embark on socially useful proj-
ects. However, only the developer knows precisely 
what that minimum level of aid is.10 It should general-
ly be expected that taxpayer assistance will exceed the 
amount required by the developer by at least some 
small amount. Thus, a development authority should 
anticipate that a developer will earn an above-market 
rate of return, adjusted for risk, on any given develop-
ment project. Nevertheless, the authority should try to 
limit the size of the excess returns." 

Another important issue in structuring develop-
ment assistance is that of how risk would be divided 
should the project fail. If the project's riskiness is in-
dependent of a developer's decisions and actions, then 
efficient risk-bearing considerations suggest that the 
taxpayers should bear a relatively large part of the 
risk of failure. However, there are several ways in 
which a developer may influence the riskiness of a 
project. First, a developer selects the projects for which 
taxpayer assistance is sought. If the taxpayer assumes 
too large a fraction of the risk of failure, the fact that a 
developer's losses would be mostly covered by a de-
velopment agency in the event of failure creates an in-
centive for the developer to propose risky projects 
that would yield large gains if successful. Second, de-
pending on the specific contract with the development 
agency, a developer may be able to shift some of the 
investment to the relatively riskier parts of the devel-
opment project, which would increase the risk of loss 
to the agency.12 Third, a developer may choose to for-
go additional investment in the safer parts of a project 
if most of the gains from doing so would go to the 
taxpayers or other creditors.13 Thus, if the state ab-
sorbs too much risk, the developer is encouraged to 
further increase the riskiness of the project. Although 
it may not be desirable to eliminate the risk-taking in-
centive, careful structuring of the aid (discussed be-
low) may reduce a developer's incentive to take more 
risks. 

The Private Lender. A private lender may supple-
ment a developer's investment and the state's assis-
tance with a loan to the developer. If so, a lender may 
provide a separate evaluation of the economic merits 
of a development project and may also monitor ongo-
ing projects to ensure that they are well managed and 
continue to be economically viable. 

The structure of the government assistance program 
may significantly influence private lenders' efforts in 
analyzing and monitoring loans. They should be ex-
pected to exert effort only up to the point at which the 
marginal benefit of further effort equals the marginal 
cost of that effort. By absorbing some or all of the risk 
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of failure, a government assistance program may re-
duce the marginal benefits of analyzing and monitor-
ing loans. With nothing at stake, the lender has little 
incentive to undertake costly analysis and monitoring 
of development loans. 

F o r m s of Project Support 

Government aid to development projects may take 
a number of different forms, including grants, subsi-
dized inputs, tax abatement, loans, loan guarantees, 
and interest subsidies. The type of development aid 
may have a major impact on expected costs and risks 
involved in assisting a project and on the probability 
of a project's success. 

Grants. One way of supporting a development proj-
ect is to give the developer financial or real resources— 
for example, land on which to build a factory—with no 
repayment required. If not properly structured, such 
grants may serve as an incentive for developers to cre-
ate uneconomic projects to obtain the money. Howev-
er, careful screening or requiring a developer to invest 
a substantial amount of private funds as a precondition 
for receiving the grant can reduce the risk that devel-
opers will misuse grants. 

After receiving a grant and investing in a project, a 
developer has the same incentives as if the government 
had not provided any assistance. A developer reaps all 
direct rewards and bears all costs of failure. Thus, a 
developer has an incentive to exert maximum effort 
and to manage the risk of the project optimally. If a 
developer also seeks a private loan, the lender retains 
the full incentive to evaluate the economic merits of 
the project after adding in the grant. 

A development agency does not share in any of the 
gains from successful projects awarded grants, but nei-
ther is it at any additional risk from a failed project. 
The sponsoring government is at risk, however, in that 
taxpayers who provided the grant will receive the ben-
efits of increased taxes or reduced spending only if the 
development is successful. 

Subsidizing Improvement of Local Production 
Factors. A government may assist a developer by 
promising to upgrade one or more local factors of pro-
duction at taxpayers ' expense. For example, a state 
may promise to subsidize worker training or lease a 
state facility at a below-market rate. 

Subsidizing a production factor reduces a develop-
er's costs but leaves him or her responsible for the re-
maining investment. A developer retains most of the 

risk of failure and reaps all of the private rewards from 
a successful project. As a consequence, this kind of 
development assistance does not provide a developer 
with an incentive to increase the risk of the project. 

The expected cost of the program to a development 
agency is fixed. However, the government sponsor's 
risk is reduced by this form of aid because the spon-
sor retains something of value even if the project fails. 
For example, if a development agency subsidized 
worker training, the local area will benefit from hav-
ing more highly skilled workers whether the project 
succeeds or not.14 

Tax Abatement. The government sponsor may en-
courage economic development by agreeing to reduce 
or eliminate required tax payments from the developer 
for a specified period of time. For example, the spon-
sor may agree not to levy property taxes on the devel-
opment site or income taxes on income earned from 
the development. 

The value of tax abatement to the developer is pos-
itively correlated with the success of the project. If 
the project fails, the developer may not have paid any 
taxes even without the abatement. However, if the 
project succeeds, the tax abatement may be very valu-
able. Thus, tax abatement provides added incentive 
for the developer to make the project a success. Tax 
abatement also discourages developers from operating 
in a high-risk fashion since the abatement may be al-
most worthless if the development fails. The one pos-
sible disadvantage of tax abatement is that it may 
assign relatively too much of the risk to a private de-
veloper. That is, if a project succeeds the developer 
receives benefits, but if a project fails a developer 
may not actually receive any assistance even though 
the offer of tax abatement was necessary to get the 
project under way. 

Tax abatement may minimize the risk to the gov-
ernment sponsor. Although tax revenues from the de-
veloper are reduced, the largest reductions occur when 
the project succeeds, in which case the state should 
see increased tax revenues from the workers as well as 
a possible reduction in social welfare spending. How-
ever, if the government is able to bear risk at a lower 
cost than a private developer, tax abatement may result 
in an inefficient sharing of risk. 

Loans. The state may assist a developer by provid-
ing loans to finance a project. Alternatively, the state 
may guarantee some or all of the private loans to a de-
veloper. In either case a private developer receives a 
subsidy equal to the difference between the cost of ob-
taining the loan without state backing and the cost of 
the loan with state backing. 
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Full Loan Guarantee. If the state absorbs all the risk 
from loans, then it can create an incentive for a devel-
oper to take additional risk. A developer keeps all re-
turns in excess of the loan value but is liable for losses 
only to the extent of his or her investment in the proj-
ect. Thus, the amount of investment required may play 
an important role in determining the risks taken by that 
developer. An agency may also protect itself by moni-
toring the developer during the course of the project. 

A development agency cannot count on assistance 
in evaluating and monitoring loans f rom a private 
lender if the loan is 100 percent guaranteed. Protected 
f rom loss by the development authority, the private 
lender has little incentive to undertake costly activities. 

Although it bears considerable risk, the government 
sponsor may receive substantial benefits in this sce-
nario when a project succeeds. The loan is repaid—or 
at least the loan guarantee is not activated—while the 
government also receives higher tax revenues and may 
have lower outlays. However, the risk may be especial-
ly great if the outcome of the development project is 
highly correlated with the state of the local economy. 

Shared Risk. A state development agency may re-
duce its risk and encourage private lenders to expend 
more effort in analyzing and monitoring loans by ab-
sorbing only part of the loan losses from failed devel-
opment pro jec ts . A deve lopment agency has two 
general options for sharing the risk: (1) the agency ab-
sorbs the first X percentage of the losses (where X is 
some number between 1 and 100), and the private 
lender bears any remaining losses; and (2) the agency 
shares proportionately in the loan losses with the pri-
vate lender. Both options may be achieved through di-
rect loans from the development agency or via loan 
guarantees from the development agency to the private 
lender. 

The extent to which the first option reduces a devel-
opment agency's risk exposure depends on the type of 
project being funded and the value of X. If the losses 
on a particular type of development project are usually 
less than 50 percent of the loan amount, then a state 
loan guarantee of 90 percent of the loan will be only 
marginally better than a 100 percent guarantee. The 90 
percent guarantee likely absorbs virtually all of the 
risk that the project may fail so that private lenders 
have very little incentive to screen such a loan careful-
ly; primary responsibility for analyzing such borrow-
ers remains with the state. However, if the typical loss 
on a type of development in the event of its failure is 
80 percent and the state loan guarantee is for only 50 
percent of the loan value, the development authority 
has shifted significant risk to a private lender. One way 

of measuring the expected loss is to evaluate the value 
of the collateral. The risk of loss may be low if the col-
lateral for the loan is a high proportion of the loan's 
value and the collateral can be readily sold at market 
value.1"' 

The second option reduces losses in direct propor-
tion to a private lender's share of the losses. For exam-
ple, if the state guarantees 75 cents of every dollar lost 
on failed loans, then the private lender is taking 25 
percent of the risk. 

The state may reduce its risk exposure and increase 
a private lender's effort by reducing its share of the 
risk of loan failure. However, the value of a partially 
government-backed loan to the private developer is di-
rectly proportional to the amount of risk absorbed by 
the state. One way for the development agency to re-
duce its risk and increase private monitoring without 
reducing the value of the subsidy is to reduce its 
charge to the private developer, either by reducing the 
interest rate on the government loan or by reducing the 
fees for obtaining a government loan guarantee. 

Loans versus Guarantees. Although loan guaran-
tees may contain the same risk-sharing features as di-
rect loans, the use of loan guarantees may be riskier 
for the government sponsor. Direct loans from a de-
velopment agency appear to be costly because they 
require the government to appropr ia te t axpayers ' 
funds or to borrow every dollar loaned. Loan guaran-
tees may seem to be less costly, particularly if the 
government sponsor appropriates funds equal only to 
the expected cost of the guarantees. Sponsors may 
seek to leverage appropriated funds by guaranteeing a 
far higher dollar value of loans than it would be able 
to provide through a direct lending program. Howev-
er, loan guarantees carry exactly the same risk as 
comparably structured direct loans from a develop-
ment agency. The loan guarantees could be very cost-
ly if the expected losses were underestimated on the 
basis of overly optimistic figuring or unexpectedly 
adverse economic conditions. Failure of a large frac-
tion of the development loans at a time when the local 
economy is already distressed could make the higher 
volume of loan guarantees especially costly to the 
government sponsor. 

Interest Subsidy to the Borrower. A development 
agency may subsidize a project without discouraging 
the private lender's analysis and monitoring by provid-
ing an interest subsidy to the borrower. An interest 
subsidy is similar to government loan and loan guaran-
tee programs in that both types of assistance work by 
lowering a private developer's effective cost of funds. 
However, the two alternatives have very di f ferent 
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incentive and risk-sharing implications. The interest 
subsidy approach does not significantly reduce the risk 
borne by a private lender. Thus, private lenders are left 
with a strong incentive to screen, monitor, and collect 
on loans to private developers. If a private lender is 
less diversif ied than a government sponsor of the 
development agency, these incentive effects may be 
somewhat offset by less efficient risk-sharing. Howev-
er, there are cases in which having a private lender re-
tain all risk may be more efficient than shifting it to 
the government, and interest rate subsidies may be the 
best assistance mechanism. For example, some bank-
ing organizations are more diversified than any indi-
vidual state government because they have subsidiaries 
in a number of different states. 

The expected cost of an interest subsidy program to 
a development agency is the amount of the subsidy. 
Whether the subsidy is paid after a project fails de-
pends on how the program is structured. However, the 
key in evaluating a development agency's risk is that 
in no case is the agency liable for more than the amount 
of the subsidy. 

Conclusion 

Different types of assistance to development proj-
ects have different consequences for state and local 
governments as well as for private developers. States 
should consider not only the financial condition but al-
so the risk aversion of developers in structuring their 
financial packages. However, they should also consid-
er the implications of alternative support schemes in 
terms of the incentives each creates for developers and 
private lenders as well as the likely effect on the state's 
financial condition. In some cases state or local gov-
ernments may prefer support schemes that appear to 
be more expensive but that have better incentive or 
risk-sharing implications. The various alternatives may 
also be combined so as to carefully calibrate the risk 
borne by the developer, the private lender, and the state. 
The basic principles discussed in this essay should help 
in analyzing more complicated support schemes. 

Notes 

1. There are at least three other reasons why private develop-
ers may not be able to obtain funds to undertake projects 
with a positive net present value: (1) analysis of the loan 
may be loo costly, (2) monitoring of the loan may be too 
costly, and (3) collecting on the loans from successful pro-
jects may be too costly. Srinivasan (forthcoming) considers 
the case for government intervention in these cases with a 
special focus on the experience of third-world programs. 

2. One problem in providing resources free or at reduced 
prices is that doing so may change the developer's incen-
tives in perverse ways. For example, the provision of grants 
may encourage the developer to promote projects that have 
little chance of success but involve minimal cost of failure. 

3. Bartik (1991) provides evidence that development programs 
run by state and local governments may increase social wel-
fare. 

4. In some cases the private parties will participate for civic 
reasons rather than personal gain. However, a government 
program that depends on public-spirited developers may 
miss significant opportunities if too little return is offered to 
less altruistic ones. Alternatively, if the rules are too loosely 
written, the government may suffer losses because of un-
scrupulous or well-intentioned but naive developers. 

The state development authority is likely to take account 
of the sponsoring government body's goal. However, gov-
ernment agencies often develop agendas on the basis of the 
costs and benefits of alternative policies to the agency. Their 

agendas are not necessarily responsive to shifts in voters' 
preferences. 

One could argue that voters also face a problem inducing 
elected representatives to consistently follow policies in so-
ciety's best interest. However, a discussion of the optimal 
design of a representative government is well beyond the 
scope of this paper. Thus, it is assumed that elected repre-
sentatives have the same goal as voters. 

5. The term other participants refers to the development 
agency, private developers, and, when applicable, private 
lenders. 

6. One problem with forcing the other participants to bear risk 
is that their cost of doing so may exceed the government 
sponsor's cost of bearing it. One way of measuring the cost 
of financial risk to the various participants in a development 
is to compare the expected value of the risky cash flows with 
their certainty equivalent value to each of the participants. 
The certainty equivalent value is the amount of cash to be 
received with certainty that is required to make the indi-
vidual indifferent between the risky cash distribution and the 
certainty equivalent amount. The taxpayers will often have the 
lowest cost of bearing risk because the government is likely 
to be more diversified than the other participants in most 
cases. The greater diversification arises because the govern-
ment has the ability to levy taxes on the entire community. 

7. Several variables can affect the accuracy of estimates of net 
present value. For example, the expected value of many of 
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the relevant cash flows must be estimated; extremely suc-
cessful development projects may require additional spend-
ing on infrastructure; and many of the jobs may be taken by 
unemployed workers that move in from or commute from 
other jurisdictions rather than individuals in the local tax 
base. In addition, extremely successful projects may result 
in spinoff projects that generate higher tax revenues than 
anticipated, at least partially offsetting any higher infras-
tructure costs involved. 

A simple way of measuring the cash flows would be to 
calculate the expected cash outflow from the government in 
every period and to determine the expected tax receipts 
based on projected employment for every period. An example 
of this type of analysis is provided by Marvel and Shkurti 
(1993). (Note , however , that they summed cash f lows 
through time rather than using cash flows discounted for the 
time value of money and for risk). The analysis becomes 
more complicated if other factors should be recognized, as 
is often the case. For example, worker training and im-
proved roads may facilitate other development that could 
increase the expected cash flows from the development as-
sistance. Conversely, some of the workers for a project like-
ly would have been employed in a different job absent the 
project, so the use of these workers' total tax payments will 
tend to overestimate the true increase in tax receipts. Given 
that the evaluation of projects at this time is as much an art 
as a science, government sponsors should not overlook re-
sources for analysis that may be available through local uni-
versities. 

u 8. Also, recall that the losses of the development authority 
should be offset by gains from higher tax revenues or lower 
spending by the government sponsor. 

9. Another reason that development agencies may bid too high 
is the so-called winner 's curse. The winner's curse arises in 
bidding situations in which the projected benefits of win-
ning the bid are subject to measurement error. If the bidders 
are unaware that their estimates are subject to measurement 
error, then the bidder that most overestimates the projected 
benefits will likely win the auction. Thus, the winner of the 
auction is likely to find that they overbid in the auction. See 
Thaler (1988) for a discussion of the winner's curse. 

10. The minimum required aid will depend on the characteris-
tics of the project and of the developer. In general the devel-
oper should be expected to know more about the project 's 

prospects than does the development agency. The character-
istics of the developer are important in a number of ways. 
For example, a developer with above-average risk aversion 
may require a higher expected return than one with below-
average risk aversion. 

11. One way potential gains to developers could be reduced or 
eliminated would be if the developers have to bid on a com-
mon project for government aid. However, in many cases 
bidding competition is not feasible because only one devel-
oper has both the local expertise and an interest in partici-
pating in the project. Another way the authority may try to 
limit the size of the returns is by developing its own esti-
mate of the minimum aid required to induce the private sec-
tor to participate in the project. The cost of making such an 
estimate may exceed the benefits for small development 
projects but could prove valuable in determining how much 
to offer for larger projects. 

12. This danger is called risk shifting in the corporate finance 
literature. Barnea, Haugen, and Senbet (1980) show that 
private firms are most likely to engage in risk shifting if 
their loans mature after the project ' s cash flows are re-
ceived. This is the case because in such loans a private 
lender may not demand compensation after observing the 
type of project actually undertaken by the firm. 

13. The risk that a f irm will forgo profi table investment is 
called the underinvestment problem in the corporate finance 
literature. Myers (1977) first points out that debt-financed 
firms may have an incentive to forgo profitable investments 
if most of the gains are received by the debtholders in the 
form of a reduction in debt and in the probability that the 
firm will default. 

14. The value of the increase in worker skills will depend on 
the type of training they receive. In some cases most of the 
training may be readily transferred to other firms, but in 
other cases most of the training may be useful only for a 
specific firm. Also, the continuing value of training to the 
local government will depend on the availability of firms 
that will use the new skills. If demand for the new skills is 
reduced, then some of the trained workers may move to lo-
cations where they can use their new skills. 

15. Local banks and other lenders may also be able to provide 
reasonable estimates on the expected losses on loans to dif-
ferent industries. 
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