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23 A Short and Important Preface

he purpose of this book is to present the economics of economic develop-

ment in a manner accessible to both economists and non-economists. It is
written with an understanding that successful economic development pro-
grams require knowledge from a variety of fields, including planning, political
science, finance, sociology, and marketing. Nevertheless, €Conomic processes
are at the heart of local development efforts. Practitioners should understand
how market forces combine with non-economic variables to influence the
economic development process. ’

I have tried to present information in a straightforward manner, minimiz-
ing jargon and technical detail. Concepts, theories, and tools are emphasized
rather than specific programs because programs change frequently, whereas
the fundamentals provide a foundation for strategies, policies, and programs.
Theory and practice are given high priority. Theory without practice is sterile.
Practice without theory is adrift.

Analytical tools are presented in a “how to” manner. The conceptual
foundations and limitations of tools are also discussed‘ so users will be able to
understand and modify techniques to fit a wide variety of circumstances. This
approach is important because most “real world” applications require some
ad hoc modifications of standard textbook techniques.

My motivation for writing an urban economic development book emerged
slowly. During nearly 20 years of teaching, consulting, and serving as a
planning commissioner, I perceived a widening gap between economic devel-
opment practice and academic economic interests. In class, I tried to help my
students develop tools needed to understand local economic development, but
I sometimes felt I was “fighting” the textbook. It was as though academic

ix
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economics had become so insular that it failed to examine the economy. Local
economic development attracted me because the field promised to enhance
the lives of people. This book is written in that spirit and hope.

NOTE: This book was supported in part through the Belinda A. Burns Endowed Faculty
Scholarship. - .

Economic Development
and Market Logic

he majority of decisions affecting local economic development are made

by private individuals or institutions. These decisions are generally made
on the basis of self-interest after consideration of the costs and benefits.
Economic development practitioners seek to influence private economic
decisions by affecting the real or perceived costs and benefits of decisions.
This chapter describes how economists view the economic activities and
serves as a point of departure for understanding the development process.

R2  How Economists View the World

Economists generally agree about the broad outlines of how the economy
operates, although they may disagree regarding specific details and policies.
In other words, there is general agreement about the appropriate paradigm but
some disagreement at the operational level. Students who have not studied
economics sometimes fail to understand the role of models and assumptions
in economic analysis, the economist’s view of individual behavior, and how
disagreements about policy can arise. A sketch of these important aspects of
the economic paradigm will set the stage for further analysis.
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Figure1.1. The demand curve. The demand curve shows how many units of a product
consumers will purchase at various prices. Changes in income, market size, price of

other goods, preferences, and expectations could cause the demand curve to increase
or decrease.

Models and Assilmptions

Economists often build deductive models to help understand economic
processes. A model is a simplification of reality to help focus on important
components. Most economic models consist of assumptions about a situation
and a series of deductions about what behavior will flow from the assump-
tions. Analysis is the process of breaking a problem into its components. In
the process of analysis, it is important to examine the effect of one or two
independent variables on a dependent variable. For instance, we might want
to consider how quality of life and local wages affect job growth. To focus on
how a few variables interact, it is necessary to assume that other variables do
not change so as to alter the relationship between the variables that are the
focus of the analysis. This is the well-known ceteris paribus, or “other things
equal,” assumption. ,

A widely known application of the “other things equal” assumption is the
law of demand. It states that if the price of a good falls, the quantity that
individuals are willing and able to consume will increase, other things equal.
Figure 1.1 is a demand curve consistent with the law of demand. Changes in
tastes and preferences, incomes, the price of other goods, expectations, and
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market size could result in a situation where the relation between ;?rice and
quantity demanded could appear to violate the law of demand. For 1n§tan?e,
price, market size, and quantity demanded could all increase as price in-
creased. Therefore, to express the law of demand properly, it is necessary to
make explicit the assumption that everything stays the same except price and
quantity. . .

Students often object to the many assumptions that are incorporated in
economic models because the assumptions are unrealistic. In reality, other
things do not remain equal, so why do economists assume that they do? The
value of the assumptions is that they provide a systematic framework for
analysis. The assumptions may be relaxed so the impact of changing assump-
tions may be analyzed. For instance, the assumptions that the size of the
market or incomes do not change may be replaced by the assumption that
market size or incomes increase. Then it can be shown that increases will shift
the entire demand curve to the right. o

Spatial economic models are often predicated upon unreahs.tlc assump-
tions such as perfect knowledge, profit maximizing behavior, uniform trans-
portation costs, consumers with identical tastes, and homogeneous', space. 'The
insights gained from these models can be increased if consideration is gu./en
to how the models will be affected if the assumptions were changed. Changing
the assumptions of a model provides insights about the variables that were
being held constant.

Individual Behavior

For most economists, individuals are the building blocks from which group
actions emerge. Let’s examine individual decisions. First, economists are careful
not to assign to groups motives that reside in individuals. Phrases such as “the
city believes in progress” may be a shorthand way of saying that many or perha.ps
the majority of individuals in the city believe in progress, but we know the city
itself does not believe. Also, economists are aware that collective actions are not
just the sum of individual actions. For instance, it may be true that anyone may
become a millionaire if they work hard enough and/or are lucky enough. How-
ever, it is not true that everyone can become a millionaire.

Economists also believe that individuals behave so as to maximize their
utility (satisfaction). Most economists believe that benefits for others result
from the drive to maximize utility when markets are working properly. Adam
Smith expressed this concept as well as anyone when he said,



It is not from the benevolence of the butcher, the brewer, or the baker, that
we expect our dinner, but from their own self-interest. We address ourselves,
not to their humanity but to their self love, and never talk to them of our own
necessities but of their advantages.

According to Smith, a market system creates rgwards and incentives that
encourage utility-maximizing individuals to do what is in the public interest
as if they were guided by an “invisible hand.”

Unfortunately, it is impossible to determine directly whether an individ-
ual is trying to maximize utility because actions that bring satisfaction to one
person may not provide satisfaction for another. Activities that provide
satisfaction or utility include acquiring money, gaining prestige, helping
others, and so forth. However, economists usually assume that workers and
consumers try to maximize utility by trying to achieve an optimal work-leisure
balance and making wise consumption choices. Business owners are assumed
to maximize utility by maximizing profit.

Economists also assume that individuals are rational in their efforts to
maximize utility. The rationality assumption is essential if economic models
are to predict behavior. If individuals did not act rationally, then all behavior
could be explained as the result of irrational actions.

Students sometimes object to the concept of utility-maximizing man. One
type of objection is based on the mistaken idea that utility-maximizing
behavior is selfish. In fact, economists recognize that altruistic behavior can
provide satisfaction to some individuals. The second type of objection to the
utility-maximizing man assumption is that it does not examine how tastes and
preferences are formed or why individuals differ in how they attain satisfac-
tion. Economists tend to assume that individuals have a set of preferences, but
little attention is given to how preferences are formed. It is likely that if
economic and social life were different, individuals would have a different
set of preferences. Urban and regional economists often rely upon the work
of psychologists, sociologists, and planners who are more informed about
questions of preference formation.

Policy Debates

Economists explore two distinct types of questions. On the one hand,
positive questions inquire into why things are the way they are. They are
concerned with describing the world as it is. On the othér hand, normative
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questions inquire into how things should be or ought to be and in'volve value
judgment. It is often useful to determine whether the source of a dlsagreem.ent
is based on different analyses, different value judgments, or both. Economists
may disagree about appropriate policies either because of different analyses
about how the economy operates or because they have different values.

An agreement about positive analysis but a disagreement regarding
values would exist if two economists agree about how the economy operates
but disagree about the actions that should be taken. For instance, most urban
and regional economists agree that if the population density of an area
increased and everything else remained the same, rents would increase.
However, they may disagree about whether rents should increase. Some
economists might say rents should increase because high rents will efficiently
ration a scarce resource and encourage more production. Others might oppose
rent increases because of adverse effects on the poor. Those who believe rents
should not increase may suggest that the government intervene in the economy
to prevent rents from increasing.

Normative agreement and positive disagreement could arise if econo-
mists shared the normative opinion that it is unfortunate that rents increase
but disagree about consequences of government intervention. One economist
might argue that government attempts to lower rents will decrease th.e supply
of housing and hurt the poor, whereas another economist may believe that
intervention will successfully shield the poor from paying more rent.

Efficiency, Equity, and Welfare

Equity and efficiency are the principal criteria t}1at economists use to
evaluate public policy issues. Efficiency refers to the ability to use resources
to produce something of value. If existing resources are used to produce more
goods and services using the same level of inputs, the economy ma)f be
characterized as more efficient. Efficiency also may be enhanced if a given
level of resources is used to produce a different mix of products so that the
value of output is increased.

Benefit-cost comparisons are sometimes used to evaluate the efficiency
of a change. In a competitive market, the costs of undertaking an activity vs{ill
reflect the value of resources if they were used in their next best opportunity
(opportunity cost). The monetary value of the benefits reflect thfa v_alue that
individuals place on the new output. Hence if the benefit-cost ratio is greater
than 1, the monetary value of the goods and services created will exceed the
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momentary value of the resources used to produce those goods and services.
(The value of goods produced will exceed the opportunity cost.) Thus when
a public policy change is being evaluated, the benefit-cost comparison pro-
vides an indication of efficiency for a given distribution of income.!

Sometimes, policymakers are more concerned with economic growth
than static efficiency, particularly individuals involved in economic develop-
ment. A community that operates inefficiently but grows rapidly may be better
off in the long run than a community that maintains a high level of static
efficiency but does not grow rapidly.

Equity usually refers to fairness. When a policy change hurts some
individuals but benefits others, questions of fairness arise. Economists are not
very good at deciding which actions are more equitable because such deci-
sions cannot be made on scientific grounds. Nevertheless, the appropriateness
of most changes must be decided, at least partly, on the basis of fairness.

Ideological Perspectives

In practice, it is sometime difficult to distinguish between differences in
analysis and differences in values because some economists choose their
analysis to fit their values. There are two alternative perspectives on economic
policy that are within the framework of the traditional economic paradigm:
conservative and liberal.

The conservative perspective places a high value on economic freedom
and economic efficiency. Many conservatives agree with Friedman (1962)
that capitalism is necessary for political freedom. The analyses of conserva-
tive economists tend to show that the laissez-faire market works well. When
competitive market conditions exist, individuals seeking their own self-inter-
est act in the social interest. Consequently, conservatives tend to oppose
government involvement in regional and urban problems. Even when their
analysis leads them to believe that the market outcomes are imperfect, con-
servatives tend to believe that the imperfect market outcome is preferable to
government-imposed solutions.

Liberal economists tend to place a high value on economic equity while
viewing market operations as sometimes both inefficient and inequitable but
still useful. Blinder (1987) referred to the liberal philosophy as combining
respect for the free market with concern for those the market leaves behind.
Consequently, liberals tend to believe that government action is important to
solving urban problems and securing a more equitable distribution of income.

Economic Development and Market Logic 7

Fundamentally, liberals want to maintain the basic framework of market
decision making, but they believe there is substantial potential for government
actions to improve market outcomes. In particular, government regulations
may help reduce the impacts of externalities through taxes, regulation, and
other actions.

Conservatives and liberals constitute the mainstream of economic thinking.
Both perspectives rely on the market to provide information and establish the
basic incentives that encourage socially desirable behavior. Most of the policy
issues discussed in this text are within the liberal-conservative framework.

Radical economic analysis is outside mainstream thinking and often
provides interesting challenges to traditional economic thinking. Radical
economists are distrustful of the market. Many radical economists believe the
market is not an impartial mechanism that helps organized economic activi-
ties. Rather, the market is a means of social control. They are less concerned
with whether market mechanisms are efficient and more concerned with
whose interests the market serves. Government programs that affect economic
outcomes often help the wealthy because the same interests that control the
market also control government. Radicails tend to see urban problems as a
reflection of class conflicts. Greater government involvement in the economy,
including direct ownership of productive resources, is seen by radicals as a
more preferable solution to problems than either a policy of laissez-faire or
government modification of market outcomes.

2 How Markets Work

Markets are a process (not a place) through which buyers and sellers
conduct transactions. Markets coordinate numerous economic decisions. To
emphasize the importance of the coordination mechanism, Milton Friedman
(1962) has claimed that no one in the world knows how to make a pencil. ﬂe
meant that no one knows how to complete all the steps in the process—cutting
the trees, mining the graphite, and so forth. Yet the market helps coordinate
these decisions and many more.

Another important function of the market is to generate prices for both
resources and outputs. Rising prices encourage production and discourage
consumption. In addition, prices play a central role in providing inforr‘nation
to producers. Suppose, for instance, that consumers want more I'CCOI'dlI‘lg on
compact disks and fewer on vinyl. The shift in demand will cause the price of
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Figure 1.2. Supply and demand. The initial price and quantity for a product are
determined by the initial supply and demand curves Do and S. Equilibrium price and
output will be $5 and 100 units. If demand increased to Dy, price and output of the
product would increase to $6 and 120 units.

compact disks to rise. The higher price sends a signal to producers to produce
more. The higher prices will enable compact disk producers to purchase the
inputs needed for increased production. Similarly, vinyl record producers will
produce less and free resources to be used elsewhere in the economy.

Prices also transmit signals from producers to consumers. Suppose the price
of gold increases. The cost of producing gold jewelry and other products using
gold will increase. Producers would produce less gold jewelry at the existing
price, forcing the price up and signaling consumers to conserve on the use of gold.

Supply and Demand

Figure 1.2 illustrates how supply and demand operate. The demand curve
shows how consumer purchases will be affected as prices change, other things
equal. Similarly, the supply curve shows the quantity of output producers
would be willing and able to sell at various prices. The higher prices will

Local Economic Development
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induce businesses to produce greater output, other things equal. Higher prices
will also allow supplies of the product to outbid producers of other goods for
the resources they need.

Price will be determined at the point where the quantity supplied and
demanded are equal. If, in Figure 1.2, Do is the operative demand curve, the
price will be $5. At that price, companies will produce 100 units, and
consumers will purchase 100 units. At any other price, there will be either a
shortage or a surplus of the product. The $5 price is considered an equilibrium
price because once it is attained it will not change unless the supply or demand
curves shift. It may take the market a long time to find the equilibrium price,
so, at any given time, the actual price may not be in equilibrium.

Suppose that economic development caused the population and incomes
of residents to increase. As a result, the demand curve will increase from Do
to Di. Price and output will increase. Immediately, we can visualize one of
the impacts of economic development on the demand for local products.
Similarly, factors that increase the demand for the output of local estab-
lishments can contribute to local economic development. For example, if
demand for American-made cars increased, communities with automobile
product facilities would probably experience increases in employment as the
output of automobiles increased.

Supply, Demand, and Efficiency

When there are many buyers and sellers, prices and output levels are
determined by the interaction of supply and demand. Competitive markets can
be very efficient. Economists believe that the sum of individuals’ marginal
private benefits (MPB) from consuming additional units of a product deter-
mine the demand curve in Figure 1.2. The demand curve slopes downward
because benefits from additional units of a product fall as more units are
consumed. Furthermore, if the only benefits from the good or service are
captured by the person purchasing the good, then the demand of private
individuals will reflect the benefits to society, the marginal social benefit
(MSB). (The purchaser is part of society.) The price the purchaser pays for a
good is equal to the marginal benefit received from the product. Thus indi-
viduals will purchase goods up to the point where price equals marginal
benefits, P = MSB = MPB. The relationship between demand and marginal
social benefits in a world where third parties are unaffected by the use of the
good is shown in Figure 1.3.




Local Economic Development

D=MSB

»
Q Quantity

Figure 1.3. Model in an efficient market. When all relevant costs are borne by the
principals to a transaction (no externalities), competitive market processes will result
in optimum output.

When producers bear all production costs, the supply curve, which
represents the quantity of goods that producers will supply, will equal the
marginal social cost curve (MSC). The costs paid by producers to make each
unit reflect the cost of bidding the needed resources from alternative uses.
Those alternative uses are opportunity costs. Therefore, if the producers bear
all of the relevant costs of production, then S = MSC = MPC.

In a competitive, free-market economy, the price of each good reflects
the value that society places on the resources used to produce it. In Figure 1.3,
the market-determined level of output will be g1. If we agsume that all relevant
costs and benefits are borne by either the producer or the consumer, then the
actual output, g1, will also be at the point where MSB = MSC. Producing
beyond MSB = MSC will result in producing output where the social costs of
producing extra units are greater than the benefits, so producing beyond g
would be undesirable. If the output level were below g1, increases in output
would be desirable because the MSB would exceed the MSC.

Economic Development and Market Logic 11

Markets Are Not Always Efficient

If markets worked as effectively as suggested by the analysis underlying
Figure 1.3, the role of governments in local economic development would be
very small. There would still be an income redistribution role, but interference
with market outcomes would be inefficient. However, there are several
realities that prevent markets from operating efficiently.

Public Goods

Sometimes, markets will not provide goods that citizens want because
there are inadequate payment mechanisms. For instance, how could most
roads be provided if not for government? Few individuals would voluntarily
pay for roads if they thought they could use them for free. Of course, some
toll roads could be built privately and travelers then charged for using the
road. However, the cost of collecting tolls would be too high for local collector
roads with numerous entrance and exit points, so private businesses would
not finance construction of local roads. If they are to be built at all, they must
be financed by government. Goods that must be provided by local government
include fire protection, health services, police protection, and amenities such
as parks.

Externalities or Spillovers

Externalities or spillovers occur when all of the costs and benefits fail to
accrue to the principals to a transaction (buyers and sellers). In this case, third
parties may benefit (positive externality) or be harmed (negative externality).
Often, governments need to intervene to protect third parties. Firms that
pollute are an excellent example of a spillover effect. Private providers will
often overproduce goods that have pollution as a by-product because the
producers will not be concerned with the costs of the pollution that are borne
by others. Negative externalities are a particular problem in high-density
urban areas because one negative spillover harms so many persons. Pollution
is an example of a negative externality. Local governments may also provide,
or subsidize, many services that provide positive spillovers to encourage more
production than would be provided by the market. Education is a good
example because an educated citizenry provides benefits not only to the
person receiving the education but to others in the community. Externalities
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have important economic development implications that are discussed in
Chapter 2.

Monopolies

The market will not work efficiently if there is onl§ one or a few producers
(or purchasers). Consequently, governments often intervene to control mo-
nopolies. The regulation of public utilities is an instance where government
has intervened in the market process to ensure that firms do not take advantage
of their market power.

Imperfect Information

If some consumers or producers are uninformed, the market will not
operate to maximize welfare. Therefore, governments sometimes intervene to
improve consumer and producer knowledge. Public relations and advertising
associated with economic development are attempts to better inform (or
misinform) business about the benefits of locating in a particular area.

The Role of Profits

In the market economy, profits drive production and employment deci-
sions. Producers normally will not hire workers or establish businesses unless
they anticipate earning a profit. To understand business decision making, it
is important to understand the concept of profit. The formula for profit is

P=TR -TC, (1-1)
where

P = profits
TR = total revenues
TC = total costs

Total revenue equals the price(s) of the output(s) times the number of
units sold. One way to sell more output is to lower price. However, if the price
decline offsets the increase in sales, then total revenue will fall. If the increase
in sales offsets the price decline, total revenue will increase. ‘

Economic Development and Market Logic 13

Total cost represents all of the private costs of production including the
opportunity cost of the owner’s efforts and an adequate return on the owner’s
investment. Thus the owner’s time is a cost just as employee wages are a cost.
Improving product quality or advertising might increase sales and hence total
revenue, but if these steps increase costs more than revenues, profits will
decline.

To understand the nature of the profit equations, consider a person who
owns a business with the following costs and revenues:

Total revenue $100,000
Cost of material = 25,000
Cost of hiring workers 25,000
Other out-of-pocket costs 10,000
Other opportunity costs 50,000

The other opportunity costs include foregone income the owner could receive
if the capital invested earned a normal interest and if the owner worked for
another employer instead of running the business.

To an accountant, this firm would be earning a profit because the account-
ing costs would be $60,000 (total out-of-pocket costs that do not include other
opportunity costs) and the total revenue would be $100,000, so accounting
profits would be $40,000. However, the accounting analysis is misleading
because the total costs include the opportunity costs of the owner’s capital
and labor. If the firm were to operate, the investor-owner would give up
opportunities to earn $50,000. Thus the opportunity cost of $50,000 should
be included to provide a comprehensive total cost estimate. After accounting
for all costs, the business actually generates a loss of $10,000.

Equation 1-1 is very useful in understanding business decisions. Suppose
a firm is considering a decision to add to its output. Profits would increase
only if the additions to total revenue (called marginal revenue) are greater than
the additions to total cost (called marginal costs). Conversely, if marginal
revenues are less than marginal costs, firms will not undertake the action under
consideration.

Economic development practitioners are frequently concerned with at-
tracting business by lowering costs, increasing revenues, or altering the
perceptions of costs and revenues. Costs and revenues can be altered both by
direct measures, such as business subsidies or infrastructure improvements,
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and by indirect methods, such as improving the quality of life or enhancing
education in the area.

Equation 1-1 has two important limitations. First, there are exceptions to
the profit maximizing assumption. Economists usually assume that business
managers will behave to maximize profits because maximizing profits is one
way to maximize utility. Sometimes, however, biisiness may make decisions
that may not increase profits but will enhance the utility of the business
manager. For instance, a corporate executive may influence the company to
donate a million dollars to a local charity. Such an action could reduce income
for the stockholders (owners), but the prestige and community recognition
that the manager receives may provide direct utility. Particularly, when
managers run companies for stockholders, managers may put their own utility
ahead of corporate profits.

Second, future costs and benefits are often not well known, and some
things are impossible to know. A business may give to charity because it is
good public relations that may increase profits in the long run. Such reasoning
may be correct, but it is impossible to quantify. Often, business decisions such
as locating a new venture are undertaken on the basis of hunch rather than
careful calculation of the marginal costs and benefits. Economic development
officials may influence business decisions by describing how an action could
increase revenues or lower costs in the long run without having to quantify
the impact.

% Economic Development Defined

Fconomists distinguish between economic growth and development.
Growth by itself could be either an improvement or a detriment. For instance,
a facility that paid very low wages might open in an area. As a result, the
population and overall size of the economy might increase, but per capita
incomes might fall, and the quality of life might suffer.

Growth is an important element in the economic development process. It
provides jobs and resources that can support many improvements in the
quality of life. Without economic growth, there would be insufficient jobs to
support even a slowly growing populatioh. Forced out-migration may result.

Economic development implies that the welfare of residents is improving.
Increases in per capita income (adjusted for inflation) is one important

|indicator of welfare improvements. However, economists recognize that
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income alone is an incomplete indicator of how well residents of a region are
doing@iyjis another indicator of economic development. Even if average
incomes did not grow, a change from a very unequal distribution of income
to one that most people considered more fair could be considered a form of
development. Similarly, improvements in the quality of life such as better }»
transportation systems, education, and cultural facilities are also indicators of
economic development. Sometimes, indicators of economic development are |
difficult to quantify, but they are nonetheless important. )
Beauregard (1993) correctly pointed out that when we focus on economic
development there is a tendency to ignore broader political and social issues that
also affect the quality of life in a community. In this book, the theory and tools
of economic development focus on production, consumption, and other resource
allocation issues. However, we should not lose sight of the fact that local
economic development is part of a larger process of community development.

%2 The Nature of Regions

/" “Region” refers to a part of an area. In practice, the term is a chameleon,
t’éking meaning from the context of use. For instance, the statement “the region
around my house” normally connotes a neighborhood region. However, if
someone were to say they lived in a cold region, the phrase would connote a
multistate area. As trade between nations increases, international regions are
becoming more important and economists are more concerned with multina-
tional regions. In keeping with common usage, both large and small regions
are examined in this text.

“Urban” is also a term that has different meanings. An urban area, no
matter how it is defined, is a region, although not all regions are urban. Urban
places are normally associated with large, high-population-density cities. Yet
some places with populations as small as 2,500 are considered urban by the
Census Bureau. Thus small villages with only a few stores could be considered
urban by the Census Bureau, although such a place might not be considered
an urban area as used in everyday conversation.

7} Many social scientists define “urban” in terms of lifestyle rather than
»fdensity. Urban society is often contrasted with traditional society. In this

sense, urbanization reflects a social change in which diversity, rationality,
tolerance, impersonality, functional relationships, and bureaucratic organizations
become important characteristics. According to the sociological perspective,
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the farmer who uses a variety of advanced technologies in production has
major capital investments, buys and sells grain futures in a world market, and
watches TV broadcasts from around the world via satellite is in the urban
sector.

Functional Regions

% Functional regions are distinguished by the degree to which they are
’,Iintegrated or the extent to which the component parts interact. If interaction
i of components within a region is significant compared to interaction with
ffother places, the basis for a functional economic region exists. An area in
! which local businesses traded with each other more than they traded with the

f;rest of the world would constitute a functional area.

Nodal Regions

Nodal regions are an important type of functional area. A nodal region is
based primarily on a hierarchical system of trade relationships. Small business
centers may depend on large centers, and both small cities and large centers
may depend on a still larger business center for specialized economic goods.
The area served by a business center is often referred to as a hinterland, and
the larger the hinterland, the larger the business center tends to be. The concept
of a nodal region implies that there are regions within regions in the sense that
a medium-sized city may have a hinterland of its own even though it is part
of the hinterland of a larger city.

Metropolitan Statistical Areas

Metropolitan areas exhibit hierarchical patterns that characterize nodal

regions. Specifically, employment and retail activity tends to be concentrated -

in the central business district and other subcenters throughout the metropolis.
The nodes of concentrated economic activity complement contrast with
residential areas where the extent of business activity is small. However, the
business concentrations and residential areas are dependent upon each other.
Many regional policies are best implemented at the metropolitan level because
of the interdependence within the region.

The concept of a functional economic area has been operationalized in
the statistical construct of metropolitan statistical areas (MSAs). Because of
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the importance of MSAs to analysis and policy, it may be useful to describe
their structure in detail. Central cities are the heart and node of the MSA. Each
MSA must include one city with 50,000 or more residents or a Census
Bureau-defined urbanized area of at least 50,000 inhabitants and a total MSA
population of at least 100,000 (75,000 in New England).

Counties are the building blocks of MSAs. The central county(ies)
(containing the central city) plus all contiguous counties that have close
economic ties to the central county and are metropolitan in character are
included in the MSA. The extent of economic linkage among counties is
measured by commuting patterns. The metropolitan character is measured by
population density and percentage urban. MSAs in New England are based
on groups of cities and towns because there are no counties in New England.
However, the intent is to operationalize the same concept of urbanization and
integration.

MSAs contain suburbs, or urban communities that are closely linked to
the central city. Suburbs include satellite communities and bedroom suburbs.
Satellite communities normally have an active local economy, often including
a substantial manufacturing base. Frequently, businesses in satellite cities
developed independently of the central city. Bedroom suburbs lack an inde-
pendent economic base. Although a few retail and service stores may be
located in bedroom communities, their primary function is to provide a
residence for individuals who work elsewhere. Because bedroom communi-
ties often provide an environment sheltered from many urban problems, an
anonymous wit referred to bedroom communities as a “womb with a view.”
In addition, there is usually some agricultural activity within the outlying
counties of most MSAs. Figure 1.4 presents a stylized picture of an MSA.

An advantage of collecting MSA data by county only rather than by cities
or by its urbanized portion is that the geographic boundaries of a county
seldom change. Although counties may be added or dropped from particular
MSAs, it is relatively easy to establish a consistent time series (data points
over period of time) by aggregating data collected for individual counties. In
.contrast, when city boundaries change or an urbanized area increases, it is
usually very difficult or impossible to reconstruct a consistent time series.
However, the use of counties as the units from which MSAs are built results
in more diversity with the MSA than would be the case if only the most
urbanized areas were included.

The rapid growth of metropolitan areas is one of the most important
features of economic geography. In the 1950s, about 55% of the U.S. population
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Figure 1.4. Anatomy of an MSA. Metropolitan areas include inner cities, central
business districts, various types of suburban areas, and even farms.

lived in metropolitan areas and accounted for only about 5% of the land area.
Currently, about 75% of the population of the United States reside in MSAs
and account for about 16% of the land area.

Many urban complexes have grown together. As urban areas have over-
lapped, commuting and other economic relationships have extended beyond
the original metropolitan area.

A consolidated metropolitan statistical area (CMSA) is a combination of
contiguous metropolitan areas. It is defined as a metropolitan area that has a
population of at least 1 million. The metropolitan components of CMSAs are
designated as primary metropolitan statistical areas (PMSAs). For instance,
the Cleveland-Akron-Lorain CMSA is composed of the Akron, Cleveland,
and Lorain-Elyria PMSAs. PMSAs are similar to MSAs except for their
inclusion in a larger metropolitan complex.
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Metropolitan growth has also resulted in significant diversity within
metropolitan areas. Almost three quarters of the U.S. population lives in
metropolitan areas. About 30% of metropolitan residents lives in central
cities, and 45% lives in suburbs. Surprisingly, almost one quarter of metro-
politan residents lives in areas classified as rural by the Census Bureau. In
addition, a large portion of nonmetropolitan residents lives in urban areas.
Nearly 40% of the population living in nonmetropolitan areas lives in areas
defined as urban by the Census Bureau. The diversity of living arrangements
within metropolitan and nonmetropolitan areas shows a further need to unify
urban and regional economics.

Homogeneous Regions

Economic development officials sometimes deal with homogeneous re-
gions that are designated on the basis of internal similarity. The many informal
belt regions—Corn, Bible, Rust, Sun, Snow, and so forth—are homogeneous
regions based on common activities or climate. Likewise, the Appalachian
region is distinguished by common economic development problems.

Many neighborhoods are distinguished by ethnic or economic similarity
and hence are basically homogeneous regions. The census provides data on
census tracts, which are small areas consisting of several blocks. Although
the census tracts are not necessarily established on the basis of homogeneity,
data on homogeneous neighborhoods are often derived from census tract
information.

Administrative Regions

Administrative regions are formed for managerial or organizational pur-
poses. Both private organizations and governments find administrative re-
gions useful. Administrative regions are normally more clearly delineated
than either functional or homogeneous regions because administrative regions
are formed to clarify spheres of activity for businesses or governments.
Administrative regions are also important because they frequently become the
basis for policy. Cities, states, and counties are important administrative
regions.

Administrative regions are not distinctly different from homogeneous or
functional regions. For instance, a company may establish a set of sales
districts based on similar tastes for product lines within each district. If
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regional offices provide support services for local sales offices, the adminis-
trative region will assume characteristics of a functional area as well. Further-
more, once an administrative region is formed, the various components may
develop commonalities that make the region more homogeneous and/or
chains of communication, trade, and control that are characteristic of func-
tional regions may emerge. 4

The number of governmental regions is numerous. There are approxi-
mately 85,000 units of local government in the United States. Within the
Chicago metropolitan area, for example, there are 1,214 units of local gov-
ernment ranging from well-known governments such as cities, counties, and
school districts to many special purpose districts that are nearly unknown to
average citizens, such as water control districts, lighting districts, recreation
districts, and so forth. With so many districts, it is rare that workers in an urban
business will have the same district profile. In the Chicago area, there are 1.7
units of local government per 100,000 population. Many observers believe
that political fragmentation is a major impediment to good government,
whereas others believe that a diversity of governmental units contributes to
wise decision making.

&

Summary

The majority of economic development decisions are based on private
costs and benefits. It is therefore important to understand how economists
view economic processes.

Economists build models based on assumptions. “Other things equal” is
one of the most useful assumptions as it allows economists to focus on a few
variables by assuming that other factors are constant. The law of demand
states that as the cost to customers increases, the quantity they will be willing
and able to purchase declines, other things equal. The other-things-equal
assumption may be relaxed to provide more complex analysis of how other
variables affect outcomes. Economists also assume that individuals are moti-
vated by self-interest; they seek to maximize utility, or satisfaction. Satisfac-
tion is sometimes interpreted broadly to include such things as emotional
satisfaction or narrowly to include only income or profits.

Market processes coordinate numerous economic decisions between buy-
ers and sellers. Market processes set prices and determine outputs. Price
changes transmit signals to market participants and thereby influence behav-
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jor. Supply and demand curves are used to illustrate how prices and outputs
are determined in competitive markets. Demand curves show amounts that
consumers will purchase at various prices, and supply curves show quantities
that producers are willing and able to sell. At the price where supply and
demand intersect, the quantity that consumers will buy will equal the amount
that businesses produce. Equilibrium will be achieved and price will not
change unless either the supply or the demand changes.

The operation of supply and demand, free of governmental restriction,
may generate efficient outcomes. However, public goods, externalities or
spillovers, monopolies, and imperfect information can result in inefficient

markets.

Profits influence business decisions. Profits equal total revenues minus
total costs. In a simple case, total revenues equal the price of output times
quantities sold. When considering costs, analysts must recognize opportunity
cost—alternatives foregone in order to produce.

Economic development includes economic growth but can also include
biissues of quality of life and income distribution. Qualitative measures of
feconomic development may be difficult to measure, but they are important.
{J There are various types of regions. A functional region is defined on the
bases of the degree of economic integration. Standard me&‘opolital_l areas are
based on high levels of interaction between the central city(ies), suburbs, and
nonurban areas in the region. Counties are the building blocks for MSAs.
Homogeneous regions are based on internal similarity. For instance, the Snow
Belt represents a homogeneous region. Neighborhoods are often defined on
the basis of common characteristics of the residents and may therefore be

considered homogeneous regions.

%2 Note

1. The money value of costs and benefits cannot be determined in the absence of a set
distribution of income because the distribution of income affects valuation. For instance, the
momentary value of inner-city beautification would probably be larger if inner-city residents were
richer.



Three Fundamental
and Recurring Issues

Experienced economic development officials recognize that economic de-
velopment concerns reach into numerous aspects of community life that
are not traditionally covered in university economics courses. Perhaps the
organization of departments within universities and governments creates an
impression that economic development can be separated from other social
concerns. In practice, distinctions between social, political, and economic
development concerns are fuzzy. Economic development practitioners should
recognize that, on the one hand, many issues considered social or political in
nature are directly linked to economic development and, on the other hand,
traditional economic approaches must be supplemented with ideas from other
disciplines to form an effective economic development strategy.

This chapter examines how economists view important urban issues and
discusses the limits of traditional economic approaches in developing com-
prehensive strategies. Three fundamental issues that recur in various forms in
development planning are considered: unemployment and low wages, exter-
nalities, and public sector decision making.

%%  Unemployment and Low Wages

Unemployment is a major urban problem, particularly in inner-city areas.
Because most families receive the lion’s share of their income through work,
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Figure 2.1. A local labor market. There will be no unemployment at wage W. For various
reasons, the wage may increase to W', associated with higher levels of unemployment.
Efforts to increase the demand for labor will enhance employment and wages.

poverty is often attributed to unemployment and low wages, although there
are other causes of poverty as well. Poverty and unemployment are associated
with a variety of other urban problems, including poor health, crime, and
homelessness. Economists have important insights into the problem of low
~ wages and unemployment.

‘A Traditional Labor Market Model

~ Figure 2.1 illustrates a traditional economic employment model. The
demand for a particular type of labor in a region is the sum of the demand for
labor of establishments. The labor supply curve represents the number of
workers in an employment category such as truck drivers. Economists be-
lieved that mﬁﬁy labor markets are segmented. Workers cannot easily move
from one job market to another, so what happens in one job market may have
only a weak effect on some other markets. There may be separate labor
markets for plumbers, electricians, unskilled workers, and so forth. Because
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the focus of this section is on low-income earners, the market for unskilled
workers is examined.

In the absence of any government involvement in the economy, the level of
employment would be 100, as shown in Figure 2.1. The total wage bill for this
category of workers would equal the number of labor units hired (100) times the
wage rate. If the average income that resulted from the operation of the labor
market (ailoWing for multiple wage earners per household) was below the poverty
level, then many individuals in this market would be classified as poor. Currently,
a wage rate of $5 per hour, above the minimum wage, would translate to $10,000
per year for a full-time worker employed 50 weeks.

An important wrinkle can be imposed on the traditional model by recog-
nizing that the wage employers pay may be above the equilibrium wage. For
instance, the wage rate might be W'. In this case, employers will hire fewer
employees and more people would want to work at the higher wage. Unem-
ployment will result. In the case illustrated by Figure 2.1, the level of
unemployment at wage W’ would be 52 (127 - 75) workers. The higher the
wage is above the equilibrium, the greater the level of unemployment will be.

Three explanations for an above-equilibrium wage are common. First,
minimum wage laws require an above-equilibrium wage. Minimum wage
laws have their greatest impact on unskilled laborers. Whether minimum wage
laws hurt or help low- and moderate-income families as a group depends on
whether the higher wage effect offsets the lower employment effect. Second,
union and other contracts as well as institutionalized wage structures can set
wages above equilibrium. Although union wages generally provide an income

above the poverty level for those who have jobs, many potential workers are
locked out. Third, employers may set wages above the equilibrium level to
avoid “shirking” or to induce workers to work harder (Mansfield, 1991). If
the level of compensation were set at the equilibrium wage, the workers might
not be concerned about being fired because another low-wage job would
always be easily attainable. Thus employers may pay above equilibrium to
avoid “shirking” or to reduce labor turnover.

Traditional Economic Solutions

Reducing poverty and unemployment is one of the purposes of economic
development. In a nutshell, the problem of unemployment and low wages can
be addressed by increasing the demand for labor or by preparing workers to
enter job markets that they would otherwise be unable to enter.
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Job Creation

One of the primary goals of economic development is to create jobs. This
goal may be accomplished by encouraging new businesses to locate in the
area, encouraging existing businesses to expand, or discouraging existing
businesses from decreasing their local activities. Since job creation is a major
theme of this book, specific techniques to encourage business are discussed
in detail in other chapters. However, the impact of job creation can be thought
of as increasing the demand for labor. As the demand for labor increases, the
wage rate and employment level will increase. The extent of the wage increase
depends on the increase in demand and whether additional workers move into
the area, increasing the supply of labor. Wage-induced increases in the size
of the area’s workforce will dampen the wage efféct.

Job creation will address the problem of unemployment and low wages
most directly if the jobs that are created match the skill levels of the unem-
ployed and low-income workers or if the unemployed can move into the labor
markets where the new jobs are. Evidence indicates that within central cities,
most new jobs require high skills that exclude many inner-city residents
(Kasarda, 1988). In this case, less-skilled workers either will not benefit from
job creation or will benefit indirectly through “trickle down” effects as the
direct beneficiaries spend their income.

Governments have also tried direct job creation programs, whereby
public sector jobs have been created for low-skilled and unemployed workers.
Two problems with this approach have been observed. First, some critics
claim the jobs are make-work and have little useful value and may even
reinforce poor work attitudes. Second, money that goes into the job creation
program may reduce employment elsewhere in the area, resulting in a zero-
sum game (one group’s gain is offset by another group’s loss).

Productivity and Training

Increasing labor productivity will cause the demand for labor to increase.
If employees can produce more output and, accordingly, increase the revenues
of firms, firms would be willing and able to pay higher wages and possibly
employ more workers. Conventional economic theory concludes that workers
will be paid their marginal revenue product—the extra revenue attributable to
the last worker hired. If the going wage were $6 per hour, but an additional
employee could add only $4 per hour to company revenues (net of nonwage
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expenses), the worker would not be hired. However, if labor productivity
could be increased to $7, the firm would hire the additional worker.

Productivity is not always directly recognized. For instance, it is difficult
to evaluate the productivity of a school teacher or an economic development
official, but it is easy to evaluated the productivity of a piece worker. Because
of difficulties in measuring productivity, even effective training may not help
some persons. However, for many persons, training may improve their ability
to get a job and/or move from a low-paying job to a higher-paying one.

Training programs are one way to increase productivity. Training pro-
grams may take the form of teaching direct job-related skills or be aimed more
generally at instilling better work habits and teaching basic academic skills
or job-hunting techniques. However, there are difficulties associated with
most training programs. First, when there are not enough jobs in the economy,
there may be nothing to train potential workers to do. A training program that
successfully placed its clients might simply bump other qualified workers. A
second major problem with training programs is that they often fail to solve
behavioral problems that limit employment and income. Journalists and
scholars have used phrases like “culture of poverty,” “welfare dependency,”
and “lack of work discipline” to explain why many of the long-term unem-
ployed have failed in the job market even after receiving training.

Reducing Market Barriers and Imperfections

Market barriers and imperfections are an economist’s way of saying that
markets don’t always work according to the perfectly competitive model,
which assumes many buyers and sellers, perfect knowledge, resource mobil-
ity, and no government interference with the economy. Yet in the real world,
such problems abound. The inability of wages to fall is one example of a
market imperfection.

Many unemployed workers lack knowledge about available jobs. Lack
of knowledge can be a particular problem among the poor who do not have
access to suburban labor markets where the opportunities are growing most
rapidly. Lack of knowledge about work opportunities also explains why some
individuals do not attempt to get as much education as might be beneficial.

Another labor market problem that leads to unemployment is geographic
immobility. Often, low-income families are trapped in poor neighborhoods
or regions of high unemployment and can’t move to growth areas. Surh
families usually can’t afford to move to where jobs are.
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Arbitrary discrimination is an “imperfection” that contributes to unemploy-
ment. African Americans have about twice the unemployment rate as Whites.
Although economists and others have argued about the extent to which Black
unemployment is due directly to discrimination and the extent to which it is due
to lower education, poor work attitudes, and geographic immobility (these factors
may be due to discrimination to some degree as well), there is little doubt that
Blacks are discriminated against in attempts to get some jobs.

Economists Don’t Have All the Answers

Economists provide important insights into the problems of low wages and
unemployment. Job creation, productivity improvements, and reductions in
barriers to employment should be important tools in strategies to address employ-
ment problems. Nevertheless, a large part of any solution will involve behavioral
and institutional changes that are usually outside the traditional sphere of eco-
nomics. For instance, there is a need to change attitudes and work behaviors
_ among many individuals who are marginally associated with the labor market.
Day carg, transportation, and health care issues are important. Furthermore, the
problem of unemployment and low wages is only part of the larger problem of
poverty. Individuals who are unable to work are another group whose problems
cannot be addressed through employment policies. Economic development prac-
titioners must be skilled at combining economic insights with insights from other
perspectives to realistically address issues of unemployment and poverty.

22 Externalities

A variety of urban problems can be subsumed under the heading of exter-
nalities, or spillovers. Negative externalities or spillovers occur when costs of
activities spill over to parties not voluntarily involved in the transaction. The
ubiquity of negative externalities can be appreciated by considering the following
spillovers: pollution, sign polluting, nosy neighbors, traffic congestion, unkept
___ properties, and destruction of historic properties. Benefit spillovers are termed
positive externalities. The laissez-faire (no government interference) market
tends to overproduce goods with negative externalities and underproduce positive
externalities. As the quality of life becomes a more important determinant of
k'regional success, development planners will need to increase their efforts to
reduce negative externalities and increase positive externalities.
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Figure 2.2. Negative externalities. The supply curve represents the private costs of
producing additional units. The total social costs including the externalities is represented
by the S+ E curve. In the absence of government policy, the quantity of output actually
produced will exceed the optimal amount because the laissez-faire market will not
consider the costs of the negative externalities.

Efforts to increase positive externalities and reduce negative externalities
will enhance a region’s attractiveness. However, policymakers are more
concerned with reducing negative externalities than with increasing positive
externalities because negative spillovers are likely to harm others. Negative
externalities include various types of pollution and congestion. This section
will emphasize efforts to reduce negative externalities. Efforts to increase
positive externalities may be treated as a “mirror image” of the negative
externality case.

A Negative Externality Model

To understand why negative externalities result in the misallocation of
resources, consider Figure 2.2. The supply curve represents the private costs
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of producing an extra unit of a good. The demand curve represents private
value of an additional unit of that good. The units are arranged on the
horizontal axis such that the first units are the ones consumers value most and
producers can produce at the least cost. High-cost, low-value units are last.
The concept of diminishing marginal utility supports the idea that the first
units produced and consumed are the most valuable. The concept of increasing
marginal costs supports the idea that later units are produced at higher costs.

In a laissez-faire market, output would be Qa (“a” standing for actual).

_ The private cost of producing the marginal unit, Qa, is P2, but production
jmposes extra costs on third parties of a — b. The actual cost of producing the
Qath unit, including the negative externality, is the private cost of P2 plus the
externality for a total cost (a — b) for a total of Pa.
The optimal level of production is Qo (“0” standing for optimal). Why is
0, optimal? On the one hand, at any output level below Qo, the social benefits
“from producing an additional unit exceeds the social cost. Therefore, more
should be produced because the social gain exceeds the social cost. On the
other hand, for any output level above Qa, the marginal social cost exceeds
marginal social benefits. It would be inefficient to produce such units.

The externality model explains why there are too many cars on the roads
during rush hour. Imagine there are Qo cars using the roads and an additional
driver is considering a trip. The benefits to the potential marginal driver would
be slightly below P as read from the demand curve. The private costs to the
marginal driver would include gasoline, automobile depreciation, and time.
The private costs would be slightly above P1. Because the private benefits
outweigh the costs, the trip would be taken.

However, the driver would not consider the costs that the trip (the Qo + 1
k trip) imposes on others. The two most important external costs are the delays
and aggravation imposed on other drivers and the extra pollution. If these costs
were considered, the total costs of the trip (private costs plus the negative
externalities) would be slightly above P3. As explained above, the benefits are
slightly below P3. Thus the Qo + 1 trip has higher social costs than benefits.
If it is taken, a net social loss will occur. .

' Positive externalities should be encouraged because the laissez-faire
market tends to underproduce goods that provide positive externalities. Edu-
cation is often cited as a service that provides positive externalities. To the
extent that education prepares students to be good citizens or provides uncom-
pensated benefits to society, education provides positive externalities. Under
certain circumstances, providing jobs for the unemployed generates positive
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w = the fraction of the population harmed per externality

externalities. Taxpayers, retail merchants, wholesale suppliers, and unem-
ployed individuals may all receive spillover benefits from business expansion.

The total number of persons harmed by externalities (TNPH) would equal
the number of externality-causing events (ECE) times the number of persons
harmed per externality event (PHE). Thus Equation 2-1 may be multiplied by
Equation 2-2 to derive the total number of persons harmed by externalities

(TNPH):

Density, Population Size, and Externalities

The externality problem increases rapidly’as urban density increases, so
economic development officials in large cities are likely to be more concerned
than their counterparts in rural areas about the need to control negative
externalities. A Robinson Crusoe would not have to worry about externalities
because there would be no one to impose them. The link between population,
density, and negative externalities may be one of the reasons why cities in
general and particularly some of the older cities in the eastern and north-
central regions are considered to have quality-of-life problems.

To understand why negative externalities escalate at an increasing rate as
population size and density increase, consider a simple model developed by
Baumol (1967). Assume a given geographic area where as population in-
creases so does density. ;

Let the number of externality causing events increase in proportion to the

population. Thus

TNPH = (P X w) X (P X g) = P*wq. (2-3)

Notice that, as population increases, the number of persons harmed increases
_ at an'exponential or increasing rate. The increase is due to the fact that additional
_persons both cause externalities and suffer from those caused by others.

Traditional Economic Solutions

_ The standard economic solution to negative externality problems is to
develop mechanisms that force the firm to bear the externality costs. In so
doing, the firm’s costs of producing additional units (the supply curve) will
_ increase to the point where the firm’s marginal private costs equal the social
_ costs of producing an additional unit. In economic terminology, the cost of
the externality becomes internalized. The firm will reduce output to Qo in
Figure 2.2.

Imposition of taxes on the polluting firm equal to the cost of the exter-
nalities is one technique for ensuring that external costs are considered by

ECE =P X 4, @-1)

ECE = externality causing events
P = population producers of externalities. The externality tax will increase the producer’s
g = the number of externality causing events per person private costs. Imagine a tax of a — b per unit imposed on the good or service

shown in Figure 2.2. The effect of such a tax would be to increase the curve
labeled S upward to the left so that it would equal the curve labeled S + E. In
effect, the tax would force the producer to consider the costs borne by third
parties in the production decision.

_ Another technique for controlling externalities is to provide transferable
externality rights. For example, if a firm pollutes (an externality), it may be
required to purchase the “right to pollute” from other businesses. Conse-
quently, a price must be paid for the generation of externalities. Under this
system, even if given the “right to pollute” by government, firms still must
‘pay a price to pollute. Those that do not generate significant levels of
pollution—perhaps because they practice more effective abatement tech-

Next, assume that the number of persons affected by each externality-causing
event will be a fraction of the population. For instance, on average, each
externality-causing event may affect one third of the population. Therefore,

PHE=P xw, (2-2)

where

PHE = persons harmed per externality
P = population
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niques—may sell their “right to pollute” to others. Accordingly, firms that
pollute must either purchase rights to pollute or forego the opportunity to sell
their pollution rights.

Taxing externalities and transferable externality rights have an advantage
compared to more direct government action. Firms have an incentive not only
to reduce production of goods with externalities but also to find new produc-
tion technologies that will result in fewer negative externalities. In other
words, the motive of self- interest and profit maximization can be harnessed
to reduce externalities.

Economists generally favor approaches to the externality problem that
provide firms with incentives to reduce pollution while at the same time
allowing firms the flexibility to address the problem in a variety of ways.
Approaches to the externality problem that are generally disfavored by econo-
mists are prohibitions, legal limits, and regulatory standards. A law forbidding
externality-creating activity is an example of a prohibition. Economists gen-
erally believe that there is an optimal level of externalities, so prohibition
would result in too little pollution or other externalities. Legal limits would

force a firm to reduce externalities, possibly to the optimal level. However, -
legal limits would not provide incentives to reduce the level of externality -

beyond the legal limit, even if it could be done at a low cost. Regulatory
standards include rules that require how a product should be produced or how
by-products should be disposed in order to control externalities. Regulatory
approaches assume that governmental officials have substantial knowledge
about production and abatement technologies for specific industrial pro-
cesses. The regulatory approach discourages firms from seeking alternative
production techniques that might reduce externalities at a lower cost.

Activities that generate positive externalities may be subsidized. The
subsidy lowers the cost to the private party encouraging more output. Thus,
to encourage better neighborhood upkeep, a government might subsidize
home improvement work. To encourage job creation, which can carry positive
externalities, a city may provide job creation incentives to businesses. An
important policy principle with respect to externalities is “Subsidize what you
wish to encourage, tax what you wish to discourage.”

Economists Do Not Have All the Answers

Economic analysts have made significant contributions to policy formu-
lations that will reduce negative externalities and thereby improve market
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officiency, the quality of life, and economic development prospects. However,
the contributions of economists are limited. One problem with the externality
concept is that almost any activity has some associated negative or positive
externalities (Rhoads, 1985, p. 188). Social and ethical beliefs and traditional
standards are necessary to determine which externalities ought to be ad-
dressed. Second, feelings about a community may influence the level of
externalities without government intervention. Negative externalities may be
reduced in societies where individuals have strong regard for their community
and concern for the feelings of other citizens (Swaney, 1981). For instance,
in areas where neighbors “look out for each other,” many distressing neigh-
borhood externalities, such as noise pollution, speeding cars, and unkept
Jawns, may be reduced without any government action.

Finally, the concept of optimal level of pollution may be subject to moral
and ethical concerns that cannot be quantified in the economic models. For
instance, the economic model does not directly address issues of the different
impact of externalities on various groups. Pollution affects the poor more than
wealthy groups both because the rich will pay more for environments free of
negative externalities and because the wealthy have the political power to
avoid negative spillovers. Does that mean officials should be less concerned
about spillover effects on the poor? Other examples of moral questions not
addressed in the traditional economic approach are the following: How should
adverse health effects of pollution be valued? How should future generations
be considered? Do humans have a moral obligation to care for the earth?
Clearly, political and social processes must be used in addressing these and
other problems associated with externalities.

23 Improving the Public Sector

A final area where economic analysis can provide important insights into
policy development is improving the operations of the public sector. A
well-functioning public sector can encourage economic development in many
ways, including providing services to businesses, creating an efficient land
use pattern, contributing to a high quality of life, and, in general, providing a
good mix of services and taxes. Economists have many useful ideas about
improving the efficiency of local governments. Yet, as in the previous two
cases, economic theory does not provide the complete solution.
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Perverse Incentives: A Public Choice Perspective

Public choice is a branch of economics that studies decision-making
processes in the public sector. The public choice perspective provides insights
about governmental institutions and incentives that help explain behavior that
leads to poor government performance. The public choice perspective has
provided theoretical support for many efforts to bring competitive forces into
government and make governments operate more like market institutions. The
public choice perspective may also assist local development officials in their
increasingly frequent attempts to influence state and federal government
decisions.

The concept of “economic man” is that individuals are motivated by their
own self-interest. Within limits, most economists accept the idea that indi-
viduals seek their own self-interest. The laissez-faire market is supposed to
work well because the invisible hand directs self-interested individuals to do
what is in the public interest. Government action may be required if individu-
als’ pursuit of self-interest conflicts with the public interest. But is there an
invisible hand in the public sector?

A naive view of government is that public officials are altruistic in

contrast to the selfish motives that dominate the private sector. This view may'
be supplemented by the contention that public officials know what is good for
their community better than does the typical citizen. Thus the naive view leads
some to believe that public officials will do what is in the community interest
regardless of their self-interest. In contrast, the public choice perspective is
that all people act in their self-interest, regardless of whether they are a public
official, private sector entrepreneur, or the employee of a business. Therefore,
government reward systems must be designed so that when government
officials act in their self-interest they will also do what is in the public interest.

Elected Officials

Rather than trying to achieve the public good, elected officials may use
their office to maximize their self-interest subject (usually) to legal con-
straints. Because “self interest” is too broad a concept to be useful in predict-
ing behavior, many public choice economists assume that public officials seek
to maximize their chances of being reelected or of gaining higher office.
Frequently, politicians will enhance their chances of being reelected by doing
what is in the public interest. Thus prospects of reelection serve as an invisible
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hand. However, there may be instances when self-interest of officials and
public interest conflict. ‘
The public choice perspective has significant implication for economic
development. Political officials are often judged by their ability to attract
high-profile economic development projects. Consequently, insecure or am-
bitious politicians may feel pressure to provide subsidies to businesses in
excess of the amount that is necessary to achieve legitimate economic devel-
' opment objectives. Consider a politician attempting to attract a new business
establishment. The political benefits of such developments may accrue in the
very short term in the form of favorable publicity and a sense of community
progress. Yet the subsidy costs may be incurred in the form of higher taxes
spread into the distant future. Similarly, when new public facilities are built,
local economic impacts are felt quickly, even before the project is complete
in the form of construction jobs. The higher tax costs may be postponed for
several years. Many politicians have short-term time horizons; in the extreme,
they may look ahead only to their next election. Consequently, a politician
may feel the need to provide excessive development incentives to stimulate
business activities and employment near election times or if there is a major
political need for a success story.
The public choice perspective also explains the power of narrow special
interest groups in the economic development process. Most citizens are
uninformed and/or don’t care about the outcome of most public decisions. The
costs (effort) of obtaining information on issues that barely affect them are
too high to make it worthwhile. However, the few who are concerned about
an issue—citizens who may be directly affected—will be the ones who make
their voices heard. Suppose, for instance, that a local plant has threatened to
close unless it receives an economic development subsidy. The employees are
likely to be organized, vocal, and very focused on the single issue of the
subsidy for their plant. Their votes and campaign contributions may hinge on
the outcome of that single issue. Citizens not directly affected may have only
a vague idea about the costs and related issues. Their votes will not hinge on
the outcome of the single issue. To get reelected, it may behoove politicians
to decide issues in favor of special-interest groups. The majority of the general
population will not know or remember the costly special treatment the
business received, but the employees and owners may show their gratitude
next election. The strength of special interest groups applies to neighborhood
improvement projects, roads, and other public services as well as economic
development projects.




Jones and Bachelor (1984) reviewed efforts by Detroit officials to attract
the “poletown” automobile plant, which would replace two older facilities in
the Detroit area that were being closed. The authors concluded that the
incentives offered to General Motors were excessive and not in the public
interest. The oversubsidization resulted in a “corporate surplus” at taxpayer
expense. The excessive subsidies were the reult of General Motor’s powerful
bargaining position and the mayor’s need for an economic development
“victory” to help him win an upcoming election.

Bureaucrats

Bureaucrats may also lack incentives to do what is in the public interest.
Bureaucrats may seek more pay, better perquisites of office, or hassle-free
work environments rather than better serving the citizens according to the
public choice view. Public employees often operate under looser constraints
than do employees in profit-seeking firms because of the following:

o Public outputs are often difficult to measure (i.e., effective teaching).
o Responsibility for performance is often vague (“buck passing” is likely).

o There is no “bottom line,” such as profits, to measure success. Public agencies
have been shown to produce some outputs at higher costs than their private
sector counterparts, thus providing evidence of inefficiency. For instance,
public garbage pickup is more costly than private garbage collection.

Besides their tendency toward inefficiency, public employees may have
incentives to expand services beyond the level desired by most citizens. After
all, most people would rather be the director of an agency with a $10 million
budget and 50 employees than of an agency with a $100,000 budget and a
secretary. Consequently, department heads lobby legislatures and local coun-
cils for more funds and new programs for their agencies. Essentially, bureau-
crats become another special-interest group. Economic development agencies
have grown rapidly in recent years. This growth reflects the increasing
importance of local economic development, but it may also reflect bureaucrats
seeking to expand their authority.

Public workers also constitute an important voting bloc that would
probably support higher pay and better working conditions for local govern-
ment workers. During the early 1970s, the voting power of New York City
employees and their relatives was so great an influence on the size of public
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employment and the wages of employers that this power may have contributed
to New York’s fiscal crisis.

Traditional Economic Solutions

- Efforts to construct an invisible hand in government are suggested by the
economic analysis, but how? Currently, some observers have suggested
privatizing services previously provided by government. Other reform groups
are attempting to make government more responsive by introducing mar-
ketlike mechanisms within government. Suggestions for school or housing
vouchers are examples. Through public programs such as these, the citizens
are given the ability to select the schools or housing types they like best,
similar to shoppers. By giving citizens choices, public agencies that do not
provide adequate services will lose “customers” and may eventually be
terminated. Public officials may receive signals about the kinds of services
consumers want as they vote with their vouchers. Vouchers, and other mar-
ketlike systems, may also increase the range of “citizen consumer” choice. If
the parents of a child have a voucher for his education that they can use at
variety of schools, they will select the school that provides the type of
educational strategies and services they want. Thus, through modifications of
market models, some reformers are trying to replicate market systems that
help make public officials more accountable.

Some observers believe that changes in governmental structure may
improve governmental efficiency. One approach is to decentralize govern-
ment in the hope that local officials will be more accountable than officials in
Washington, D.C. or a state capital. Creating small units of government that
must compete with each other is another strategy.

Better use of pricing policies is another way that economists have sug-
gested to make the public sector more efficient. Wilbur Thompson (1984)
stated that “the failure to use price . . . in the public sector of the metropolis
is at the root of many, if not most of our urban problems” (p. 13). Citizens
tend to use “free” resources to the point where they derive no more satisfaction
from their use. Yet the resources needed to produce the “free” goods are
costly. Thus the costs of providing additional units of “free” public services
often exceed the value of the benefits received. The popularity of user fees
represents another attempt to make the public sector more like a market
system. Thompson suggested charging more for downtown parking, particu-
larly “peak hour” parking, and raising fees at public recreational facilities.
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Higher prices would discourage the use of overcrowded facilities, thus reduc-
ing congestion. Thompson also called for providing different pay rates for
teachers and police officers who work in “tough” areas. Differential pay
would attract good teachers and police officers to the areas where they are
most needed.

Unfortunately, individuals who use public services constitute an impor-
tant constituency for keeping prices low. For instance, bus riders will pressure
politicians to keep bus prices low while most of the public is disinterested.
Therefore, there is a tendency to underprice public services. Externalities are
also a problem of government coordination. There are many spillovers be-
tween local governments in a metropolitan economy. For instance, one
community may undertake quality-of-life or economic development pro-
grams that will benefit other communities. Under such circumstances, com-
munities may reduce expenditures on amenities and attempt to “free ride” on
the spending of other jurisdictions.

Many localities are trying to develop tax sharing and coordinated spend-
ing programs to avoid interjurisdictial free riding and ensure that suburban
communities work cooperatively to enhance the region’s prospects. For
instance, in Montgomery County, Ohio, jurisdictions contribute to a common
economic development fund. The money is used to encourage economic
development throughout the county. Officials recognize that job creation will
help individuals living throughout the county, not just residents of the city
where the job is created.

Economists Do Not Have All the Answers

Developing an invisible hand in government is a step toward improving
government performance by making public officials more responsive and
accountable. However, attempts to make governments more marketlike are
constrained by many non-economic factors. Governments are intended to do
things that markets will not do. Many public decisions involve issues that
transcend economic calculus, such as which amenities provide a high quality
of life, what values schools should instill, who should be exempt from taxes,
and how much effort should be directed toward helping the homeless. Econo-
mists lack the tools to determine what the distribution of income should be.
Furthermore, to impose a rigorous invisible hand on government officials
would require that the costs and benefits of governmental actions on various

groups could be reasonably estimated. The tools used to make such estimates
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are too imprecise. Few citizens want governments to act exactly like a
business. The American political tradition is based on the belief that public
service and citizenship should be more than exercises in self-interest. To
reduce government to nothing more than an arena where self-interest is
pursued would rend an important strand in the social fabric. Consensus
building often involves political horse trading that is similar to market
exchange. Sometimes, groups must be persuaded to forego their self-interest
for the benefit of the larger community.

% Summary

Economic analyis can inform policy on a wide variety of urban issues.
However, economic analysis by itself seldom provides a comprehensive
analysis of any problem. Social, political, ethical, and other factors must be
considered to provide a complete analysis and a workable policy. This chapter
used three perennial urban issues as springboards to explore the strengths and
limitations of economic analysis. ’

Unemployment and low wages can be analyzed within the context of
labor supply and demand curves. Because of the variety of labor, labor
markets may be segmented. The problem of low earnings among unskilled
workers can be attributed to a low equilibrium wage. The related problem of
unemployment can be illustrated as the result of a wage above the equilibrium.
Increased labor productivity and job creation will increase labor demand,
wages, and/or employment. Improved productivity can also help workers
move from one job category or labor market to another. Reducing market
barriers and imperfections, such as arbitrary discrimination, can also improve
employment and income prospects for some groups.

Economic solutions are useful in addressing low-wage and unemploy-
ment problems. Unfortunately, economic analysis does not provide a compre-
~hensive solution. The need to change attitudes and environments as well as
providing support services suggests the importance of knowledge outside the
scope of economics.

Numerous urban problems can be understood through the concept of
externalities. Negative externalities occur when costs of activities spill over
to parties not voluntarily involved in the transaction. Positive externalities are
amirror-image of negative externalities. Externalities are a particular problem
in urban areas because as population increases so does the number of persons
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affected by each externality event. A traditional economic approach to nega-
tive externality problems is to increase the cost of negative externalities to the
offending party, thus discouraging their production. Economists favor ap-
proaches to negative externality reduction that provide firms with flexibility
rather than prohibitions, legal limits, and regulatory standards.

Economists do not have all the answers regarding how to address exter-
nality problems. Because almost any activity is associated with some exter-
nality, ethical and political considerations are necessary to determine which
and to what degree externalities should be addressed.

The public sector may be improved by recognizing that public officials
are motivated by self-interest and structuring incentives accordingly. Privati-
zation, intergovernmental competition, vouchers, and better public pricing are
ways to improve governmental efficiency. However, many public decisions
involve issues that transcend economic calculus. Most citizens do not want
the government to act like a business, nor do citizens want public officials to
seek only self-interest.

Business Location,
Expansion, and Retention

Economic development officials historically paid overwhelming attention
to attracting firms that were either new or were considering a relocation.
During the past decade, many local development officials concluded that
communities can generate more jobs by encouraging local businesses to
expand or at least maintain their current location. Most of the locational
factors that contribute to a firm’s decision to locate in an area also influence
a company’s decision to expand.

The purpose of this chapter is to develop a perspective on a firm’s
decision to locate or expand in an area and to provide development practitio-
ners with a knowledge base for influencing such decisions. Although the
chapter emphasizes profit-oriented firms, the discussion has implication for
the locational choices of nonprofit organizations.

¥R Locational Factors

Every organization will be influenced by many of the locational factors
discussed below but in varying degrees. When selecting a location, organiza-
tions are generally required to make trade-offs among desired locational
features. The trade-offs will differ, depending on establishment characteristics.
For instance, profit-making organizations will be influenced by profit consid-
erations, political institutions by public opinion, and charitable organizations
by particular aspects of their mission.

41
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Inertia

Inertia is perhaps the strongest locational factor, yet it is often unrecognized.
Once a firm is established at a location, many forces operate to keep it where it
is, even when a new facility is required. First, the reasons for the initial location
may not have changed. The same factors that sgpported the original choice could
cause a firm to select that location again. This is particularly true if success has
made a new facility necessary to increase capacity.

Second, the economic and social structures of an area may evolve to reinforce
the initial choice. In a symbiotic or “coevolutionary” relationship, the firm
supports the community and the community develops in ways that support the
firm (Norgaard, 1984); they evolve in ways that support (or use) each other. In
concrete terms, a firm will develop ties to other producers, buyers, and employees.
These ties may be severed or at least not function as effectively if the firm
relocates. For instance, a firm may have a local supplier that can accommodate
unusual fabrication needs. The business ties may even be cemented by personal
friendships. Although similar types of firms may be located in other cities, the
reliability and adaptability of alternative suppliers may be uncertain.

Building cooperative working relationships among firms and with local

governments can be a powerful business retention strategy for economic
officials. In addition, economic development officials have been increasingly
concerned not only with the immediate job/income impacts of new facility
locations but with the long-range effects on community development.

Third, a firm that relocates will lose some of its workers. While such a
loss may not be critical to some firms or other businesses, certain skilled
workers may be essential. For instance, a research facility may be hesitant to
relocate to another region for fear of breaking up a research team. Key
researchers may not choose to move if they like the local environment. The
local environment, in turn, may have developed a set of amenities that appeal
to high-paid, high-skilled workers via the process of coevolutionary develop-
ment. The growing two-income families increase the reluctance to move.
Schmenner (1982) reported that more than 60% of plant expansions were
motivated in part by the desire to keep the management team together rather
than risk separations if a larger facility were built elsewhere.

Transportation Cost-Minimizing Models

Transportation costs are the most thoroughly analyzed location factor

because manufacturing activities are sensitive to transportation costs and they
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are relatively easy to quantify. Transportation cost models fit the tools
economists have. Products that have high shipping costs (for either inputs or
outputs) relative to the value of the final product tend to be sensitive to
transportation costs or “transportation oriented.”

Market and Material Orientation

Orientation implies a locational tendency that could be altered by other
considerations. Market-oriented producers tend to locate near the market in
part because the final products tend to be more expensive to ship from the
production site to the market. Therefore, it saves transportation costs if the
product is produced at the market. Activities that add a resource that is more
or less equally available everywhere (ubiquitous) tend to locate near markets.
For instance, soft drinks are considered weight gaining because the materials,
glass, syrup, and so forth are shipped to the bottler where water, the ubiquitous
input,' is added. Thus by locating near the market rather than near the sugar
cane or some other supplier the producer avoids shipping the water all the way
to market. Products that are hazardous to transport, bulky, perishable, or
fragile also tend to be market oriented because of the relatively expensive
costs of shipping to the market.

Material-oriented activities tend to locate near material inputs. Many
material-oriented activities tend to be weight losing—the final product weighs
significantly less than the principal input. It makes sense for a sawmill to
locate near the forest because, in the process of milling, the inputs lose weight.
Likewise, chemical producers that use coal in their production process locate
in coal-producing regions because most of the coal burns during production.
It is less expensive to ship the chemicals than to transport the tons of coal
‘necessary to produce the chemicals. Meat packing is material oriented because
it is cheaper to ship the butchered meat than live cattle. Besides weight-losing
products, activities tend to locate near the inputs when the inputs are bulky,
- heavy, fragile, perishable, hazardous, or otherwise expensive to transport
relative to the final product.

End Point and Transshipment Locations

The discussion of material- and market-oriented activities implies that a
location at either the market or the material source would be likely. Only if
the transportation costs of shipping the material to the market equaled the
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costs of shipping the product to the market would the transportation costs be
equal at the market and material sites and all points in between. Such an
equality of transportation costs would occur only by coincidence.

The pull of the market and material sites is bolstered by two additional
factors: extra handling costs and nonlinear rafe structures. First, a location
between the two sites would normally require extra terminal (loading and
unloading) costs. If the production site were located between the materials
site and the market, the inputs would have to be loaded at the material site,
transported to the production site, unloaded, processed, and reloaded at the
production site, and the final product transported to and unloaded at the
market. Thus a midpoint location requires an extra handling process.

A second factor that favors the market or material site rather than
midpoint locations is that transportation systems frequently charge customers
less per mile for long hauls than for short hauls. It costs less than twice as
much to travel 200 miles as it does to travel 100 miles, even after accounting
for loading-unloading costs. Thus it is less expensive to transport a product
or input the entire distance between the material site and the market than it is
to make two short trips.

Transshipment points fepresent an important exception to the general
locational advantage of market and material sites. They are junctures in the
transportation network where loading and unloading cannot be avoided.
Because shipments would have to be interrupted in any event, production
locations at transshipment points may not increase transportation costs. For
instance, before the technology was developed to construct bridges that could
span major rivers, goods transported by land routes had to be unloaded and
placed on barges to cross the rivers. The transshipment function contributed
to the development of St. Louis. Port cities on the East and West Coast also
have transshipment functions. "

The Principle of Median Location

The tendency for establishments that produce outputs with high transpor-
tation costs to locate at the market has been explained. But what if the market
itself is dispersed? In that case, such establishments tend to locate in the center
of their market. This tendency is known as the principle of median location.
An example illustrates the principle. Assume that the production costs,
quantity demanded, and price are not affected by location. Transportation
costs of the output are assumed to be proportional to distance. This might be
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Figare 3.1. The principle of median location illustrates the tendency of market-
oriented activities to locate at the point where half of the customers are on either side.
A large population cluster tends to attract market-oriented activities even if other
customers are not located at the point of the population cluster.

approximated by the case of a pizza parlor that delivers at a uniform price
anywhere in an area. Assume the customers, denoted by dots, are distributed
as shown in Figure 3.1 and each customer requires one delivery per week.
Each numbered hash mark indicates a block. Further assume that each delivery
requires one trip—doubling-up to serve both blocks 2 and 4 in one trip is not
allowed. ’

Where should the market-oriented activity locate if segment 1.1A of
Figure 3.1 represented the market? Intuitively, many people believe a location
on block 11 would be the best choice because it is about in the middle of the
market. But that solution is incorrect. Block 4 would be the transportation
cost-minimizing location.,

To see why block 4 is optimal, suppose the firm relocated from block 4 to
11. On the one hand, the shift would save 5 blocks’ travel when serving customers
on blocks 11, 13, 18, 19, and 20-—a total saving of 30 blocks traveled (6 blocks
% 5 customers). On the other hand, ‘an extra 6 blocks of movement would be
added for customers on blocks 1, 2, 3, and 4, or a total of 36 travel blocks (6
blocks X 6 customers). Thus the travel costs would increase due to the move.
Likewise, any move from block 4 to lower-numbered blocks would increase
total travel costs. In general, market-oriented block activities will tend to
locate at the median (where half of the customers are on one side and half are
on the other side) rather than in the geographic middle of a market.
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Segment 1.1B of Figure 3.1 shows the same locational problem, but a
“city” exists at block 4. Again, it might seem as though block 11 or 16 would
be the most appropriate location. However, the same reasoning used in the
previous paragraph indicates that block 4, the median location, would be the
minimum transportation cost point for this market-oriented commodity. Large
cities tend to be the median location of custorfiers and hence are the locational
preference for distribution-oriented firms.

The principle of median location is useful for illustrating locational tenden-
cies of market-oriented firms. However, it is not relevant to some situations
because factors such as multiple inputs and multiple markets are not considered.

Road Systems and Multiple Inputs

The above discussion assumed only one input and that the locational
choice was limited to a location on a single road. Let’s complicate the situation
by introducing road systems, multiple input sources, and markets. The concept
of locational weights can be useful in analyzing these situations.

The locational weight of the product is the cost of shipping one unit of
the product one mile. The locational weight of the input is the cost of shipping
one mile enough of the input to produce one unit of the product.

Figure 3.2 illustrates several possible road systems and shows how the
concept of ideal weight can be used to analyze various situations. Case A is
an instance where the firm would locate in the middle of the pulls. Moving
north of the minimum transport cost point would increase transportation costs
per unit by $8 ($5 + $3) per mile while saving only $7 per unit per mile. In
contrast, Case B illustrates an instance where the ideal weight at the end point
offsets the counterpulls. Moving away from the endpoint would save only $8
($5 + $3) while costing an extra $10 per unit per mile. Case C shows how a
midpoint location may minimize transportation costs if the other weights pull
in opposite directions. Case D illustrates the effects of a dominant weight even
though there are several small inputs or markets. Case E is interesting because
it represents a classic locational triangle, with roads connecting only the tips.
In this case, the largest weight, 7, would be sufficient to attract production to
that site. In contrast, as a triangle flattens to approach a line, as in Case F, the
situation becomes more like Case A, and the midpoint location tends to
minimize transportation costs.

Of course, reality presents even more complicated problems than those
addressed in Figure 3.2. In practice, a locational planner may have to choose
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Figure 3.2. Alternative transportation systems. A fixed transportation system limits
possible locations, butideal weights are still important in determining the transportation
cost-minimizing points.

between good and bad roads, alternative routes, and so forth. Nevertheless,
the kind of analysis shown in Figure 3.2 provides a foundation for under-
standing more complicated situations.

Production Costs

Transportation costs have traditionally received more attention than other
locational factors because of their importance to many critical manufacturing
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Figure 3.3. Location at a low-production-cost area. Isodopanes show equal transpor-
tation cost points above the cost-minimizing site. If production costs can be reduced by
more than the increased transportation costs, the alternative location rather than TCMP
will be the production site.

processes, such as iron and steel production. The early studies of location
placed primary emphasis on the need to minimize transportation costs. How-
ever, transportation costs are becoming relatively less important for three
reasons. First, manufacturing—which depends heavily on transportation—
has decreased in importance. Second, technology has lowered the cost of
transportation compared to other inputs. Both direct and manufacturing tech-
nologies use inputs that are easier to transport. The greater the product value
compared to the cost of shipment, the lesser the importance attached to
shipping costs relative to other costs. Finally, the range of variance in other
costs of production has become more widely recognized.

Production cost differentials have traditionally been analyzed by exam-

ining whether the lower production cost differentials offset the higher trans- -

portation costs. In Figure 3.3, the transportation cost-minimizing point is
shown as “TCMP.” Around the TCMP are lines that show the increased
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transportation cost associated with moving away from the minimum transpor-
tation cost point. These lines are known as isodopanes (“iso” means equal and
“dopane” means cost) or isocost lines. Let point L be a low-cost production
point. Perhaps energy and/or labor costs are cheaper at L. If the per-unit cost
savings are greater than $3, the establishment should locate at L rather than
the TCMP. If the savings are less than $3, then the TCMP is the most profitable
location.

Labor Costs

Firms that have significant labor costs relative to the value of the final
product tend to be labor oriented. Leather, insurance services, and textiles are
examples of labor-oriented industries. Currently, many office activities are
relocating from the central city to the suburbs to gain access to the “pink
collar” workforce that has developed due to the rise of two-wage-earner
families.

The Prevailing Wage

A region’s prevailing wage rates are an important indicator of labor costs.
They represent the wage of a typical worker in a given job category. An area
has many prevailing wage rates because there are many different categories
of labor. A firm employing unskilled workers would be interested in a
different prevailing wage than a firm employing typists. Within a metropoli-
tan area, labor markets are not usually segmented by neighborhood or suburb.
Therefore, the prevailing wage for a particular labor type will be the same
throughout the metropolitan area. Accordingly, prevailing wage rates affect
the choice of region or metropolitan area, but they are not important determi-
nants of the site within the area. !

Wage rates alone do not accurately reflect labor costs for several reasons.
First, locational decision makers are concerned with the entire compensation
package—iringe benefit costs as well as hourly wages. Second, productivity
differences can cause labor costs to differ between regions even when hourly
compensation is equal. If workers in area A produce twice the hourly output
as workers in area B while using equal amounts of other inputs, the compen-
sation rate in A could be higher than in B and yet labor cost per unit of output
could be lower in A. Some analysts would argue that labor in some cities is
paid more than elsewhere because workers are more productive. Education,
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work habits, and willingness to cooperate with management are elements of
productivity.

_Although it is important, labor productivity is difficult to measure,
particularly in the service sector. The Department of Commerce publishes
data in a useful publication, County Business Patterns, that allow researchers
to calculate the total dollar value of output divided by the size of the labor
force. Although this information can be used to approximate labor productiv-
ity, it does not account for different amounts of capital or other inputs used
in production. Furthermore, if a region’s high productivity is due to better
management rather than a capable workforce, the productivity difference will
not justify higher compensation for workers. ,

A third difficulty in using prevailing wage rates as a measure of labor costs
is that employers may be able to hire workers at amounts substantially below an
area’s prevailing wage rate. A study by White (1987) found that workers in
Milwaukee who had experienced substantial spells of unemployment were
willing to work for wages well below their previous wage and below the
prevailing wage in the area. A firm that measures labor costs by the prevailing
wage in the industry would overlook the fact that unemployed workers will accept
substantially less pay. The weakening of unions in recent years has enhanced the
ability of new firms to hire at below the local union wage. Of course, some
employers may fear that workers may not remain satisfied with wages below the
local prevailing rate. Therefore, firms may choose to assume that wages will
increase to the prevailing level. Considerations of future wage levels cannot be
rigorously quantified, but neither can they be ignored.

Unionization

Unionization is often mentioned as a locational factor related to labor

" cost. The common perception is that unions increase compensation and
promote work rules that reduce productivity. Both factors increase labor costs.
In recent years, states with right-to-work laws (laws allowing employees not
to join unions) have experienced more rapid employment growth than those
without right-to-work laws. This has been interpreted as indicating that
employers believe unionization causes labor costs to increase. In light of
several empirical studies, Schmenner (1981) concluded that “right to work
laws . . . are often the most effective public policies” for attracting new firms
(p. 7). Unionization may be particularly detrimental to branch plant locations
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where a skilled, flexible, but highly paid workforce is considered less impor-
tant than a cooperative, low-paid workforce that can perform routine work.
Bartik (1984) found that “a 10 percent increase in the percentage unionization
of a state’s labor force is estimated to cause a 30-45 percent decrease in the
aumber of new branch plants” (p. 19).

Quality of Life

Increasingly, economic development officials believe that if the local
quality of life could be improved, economic development would be enhanced.
Amenities refer to quality of life enhancing features. Regional amenities
_ include museums, good weather, roads, and schools, and other public services
and a variety of other factors that may only indirectly influence production
costs. Universities are an especially notable source of life-quality improve-
ment by providing cultural, sports, and educational outlets.
Amenities have become more important because many industries, par-
ticularly in high-tech sectors, have become more “footloose” or freed from
traditional, cost-oriented locational pulls. A locational decision maker may
choose a site with more amenities or a better quality of life if other direct-cost
factors are about equal, and many firms will select amenity-rich environments
even when other things are not equal.
Amenities may allow firms to recruit more productive workers or recruit
workers at lower costs. Technically skilled researchers and creative employ-
ees value communities with a good quality of life. Because individuals at the
top of their professions can almost always obtain jobs wherever they choose
to live, they would work in an area with a poor quality of life only if the wage
compensation was substantially higher than elsewhere or if the job was
particularly challenging. A good quality of life may help attract and retain less
skilled workers at lower wage rates as well.
Amenity-rich areas may experience increases in the demand for property,
- causing real estate values and rents to rise. In this case, production costs in
_ amenity-rich areas may be high because the company’s land rents and taxes
’ (to pay for public amenities) are high. Roback (1982) used weather-related
variables such as the number of cloudy days and the number of heating-degree
days (days that are cold and require heating) to measure quality of life. She
~ concluded that amenities both lower wages and increase rents. In spite of
higher rents, business behavior indicates that amenities exert a strong pull.
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Taxes

Traditionally, many economists have not considered taxes a major locational
factor because they are a small percentage of business costs. However, several
recent studies have challenged this position. Currently, state and local taxes
appear to have at least a moderate influence on industrial location and economic
growth. Bartik (1992) examined 57 studies regarding the relationship between
all types of state and local taxes and local employment growth. He concluded that
a 10% increase in taxes will cause a 3.3% decline in job growth in the long run.

There are a variety of taxes that influence where a business will locate, but
they do not all have the same impact. Personal income taxes may indirectly affect
labor costs as workers require higher compensation to offset higher taxes.
Perceived taxes may directly affect the locational decision by influencing the
preferred location of high-paid executives who influence the location decision.
Wasylenko (1984) and Romans and Sabrahamanyan (1979) have shown that high
personal tax rates have detrimental effects on regional growth.

Corporate income taxes directly affect after-tax profits and so may be a
more direct locational factor. Bartik (1984) found that capital-intensive in-
dustries were particularly sensitive to state corporate profits taxes.

The real estate and property taxes are especially important intraregional
locational factors because there are substantial variations in property tax rates
within a region (Charney, 1983). Most states and metropolitan regions have
both high and low property tax areas.

Business taxes per se are usually a minor portion of overall business costs, so
some analysts believe they are not major locational factors. However, taxes are easy
to quantify, and sometimes things that can be counted receive more consideration
than more important factors that cannot be counted. Examinations of where estab-
lishments locate provide some evidence regarding the importance of taxes. Most
facilities that relocated chose a new site where site taxes were equal to or greater
than the previous location (Schmenner, 1981). However, plants that move long
distances (over 20 miles) generally select lower tax locations. Thus taxes appear to
be at least a moderately important locational factor. Papke (1987) examined regional

tax differentials and found that tax burden differentials are statistically significant

and negatively related to the size and location of capital investment.

Government Incentives and Infrastructure

Governments provide a variety of special incentives or subsidies to
business to encourage location in an area. Examples of special governmental
incentives are state interest subsidies, loan guarantees, regulatory exemptions,
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sale of land at below-market prices, tax credits, and special infrastructure
constructed at public expense. About three fourths of manufacturing loca-
tional decisions involve some type of governmental assistance. Special incen-
_tives are offered by so many places that they are almost a/ubiquity—a
locational factor available everywhere. Major downtown hotels or office
_ projects almost always receive special governmental incentives, often from
more than one level of government. Like taxes, government incentives are
both an intra- and interregional locational factor. There is no strong empirical
-~ evidence regarding the effectiveness of direct business subsidies, although
most economic development practitioners consider them essential.

Infrastructure developments (roads, water and sewer facilities, telecommu-
nication, public buildings, and so forth) also play an important role in creating an
_environment that retains and attracts business. A good stock of public infrastruc-
_ture will make local firms more productive and contribute to economic growth.

Local Business Climate

Recently, business climate has been identified as an important locational
factor. Business climate is a somewhat slippery concept because it is intended
to include not only tax and expenditure programs but also the less tangible
_ aspects of a community’s attitude toward business. Hanson and Berkman
- (1991) referred to the state business climate as a “poorly conceptually and
crudely measured” concept (p. 213). Do public officials make substantial
efforts to accommodate business? Are regulations detrimental to business
kept to a minimum? Are business executives accorded a place of respect in
the community? Are regulations changed without notice? Does the commu-
nity want business development? The above questions indicate some of the
difficult-to-quantify aspects of attitude toward business.

~ Programs through which local governments attempt to “keep in touch” with
‘existing businesses and monitor their needs through surveys, business round
- tables, or personal visits are considered useful in creating a good business climate.
Such efforts are at the heart of many business expansion and retention programs
(Morse, 1990). Business decision makers will tend to remain in an area if they
 believe that governments listen and are attentive to their needs.

The large-scale, computer-generated, site selection method using busi-
ness climate has been criticized for three reasons. First, it creates a false sense
of rigor (Erickson, 1987). The very concept of business climate is vague, and
a good business climate for one industry may not be a good business climate
for another. Furthermore, even a state with a very low business climate rating
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input in the production process. Carlton (1983) examined births of new branch
kplant locations and concluded that electricity prices were a major locational
_ factor.

~ Energy costs are highly regulated, and many development officials hope
 to attract business by keeping costs as low as possible. However, there are
important quality dimensions to energy that should also be addressed. For
_ instance, businesses may be concerned with the availability of some energy
 sources. Can they get natural gas, or will they be subject to blackouts cor
brownouts? As businesses rely increasingly on computers, the quality of
electrical energy, including the minimization of surge, is an important loca-
tional consideration.

may have regions that are ideal for certain businesses. Second, Skoro (1988)
showed that rankings of business climate fail to predict where state growth
will occur. If the measure of business climate is unrelated to growth, an analyst
must question how well business climate is measured. Third, only easy-to-
quantify data are generally used in the early stages; thus locational factors that
may be important to particular firms may Be ignored. Nevertheless, large-
scale computer winnowing is an accepted practice and is used to some degree
even among individuals who recognize the limitations.

Site Costs

The cost of a particular site may be expressed in terms of rents or purchase
price of a building. Site costs include land and building. Site costs are not-an
important interregional locational factor because almost all regions offer a
variety of sites at a wide range of prices, but site costs are a major factor in
the competition among jurisdictions within a region. Warehouses and office
facilities are particularly sensitive to site costs.

X8 The Decision-Making Process

The locational choice can be complex because the decision may involve
a variety of motives and affect a substantial portion of the workforce. This
section examines the motives of locational decision makers and the corporate
decision-making process.

Political Climate and Stability

National political stability is a locational factor that is generally the same
in regions throughout a nation. As the world economy becomes increasingly
interdependent, establishments are considering sites throughout the world.
One of the most important considerations a foreign investor has is whether
the government is stable and the political climate compatible with a satisfac-
tory return on investment. Currency stability is also important. The political
stability of the United States and Canada partly explains the dramatic increase
of foreign investment flowing into these countries during the 1980s.

Political factors may also help one area within a country compete with
other regions, particularly for establishments that do business with the federal
government. In such cases, the strength of the region’s congressional delega-
tion may be a very important factor, as businesses that deal with the govern-
ment have occasion to request assistance in obtaining government business.
The choice of Texas as the site for the multi-billion-dollar supercollider has
been attributed to that state’s political strength.

Motivations

.In economics, the most widely used motivational assumption is that
businesses seek to maximize profits. Because profit maximization is a corner-
stone for understanding behavior, it is appropriate, at least as a first approxi-
mation, to assume it is the main criterion in choosing a location. However
there are three instances where profit-maximizing explanations will fail 01:
provide only part of the explanation.

- First, the profit-maximizing assumption fails to account for choices of nonprofit
1nst1.tutions. Fire stations and other public facilities are located on the basis of quick
service and the political pulls of citizens in various parts of the city. Politics can be
a very important locational determinant for many facilities such as military bases.

. Second, profit-maximizing behavior fails to account for occasional conflicts of
Interests that can occur between the owners of corporations—the stockholders—on
the one hand, and the individuals who make the locational decisions, on the other.
Many corporate officers may own such a small amount of their company’s stock
that a profit-maximizing location may not significantly enhance their wealth.
_ Consequently, some managers may choose to locate a facility in an area that has a
good climate, low personal tax rates, or other advantages that have personal appeal.

Energy Costs

Energy prices directly affect transportation costs and, consequently,
affect the location of transportation-oriented activities. Energy is also a direct
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In other words, managers may place their personal interest above stockholder
interests (which is not surprising if you believe that managers maximize utility
and have some insulation from being fired if profits are not maximized).

Third, business owners and managers may prefer safe locations (a high
probability of generating satisfactory profits) rather than high-risk/high-
return locations; if the high-risk location fails, ¢he managers may be fired or

the business may fail.

‘Hoover’s analogy is appealing but probably overstates the case. Nonoptimal
locations may or may not be quickly eliminated. In fact, bad locational choices
could remain in place for decades. The local economic environment could
_ change in ways that support the initially suboptimal location. As the process
~ of coevolutionary development continues, an initially suboptimal location
could become a very suitable location.

) Steps in the Corporate Site Selection Process
Practical Limitations on the Choice Process

Although there are a variety of motives involved in selecting a location,
_ large businesses tend to follow similar steps in the site selection process.
Schmenner (1982) has identified five basic steps. ‘

The amount of time and study devoted to locational decisions varies
drastically. At one extreme, an individual may open a business after comparing
rents among few buildings and making sure there are no competitors in the area.
Tt may be rational not to devote much time, effort, or money to a locational
decision if the profitability of the enterprise is not sensitive to location. After all,
even profit maximizers want to maximize profits net of locational search costs.
However, other locational decisions involve extensive analysis. The location of
retail chain stores and large manufacturing plants usually involves substantial
analysis. Activities that require large, long-term investments generally devote
substantial resources to determine the most appropriate location. However, even
in cases that are studied intensively, the final decision normally requires substan-
tial judgment on the part of the decision makers. Locational analysis is far from
a pure science because of the complexity of factors that must be considered, the
uncertainty of the future, and the variety of motives of the participants.

New businesses are less likely than branch plants to engage in careful,
profit-maximizing analysis of locational choice. New businesses often locate
where the founder lives, which suggests that personal factors may be as
important as locational factors that might increase profits. However, a suc-
cessful and enduring business site may have attributes of a profit-maximizing
location, even if it was initially selected based on personal factors. Locations

based on purely personal choices in areas that cannot support satisfactory
profits will perish. As Hoover (1948) put i,

Need Recognition

’ Locational decisions are seldom only location decisions. They are usually
part of a broader corporate planning process and occur at critical junctures in
a firm’s life cycle. The search for a new location may be due to an abrupt
change in corporate strategy, say, a decision to abandon one product line and
enter another. The search could also be prompted by a routine process, such
as accommodating projected increases in demand.

A corporate planning office or a division of a multidivision firm may
_ begin the locational process with a forecast of future demand. The forecast
may be ad hoc or, more typically, part of a company’s ongoing corporate
planning process, such as a rolling five-year plan. If a capacity shortage is
~ anticipated, officials must decide how to address the issue. Expansion at one
or more of the company’s existing sites normally will be one option. Increas-
ing the product price or subcontracting work to other producers could be other
options. If a new facility is determined to be the best way to address the
projected capacity shortage, a site selection team will be formed.

Establishing the Selection Team

The organization of the company affects the nature of the site selection
process. Corporations with a centralized staff will generally form a team at
the corporate level. Team members will include representatives from key
corporate departments, such as transportation, distribution, personnel, engi-
neering, real estate, or planning. Decentralized companies, such as loosely
organized conglomerates with relatively strong divisions or subsidiaries and

A good analogy is the scattering of certain types of seeds by the wind. These
seeds may be carried for miles before finally coming to rest, and nothing
makes them select spots particularly favorable for germinations. . . . Because
of the survival of those which happen to be well located, the resulting
distribution of such plants from generation to generation follows closely the
distribution of favorable growing conditions. (p. 211)
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weaker corporate staffs, may carry out the locational study at the divisional
level. For small companies, the CEO is more directly involved in the decision
because the small company cannot afford a team of “in house” specialists.
Small companies also normally search within short distances of their existing
plants, so information costs may not be as significant.

Several consulting firms specialize in?locational decisions. They can
often conduct a site analysis cheaper than in-house staffs because they have
access to data on a great many sites throughout the United States. Consulting
firms are used in about one third of the locational decisions of Fortune 500
companies. The proportion may be even higher for small- and medium-sized
firms that do not have the internal staff needed to conduct a locational study.
Additional advantages of employing consulting firms rather than doing the
work in-house include the insulation of the site selection team from internal
pressure and greater anonymity for the company. Companies usually do not
reveal that they are seeking an alternative location until they are far enough
into the selection process to start negotiating for specific terms on land,
locational incentives, and so forth.

Developing Criteria

The site selection team will develop a list of important locational “must
have/want” characteristics for the new facility. The role of the proposed facilities
in the overall corporate strategy will be considered in developing and revising the
list of criteria. Desires to penetrate new markets, to segregate or integrate
corporate functions, or to increase a firm’s visibility may be important elements
in the locational decision. The “must have/want” list will include both quantitative
and qualitative locational factors. The locational factors may be weighted to
indicate which locational features are most important.

Some trade-off occurs in developing criteria between information that is
ideally desired and information that is available. No firm could use a loca-
tional model that included every factor that could possibly influence profits.
The information needed to make such a model operational would be too
costly. Consequently, much of the data needed to make informed locational
decisions is unpublished and must be gathered from expensive site visits.
Secondary data already collected by governmental agencies or by local
chambers of commerce are usually inexpensive but may only approximate the
specific information that decision makers require. Secondary data may al'o
be several years old by the time they are collected and disseminated. There-
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fore, most firms focus on a few important factors that are necessary and a few

Once the criteria have been established, the search for a site begins. The
search is normally made sequentially. The first stage involves the choice of a
multistate, state, or urban region. Over half of all locational studies make their
“first cut” at a multistate level, although the first cut is often at the metropoli-
tan level. Once a region or state has been selected, a more microgeographic
focus is taken, culminating in the short list of one or a few communities. At
this stage, the search for an exact site begins. Individual suburban and central
city jurisdictions within a metropolitan area often compete with one another
as well as with sites in other regions.

In selecting a broad region, the site selection team focuses on labor, state

f faxes, climate, proximity to customers and suppliers, and other features that

may have significant interregional variation but are similar almost everywhere
within the region. -

Locational factors that are similar within large regions, such as climate
and energy costs, are termed macrolocational factors. Locational factors that

_ vary at the microgeographic level of detail, such as land costs, access to major
_roads, and good local schools, are less important in the initial winnowing stage

because satisfactory accommodations can generally be found somewhere
within almost all major regions: Hence microlocational factors become more
important when selecting a specific community within a region or a specific
site within the metropolitan area.

Several consulting firms use large-scale computer models to aid in the
winnowing process, particularly in ranking states and metropolitan areas. In
constructing such a model, weights are first assigned to the “must have/want” list

_ of characteristics. The more important the attribute, the higher the weight. A score

for each locational factor is also assigned to each region. The better the regional
attribute, the higher the scoré. By multiplying the weight times the region’s
location score and summing the results, an overall desirability index can be
obtained. A computerized score for each region can be generated by this process.
Once a few regions have been identified, a specific site must be found.
t this stage, computer models are less useful than the telephone and legwork.
Information costs limit the number of sites that can be examined in detail.
Normally, a firm making a major locational decision will gather detailed
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information on 10 to 25 specific sites. A company may make its requiremen
or needs known to state or local agencies and let them respond by desCriblng
the assets of particular communities. Regional and city planning agencie,
local utilities, banks, railroads, and chambers of commerce are all source
information. Features of each site are cdompared against the “must have/wan
list. Sites will be eliminated as more detailed and difficult-to-obtain inform
tion is gathered on remaining sites after each elimination round. Site visj
and collections of nonstandard or unpublished data help narrow the fie] k
prospective sites. ‘

Discussions with local public officials regarding potential problems an
incentives may begin as the locational choices are narrowed. Most commu:‘
ties are anxious to attract new economic activity because they believe it w
create jobs and increase the tax base. The firm may require assurances fro
local officials that zoning or other land use regulations will not beco :
impediments if it decides to locate in the area. The firm’s consultants m
also want to feel that they will be welcome members of the communi
Increasingly, firms are asking for and receiving special incentives to locate
a particular area. Incentives include tax abatements, below-market-price lan,
and a variety of indirect subsidies. -

1s examined, the time period examined, the types of businesses analyzed,
the techniques used to draw a conclusion. Nevertheless, a useful perspec-
on the relative importance of various locational factors can be gained by
iewing previous surveys.

se of Surveys

Before reviewing the results of surveys, four methodological problems
ng their use should be sketched. First, questions must be designed carefully
d ambiguous responses. For instance, quality of life has been found to be
riant in many surveys, but researchers are still not clear as to what a good
ty of life is. Second, respondents may provide answers that they believe will
ence policy in their favor or that they believe the surveyor wants to hear.
for instance, are often ranked high on surveys even though they are nota
cost element for most activities. Possibly this is because respondents
ve that, if taxes are considered “important,” governments will reduce taxes.
.only existing firms can be surveyed. Firms that made bad choices and went
f business cannot be contacted. Finally, the choices given by the survey
rcher can affect the response. Suppose all the labor-related locational fac-
abor cost, productivity, cost of skilled labor, fringe benefits, changes in
ge rate, presence of clerical workers, unionization, and right-to-work
were listed in great detail. Possibly, no single factor would be considered
rtant by more than a few respondents. However, every firm might respond
‘labor”’ was an important factor if labor were a choice by itself. This problem
comparison of findings very difficult.

Reaching a Final Decision

The final decision is normally formalized in the firm’s capital budg
Preliminary estimates of land acquisition and construction costs are developed
for inclusion in the corporation’s capital budget. In a large corporation with
several divisions, each unit may have to compete with other divisions for
share of the capital budget. A feasibility analysis must normally show that
proposed facility will earn a sufficient rate of return to justify the construction
costs.

ey Findings: Past to Present

arly location theory treated transportation costs as the dominant loca-
I factor. Later, Morgan (1964) examined the results of 17 locational
conducted prior to 1963. He found four significant factors: markets,
aw materials, and transportation. Other factors such as taxes, quality
-, and financial incentives were not found to be significant. The direct,
riented locational factors exerted the dominant influence on industrial
on. Morgan’s study is dated, but it provides an excellent reference point
amining how locational factors have changed since the mid 1960s.
fore,recent surveys (Fortune, Inc., 1977; Grant & Co., 1985; Heckman,
Kieschnick, 1981; Premus, 1982; Schmenner, 1982) indicate that many

% Changing Relative Importance of Locational Factors

Various locational factors were discussed previously, but their relati
importance was not assessed. Numerous scholars have questioned corpor
decision makers to determine the most important locational factors.
difficult to generalize from these studies because each study used a differe
research design. The differences in the studies include the types of locationa
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of super regional airports became locational concerns. In the realm of policy,
numerous states strengthened their economic development efforts through a
yariety of assistance programs. The research park, the urban highway loop,
_ metropolitan government, and other planning and zoning concepts were
_ implemented. Technological changes, such as global satellite communication
and mass transit technologies, have also influenced locational choice.

In the future, rapid changes in important locational determinants can be
similarly anticipated. But it is more difficult to anticipate what the changes
will be. Table 3.1 summarizes some well-informed speculation about some
transportation, political and technological factors that will influence future
locational choices. Clearly, no one can anticipate all potential changes that
can affect a locational choice. But some potential changes will be critical to
_ firms in industries that will be directly affected. It is an interesting exercise
to ask how different industries will be affected by each of the changes.
Because of the long-term nature of facility location, locational planners are
future oriented.

additional factors affect locational choices. Four important generalizations
can be made by contrasting the recent finding with surveys conducted prior
to 1970.
First, the traditional locational factors—markets, labor, new materials,
and transportation—remain the most important location factors.
Second, the relative importance of tﬁ’e traditional locational factors has
diminished compared to other locational factors. For example, unlike studies
in the 1940s and 1950s, most of the recent locational studies found factors
such as education, unionization, personal reasons, business climate, energy
and familiarity with local conditions on the “must have/want” list. In contrast,
in his review of 17 location studies conducted prior to 1963, Morgan (1964)
found the traditional locational factors to be practically the only ones that
mattered.
Third, the primary impact of technological change has been to reduce the
significance of proximity to raw materials and transportation costs as loca-
tional factors. Technology increased the number of steps in the production
process, reduced the importance of raw materials, and lowered transportation
costs. One consequence has been a shift in the growth of manufacturing
activities from the resource-rich Midwest to areas of the country where
markets are expanding, such as the Southwest and Far West.
Fourth, studies have found that state and local taxes have had an important
effect on business location, particularly within metropolitan areas where
business property taxes can vary substantially among jurisdictions. Thus,
contrary to what the earlier literature suggested, it would be imprudent to
ignore taxes as one of the important factors that influence the industrial
development of regions (Grant & Co., 1985; Heckman, 1982). Nevertheless,
the preponderance of evidence shows that state and local tax policies alone
will do little to change the economic fortune of regions.

- Summary

Locational factors affect a community’s ability to attract and retain
economic activity. Every organization will be influenced by a variety of
locational factors but to differing degrees, depending on the characteristics of
the organization.

Inertia is a major but often unrecognized locational factor. The reasons
why the firm located in the area in the first place may continue to be important,
and economic and social structures that may evolve will tend to reinforce the
initial choice. When a firm moves out of an area, it risks loss of business
contacts and valuable workers. Building cooperative working relationships
among businesses can be a business-retention strategy.
Transportation-cost-minimizing models are based on the idea that firms will
locate at a transportation-cost-minimizing point. Market-oriented firms produce
finished products that are expensive to transport, so they locate near markets.
Material-oriented activities locate near materials because the materials needed in
production are expensive to transport. The principle of median location explains
location tendencies of market-oriented firms serving several markets.

Low production costs may encourage a firm to locate away from the
transportation-cost-minimizing point. Principal production cost factors are

Future Locational Factors

Corporate facility planners deal with issues that influence company assets
25 to 100 years into the future. Consequently, planners must consider loca-
tional factors that could become important in the future as well as factors that
affect operations today.

The speed with which locational factors can emerge as important can be
understood by examining changes that occurred during the past decade.
During that period, quality of life, environmental concerns and the emergence
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TABLE 3.1 Factors Influencing Future Locational Choices
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Economists normally assume that profits drive locational decisions. This

Most Significant Before 2000

Most Significant After 2000 is generally true. Nevertheless, profits may fail to account for the choices of

Transportation

Piggyback services between trucks, trains,
ships, and freight helicopters

Corporate internal airlines

Collision-avoidance avionics will reduce
airport congestion problems

Computer controlled sails on ocean-going
vessels

Government-subsidized tax: fleets as
feeders to rapid transit systems

Political-Legislative

Global agreements to allow more data and
information transfer

International agreements regarding control of
multinational corporations

Water conservation legislation will limit
development prospects

A national land use policy will be enacted

No urban or industrial construction on prime
agricultural land will be permitted without
state or federal approval

Technology

Permanently manned space stations will be
in orbit

A process for economically desalting sea
water will be in use

Product life cycle will get shorter, requiring
shorter amortization periods

Acquisition, strategy, and distribution o,f
body parts will be a fast-growth industry

nonprofit institutions. Profit-maximizing models also fail to account for
possible conflicts of interest between corporate managers and stockholders.
Finally, decision makers may prefer safe locations (a minimum nearly guar-
anteed profit) to high-risk, high-expected-profit locations.

The corporate decision process can be divided into five steps. First, aneed
for a new location must be recognized. Location decisions are seldom only
Jocational choices but are often associated with other business changes.
Second, a site selection team will be formed to include key corporate officers
and possibly locational consulting firms. Third, a “must have/want” list will
be developed. Locational factors may be weighted according to relative
importance. Fourth, a winnowing and focusing stage, which may use com-
puter models, will narrow the locational choices. Negotiations with local
policymakers over details such as costs and subsidies may also be necessary
to reduce the short list to a particular site. The final decision will be reco gniz;d
in the company’s capital budget.

The most important locational factors continue to be transportation costs,
access to materials, access to markets, and labor costs. However, the list of
important locational factors has increased significantly in recent years. Con-
sequently, the relative importance of the “big four” has declined. The nature
of locational factors will continue to change as technology and other factors

change the production process.

30 minutes air service between the United
States, %urope, and the Far East

Private commercialization of space

Computer controlled cars driven on selected
express freeway routes

Newspapers will be delivered by facsimile
printing in home

Laws may regulate use and behavior of robots

A world monetary unit will be adopted to
facilitate international trade

Leading cities will be multiloop cities,
having two or more perimeter routes

Urban parks will be enclosed and climate
controlled

A child will be born in space

Energy will be plentiful and inexpensive

The human brain will be linked to a computer

Large scale agriculture using untreated sea
water will be possible

SOURCE: McKinley Conway, A Technology Review and Forecast for Development Strategists (Atlanta, GA:

Conway, 1986).

labor costs (including prevailing wage, productivity, and unionization), qual-
ity of life, taxes, government incentives and infrastructure, political climate
(including stability), local business climate, site costs, and energy costs.
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29 Demand and Market Areas

A market area is the region in which a product is sold. This section
examines the nature of market areas. To focus on the principal economic
 forces that shape a product’s market area, it is useful to assume the following:

Market Areas and Economic
Development Strategies

1. Aneconomy exists on 2 homogeneous plane. In other words, natural resources
and other locational features such as climate and population density are the
same.

2. The plane is initially populated by self-sufficient families. That is, they produce
all their own food and clothing and do not rely on outside producers.

3. Transportation costs are equal in all directions and proportional to distance.

After considering the implications of this restrictive model, assumptions may
be relaxed. As the assumptions are relaxed, a framework will exist to help
understand the importance of geographic irregularities.

Under the above conditions, production would concentrate at particular
places due to economies of scale in production. Some of the original self-sufficient
families would specialize, producing products at lower costs than their neighbors.
The area in which they sold their output would constitute their market area.
Producers would be the only sellers within their area. The market area would be
limited because the larger the area serviced the greater the transportation costs at
the market fringe. Thus, unless economies of scale were substantial, transporta-
tion costs would prevent one site from servicing the entire nation. To see how the
above implications are derived from the initial economic assumptions, it is useful
to first understand how demand is affected by distance.

conomic development officials need to understand the linkages between
their communities and surrounding areas. The relationship of city to other
areas both provides and limits economic development opportunities. This
chapter shows how individual locational choices of firms may result in the
formation of cities that are linked into networks of cities. The logic of a system
of cities will be built based on economic concepts. The urban patterns that
result from the theoretical approach sometimes differ from observed patterns
because the assumptions set forth in the model may not square with reality.
Nevertheless, the chapter describes important tendencies that influence urban
development.
First, demand for products is presented in a spatial context. The analysis
is different from traditional discussions of demand because the further a
consumer is from the producer the more costly the delivered price and hence
the smaller the quantity demanded. Competition among producers also affects
the size of market areas. Market areas for goods and services produced in a
city, in turn, determine the area’s hinterland. Central-place theory is described
in the next section. It shows how producers who locate in the center of their
particular market areas contribute to the development of a hierarchical system
of cities. An evaluation of central-place theory is presented in the fourth
section. The final sections describe some techniques that can be used to measure
the extent of market areas and discuss hinterland expansion strategies.

Demand in a Spatial Setting

The nature of market areas can be better understood by examining
demand in a spatial setting. Traditional demand analysis as described in most
economics textbooks states that the demand curve shows the quantity of a
good that consumers would be willing and able to buy at each price in arange
of prices during a given time period. The stability of the demand curve
requires that consumer tastes, income, prices of related products (comple-
ments and substitutes), market size, and expectations do not change. ‘When
any one of these factors changes, the entire demand curve shifts. Regional
economists make the spatial dimension explicit by showing how location
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Figure 4.1. Demand with and without transportation costs for a consumer living
distance d from the plant.

influences product demand. Figure 4.1 shows a typical demand curve for an
individual. The typical consumer will purchase g1 units per period at price P;.

Suppose a producer operating on the “homogeneous plane” initially
priced a product at Py, as in Figure 4.1. The price represents the selling price
at the establishment’s point of sale. A consumer buying the product must pay
the point-of-sale price plus the transfer costs. Transportation costs include
monetary and nonmonetary costs. Thus time and aggravation are “transpor-
tation costs™ just as gasoline and automobile depreciation are. There are two
important implications from the existence of transfer costs. First, transporta-
tion costs drive a wedge between the cost to consumers (the price plus
transportation costs) and the revenue received by producers. Second, the cost

to consumers will differ depending on how near to the producer they live even -

though the point-of-sale price may be equal for everyone. The further they are
from the producer, the greater their cost.
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Market Areas and Economic Development Strategies 69

Consumers located next to the store or plant may be assumed to have no
transportation costs. Therefore, an individual next to the plant could be

_expected to purchase g1 units following the traditional economic analysis of
, demand. However, consider a customer located distance D, from the plant.

Let $dn equal the transportation costs for someone living distance D, from the
plant. Thus the person living at D, will bear a total cost of P; (the point-of-sale
price) plus $dy. Clearly, individuals living further from the point of sale will
purchase fewer units, g, in this case. The inclusion of distance in traditional
demand analysis helps us understand that two things happen when a firm
lowers its price. First, customers within the existing market will consume
more. Second, the size of the market area will increase as new customers travel
longer distances to make purchases.

Implications

The fact that distant customers pay higher total costs the further they are
from the point of sale has implications for individual businesses and for
economic development officials. Businesses should recognize that they must
compete harder for distant customers. To attract distant consumers, some
businesses target them in their advertising. Special sales may be designed to
offer lower prices to distant consumers. Charging different point-of-sale
prices to different customers is a form of price discrimination. Various forms
of price discrimination are a common business practice and are perfectly legal.

Development officials should recognize that many business clusters, such
as neighborhood shopping centers, may need assistance when competing for
distant customers. Improving access to neighborhood shopping areas by
improving roads and parking may be helpful. Sometimes, perceptions of travel
may be as detrimental to attracting customers as actual travel time. For
instance, when potential customers fear that they may be assaulted or hassled,
they may view travel costs as high. (Perceived inhospitable downtown areas
are a major problem in central business districts.) Local efforts to make
shopping more convenient and safe can reduce the perceived shopping costs.

%8 Competition for Markets

Suppose a producer is successful in an enterprise and earns excess profit.
(In economic terminology, “excess profits” are profits in excess of what could
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be earned if the resources were employed in comparable investments.) The
producer may also have established a market area and will have some monopoly
power within that market area. Figure 4.2a shows the average cost curve and
demand of the producer. Because the price at the profit-maximizing level of
output is above the average cost of producing the output, the firm is earning excess
profits. (In keeping with the economic traditidn, “normal profits” are included as
a cost in the average cost curve.) Figure 4.2b shows the corresponding market
area for the producer. Notice that initially there are no nearby competitors.

Will the excess profits remain in the long run? Assuming that other
potential producers have knowledge of market opportunities and the ability
to open similar facilities, new producers will enter the industry in search of
excess profits. Producers will initially locate away from each other to avoid
competition. Thus new producers will carve out their own market areas and
earn profits similar to the representative firm. However, as still more produc-
ers enter the industry, they will squeeze the initial producer, thus reducing the
excess profits and market area. New firms will reduce the demand for the
original producer’s product. Figures 4.2c and 4.2d show the situation. In this
case, profits will be reduced, but they may still attract other producers. As
more producers start businesses, the landscape will become increasingly
crowded. Eventually, profits will fall to a level at which no more firms enter
the industry. One possible equilibrium is shown in Figures 4.2e and 4.2f.

Hexagons, as shown in Figure 4.2f, are an efficient shape for filling an
area. However, they are not the only possible outcome of spatial competition.
Suppose every firm was earning very slight excess profits when the market
areas were tightly packed so that an additional producer would not be able to
operate profitably. This situation may represent an equilibrium. Therefore,
there is a degree of indeterminacy about market size. The important point is
that as firms enter the industry in search of excess profits, profits of existing
firms drop and the size of market areas shrink.

The equilibrium shown in Figure 4.2¢ is similar to the outcome suggested
for firms in monopolistically competitive industries. Even if all producers sold
identical products, the spatial perspective indicates that demand for the
product would be downsloping—not horizontal as suggested in the traditional
discussions of the purely competitive industry. The spatial analysis indicates
that monopolistic competition may better depict markets that would otherwise
be classified as competitive. Essentially, producers are differentiated by
location. Consumers have preferences for producers’ locations just as they
have preferences for particular brands of very similar products.

Market Areas and Economic Development Strategies
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Figure 4.2. Costs, competition, and market areas: A spatial monopolist.
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The “ideal outer range” of a good is the maximum distance that individu-
als are willing to travel to purchase a good at the lowest possible average cost.
At the parameter of the ideal outer range, consumer cost (including transpor-
tation costs) are so high that demand for the product is zero. Competition from
other producers normally reduces the distance that a consumer will travel

_ below the ideal outer range. The “real outer range” is the maximum distance

a customer will travel in a competitive environment. It is the actual market

area of a firm.

The real outer range describes the firm’s actual market area. In Figure 4.3

the firm has an opportunity to make excess profits because the real outer range

is larger than the threshold level. Of course, if the producer is inefficient and

produces at above the minimum necessary average costs, the opportunity to

earn excess profits will be lost. When threshold and real outer range are equal,

only normal profits (normal return to owner) are possible even if the producer

operates efficiently.

Ideal
outer range

Real outer range

Threshold
(inner range)

Figure 4.3. Threshold and range. The threshold is the market size that will ‘allow a
firm to break even. The ideal outer range is the distance at which the transportation cost
makes the product prohibitively expensive. The actual outer range represents the actual

market area.

Determinants of Market Size

Three factors determine the size of the market area for a particular
product:

Threshold Demand and Range

“Threshold” and “range” are useful concepts for understanding market
areas. The threshold demand is the minimum quantity a producer must sell to
earn at least normal profits. It may be thought of as the break-even quantity.
Figure 4.3 shows the geographic threshold associated with quantity del?lanfled
10,000 (the breakeven output in Figure 4.2 when the firm was earning just
sufficient profits to stay in operation). Assuming that individuals consume
roughly equal amounts regardless of where they live, the threshold quan.tlty
can be associated with a threshold population. For instance, if the typical
individual consumes 10 units per year at a price of $5, the threshold population
associated with Figure 4.2 would be 10,000/10 or 1,000. The threshold
population is also associated with a threshold geographic market sometimes
called the inner range. For a firm producing an amount just sufficient for the
inner range, the price, average total cost, and average revenue are equal.

Variations in threshold size explain why some economic activities are
more common than others. Activities with very low demand thresholds, such
as filling stations, convenience food stores, churches, and restaurants, are
more common than activities with high thresholds, such as undertakers, public
accountants, and specialized physicians.

1. If economies of scale are significant, producers will be able to offset some or
all of the additional transportation costs of serving distant markets. Thus
establishments in industries with significant economies of scale will have large
market areas. Economies of scale are often associated with high fixed costs.

2. Demand density is the quantity demanded per unit of land area or the quantity
demanded per person times the population density. The larger the demand
density, the greater the number of producers that can operate in a given area.
Hence high-demand-density products will have smaller market area.

3. The effect of transportation costs on market size is ambiguous. On the one
hand, if scale economies exist and transportation costs decline, the product
could be provided cheaper everywhere, including beyond the market fringe.
Thus the decreased transportation costs would allow firms and consumers to
take advantage of both scale economies and lower transportation costs by
expanding the market. On the other hand, if the representative firm faces
increasing cost conditions, a decrease in transportation costs will increase
profits initially and may eventually attract more firms into the industry. In this
case, the combination of increasing production costs may offset the lower
transportation costs so that it becomes more expensive per unit to serve an
expanded market. Accordingly, smaller market areas may result.
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include entire regions or multiregion areas. Commodities or services with
similar threshold markets will locate together and market areas will tend to
be standardized. Furthermore, assume that some of the producers with small
market areas locate in the same place as producers serving large market areas.
This assumption will economize on the number of cities, reduce infrastructure
needs, and make other agglomeration economies possible.
A hierarchy of central places will result from the sharing of common
locations. Many cities will be the site of only a few producers serving small
market areas. These first-order central places—hamlets—will provide such
services as grocery and drug stores, churches, and so forth. The rural popula-
tion is the hinterland (market area) for the first-order central places. Second-
order central places will provide all the services provided by first-order places
because residents and the rural population near the second-order cities have
a demand for these goods. In addition, second-order central places will
provide services that have larger threshold markets. Clothing and furniture
stores are examples of additional functions that might be offered by second-
order central places. The market area of the second-order goods and service
producers will include several first-order places. For example, if a resident of
a first-order central place needed a new suit, it might be purchased in the
nearest second-order city. First-order places are part of the second-order
central place’s hinterland.
Second-order cities will be part of the hinterland of third-order cities and
so on up the hierarchy. The largest cities will be the production centers for
establishments with the largest market areas, but they will also provide
lower-order functions. A functional regularity exists in the system of cities.
Higher-order cities will provide some services to lower-ordered places in their
hinterland. Table 4.1 illustrates a hypothetical distribution of activities ac-
cording to the rank of the central place. Of course, in reality, the functional
separations will not be so regular. Some higher-ordered cities might have
missing functions—say, they may lack a grain elevator—and some lower-
ordered cities might have functions that particular larger cities do not have..
A scalogram, as shown in Table 4.1, is useful in identifying activities that
might be appropriate for development in an area. For instance, if a function
is unexpectedly absent and a more detailed study fails to uncover any reason-
able explanation for the absence, that activity might be a successful new
business possibility that could be encouraged.

There will be a spatial regularity to city systems as well as a functional
regularity of output. If establishments in first-order central places have market

Forces are continually operating to change the size of market areas. For
instance, there has been a long-term tendency for incomes and population to
increase. As aresult, market areas for some products, particularly retail goods,
have become smaller. At the same time, economies of scale have increased in
some manufacturing industries, tending to ingrease the market areas for some

products.

23  The Urban Hierarchy and Urban System

The previous section described the formation of market areas for a single
product. This section shows how the overlap of market area centers for
numerous products leads to the development of cities and trading patterns
among cities. Cities will form. Some cities will be small because they are the
production points of only a few products with few economies of scale. Large
cities will be the home of many producers. Furthermore, economic forces will
impose an order on the size of, spatial distribution of, and relationships among
cities. This section shows how a hierarchy of central places will develop and
a system of cities will emerge.

Central Places

To understand the development of cities of various sizes, it is necessary
to recognize the economic advantages that accrue when two or more plants
locate together. These advantages are termed “agglomeration economies” (see
Chapter 5). Producers will trade off some of the advantages of locating near
their customers to gain advantages from locating near other producers. Exam-
ples of agglomeration economies include shared parking among retail stores,
shared roads, and other shared public infrastructures. Fixed transportation
systems and geopolitical barriers will reinforce the tendency of establishments
to share market areas. Thus different activities may have similar but not
identical market areas; yet they may find it advantageous to locate together
and serve the same market. Accordingly, there will be fewer market areas than
products.

Assume that there is a fixed number of different market sizes reflecting
the trade-off between ideal market areas and agglomeration economies. Mar-
ket sizes will range from small areas for convenience goods to markets that
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TABLE 4.1 Hypothetical Hierarchy of Urban Functions

Order of Central Places

Economic Function 4 3

Minimum convenience
Filling station
Grocery store

Full convenience
Eating places
Hardware store
Drug store

Low-order specialty
Laundry
Clothing store
Appliances
Hotel, motel
Shoe store
Sporting goods

High-order specialty
Radio
Paint store
Music store
Antique store

Wholesale
Lumber supplies
Professional service equipment
Groceries

Bulk oil
Number of cities in class
(nesting factors = 3)
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NOTE: Higher-order cities have more functions than lower-order central places.

areas of radius r, then first-order towns will be 2r apart. Higher-order places

these cities serve larger market areas. Furthermore, each second-order city
includes some first-order cities in its hinterland. Likewise, because first-order
cities have smaller market areas, more first-order places will exist than
second-order places. i

Figure 4.4 is a stylized map of a system of cities in our theoretical urban
hierarchy. It shows villages, towns, metropolitan areas, and one capital. In
other words, there are only four different market sizes, and producers chate

will be further apart than first-order places because some of the producers in -
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Key:
C=Capital
M = Metropolis
T="Town
V= Village

Figure 4.4. Spatial distribution of cities. Central-place theory describes an ordered
region with snowflakelike symmetry.

according to the size of the area they serve. The market area of higher-order
places are also identified. Each town has 6 villages in its hinterland; each
‘metropolis has 6 towns and 36 villages in its hinterland. The largest city is the
“capital” of the region. Its hinterland includes 6 metropolitan areas, 36 (6 X
6) towns, and 126 (36 x 6) villages (not all of the villages are pictured).
Population size can also be understood within the framework of the
central-place model by assuming that local population is a function of em-
ployment; employment depends on output, which in turn is determined by the
size of the market served by the central place.
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PERSPECTIVES ON MARKET SIZE

The geographic size of markets was examined empirically by Leonard
W. Weiss (1972). He defined a market area as the radius from a plant
within which 80% of a plant’s output was shipped.

Weiss concluded that

o there are wide variations in market size, depending on the product.
o manufacturing goods generally have large, multistate market areas.
o only a minority of markets are unequivocally national in scope.

Product (Radius in Miles)

Radius of Market Areas
Product (Radius in Miles)

Soft Drinks (68)
Concrete Products (144)
Ice Cream (158)

Brick (200)

Metal Cans (362)

Malt Liquors (370)
Railroad Cars (542)

Soap and Detergents (572)
Flour and Grain Products (682)
Truck Trailers (780)

Fertilizers (828)

Tires and Inner Tubes (833)
Cigarettes (1,108)

Berry and Garrison (1938) examined market size in terms of the mini-
mum population needed to support an economic activity in Snoholmish
County, Washington. They defined threshold size as the smallest popu-
lation size of a community in which the function exists. Their findings

are summarized below:

Function (Threshold Size)

Function (Threshold Size)

Filling Stations (196) Furniture Store (542)
Churches (256) Veterinarian (579)

Taverns (282) Apparel Stores (590)
Elementary School (322)

Appliance Store (385)

Auto Dealer (398) Local Taxi (762)

Dentist (426) Shoe Repair Shop (896)
Drug Store (458) Sheet Meml Work (10,176)
Meeting Hall (525) Hospitals (1,159)

SOURCES: Leonard W. Weiss, “The Geographic Size of Markets in Manufacturing,” Review
of Economics and Statistics 54 (1972): 255-57; Bert L. Berry and W. L. Garrison, “Functiona!
Bases of the Central-Place Hierarchy,” Economic Geography 34 (1958): 304-22.
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Changing Urban Patterns

Once an urban system has developed, the central-place model can be used
to examine forces that cause it to change. Because the system of cities is based
on market systems, the same factors that cause market areas to change will
cause the hinterlands of cities to change. Thus changes in transportation costs,

~ scale economies of production, and demand density (per capita spending and

population density) are important influences on the urban hierarchy.
In general, when the optimum size of a market area declines because of
increas‘es in income, increases in population density, decreases in optimum
plant size, or increased transportation costs, activities will shift toward lower-
order central places. Economic activities will shift down the hierarchy, and
goods previously provided exclusively by larger places will now be provided
by lower-order places. In effect, the dominance of higher-order urban places
will be weakened. For instance, when video cameras were introduced, they
could be purchased only in specialty shops located in large metropolitan areas.
As consumer acceptance increased (increasing demand density), they became
available in lower-order central places. When market areas increase, possibly
due to improved transportation or increases in economies of scale, the site of
services will shift upward and lower-order central places will be weakened
compared to larger cities.

When one or a few functions become available at a different level of the
hierarchy, the economic functions of cities will change. If the location of a
large number of economic activities shifts upward or downward, an entire
category of central place could disappear. Stable and Williams (1973) docu-
mented the disappearance of some intermediate places that lost their role in
serving smaller areas in the Saskatchewan area. The rural ghost towns—or
near-ghost towns-—apparent in many parts of the Midwest may be attributable
to the tendency of farmers to bypass grocery and other service establishments
in small hamlets, preferring the greater variety and other advantages of
shopping in towns only slightly further away. Improved transportation and
the mechanization of agriculture (lowering demand density) probably contrib-
uted to this phenomenon. Within metropolitan areas, improved transportation
due to belt ways have contributed to the rise of regional shopping centers and
the decline of neighborhood stores.

The changes discussed above should not obscure the overall stability of
the urban hierarchy. If we examine a region over a period of one or two years,
we would find little change in the relationship among central places. It is
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unlikely that a central place would disappear or that a new place would
emerge. Although cities will grow at different rates, it is very rare that the
primary or highest ranking city will change. The system of cities changes
slowly, partly because of inertia and the long economic life of capital invest-
ment, particularly infrastructure, and partly because new activity will tend to
belocated in the existing urban grid. ?

The stability of places in the urban hierarchy may also be explained by
the establishment of channels of interdependence. Once urban or regional
linkages are created, they transmit growth from one place to another. Cities
lower in the hierarchy may grow, but as they do, opportunities for growth
among linked cities within the hierarchy will be created. Roads and wire
connections (telegraph and telephone) are important physical linkages that
support economic linkages. The hierarchy of cities was less stable in the
Southeast than in other regions both before and after the Civil War. Pred
(1977) attributed the lack of stability to the fact that southeastern cities were
not yet members of a regional city-system. Most southeastern cities were
linked directly to New York or Philadelphia, so southern cities lacked estab-
lished hinterlands. Consequently, growth opportunities occurred without go-
ing through channels of the urban hierarchy, so cities in the South did not
benefit from growth of other southern cities.

A casual observer will recognize that the predictions of the central-place
approach have some validity, but there are many exceptions.

Considerations Extraneous to Central-Place Theory

Central-place theory described a well-ordered region with snowflakelike
symmetry that does not exist in reality. The conclusions, however, follow
 from the model’s initial assumptions that emphasized economic factors oper-
_ating on a homogeneous plain. The combined results of the assumptions are
market-oriented locational decisions by firms. Accordingly, cities are also
market oriented. This section explains why the patterns described by central-
place theory may not match reality.

Spatial Differences in Production Costs

The abstract central-place model implicitly included the assumption that
the cost of production was the same at all locations. Therefore, firms located
primarily to be near their markets. In fact, as discussed in Chapter 3, some
areas are more suitable as production sites than others. Production processes
requiring raw materials may tend to locate near the materials, firms may locate
near suppliers or purchasers, and land has different levels of productivity.
Some producers of products having large market areas may operate most
profitably in small towns because of lower labor costs, access to raw materials,
and so forth. In this case, goods made in smaller places will be sold to larger
cities. Manufacturing activities are particularly sensitive to spatial cost vari-
ations. Richardson (1978) described the location of manufacturing activities
as “wild cards” within the hierarchy because large manufacturers may locate
in small towns as well as major cities. Central-place theory is more applicable
to activities that are market oriented in location than to activities that are cost
oriented. Thus central-place models describe the location of service centers
(where activities such as retailing, wholesaling, and business dominate) much
better than the site selection of manufacturing.

The locational factors excluded from central-place theory can create a
situation where two towns have similar hinterlands and similar functions
except that one of the towns may be the site of a manufacturing plant with a
very large market area. Thus the manufacturing town will be larger than the

other place, even though, with the one exception, they are similarly situated
in the urban hierarchy.

2% An Evaluation of the Central-Place Approach

The patterns generated by the central-place model are highly regular.
Let’s review the key outcomes of the theoretical model:

1. There are as many size classes of cities as market sizes.
2. Cities of the same order have equal hinterlands, offer the same services, and
have the same population size.
3. Higher-order cities provide all of the goods and services that lower-order cities
provide, plus functions of producers serving the next-larger-sized market.
4. Smaller cities with smaller hinterlands are more numerous and closer together.
than larger cities.
5. Central places of the same order will be equal distance from one another.
6. Although residents of lower-order cities may purchase goods and services from.
producers located in higher-order cities, commodities will not flow from
lower-ordered places up the urban hierarchy. '
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Transportation Cost Variations

The central-place model includes the assumption that transportation costs
are uniform in all directions. In reality, transfer costs are cheaper along
established routes and market areas extended along transportation routes.
Discontinuities in transportation costs wiJl arise due to disruptions in the
transportation system caused by rivers, mountains, and other geographic
features. For instance, a mountain may raise transportation costs and cut off

part of what would otherwise have been part of a city’s hinterland. Accord-

ingly, actual urban systems will not always reflect the ideal central-place
pattern.

Transport companies often charge block rates rather than continuously
increasing rates. Consequently, a producer located 50 miles from a village
may experience the same transportation costs as a firm located 150 miles
away. This can lead to market overlap and indeterminate market boundaries
because producers may deliver a product at the same price. Long-haul econo-
mies may also contribute to market overlap.

Seller Rate Absorption and Price Discrimination

Sellers may absorb some of the transfer costs themselves so as to extend
their markets, or they may price-discriminate by charging distant customers
a lower price. An example of rate absorption would be a producer who sold
a product at a uniform delivery price to all customers in the region instead of
charging full cost for delivery. A seller could use this technique to price-dis-
criminate against nearby customers so as to offer lower prices to distant
customers. There may be promotional or advertising advantages to offering
uniform prices to all customers. A furniture store may offer “free” delivery
anywhere in a metropolitan area to attract distant customers, even though
some very distant customers may have delivery costs so high as to make the
sale unprofitable. When many firms practice freight absorption, market over-
lap may occur. Furthermore, distant consumers are more likely to be near other
sellers than customers located near the facility. Thus producers will have an
incentive to charge lower prices to distant customers. '

Institutional Factors

Numerous political factors can affect the urban networks. Liquor stores
may be underrepresented in a state with stringent laws or high liquor taxes,
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whereas a cluster of similar stores may be found on the other side of the state
porder. Interstate commerce within the United States is relatively free of
parriers to trade—but not entirely. “Buy at Home” campaigns, tax policies,
Iicensing, and inspection regulations are a few institutional impediments that
affect market area.

Institutional factors are more important in international commerce. Lan-
guages, tariffs, quotas, customers, and differences in legal systems are just a
' few impediments that prevent a firm located in one country from extending
,its market area abroad. Some regions, such as European Economic Commu-
nity countries, are trying to reduce institutional impediments. However,
progress is slow. There is a tendency for products with larger market areas
and export impediments to locate near the center of a country’s population to
_ avoid border problems.

_ Product Differentiation

; The abstract model included the assumption that products were undiffer-
_entiated, so it was reasonable to assume that consumers would buy the
least-cost item. If all firms charged the same price, the nearest producer would
be the least-cost supplier. However, if consumers have a preference for one
brand over another, some customers would be willing to pay a premium to
purchase the brand preferred. Thus market overlap is likely to occur. The more
intense the brand loyalty, the greater the extent of market overlap.

Nonemployment Residential Locations and Commuting

, Central-place theory suggests that large production centers will be large

cities because of the implicit assumption that people live where they work.
However, cities can grow for reasons unrelated to employment. Retirement
and amenity oriented communities in the South and Southwest are examples
of growth outside the central-place framework. Likewise, “bedroom” com-
munities can grow because of the increase in commuters who work in other
central places outside the local area.

Empirical Evidence

How well does empirical evidence support central-place theory? There
are many more small cities than large ones, as suggested by central-place
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area is from the central place. It is sometimes useful to measure a city’s
hinterland as distinct from the market for individual products.

theory. Larger cities are further apart and provide a greater variety of services
than smaller places. These genéralizations support central-place theory. How-
ever, whether the theory explains economic geography sufficiently depends
on individual judgment rather than a definitive statistical test.

One of the first empirical tests was undertaken by Losch (1954), who used ‘
1930 Census data to analyze urban places fn Iowa. He divided cities into
various orders and found that the central-place model predicted the number
of places in each order, the size of centers, and the distance apart. Since
Losch’s, numerous other empirical studies of central-place theory have been
reported. Central-place theory even explains settlement patterns in communist
(Skinner, 1964) and traditional (Steponaitis, 1981) economies. The consensus
of these studies is threefold:

Survey Techniques

There have been numerous attempts to measure the range of a city’s
hinterland. Early efforts examined the circulation of major daily newspapers
_petween New York and Boston, reasoning that newspapers accurately reflect
retail trade patterns and social orientation among residents between New York
and Boston. Thus a city could be placed in New York’s hinterland if New
York newspapers had a larger circulation than Boston ones. Today, television
coverage may be as good an indicator as newspapers.

Green (1959) also examined the border between New York and Boston.
Besides newspaper circulation, he examined other indicators of influence,
such as railroad ticket purchases, freight movement, telephone calls, origin of
_vacationers, addresses of directors of major firms, and associations of hinter-
‘Iand banks. Green found that the various indicators did not give a constant
definition of the hinterland. For instance, Springfield would have been clas-
sified in Boston’s hinterland when newspaper circulation was the criterion but
was in New York’s sphere of influence when freight movement was the basis
of classification. A generalized sphere of influence does exist, but it should
be considered a composite of a variety of indicators.

Shopping patterns are an important indicator of the hinterland. Surveys have
been used to determine shopping patterns within a metropolitan region or for
specific products. The market area for single products or shopping centers can
also be found directly by examining sales patterns. Direct measurement is
particularly easy when producers have records of their customers’ addresses.
Several generalizations can be drawn from the direct empirical studies:

e Central-place theory explains the size and spatial distribution of cities in
homogeneous agricultural regions, such as the Midwest. It does less well in
explaining urban patterns in complex regions, such as the megalopolises of New
York-Washington D.C., because places of work are often separated from places
of residence.

o The distribution of service activities can be explained by central-place theory
reasonably well. Manufacturing, extractive, and governmental activities are not
explained by central-place theory. These goods and services are likely to move
up as well as down the urban hierarchy.

o The central-place model has also been tested using data from shopping centers
in metropolitan areas (West, Von Hohenvalken, and Kroner, 1985; Morrill,
1987). The researchers obtained the expected hierarchies of shopping centers,
although they observed stores of the same type replicated in the same centers,
possibly due to the economics of comparison shopping. When similar stores are
located together, consumers may economize on trips by comparison shopping
in an area with many competing stores.

The proportion of consumers shopping at a central place varies with distance
from the shopping area. The closer that individuals are to a shopping area, the
greater the proportion of individuals who will shop there.

o The distance that consumers are willing to travel increases as the size of the
shopping area increases.

2 How to Measure Areas of Influence

The concepts of market area and hinterland are similar. Market area refers
to the region in which a particular product is sold. The size of a market area,
of course, depends on the product. An urban hinterland refers to the areas in.
which one central place dominates. Just as the distribution point of a product
tends to be near the center of its market area, the city is near the center of the
region it serves and the city’s influence weakens the further the hinterland

o The distances that consumers travel vary for different types of products. The
greater the cost, the longer the travel distance.

o The “pull” of any shopping area is influenced by the nature of competing
shopping areas (Huff, 1963).
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The first two generalizations are similar to the law of gravite}tional a.ttractxon.
The pull of gravity decreases with distance and increases with ?he ‘51ze of .the;
object. This similarity has given rise to gravity models of spatial interaction

as described below.

< 56 miles > — 44 miles

A

- —— B

Central placé k Central place
Population = 50,000 Population = 30,000

_ Figure 4.5. Generalized sphere of influence. The attraction of an area increases with
size and decreases with distance. Using Reilly’s Law of Retail Gravitation, the point at
which half the trips are to A and half are to B can be estimated.

Reilly’s Law of Retail Gravitation

William J. Reilly (1931) was the first to apply a gravity model tg
determine the scope of a city’s hinterland. Sin}ilar techniques ha);1e l,)eelrdl :1;6: :
to estimate traffic flows between variqus pom'fs. Although Rei }3' s as f;r
dated, the initial formulation serves as the basis for modern teci ?lql:;:at o
measuring spheres of influence. Simply staFed., the model post.u a efs oo
individual’s tendency to shop at center A will 1r.1crease as the SIZ(; 0 pStomer
increases and will decrease as the square of the distance between the cu

increases. .
e (':I?fllle:i;::vlg(f? 1;letail Gravitation states that the breaki'ng point \ntlllllerz ttir:ief
is equally divided between two cities runs thro‘ugh a point where the t
the distances squared equals the population ratio:

where

sh= scope of A’s hinterland (distance from A to the breaking point)
Dqp = distance from A to B, where B is the nearest competing city

In terms of the hypothetical cities shown in Figure 4.5, the breaking point for
A’s sphere of influence would be

100 miles

56 miles = —-——M_
1+ s
&=2§, = ( Vso,ooo)
Py Dt

The breaking point is closer to B than A because A is the larger city. Thus
where individuals equidistant between A and B would make most of their trips to A.
_ After all, consumers could probably purchase anything in A that they could
purchase in B and purchase some things in A that could not be purchased in
B. Reilly’s Law has been applied principally to determine the breaking point
between the cities of approximately the same order with the urban hierarchy.
Thus, Reilly used his Law to test the break points between Pittsburgh and the
following major cities: Cleveland, Youngstown, Canton, and Steubenville in
- Ohio; Wheeling and Clarksburg in West Virginia; Cumberland in Maryland;
Erie, New Castle, Johnstown, and Altoona in Pennsylvania; and Buffalo in
New York. Obviously, there are small cities that have market areas within
Pittsburgh’s larger hinterland. However, Reilly’s study focused on Pitts-
burgh’s hinterland for higher-order services.
The label Law of Retail Gravitation incorrectly implies that Reilly’s
formula is almost universal in applicability and generates highly accurate
results. This is not the case. It does not have the precision of a physical law.

P, = population of city A
Py = population of city B
D, = distance from city A to intermediate place
Dy = distance from city B to intermediate place

The breaking point is where the influence of th_e two gities is equal. I.fI:ellolz; Z
Law were applied to the situation depicted in Figure 4.5, the break 1;1011:i 'v:ance
be 56 miles from A. Reilly’s Law may be‘re.statefl to exprcss t! .e is
between a major city, say A, and the outer limit of its trading area:

Dap

[P B
’ 1+1/ﬂ1
P,

a
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Furthermore, development officials should be aware of three shortcomings
that weaken the model’s practical use. First, the model implies a sharp break poing;

In reality, a central place’s influence tapers off and hinterlands overlap. Second,
the distance parameters (the squares of distance) may not be the same for all types
of shopping trips. Third, travel time or cost may be more appropriate than miles
as a measure of trade barriers. Some of these criticisms have been addressed by
the development of more sophisticated statements of Reilly’s Law. .

Probabilistic Models

Without modification, Reilly’s Law is limited by the inherent uncer-
tainty of consumer behavior. Huff (1963) developed a probabilistic model
to determine the influence of shopping areas within metropolitan regions.
He estimated the likelihood that an individual in place i would shop at a

particular central place j. The probability depended on the distance (usually

expressed in time) between the consumer and the destination (j), the number
of competing central places, and the size of the central place (). The measure
of size is not necessarily population. Because Huff’s model is often used to
measure the attractive pull of a retail shopping center within a metropolitan
area, the number of square feet of shopping space may be a better size
indicator. His formulation may be expressed as

Ss
(Tis)’
Pis=g —5
. -

Z’l Ty

where

Pjs = probability of an individual in place i shopping at the subject center
sj = size of central place j (subject central place and competitors)

T;j = distance between i and the j expressed in time *

Tis = distance between i and the subject center expressed in time

b = an exponent (similar to the squared term in Reilly’s Law but allowed to
vary, depending on what exponent will provide the best fit)

ss = size of the subject center

Ideally, a survey of customers should be conducted to determine the value
of b, depending on the particular type of goods available in the central place.
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~ Figure 4.6. Retail trade areas determined by probability contours. Probability con-

tours show the probability that a shopping trip for a resident located anywhere on the
“map” will be to A. The closer to A the shopper is, the higher the probability of shopping

at’A.

_ The need for a survey is a major impediment because of the extra time and

cost involved. However, studies have found that b equals about 2 for most
general merchandise goods. Goods and services for which individuals are
willing to travel longer distances will have lower coefficients (lower-distance
discounts). Often, distance is measured in terms of time rather than miles
because time is more relevant in urban travel decisions. In empirical studies,
time is usually measured by dividing the hinterland into 5-minute time zones:
within 5 minutes, T= 1, between 5 and 10 minutes, 7= 2, and so forth. Huff’s

 probabilistic model results in retail trade areas defined in terms of probability

contours as shown in Figure 4.6. The point of 50% probability is the same as
Reilly’s break-even point.

Retail Spending

The model is often extended to estimate total retail spending that would
occur at a shopping center and thus is an important tool for commercial
developers and planners. To understand how a real estate planner might use
the model, assume that the number of potential customers at each location,

POP;, is known (locations are often defined as census track areas within a

given MSA, so the data are available). Assume also that the annual expenditures
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per person per year for the types of goods sold by the center equals E. These
variables can be determined from surveys or published sources. Estimates on
annual household budget by product category for various levels of income are
available from data published by the U.S. Bureau of Labor Statistics. The “Survey
of Buying Power,” published by Sales Management contains similar data. Total
spending of individuals located at i shopping at ared j would equal the probability
of shopping at i, Pjj times total spending:

Center A e 20 minutes

20,000 square feet

Center
10,000 square feet

TSi5=P,'SXPOPiXE. .

By summing the total spending for all areas, £, an estimated total spending at
a particular location may be derived. Thus gravity models are useful for
market-oriented locational decisions.

An Example

Center B

To see how the model can be applied, assume that a developer is planning o eat
K square fee

to construct a small neighborhood shopping strip of 10,000 square feet in
census tract f, as shown in Figure 4.7. There are two existing centers, A and
B. What is the likelihood that an individual located in census tract i will shop
at the proposed center? Assume that the distance measure, Tjj, increases by 1
for each 5 minutes’ distance increase. Applying the probabilistic gravity
model yields

located at { will shop at the proposed center.

10,000
22

Pis=7707000Y (15,000] [20,000]

Thus the probability of an individual in area i shopping at the proposed center is
.46. One may interpret this result as 46% of the population in i shopping only at
the proposed center, or, more realistically, the average shoppers will make 46%
of their trips to the proposed center in i. (This assumes that the point in the center
of the customer area represents the location of all consumers in i.)

The estimate of the likelihood of shopping at the proposed center must
be supplemented with additional data before the volume of retail trade can be

i (POP;) and the annual expenditures per capita (E).

of trade estimated for the proposed center from area i would equal

46 x 700 x 8,000 = $2,576,000 .

have to be followed for every area in the region.

91

Figure 4.7. Location of customers and competitors. The size and location of other
establishments should be considered when estimating the likelihood that a resident

calculated. Specifically, one would need to know the population size of area

To estimate retail trade at the proposed center, assume that the population
of census track i is 8,000, and the average family in  spends $700 per year on
the type of retail goods anticipated for the proposed center. Then, the amount

The above example indicates only the sales likely to come from individu-
~als in area i. To develop an estimate of total sales, the same procedure would
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2%  Hinterland Expansion Strategies

tempted to attract customers beyond their initial market area by promotions
that emphasize the variety of goods available or the number of stores at their
{ocation. Small towns and urban neighborhood shopping areas have similarly
tried to promote themselves as offering a large variety of merchandise. For
instance, many communities have developed specializations in crafts, dining,
antiques, automobile sales, and so forth. Hence such communities have

successfully extended market areas by building on specialties.

Areas of urban influence are elastic. Urban development officials may
increase relative sales in their area by expanding the distance over which
individuals will travel to make purchases. Hinterland expansion may be
particularly beneficial to merchants in?small- or medium-sized cities in
agricultural regions where many families have choices (albeit limited) about
which city will be their primary market center. Similarly, managers of shop-
ping centers in metropolitan areas may engage in hinterland expansion strate-
gies to increase the scope of the local business sector. Neighborhood and .
suburban merchants may also benefit by increasing the distance that individu-
als will be willing to travel to shop in an area.

The theoretical models suggest that the principal levers for increasing an
area’s hinterland are improving transportation and increasing the variety of
goods offered for sale. Accordingly, policymakers should be particularly
attuned to ways of improving transportation along routes traveled by custom-
ers who may express indifference between shopping in their area and another.
Policymakers should also seek to encourage new merchandising lines that are
absent in the hinterland area in which they hope to expand. Efforts to expand
a district’s hinterland may include changing perceptions as well as changing

3 Summary

This chapter described relationships between urban places. When demand
is considered in a spatial context, both price and distance from customers
 determine a firm’s sales. If a producer is earning excess profits, other firms
will enter the industry, decreasing existing profits. At the same time, the
spatial market area of the original firm will decline.
; The minimum geographic area that a firm must serve to break even is the
inner range. The real outer range is the firm’s actual market area. If a firm’s actual
; market area is larger than the inner range, the firm may earn excess profits. Three
factors operate to determine market size: economies of scale, demand density
(population density and per capita spending), and transportation costs.
Market areas for producers of different products overlap. The overlap
allows firms to locate in the same area to achieve agglomeration economies
as producers locate near each other. Central places are centers of one or more
market areas, with producers locating at the centers. Large cities will be the
home of many producers, including some with very large market areas.
Smaller cities are the production site of fewer firms with a smaller market
area. Market areas form the basis of an urban hierarchy of cities.
Factors that change market areas will alter the system of cities and the
hinterland for individual cities.
Evaluations of the central-place model have concluded that the predic-
_ tions of the model have some validity. However, there are many exceptions
to the pristine, symmetrical conclusions. Spatial differences in production
costs, transportation cost variations, price discrimination, institutional factors,
product differentiation, and nonemployment residential choices are some of
the factors not accounted for by the theoretical model.
The empirical evidence suggests that urban patterns in homogeneous
agricultural regions fit the theoretical predictions better than activity patterns

reality.
One approach to hinterland expansion is to change perceptions of dis-

tance or travel time. If individuals are familiar with an area, including how to
get there, where to park, and which stores can best serve their needs, they may
perceive the area as being closer than a place that is an equal distance but
unfamiliar. Generally, the more frequently individuals travel to an area the
more familiar they feel about it. Sometimes, a cumulative process can occur
whereby trips to an area diminish the perception of distance, which then
contributes to additional trips. Following this line of reasoning, cities may
sponsor festivals or other special regional events designed to attract shoppers
who might otherwise be unfamiliar with an area. Simply creating a welcoming
attitude will also help. Small rural towns offering services that competing
towns do not have may use the advantage to expand their hinterland. Because
individuals must travel to the town on some occasions if they wish to purchase
particular items, their level of familiarity will increase. Hence communities
may extend their market area by building on uncontested products O services.
Consumer perceptions of size and the variety of goods available are also
susceptible to influence. Suburban shopping centers have frequently at-

e e e
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in dense coastal regions. The model explains the distribution of service and
retail activities better than the distribution of manufacturing activities. The
theoretical model also explains some shopping center patterns within metro-
politan areas.

There are several methods for measuring areas of influence. Such tech-
niques are important because developers, plan?lers, and others may wish to
estimate the attraction of new enterprises. Models based on three principles
have been useful: Areas of attraction increase with its size, diminish with
distance, and diminish with intervening competitors.

An urban hinterland expansion strategy may be a useful economic devel-
opment tool. Such a strategy could be based on changing the reality or
perceptions regarding travel costs to the area and the goods and services
available in the area.

 Understanding Economic Structure

epulsion among competing firms was a principal economic force de-
Rscribed in the discussion of market areas. However, cohesive forces also
operate in regional and metropolitan economies. Production and marketing
interdependencies, which tend to attract firms toward each other, are critical
to urban development. Economic development officials need to understand
existing linkages between firms, how to strengthen existing linkages, and how
~to'establish new, beneficial relationships among firms.

23 Agglomeration Economies

Agglomeration economies are cost reductions that occur because eco-
nomic activity is carried on at one place. Isard (1975) stressed the importance
of agglomeration economies: “An understanding of the development of cities
and regions cannot be acquired without a full appreciation of the forces of
agglomeration and deglomeration that are at play” (p. 113). But although
economists acknowledge the importance of agglomeration economies, they
generally agree that agglomerative forces are not well understood. This
section will focus on the importance of agglomeration economies but will also
discuss some conceptual ambiguities. There are several types of agglomera-
_tion economies, ranging from savings that accrue to only one establishment

_ to agglomeration economies that spread throughout an entire region.
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Internal Agglomeration Economies

Internal agglomeration economies are per-unit cost reductions that accrue
to a firm that expands its activity at a particular place. For instance, the
expansion of a plant could result in internal agglomeration economies. Be-

cause the firm that expands also receives the benefits of the expansion, the

agglomeration economies are “internal”; that is, the benefits are captured by
the firm engaging in the expansion.

The spreading of fixed costs over a larger output is an important reason

for internal agglomeration economies. Other sources of internal agglomeration
economies include greater division of labor, potential for using alternative
technologies, and saving through bulk purchases. Better use of a manager’s
time or better use of specialized machinery can result in lower average costs
due to increased output. The concentration of General Motors’ headquarters
activity in Detroit undoubtedly allows a substantial internal agglomeration
economy.

Linkages Between Pairs of Businesses

The tendency for firms that trade with each other to locate in the same
region is one of the most important causes of industrial agglomeration.
Interindustry agglomeration occurs through forward and backward linkages.
A forward linkage involves suppliers attracting buyers; a backward linkage
involves buyers attracting suppliers. For instance, if a metal fabricating plant
was located in an area and a farm implement manufacturer decided to operate
nearby to be close to its suppliers, a forward linkage would be the dominant
locational factor. Conversely, a backward linkage would exist if the metal
fabrication facility was attracted to the farm implement producer.

The question of whether forward or backward linkages are generally more
influential is important to development planners. If forward linkages are more
important, then a regional policymaker might choose to concentrate on develop-
ment of primary production activities, such as oil, raw materials, and agriculture.
The primary activities could then be expected to attract establishments that will
use their inputs. If backward linkages are more effective, then an economic
strategy might focus first on the development of final products, such as apparel
or food canning. Once established, these activities would induce further growth
through backward linkages, attracting suppliers.

Hirschman (1972) argued that underdeveloped countries (and by impli-
cation, underdeveloped regions) are characterized by weak interdependencies
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 and linkages. That is, firms in underdeveloped areas do not trade with each
other. Agriculture and extractive activities, which are major products in less
developed countries, have few backward linkages almost by definition. Fur-
 thermore, Hirschman argued that the few forward linkages—principally,
_ refining of raw materials—that might be generated by these activities do not
encourage significant development that spreads elsewhere in the economy.
_ Therefore, oil, mineral, and agricultural products are often exported without
encouraging additional local economic activity. Likewise, activities that merely
pﬁt finishing touches on imported products—packaging or making minor
modifications—have ineffective linkages that do not generate further growth.
Hirschman recommended governmental activity to encourage the develop-
ment of large-scale industries with significant backward linkages. Forward
linkages were not ignored, but they were not considered as effective as
backward linkages in inducing further growth.

Hirschman’s analysis would suggest the establishment of an automobile
assembly facility in a less developed region. Initially, engines, tires, chassis,
and other inputs in the assembly process would have to be imported. But
Hirschman suggested that some of the imports would eventually be replaced
by local products. Locally produced inputs would have a competitive advan-
tage over imported inputs because transportation costs would be less and
proximity to the purchaser could improve communications so that locaily
produced inputs could be more responsive to the needs of the assembly plant.
The development of an automobile production complex around a Honda
facility in Marysville, Ohio, is an example of growth as the assembly plant
attracted suppliers.

Most economists now believe that generalizations about whether forward
or backward linkages are more effective are inadequate. Whether forward
linkages are more powerful than backward linkages depends on the industry
pairs and the specific sets of circumstances. The issue of how to use linkages
in the development process calls for additional empirical research.

Localization Economies

Interindustry linkages among direct trading partners are a special type of
localization economy, but locationalization economies can encompass much
broader based agglomeration economies. Localization economies occur when
increases in the output of an entire group of firms at a particular place result
in lower costs for firms in that industry at that location. Economic development
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bution and warehousing firms in the area may operate more efficiently. In this
example, the specialized distribution equipment firm could not have achieved
sufficient size to operate efficiently in an area that had only a few distribution
and warehousing establishments. Currently, specialized air cargo shipment
facilities offer a similar type of specialization.

officials often develop strategies designed to create a cluster of closely related
industries in order to attract further growth from firms seeking the benefit -
from localization economies (Sternberg, 1991).

An enhanced labor pool, specialized machinery, imitation, and the chance
to comparison shop are important sources of léocalization economies.

Labor Pool Imitation, Modification, and Innovation

Firms in the same industry may be able to imitate and copy one another
more readily if they are located together. Therefore, they may be able to
respond to changes in their industry quicker than if they were isolated from
their competitors. Of course, the firm that is copied may be harmed, so it
_ ‘would be better off in an isolated location where copying would be more
difficult. However, managers may not know which firm will develop leading
_ innovations. Therefore, the cluster of firms as a whole may benefit from
locating together even though individual firms may be disadvantaged at one
time or another. In industries with numerous and scattered innovations, such
as the fashion industry, all firms may be better off if they have locations that
allow them to imitate quickly. Furthermore, a firm that copies two changes is
in a better position to innovate yet another change, perhaps by combining or
modifying changes that were taken from other firms. Thus, particularly in
fast-changing industries, economies from industrial imitation, modification,
and innovation tend to be important sources of localization economies.

First, if many firms in the same industry locate together, they may contribute
to the development of a skilled labor pool. Labor market advantages from
agglomeration are particularly useful when firms have unstable labor demands,
as in the case of many consulting firms concentrated in New York, Boston,
Washington, D.C., and California’s Silicon Valley. If such firms are in a large
center of qualified labor, they can expand their workforce quickly, even when
skill requirernents are specialized. Labor agglomeration has been considered an
important factor in the location of biotechnology firms (Haug and Ness, 1993).

Employment fluctuations may increase the advantage of a concentration
of skilled labor. If only one or two firms in an industry were located in the.
same region, they might have difficulty in hiring specialized workers during
periods of peak demand, particularly if both firms had simultaneous increases
in demand. Hiring peaks might even out, however, if many firms in similar
and competitive businesses were located together. Furthermore, if a local
industry had unique skill requirements that were sufficiently large, it might
even be feasible to develop a school or a college major to train workers. Such
a training program would not only improve the quality and availability of
labor but could also enhance the ability of workers to adapt to industrial
change. Thus two-year colleges often have excellent training programs de-
signed to meet unique labor market requirements in their district.

Comparison Shopping

Another localization economy can be traced to the desire of individuals
to compare products. Individuals may prefer to shop for shoes in a regional
_ shopping mall because they can compare the merchandise in four or five
different stores. Firms selling similar products may repel one another under
most circumstances, but when consumers have a demand for display variety,
similar competing establishments may agglomerate. An additional shoe store
in aregional shopping mall may actually benefit all the shoe stores by making
the mall a more desirable place to shop for shoes. The additional store may
lower the percentage of mall shoe shoppers who purchase at each existing
store, but total sales may increase due to the greater number of shoppers.

Households are the direct beneficiaries of display variety because their
shopping costs are reduced. But some of these advantages may be captured

Specialized Machinery

The ability to share specialized machinery and other factors of production
is another source of localization economies. For example, an area may start
developing as a distribution and warehousing center. When the area attains a
large enough volume of activity, the market may be sufficient to support a
distribution equipment firm that sells, produces, or modifies loading and
handling equipment (notice the backward linkage effect). As a consequence
of the improved availability of specialized distribution equipment, all distri-
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by retailers due to greater sales. Shopping center owners may also benefit if

they can charge retailers higher rents because of the popularity of the shopping
center.

Display variety agglomeration is most likely to occur for products that
are differentiated and have price variations sufficient to make comparison
shopping worthwhile. Few of us would comﬁarison shop for oatmeal or other
grocery items, so grocery stores do not tend to agglomerate. Automobile
alleys and urban restaurant areas are examples of agglomerations based on
display variety. Centers of agglomeration that are national or international in
scope include sales conventions (i.e., television executive meetings are often
buying conventions for TV programs), New York’s Fifth Avenue jewelry

stores, and Kentucky horse auctions. Individuals come to these events from

around the world to comparison shop.

Retail establishments selling complementary products also tend to clus-
ter. For instance, a theater and a restaurant often locate together, reflecting
the fact that people like to eat out before or after seeing a movie. Yet are the
theater and restaurant in the same industry? Perhaps if the industry is defined
as an “evening’s entertainment,” they could be considered to be in the same
industry. Industry is a slippery concept. Agglomeration clusters may have
similar outputs, similar production techniques (but different outputs), or
similar input requirements.

Urbanization Economies

Urbanization economies, the most diffuse type of agglomeration econ-

omy, are cost savings that accrue to a wide variety of firms when the volume

of activity in an entire urban area increases. The firms that share in urbaniza-
- tion economies may be unrelated. Urbanization economies may be attributed
to several sources.

Infrastructure

First, urbanization economies may result from economies of scale in

public infrastructure. Most publicly provided goods, such as roads, sewers,

and fire protection, and some private goods, such’as recreation and health

facilities, can be included in the concept of urban infrastructure. A region’s

infrastructure becomes inputs into a wide variety of private production and
consumption activities. When significant economies of scale exist in infra-

Understanding Economic Structure 101

structure provision, increase in size of an urban area allows lower per-unit
infrastructure costs. These cost savings may be passed on to producers and
consumers, perhaps in the form of lower taxes. However, there need not
necessarily be a fixed relationship between the size of an urban area and the
size of the units producing the infrastructure. A small area may, in some cases,
purchase infrastructure from larger producers to achieve the necessary econo-
mies of scale.
_ The transportation sector is an important component of the urban infra-
structure. Firms using transportation facilities will benefit from locating near
transportation modes. The larger the number of establishments the better the
transportation facilities are likely to be, and all firms using those facilities will
benefit. For instance, as the number of air passengers increases, the number
and diversity of flights will increase and almost all air travelers will benefit.
~ Likewise, as more highways are constructed, transportation costs will fall for
firms shipping by truck, salespeople traveling by car, and tourists visiting
regional attractions.

Division of Labor

Urbanization economies may also result from a more extensive division
of labor made possible by greater size and activity. In a small town, many
aspects of production and distribution must be carried out within the plant
because the local market cannot support specialty firms. Activities that cannot
be carried out within the plant must be purchased from elsewhere or not
performed at all. The extra costs of importing will tend to place the firm at a
competitive disadvantage relative to other producers.

Internal Economies

Establishments that sell to a variety of firms and households may also

achieve cost reductions as the urban area expands because larger markets will

allow firms to achieve internal economies of scale. Internal economies may
be passed forward to customers or backwards to the factors of production.

Averaging of Random Variations

Larger urban markets allow for an averaging of variations in economic
activity. A drop in sales to one customer or group of customers may be offset
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by new orders from other customers. Mills and Hamilton (1984) summarized
this aspect of agglomeration economies:

[The] most important of such agglomeration economies is statistical in nature
and is an application of the law of large numbers. Sales of outputs and
-purchases of inputs fluctuate . . . for random, seasonal, cyclical and secular
reasons. (p. 18)

Thus, to the extent that business ups and downs are uncorrelated, a firm in an
urban area will have fewer scheduling production problems than if it were
located in a smaller place. Similarly, labor changes can be accommodated
more easily in alarge urban area. If a chief financial officer or a tax accountant
quits, finding a replacement will be a more significant problem in a small town
than in a metropolitan area.

Urban Diseconomies

As the size of an economic concentration increases, diseconomies appear.
Urbanization economies may be partially offset by urban diseconomies. Some
social scientists believe that crime, anxiety, and loneliness are personal costs
of high-density living. Examples of urban diseconomies are the inconven-
ience, delay, and aggravation associated with congestion in metropolitan
regions. Competition for locations near the center of large agglomerations
increases rents, which, in turn, repels some firms. The higher wages paid in
large cities may reflect compensation necessary to offset negative psychologi-
cal costs of working in congested areas. Businesses are unéqually affected by
urban diseconomies, so some firms are repelled from large cities before
others.

However, there does not appear to be a size so large that overall urban
diseconomies outweigh the economies associated with size. For instance,
productivity generally increases as metropolitan size.increases. Therefore,
urbanization economies tend to outweigh urban diseconomies over the range
of city size observed in the world today.

Recap

The impacts of agglomeration economies range from specific to diffuse.
The most specific agglomeration economies accrue to a plant. Agglomeration
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economies affecting pairs of firms are also rather specific. Economies that
result when an industry or an industrial cluster expands are slightly more
diffuse. Urbanization economies are the most diffuse type of agglomeration
economy. They depend on the size of the entire urban area, and the benefits
of the agglomeration are shared by a wide variety of businesses.

%)  External-Economy Industries

Industries composed of firms that are dependent on many diffuse agglom-
eration economies with other nearby establishments are referred to as exter-
nal-economy industries. Firms in external-economy industries receive spil-
lover benefits when related establishments locate in the area. Examples of
external-economy industries are fur goods, handbags, children’s coats, dresses,
and book publishing. These are generally rapid-change industries. Firms in
these industries must purchase a variety of inputs from other firms. The inputs
often must be obtained quickly, and rapid changes in the product, such as style
changes, make flexibility important.

External-economy industries tend to concentrate in large urban areas
because of the diversity of products and information available. Over 90% of
all U.S. jobs in paints and varnishes, periodicals, security and commodity
brokerage, millinery, and aircraft are in large urban areas. The concentration
in production in such activities is much greater than could be explained based
on market orientation. ‘
Lichtenberg (1960) examined industries that he considered as highly
dependent on external relationships and found that nearly all of the external-
economy industries were overrepresented in the New York area. The high
location quotients for New York in publishing and apparel (see Table 5.1 next
section) indicate that Lichtenberg’s findings are still relevant. New York
accounted for about 10% of all national employment at the time of his study,
but the region accounted for a much higher percentage of employment in the
external-economy industries. Furthermore, he found that New York-based
firms in the external economy industries tend to be smaller than similar firms
located elsewhere. Lichtenberg attributed this size difference to the ability of
the New York-based firms to purchase inputs and obtain services quickly at
reasonable costs outside the firm. In contrast, firms located in smaller cities
were more likely to produce inputs internally rather than purchasing from
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vendors. Therefore, external-economy firms located in smaller cities require
more “in house” capacity.

%]  Comparative Measures of Economic Structure
a

Although agglomeration economies is an important theoretical concept
for understanding economic structure, we also need means to measure and
analyze economic activities. This section describes some of the important’
empirical tools used by urban and regional economists, beginning with the
description of a widely used way of categorizing industries. Next, location
quotients are explained, and then techniques for using location quotients for
estimating exports are illustrated, followed by a discussion of the coefficient
of specialization.

Standard Industrial Classifications

The Standard Industrial Classification (SIC) system is the most commonly
used means of labeling economic activities. It is a uniform identification proce-
dure used by most U.S. agencies that collect and analyze data on economic
activity. Industries listed in Table 5.1 are identified by a numerical SIC code as
well as industry name. A SIC code is assigned to each business establishment.
The code reflects the specific activity at that site and places the establishment
within a larger industrial group. For instance, a meat-packing plant would have
a SIC number of 2011. The first two digits indicate that it is a food processing
establishment. All meat products establishments are in SIC 201. Thus the meat-
packing designation indicates that the activity is part of the meat products
industries, which are themselves part of the food products group.

The major industrial categories (sometimes referred to as “one digit
industries”) are agriculture, forestry, and fisheries; mining; construction;
manufacturing; wholesale and retail trade; finance;; surance, and real estate;
services; transportation, communication, electric, gas, and sanitary services;
and government. 5

A firm may have several plants or establishments producing a variety of
products. The SIC system classifies establishments (i.e., plants) rather than
firms or companies. In most instances, the establishment is a facility at a single
location. If a diversified company makes several different products at differ-
ent sites, it will have plants in different SIC categories.
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TABLE 5.1 Location Quotients in Four Major Urban Regions, 1990
sic Chicago Houston  Los Angeles  New York
Manufacturing
20 Food products 0.956 0.524 0.099 0.356
23 Apparel 0.310 0.062 2.352 2.345
24 Lumber or wood 0.265 0.210 0.464 0.133
25 Furniture, fixtures 0.826 0.177 1.637 0.477
26 Paper and allied products 1.137 0.287 0.648 0.447
27 Printing and publishing 1.369 0.544 0.942 1.719
28" Chemicals ) 0.584 2.480 0.663 0.409
29 Petroleum or coal 1.109 4,207 1.713 0.045
30 Rubber and plastic 1.374 0.667 0.953 0.223
32 Stone, clay, glass 0.598 0.555 0.752 0.192
33 Primary metals 0.965 0.473 0.691 0.146
34 Fabricated markets 1.447 1.066 1.159 0.303
35 Machinery except electrical 1.230 1.180 0.728 0.158
36 Electronic equipment 1.380 0.333 0.953 0.270
37 Transportation equipment 0.279 0.206 2.511 0.092
38 Instrument and related 0.862 0.449 1.621 0.285
Transportation, efc. 1.058 0.250 0.982 1.212
Wholesale 1.226 1.159 1.186 1.111
Retail 0.874 0.888 0.794 0.832
Finance, insurance, and real estate 1.226 1.010 1.060 2.104
Services 1.007 1.025 1.081 1.293

If a single plant makes more than one product, the establishment is
classified according to the dominant product. For example, suppose a plant
produced construction machinery (SIC 3531) and mining machinery (SIC
3532). The first two digits indicate that the establishment is in the “machines,
except electrical” category. The first three digits indicate “construction and
related machinery.” If over half of the output (in terms of sales) were in
construction machinery, the entire activity would be considered as SIC 3531.
Because more than one product can be produced by a single estab-
lishment, the SIC system may lead to an underestimation of the variety of
goods and services produced in a region. Furthermore, changes in the internal
operations of a plant can cause an establishment to be reclassified by a
different four-digit code. Consequently, it is sometimes difficult to distinguish
between an internal change in production, on the one hand, and the death of
one firm and the establishment of another, on the other.
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Although the four-digit code provides considerable detail, a variety of
separate activities are still lumped together within one four-digit designation. For
instance, SIC 3729, “aircraft engines and engine parts,” includes about 50
separate manufactured items, such as “starting vibrators” and “rocket motors.”

Information on community economic activity is limited by the disclosure
rule. Data will usually not be released if they can be traced to a particular
establishment. For instance, if there is only one bakery (SIC 205) in a county,
no information on that industry will be disclosed. However, bakery informa-
tion may be included in the description of the food products sector (SIC 20).
The disclosure rule is a particular problem for small-region data collection.
Even in large regions, disclosure problems will occur at the three- and
four-digit level of detail.

e;i = local employment in industry i

]

total local employment
national employment for industry i
total national employment

et
US;
US:

1]

n

Quotients can vary among regions due to differences in consumption and
production. The term LQ = 1 for a particular industry means that the region
has the same percentage of employment in that industry as found nationally.
The term LQ < 1 implies that the area has a less than proportionate share of
employment in a particular industry, whereas the term L.Q > 1 implies a greater
than proportionate concentration of employment.

Location quotients can be useful tools for identifying industries in which
a region has a disproportionate level of employment. The reasons for a
community having concentrations of employment in particular industries can
often be traced to a current or historical locational advantage. If an industry
is underrepresented locally, a development planner might investigate why
employment is low and what can be done to increase it. This is not to say that
communities should strive to develop economies with structures that are
identical to the U.S. average. Therefore, good judgment is important in
determining how to interpret location quotients.

Table 5.1 shows the location quotients for several major metropolitan
regions. They are roughly consistent with our casual knowledge of these
regions. For instance, New York has high location quotients in apparel,
printing, and FIRE (finance, insurance, and real estate). The Los Angeles
location quotient in transportation equipment reflects the area’s heavy con-
centration in aerospace production. The dominance of petroleum and chemi-
cals in Houston is consistent with our perception of the Texas economy.

The picture of industrial structure given by the location quotient can
change depending on the level of industrial detail used in the calculations. For
instance, the data in Table 5.1 reflect the two-digit level of industrial detail.
Houston is obviously highly concentrated in the chemical industry when the
classification is limited to two digits. However, Houston does not have high
concentrations in all aspects of chemical production. If the two-digit chemical
industry were divided into more narrowly defined sectors, three-digit indus-
tries, Houston would be seen to have LQs significantly less than 1 for some
chemical activities and a very high LQ for petrochemicals.

Location quotients are a versatile tool. Although employment is the most
frequently used measure of the extent of economic concentration, value added,

Location Quotients

The location quotient (I.Q) is a technique for assessing a region’s spe-
cialization in an industry. The industrial composition of a local economy may
be better understood by comparing the local industrial structure with other
cities or with the country as a whole than by examining a local economy in
isolation. For instance, suppose it was determined that fabricated metals
accounted for 12% of total employment in a community. Although this
information may be useful for some purposes, it does not tell us whether the
economy is highly concentrated in metal fabrication compared with other

cities.

The employment location quotient is the ratio of the percentage of
regional employment in a particular industry to the comparable percentage in
a benchmark area. The country is usually the benchmark area, although states
or similar regions may also be used as reference points. Accordingly, the
location quotient for industry i is generally expressed as

&

_.e
LQi= Us; (5-1)
UsS;

where

LQ; = location quotient for industry {
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3. Consumption patterns throughout the country are identical.
4. The product of each SIC industry is identical in each region.
5. There is no international trade.

sales, and other measures of activity have also been used. The formula shown
in Equation 5-1 used industrial employment as the specialization variable and
total employment as the reference variable. However, the specialization
variable need not even be the same as the reference variable. We might refer
to a location quotient for linked activitiesé LQ.. For instance, grain storage
facilities could be used as an indication of specialization with reference to grain
production:

Under these circumstances, an LQ > 1 means that the region has more
individuals employed in the particular industry than would be expected based
on benchmark patterns. A possible explanation for a higher than average
proportion of regional employment in a particular sector is that some of the
sector’s workers are producing exports—products that are sold outside the
region. If this explanation is valid, an LQ > 1 means that some portion of the
employees in that industry is producing for export. Conversely, an LQ < 1
~ means that the product is underproduced locally and hence must be imported.
Exact self-sufficiency is signified by the LQ equaling 1.

Export employment can be estimated using a variant of location quotient.
IfLQ = 1 means exact self-sufficiency, then export employment in an industry
would be the excess employment above the number necessary to satisfy local
needs. Self-sufficient employment would be the number required to bring the
location quotient to 1. Let s; equal the self-sufficient employment level. Then,

where

LQL = location quotient for linked activities
gs = local grain storage in cubic feet

gp = local grain production

GS = U.S. grain storage in cubic feet

GP = U.S. grain production Si (5-3)
1=-2
In this case, a very low location quotient for grain storage facilities might lead Us;
a development planner to attempt to encourage a grain storage business US:
enterprise. Clearly, the LQ can be a very useful tool for development officials
seeking to target industries. '
How to Estimate Export Employment! si= % X e, G-4)

The difference between export activities and activities that serve local
consumers is an important structural distinction. The purpose of this section
is not to describe the role of exports in the growth process but to show how
location quotients can be used to estimate regional exports.

To establish the link between location quotients and export employment,
the following assumptions are necessary:

US; = United States employment in industry {
US; = the total employment in the country
ey = total local employment

1. There is no cross hauling of goods (i.e., if automobiles are exported from
Detroit, automobiles will not simultaneously be imported).

2. The output employment ratio is identical in all regions.

Equation 5-3 may be modified to estimate export employment in industry ,
Xi:
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5-5) quotient in manufacturing, indicating no exports, but some sectors within
manufacturing may be exporters. Similarly, Detroit is a net exporter of
automobiles, but it also imports models of cars not made in Detroit due to
product differentiation. Because of the existence of cross-hauling, the volume
of exports estimated by the LQ technique will be subject to error. Cross-
hauling of identical products could even occur under some circumstances.
Generally, the more detailed the industrial breakdown, the greater the export-
ing sector will appear. Thus the direction of bias due to the failure to
disaggregate completely or due to product differentiation is predictable.
Fifth, a location quotient of 1 indicates self-sufficiency only in a closed
national economy. However, the United States imports products from the rest
of the world. Hence the average community with a location quotient of 1 for
a particular good or service may still be exporting or importing some of the
commodity.

US; (5-6)

Xi=e—ée|lm=a |’
US:

Total export employment is the sum of the export employment in the individual
sectors. Therefore, total regional export employment x; may be expressed as

xt=2xi. ‘ G-7

Critique

Unfortunately, the location quotient is not a precise indicator of the extent
of importing and exporting. Consequently, the LQ technique often underesti-
mates exports. When the initial assumptions are examined, other explanations
for the size of location quotients become apparent.

First, when analysts assume that an LQ of 1 implies exact self-sufficiency,
they overlook the possibility of cross-hauling. If cross-hauling existed, an area
with an LQ = 1 could be exporting and importing a product simultaneously.

Second, if workers in a region are more productive than workers else-
where, an LQ; < 1 might be appropriate for a community, even though the
industry was an exporter of the product. Conversely, an unproductive sector
could have a high LQ;, even though it produced only for local consumption.
To minimize the problem of worker productivity differences, value-added or
total output could be used to develop the location quotient.

Third, if there are significant regional variations in the level of demand,
the location quotient will not necessarily reflect the extent of exports or
imports. For instance, Southern cities have had a disproportionate level of
employment in air conditioning maintenance. However, this difference is due
to greater local demand compared to the rest of the United States rather than

to significant exportation of such goods and services.

Fourth, the estimated level of exports depends on the level of industrial
detail and product differentiation. As pointed out previously, when broad
industrial categories are examined, the LQs tend to be closer to 1 than when
more detailed industries are examined. A region could have a low location

Rebuttal

The criticisms above suggested that the location quotient approach to
determining exports would not result in an exact estimate of export activity.
Empirical studies indicate that the number of individuals in the export sector
is normally underestimated when location quotients are used to estimate
exports. However, the technique has three important advantages that are
responsible for its continued popularity.

First and foremost, location quotients are an inexpensive way to describe
a region’s exports because they can be constructed from published data.
Second, location quotients can help estimate indirect exports. For instance, a
city that exports computers may have a high location quotient in molded
plastic parts because the plastic is embodied in the computer and indirectly
exported. If the plastic parts manufacturers were asked directly, they might
respond that their products were sold within the local economy and not
exported. However, they are, in fact, indirect exports. Unfortunately, the LQ
technique does not allow determination of whether products like molded
plastics are exported as part of computers or whether they are exported
directly. Third, the LQ technique applies equally to commodities and services.
How can a service be exported? A service can be considered an export when
nonresidents enter the region to purchase a service. In this sense, Orlando,
Florida, is an exporter of entertainment services because vacationers go to
Disney World.
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TABLE 5.2 Coefficients of Specialization: East North Central Region, 1991

The Minimum Requirements Technique

, % of Total® Employment
. Industry Group United States ~ East North Central Difference

Some analysts believe that a more accurate picture of the local export
sectors can be obtained by the minimum requirements (MR) technique.
Whereas the LQ technique normally uses the entire national economy as a Construction 043 .037 006
benchmark, the MR approach bases the self-sufficient employment level on %ﬂ;ﬁgﬁgﬁ :(l)gg :3},’2 _'ggi
analysis of similar areas. For instance, suppose you wish to determine the Wholesale and retail trade 233 238 005
export employment for a region with a population of 100,000. The MR Services 2264 244 020
approach could involve examination of, say, 20 cities of similar size. The Govemment 169 152 017

. . o . Sum of positive differences 054
cities might be selected based on other common characteristics such as
location or per capita income. The city with the smallest location quotient in
an industry (i.e., smallest percentage employment) would be presumed to
represent the minimum requirement needed by a city to satisfy its domestic
needs. Thus it represents the self-sufficient level. The MR approach normally
results in a higher level of estimated exports than does the LQ technique. A
variant of the MR technique might use some other threshold, such as the fifth
smallest location quotient, as the minimum requirement for self-sufficiency.
Export employment would be all employment above the MR threshold.

NOTE: a. Totals will not add to 100% due to rounding.

nationally. The maximum coefficient would approach 100; for instance,
residents of a region might receive all their income from sources not available
elsewhere in the United States. A coefficient of specialization is high or low
by comparison with other areas.

~ Likelocation quotients, the coefficient of specialization is a versatile tool.
It can be used to examine sales, value-added sales, and so forth. The coeffi-
cient of specialization could be used to determine the extent to which the
demographic pattern of a region—age, sex, and/or race—fits the national
average.

Coefficient of Specialization

Many local development officials are concerned that the coefficient of
specialization measures the extent that a region’s industrial structure differs from
some standard, such as the national industrial structure. Table 5.2 indicates the
coefficient of specialization for the East North Central region (Ohio, Indiana,
Tlinois, Michigan, and Wisconsin) in terms of employment by major industrial
categories. In 1991, the East North Central region had a specialization coefficient
of .054, due largely to the high concentration in manufacturing.

The first two columns in Table 5.2 show the percentage employment in
each of the sectors. The third column shows the differences between the
proportion of U.S. employment from each sector and the comparable regional
percentage. For the region, the positive differences in some sectors must be
offset by negative percentages in other sectors. The sum of the positive
differences (or the absolute value of the negative differences) is the coefficient
of specialization. The more detailed the industrial structure, the larger the
coefficient of specialization will be.

A coefficient of zero would indicate that the region had exactly the same
percentage of employment or other variable from each sector as found

2% Other Aspects of Regional Structure

The economic perspective is traditional and widely used among regional
economists. However, the structure of a local economy includes more than
industrial composition. A detailed understanding of an area’s structure might
include the occupational, demographic, ownership, market, political and
social structure as well. All of these factors may influence the course of
economic development.

¥<  Summary

Economic development officials need to understand existing linkages
between firms and industries within a local economy, so they can strengthen
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existing linkages and help build new ones. This chapter examined cohesive
forces that tend to link firms within a region and quantitative tools that can‘
be used to understand local economic structure. 1

Cost reduction due to spatial concentration of economic activity are
termed agglomeration economies. Internal agglomeration economies are at-
tributed to an increase in one firm’s activities at a single place. Firms that
trade with each other often benefit from locating in proximity. Localization
economies accrue to firms in a particular industry from expansion of an
activity cluster in an area. They have been attributable to development of a
qualified labor pool, specialized equipment, imitation/modification/innova-
tion, and comparison shopping. Urbanization economies are the most diffuse
type of agglomeration economy, resulting from an expansion in overall
economic activity in an area. Shared infrastructure and economies from
averaging random variations are sources of urbanization economies. '

The Standard Industrial Classification system is a widely used way of
organizing information about industries.

Location quotients are a popular technique for comparing the size of a
local industry to that industry’s importance in the national economy. The
location quotient formula is '

The coefficient of specialization shows the extent to which an area’s
.industrial structure differs from the nation or some other point of comparison.
This chapter was primarily concerned with industrial structure. However,
economic development analysis should be aware that other types of structure
can influence an area’s economic future.

%% Note

1.- In urban and regional economics, the term “export” normally means that the product is sold
outside the area, not outside the country.

LQ= % of local employment in industry {
" % of national employment in industry i

Location quotients may be used with sales, value added, or other measures of
activity in addition to employment.

A location quotient greater than 1 indicates that the industry is more
dominant in the local economy than nationally. Given a set of very strict
assumptions, the location quotient has been used to estimate export employ-
ment. Although location quotients are an imperfect tool for describing a local
economy and estimating exports, they are widely used because they are an
inexpensive technique, reflect indirect imports, and apply to both goods and
services. }

All employment above the level necessary to set an industry’s location
quotient to equal 1 can be considered export employment. Alternatively, the
minimum requirements technique uses the minimum location quotient from
a group of similar cities as a benchmark. All employment above the level for
the benchmark location quotient is considered export.
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TABLE 6.1 Stages of Urban Growth

Thompson’s { 1968) Stages of Growth Jacobs's (1969) Stages of Growth

. Export specialization: “The local economy 1. Expanding market for a few exports and
is the lengthened shadow of a single, suppliers of the export.

dominant industry” (pp. 15-16).

2. Export complex: “Local production 2. Suppliers begin exporting directly.

_ proadens and/or depends by extending

forward or backward” (pp. 15-16).

. Economic maturation: “The principal 3. Goods initially imported into the area are

expansion is in the direction of replacing produced and sold locally.

imports” (pp- 15-16).

. Regional metropolis: “The local economy 4. The city’s enlarged and diversified local

. becomes a node connecting and controlling economy becomes a potential source of

_ neighboring cities” (pp. 15-16). exports. The exports increase the volume

Regional Growth and Development

Fundamental Perspective

of imports.
5. Technical-professional virtuosity: “National 5. New work is constantly developed. An
_ eminence in some specialized economic “economic reciprocating system” results
function is achieved” (pp. 15-16). in new skill or businesses.

Previous chapters addressed the issue of economic growth indirectly. The
implications of various models for urban and regional growth have been
very near the surface. Local growth is affected by location and expansion .
decisions of firms, the area’s place in the system of cities, and its economic
structure. This chapter presents fundamental theories of urban and regional
growth. Chapter 7 then builds on the fundamentals by developing additional

models and perspectives. '

 substitution). For instance, Chicago’s manufacturing activities began as small
operations designed to serve the local market. Products originally intended to
satisfy local customers may make the product unique and help establish an
f‘exPort demand. Also, the increases in variety of goods that the locality exports
may cause the number of suppliers to the dominant exporter to increase.
 Development of new economic activities is a critical element for continued
growth. In the fourth stage, the area becomes a regional center by developing
_ a hinterland that depends on the city for a variety of goods and services. As
cities grow, they improve their ability to develop or improve products and
production processes as well as to copy what others have done. The service
_sectors such as education, banking and real estate become important in
_ generating new products and attracting new industry. This innovative and
_imitative ability contributes to further growth in the fifth stage.

Once an area reaches a critical mass, the local economy has resources to
develop new work. Thompson (1968) referred to an “urban size ratchet”
because he believed that once a threshold was reached urban areas could
_ muster the resources—public and private——to maintain their local economies:

I Stages of Growth

Thompson (1968) and Jacobs (1969) observed that cities pass through
stages as they develop. Although there are differences in the terminology,
emphasis and details, the similarities between their descriptions are striking.
Table 6.1 summarizes the stages of growth described By, Thompson and
Jacobs. 1 ;
The stages of growth indicate that metropolitan areas initially export one .
or a few products. The initial export becomes the foundation for additional
activities. During the second and third stages of the development process, the
local economy becomes more complex. Exports become more diversified, and
goods previously imported into the area may be produced internally (import

If the growth of an urban area persists long enough to raise the area to some
critical size, power, huge fixed investments, a rich local market, and a steady

116
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supply of industrial leadership may almost ensure its continued growth and

agick-child care service” in addition to normal service. The cumulative impact
fully ensure against absolute decline. (p. 24)

of such activities is vital to development. New work often increases the
spedialization of labor. A manufacturer of kitchen equipment, a delicatessen,
3 cheese importer, and a nightclub might all have resulted from new work
beiﬁg added to an original restaurant. Creating new work also helps conserve
old work. As a product spins off from an old activity, the new product may
bea supplier or a purchaser supporting the “mother” activity.

Tacobs (1969) indicated that larger areas have an edge in the ability to
add new work to old:

The strength of the urban size ratchet can be overstated. During recent years,
many cities and even some metropolitan areas have declined, even after
attaining dominance within a region. The fagt that larger and more complex
cities have abilities to generate new economic activity is important to under-
standing the development process.

Industrial Filtering (Life Cycle Model)

The greater the sheer numbers and varieties of division of labor already
achieved in an economy, the greater the economy’s inherent capacity for
adding still more kinds of goods and services. Also, the possibilities increase
for combining the existing divisions of labor. (p. 59)

The theory of industrial filtering helps explain the necessity for metro-
politan areas to generate new exports. In Thompson’s view, metropolitan
areas have a pioneering role in the development process. Larger urban areas
tend to be the location of firms when their industries are in the early stages of
their life cycle. Activities eventually filter down from their urban birthplace
to the less urban hinterland. During the early stages of industrial development;
firms often require advanced technical skills, support of other business, and
production flexibility. Later, after the production process has become more
routine, the need for skills, business support, and flexibility may decrease and
other locational factors become more important. Firms engaged in routine
work may relocate or expand in less urban areas in search of lower production
costs. Thus urban areas are on a treadmill, developing new economic activities
as old activities filter down to lower-production-cost areas. Also, larger
metropolitan areas may retain control of research and development functions
within an industry even as the routine functions are dispersed to low-production-.
cost sites.

‘Many instances of service duplication and congestion that urban critics claim
are inefficiencies of large places are defended by Jacobs, who believes they
_ contribute to the innovative climate that encourages new products and pro-
cesses. Thus the analysis of how new work develops contributes to our
_ understanding of the process of urban innovation.

Movement Between Stages and Policy Implications

How do cities move from one stage to the next? Theories regarding stages
of growth (including the theories of Jacobs and Thompson) are weak in answering
this question. To Jacobs, the key is the ability to add new work to old. But why
do some areas move to the next stage and others do not? According to Thompson
_ (1968), momentum gained during an early stage of development may help propel
- an area to the next stage. At each stage, the growth stimulus must be sufficient to
lift an area to a level complex and large enough so that additional products can
be developed and produced locally. To continue to move up the urban hierarchy,
momentum must be considered relative to other cities, particularly for areas
_ striving toward the regional metropolis stage.

Economic development officials should consider what stage of growth
_their area has attained as they draft development strategies. For instance, a
_ small community may be well served by a focus on direct export expansion.
Planners in larger areas may seek ways the area may benefit from a diversified
economy. However, both the Jacobs and Thompson models suggest that

Adding New Work to Old

Jacobs (1969) used the phrase “adding new work to old” to describe what
she believed was a key element in the movement through the developmental
stages. Cities do not grow by simply doing more of what they have done
previously. Economies expand by developing new kinds of work. New work
results in more diversified exports products, many of which started production
simply to replace imports; but new work is usually an extension or modifica-
tion of previous activities. The process of adding new work to old is so
pervasive that it is often overlooked, as when a day care center offers a
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Figure 6.1. A local circular flow model. The circular flow diagram shows major sef:tors
of an economy and how they interact. The main difference between the nation and a regional

economy is the importance of monetary inflow (exports) and outflow (imports).

complex urban economies must develop new products and processes to grow.

Accordingly, a focus on innovation and entrepreneurship is indicated.

23 Circular Flow Model

A circular flow model is illustrated in Figure 6.1. The circular flow is not
a theory of how a region grows because it implies no causal relationships.
Rather, it is a stylized picture of some important linkages and money flows.

It is the basis for several important theories of growth discussed later.

Elements of the Circular Flow Model

In the highly simplified circular flow model, the economy is divided into
households and businesses. These categories overlap because the same person
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¢an be in the household category while also fulfilling a business role. Specifi-
cally, the same individual may be in the business sector when purchasing
factors of production and in the household role when purchasing goods and
services.

There are five important types of markets in the circular flow model:

Resource Market. The lower portion of Figure 6.1, the resource market, shows
that businesses purchase factors of production from households. In return for
the factors of production, households receive wages, rents, interests, and profits. -
Notice that profits are not retained by businesses in this model. If none of the
households earn income outside of the community, the sum of payments
received by households from area businesses would equal total regional income.

Commodity Market. The local commodity market is the second subsector of the
model regional economy. In this market, households purchase goods and
services from local businesses. If we assume no nonlocal customers, local
households spending will account for the net (excluding local firms selling to
each other) business receipts.

Interfirm Sales. Interfirm sales are an important category of local transactions.
Establishments within an area sell intermediate goods and services. The role of
interindustry transactions is described in detail later.

Local Financial Sectors. The fourth set of transactions occurs within the local
financial sector. Some local household savings flow into the local financial
sector. In Figure 6.1, all savings is by households, implying that businesses do
not retain earnings. Even if a household saves by putting money in a sock rather
than in an established savings institution, that transaction is considered savings
in the local financial sector. Household savings take two forms. A part of the
local savings is invested locally. Other savings flow out of the area and are
presumably deposited in outside financial institutions or invested directly in
outside business ventures by local households. Savings invested outside the area
are treated as monetary outflows.

Exchanges With the Rest of the World. The fifth set of transactions is necessary
because of the region’s interaction with the rest of the world. Exchange with the
rest of the world-—other regions within and outside the country—are important
to the local economy model. Some aspects of an open economy were previously
described in the discussion of financial transactions. Monetary inflows and
outflows constitute a relatively small but growing percentage of economic
activity for the United States as a whole. Exports constitute about 10% of the
U.S. gross national product (GNP). However, for a region, monetary inflows
may account for well over half of business receipts or, expressing the idea in
real terms, exports may account for over half of business sales. Normally, the
smaller the region the more open the economy and the more important money
inflows and outflows are. Notice that households, businesses, and the local




interactions result in monetary inflows and outflows.

result in a counterflow of money into the area. Businesses also make purchases
outside the area. Segment b represents household transactions outside the
area, such as the direct export of labor as would be the case of someone
working outside the area, and segment ¢ represents direct investment on
savings placed outside the area. The return on such investments constitutes a
counterflow. Segment d represents financial exchanges with the rest of the
world that flow through the local financial sector. Outside investments made
directly to local businesses and the return on such investments are represented
by segment e.

Money flows into a region for a variety of reasons: gifts from relatives,
payments for services performed for nonresidents, payment for goods sold to
nonresidents, governmental transfer payments, interest on nonlocal invest-
ments made outside the area, and so forth. A portion of the monetary inflows
would go directly to households, immediately increasing household income
if households sold labor services. Another portion accrues to businesses. This
would be the case when businesses sell goods and services to nonresidents.
Businesses also receive money inflows when nonresidents make investments

in local businesses.

Money inflows that accrue to local business may become income to
households as businesses pay the households for the factors of production
used in producing the goods and services.! However, only a portion of
business sales becomes income to local residences. Suppose a nonresident
purchased a $3,000 stamping machine from a local business. How much
income will accrue to households? If the machine were produced entirely
within the area, then the full $3,000 will flow to households in the form of
wages, rents, interest, and profits. But it is unrealistic to suppose the entire
machine was produced locally. More realistically, some of the"materials
necessary for the production of the stamping machine were purchaSéd from
another area outside the region. In this case, the firm making thg;]" stamping
machine might spend a portion of the $3,000 purchase price, say,'_’$1,000, to
replenish the inventories from outside used in production. Only $2,000 would
accrue to local households. Local households may be perceived as receiving
the value added locally, not the total value of exports. Accordingly, the sz'e
of an item for export may be viewed as a net monetary inflow equal to the
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financial sector are all shown to interact with the rest of the world. These

Segment a of Figure 6.1 represents business sales to nonresidents that
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total value of the product less the cost of the components purchased from
outside the community.

Monetary outflows refers to money that leaves the local economy. Mone-
tary outflows occur when households purchase goods or services from outside
the ‘area, pay taxes to nonlocal governments, make interest payments to
nonresidents, invest in business outside the area, and so forth. Many consumer
imports are indirect. For instance, if a person purchases a hat from a local
_ haberdasher, a portion of that expenditure may be attributed to the import of
the hat that was made elsewhere. Only the local value added will accrue to
‘household income. As described in the above discussion of the stamping
machine, businesses contribute to monetary outflows when they purchase
inventories and parts from outside the area.

A model is intended to simplify reality. It is tempting to add details in
k order to make the model more realistic. However, too much added complexity
defeats the purpose of a model, which is to highlight key factors. Perhaps the
_ elements shown in Figure 6.1 may already be too complicated to be a good
model. Nevertheless, it is usually a worthwhile exercise to examine what has
been excluded from models and to ask whether the simplifications seriously
distort the reality the model represents.

Equilibrium and Change

‘The difference between the size of monetary inflows and outflows is
critical to local economic growth. Monetary inflows can cause the entire
volume (or velocity) of money circulating within a city to increase. This, in
turn, may increase incomes and employment.

Payments for goods produced in the area and sold elsewhere are a major
source of income for the community. For example, when a Detroit-made auto-
mobile is sold to aresident of Chicago (or more accurately, when the Detroit-made
automobile is sold to an auto dealer who expects to sell it to a Chicago resident),
money flows into the Detroit area and becomes income. The inflow of money
does not by itself increase real output. However, monetary inflows increase the
ability of residents to command additional goods and services and may attract
additional resources to the area or stimulate the use of previously unemployed
local resources. Sales of goods and services to nonlocal customers are often
referred to as “‘exports.” Other nonlocal sources of community income include
interest payments from outside corporations, government transfers such as
Social Security, gifts received, and investments by nonresidents.
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Monetary outflows shrink an area’s. circular flow and consequenﬂy
decrease local income and employment. For example, when residents of one

area increase their purchases from neighboring regions, the outflow represents

foregone income to local business—money that could have been paid to local

households in subsequent transactions. Purchases of goods and services from

nonlocal sources are called imports. The term 'é‘imports” applies to all pur-

chases made outside the city and not just to international transactions. Thus
the resident of Chicago who purchases a car from Detroit causes an outflow

of funds from Chicago and an inflow of dollars to Detroit (assuming auto
retailers maintain their inventories by replacing the car they sold).

What is the equilibrium condition of the model represented in Figure 6.17
When monetary outflows equal monetary inflows, the community income
level will remain constant. The equilibrium condition can be proven mathe-
matically, but it can also be grasped intuitively by using the bathtub analogy:
The amount of water in the tub will remain constant only when the water
flowing from the faucet equals the amount that leaves through the drain.

The Multiplier

To illustrate the multiplier, suppose a business increases its sales by
increasing exports to.a business in a nearby state. A portion of the increase
-will accrue to households as payment for labor and other services involved in
producing the output. Households will spend a fraction of the increased
earnings in local establishments, thereby expanding the local consumer mar-
ket and allowing businesses to purchase additional factors of production.
However, businesses and households will also purchase from outside the area
and cause monetary outflows. Therefore, the process of local spending and
respending will not continue at the same level indefinitely.

Figure 6.2 illustrates what might happen if a major convention were held
in a city. Suppose the convention resulted in increased spending by nonresi-
dents of $260,000. Assume that of the $260,000 in increased spending,
$160,000 went to outside suppliers and to a nonlocal corporation that owns
the major hotel. Consequently, $100,000 of the initial spending would go to
residents who provided services for the conventioneers. Of the $100,000,
local residents might spend $80,000 locally. The remaining $20,000 would
flow outside the city as households spent or invested outside the local area.

Carrying the process further, of the $80,000 spent at local businesses, $50,000
might be used by local businesses to replace inventories (purchased outside
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Figure 6.2. A community income/expenditure pattern. The multiplier works through
respending of income. Totals after all of the increase leaks out: leakages, $260,000;
business receipts, $370,000; income, $143,000.

the city) and $30,000 may be returned to residents in the form of wages, rent,
interest, and profits. Thus the $260,000 of additional spending resulted in an
increase of $100,000 in local income initially and $30,000 of income in a
second round of spending. In this instance, because of imports of local
businesses, the marginal propensity to consume locally would be $30,000/
$100,000, or .3. If the process were to continue, after a few rounds the original
$100,000 would leak out of the community in the form of outside business
and consumer spending—imports. Because of successive rounds of local
spending, about $43,000 of household income would be created in addition
to the initial $100,000.> The larger the leakages per transaction, the smaller
the total increase in household income.

The multiplier has a different effect if the monetary inflow occurs only
once compared to a permanent increase in income. To distinguish between
temporary and permanent increases in exports, assume that local convention
business increased permanently by $260,000 annually. An extra $100,000
would be earned by households every period. Community income would be
increased by $130,000 in the second period—the $30,000 second-round
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Figure 6.3. Income paths from temporary and permanent increases in monetary
inflows. A temporary increase in monetary inflows will increase income by succes-
sively smaller amounts. A permanent increase in monetary inflows will permanently
increase income by a multiple of the original increase.

increase shown in Figure 6.2 plus the extra $100,000 earnings from the
first-round spending of the second year. In the third period, total income
would rise to the sum of first-round Year 3 income ($100,000), second-round
Year 2 income ($30,000), and third-round Year 1 income ($6,000), or $136,000.
Thus the permanent increase in inflows would cause annual community
income to rise permanently by $143,000. Figure 6.3 compares the income
effects of a temporary and permanent increase in monetary inflows.

The fact that households receive only temporary increases in income from
“one shot” money inflows has important implications. Many public construc-
tion projects and other temporary infusions cannot be a source of a long-run
increase in incomes. Of course, even a temporary increase in income is nice.
However, a business that permanently increases its exports will increase
community income to a new, higher equilibrium. Thus local development
officials may prefer a project that promises a continuous inflow of funds over
a one-shot injection associated with many public works.
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’ 23 The Export-Base Theory of Growth

The export-base theory of growth is grounded in the idea that a local

_ economy must increase its monetary inflow if it is to grow and the only

effective way to increase monetary inflow is to increase exports.
Tiebout (1962) described the fundamental relationships posed by the
export-base theory:

Export markets are considered the prime movers of the local economy. If
employment serving this market rises or falls, employment serving the local
market is presumed to move in the same direction. When the factory (export)
closes, retail merchants (local) feel the impact as laid-off factory workers
have less to spend. Because of the prime mover role, export employment is
considered as “basic.” Employment which serves the local market is consid-
ered adaptive and is titled “non-basic.” (p. 10)

The export-base theory may be expressed in terms of either income or
employment:

(6-1)

where

T = total employment

Y = total income

B = basic (export) employment
E = export eaming

k = export-base multiplier

A = change

The key concept of the export-base theory is that export activity is the
engine of growth. Income originally earned by the export sector is spent and
respent locally, creating additional income through the multiplier. Export
industries generate the money that flows into the city. A portion of the
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service jobs. Employees serving the local economy, in turn, spend much of
their earning locally thus supporting additional jobs. The size of the multiplier
depends on the propensity of individuals to spend money in the local economy
rather than spending it outside the local area.

It is vital to distinguish between two mefmings of “service.” Services are
a type of economic output as in the phrase “goods and services.” In this sense;
services are critical to the growth process. Services can be a source of export
earnings and therefore a part of the region’s basic activities. Services can be
exported from the region either when local residents travel outside the area to
provide the service or when nonresidents come from outside the area to
purchase services, as when individuals travel to Williamsburg, Virginia, for
a vacation. When sales by the local service sector bring outside dollars into
the local economy, they are basic and should be considered as sources of
economic growth. Gillis (1987) has argued that services play these important
economic development functions: serve as exports, substitute for existing
imports, and provide services to local residents. In the export-base literature,
“local service activities” refer only to economic activities that serve local
residents. In this sense, service is synonymous with nonbasic.

Recent studies have documented the extent that service activities are export
earners. Ashton and Sternal (1978) found that 20% of New England’s service-
producing industries export more than half of their sales to individuals outside
the region. Similarly, Beyers and Alvine (1985) found that about 40% of the
services originating in the Puget Sound region in Washington are sold to users
outside the state. Keil and Mack (1986) identified 22 of 53 service categories as
having strong or moderate export potential. Accordingly, service activities can
be a source of export earnings and an important part of an area’s economic base.

Proponents of the export-base theory recognize that many businesses
serve both local customers and nonresidents. The use of location quotients to
determine the export and service sector was discussed in Chapter 5. For the
remainder of this section, simply assume that one can distinguish between
exporting and activities serving the local economy.

The Formal Income Model

The export-base theory can be derived from the circular flow model.
Income rather than employment is usually the focus of formal presentations
of the export base theory. Income may be expressed as '

export-earned dollars are spent locally by the export workers, creating local -
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Y=C+MI-MO, (6-2)

total income
monetary inflows
consumption spending by local residents

g0g ™
onown

= monetary outflows

Equation 6-2 states that income of local residents is equal to consumption
(C) plus net monetary inflows. Notice that consumption of goods or services
purchased outside the area would increase C and MO by equal amounts, s0 ¥
would not be changed when local residents spend outside the region.

Consumption

Consumption has two components. One component is independent of the
level of income. Even if residents had no income, consumption might be
financed from previous savings, for instance. But most consumption depends
on the level of income. The marginal propensity to consume is a fraction of
the increase in income that is spent. If the marginal propensity to consume is
.80, then 80 cents of each dollar increase in income will be spent. Thus

C=A+bY, (6-3)

where

A = consumption that is unrelated to income
b = the marginal propensity to consume

Monetary Inflows

Proponents of the export-base theory argue that exports are the prime
source of monetary inflow. Exports are determined by outside demand for
goods and services produced in the region. Because the extent of outside
demand is beyond the area’s control, it is considered exogenous. (Some
development officials attempt to increase the demand for products of a
particular area. For instance, individuals may be encouraged to vacation in
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second term represents autonomous spending—that is, spending unrelated to
the level of regional income. A minimum level of consumption, A, and the
level of exports, Eo, are not affected by income.

Changes in the variables of the model such as b, Eo, and A are determined
by institutional, physical, and political factors beyond the scope of the
export-base model. Therefore, according to the logic of the strict export-base
model, income will increase only if exports, Eo, change. Setting AA to zero
and allowing the change in exports to equal AEq, the change in income is®

New Orleans. Thus outside demand is not totally exogenous.) Accordingly,
exports are the only source of monetary inflows. Therefore,

MI = Eg (6-4)

where Eg = exogenously determined export incothe.

Monetary Outflows

Monetary outflows are determined by the extent to which residents spend
outside the area. As local incomes increase, spending outside the area will
increase. Therefore, monetary outflows are determined by the level of local
income. Purchases of goods and services from nonresidents, imports, are the
primary source of monetary outflows. For simplicity’s sake, assume that all
monetary outflows are related to the level of income. Savings that are not
reinvested in the local economy are another form of leakage. The greater the
saving, the lower will be the marginal propensity to consume (). However,
to avoid complicating the model, the role of financial institutions in the
recycling of savings is not addressed directly. Thus

AY=1/[1~(b—-i)] XAEg. (6-8)

Equation 6-8 indicates that a change in export income will change total
income by 1/[1 — (b — i)] X AEo. Notice that b — i is the marginal propensity
to spend locally—the marginal propensity to consume minus the propensity
to consume from outside the area. Thus the export base multiplier is concep-
tually similar to the Keynesian multiplier used in macroeconomic analysis.
The multiplier effect occurs because the initial increase in export income is
spent and respent, thus creating additional income. However, some of the
additional spending “leaks” from the circular flow in the form of monetary

outflow.

MO = iY (6-5)

How to Operationalize the Export-Base Approach

where i = the marginal propensity to import (create monetary outflows).

Data on small areas are difficult to obtain, particularly information on
marginal propensities to consume and marginal propensities to import. Sur-
veys of local spending habits can be made to determine the propensity to spend
locally, but such surveys are expensive and difficult to design as they would
have to determine both consumer and business spending patterns to be
considered a complete measure of import tendencies. To avoid the need for
surveys, practitioners have developed a technique to estimate the local mul-
tiplier using readily available employment data. Employment is used as a
proxy for income because of the lack of regional income data. Thus, whereas
the formal model was concerned with income, employment is used to opera-
tionalize the model. On the basis of location quotients, surveys, or other
techniques, local employment is split into the number of workers producing
for export and the number producing for local consumption.

Two assumptions are useful in operationalizing the export base model.
The first assumption is that income is proportional to employment. Therefore,

The Unified Model

Equations 6-3 through 6-5 can be inserted into Equation 6-2:

Y=A+bY+Ey~iY

Y=[1/(1 -b+i)] X(A+ Eo). (6-7)

Based on Equation 6-7, the factors that determine regional income can be
summarized. The first term represents the tendency for dollars to recirculate

within the circular flow. The larger the marginal propensity to consume and 7
the smaller the marginal propensity to import, the larger income will be. The '
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nonbasic income as a proportion of total income will equal nonbasic employ-

ment divided by total employment. This assumption is important because it

supports the use of employment changes as a measure of income changes. In
the short run, it is likely that incomes could increase without employment
increasing. In this case, per capita income would increase. However, it is
reasonable to suppose that higher incomes would attract additional workers
to the area. Hence the link between income and employment can be supported
by the movement of labor from lower to higher wage areas. The second
assumption is that the ratio of export employment to total employment is
constant. Each new export job creates the same number of nonbasic jobs. This
assumption implies that as the number of export workers (income) increases,
the number of nonbasic employees (income) will increase in the same propor-
tion as the existing export to total employment ratio. The assumption is
important because when combined with the first assumption it allows the

estimation of b — i. With reference to Equation 6-7, b — i is the proportion of

an income increase spent locally. Therefore, b — i will be the same as the
nonbasic employment to total employment ratio (the portion of total employ-
ment serving local residents). Accordingly, the export-base multiplier (Equa-
tion 6-1) can be expressed as

k (6-9)

/1~ (b -D]=1/[1-NB/T)]
= 1/(BIT)
=T/B,
where
T = total employment
B = export (or basic) employment
NB = nonbasic employment (serving the local market)
Therefore, Equation 6-1 may be expressed as
AT = (T/B) X AB,

where

AT = change in total employment
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T = total employment

B basic employment

AB = change in basic employment

[

| Given an understanding of the theory that underlies the export-base approach,
the multiplier can be easily calculated. If total employment is 2,000 and export
employment is determined to be 1,000, then the employment multiplier would

be 2.

Steps in an Export-Base Forecast

Export-base studies are used for a variety of purposes, and each study is
normally tailored to specific circumstances. However, export-base studies
tend to have similar structures. The structure of an export-base forecast may
be summarized in five steps.

The first step is to determine the appropriate geographic area for study.
The appropriate area is sometimes a compromise between the area relevant
for the purpose of the study and the area for which data are available. A
neighborhood or small town may be too small an area for a successful study
because employment data on such areas are often not available. Furthermore,
small neighborhoods or suburban communities have extremely high degrees
of interdependence within the larger metropolitan economy. Such subareas
do not have a sufficiently integrated internal circular flow, and the service
workers are often not even local residents. The export-base concepts may have
less meaning in such a very small area. Consequently, studies of very small
areas are often undertaken in conjunction with larger studies of integrated
areas. Although the appropriate area depends on the purpose of the study,
cities, counties, or metropolitan statistical areas are generally chosen for
analysis because such areas are integrated economies, export similar items,
and are affected by the same trends.

The second step is to describe the local economy and determine the
sources of export employment. This step sets the stage for deriving the
multiplier. A table showing location quotients for each industry is useful for
identifying export sectors. The methods shown in Chapter 5 are techniques
that can be used to calculate export (basic) employment.

The third step is to determine , the local multiplier. The question to be
answered is, if basic employment increases by a given amount, how many
additional jobs will be created in the region as a whole? As explained above,
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the multiplier may be expressed as total employment divided by export

employment. Because export employment was estimated in Step 2 and total

employment is readily available, this step can be less complicated.

The fourth step is to forecast exogenous changes in the local export sector.
A frequently employed estimating technique is to apply national trends,
appropriately modified to account for the Idcal environment, to current
employment levels so as to estimate the change in basic employment. Opin-
ions of experts could be used to estimate possibilities of the development of
new export sectors. This step can be quite complicated. However, the end
result will be an estimate of the change in export employment (AB in Equation
6-1).

In the fifth step, once the export employment has been forecast, the
multiplier can be used to determine total employment changes. For instance,
if the multiplier is 2 and the export sector is estimated to increase by 75 jobs,
then the total estimated increase in employment would be 150.

Because it was implicitly assumed that employment is proportional to
income, the same multiplier can be used to estimate the change in total income
given an initial change in export income.

The forecasting process need not stop at Step 5. In fact, the purpose of
this section was to describe the bare bones of a typical study rather than to
delve into the many complications that can arise in practice. The new level of
employment may be used as information to forecast other variables such as
income, population, housing demand, and traffic congestion.

Employment Impact Studies

Urban and regional economists are occasionally asked to estimate the
impact of an event such as the opening of a new plant or the closing of a
military base. The impacts of major changes may be wide-ranging, including
those on local fiscal capacity and cultural opportunities. Employment impacts
are a major focus of most economic impact studies. The export base method-
ology can be used to estimate the impact of a known or anticipated employ-
ment change. For instance, an analyst may be required to estimate the total
impact on the economy if a local firm that exported its output and employed
200 people were to close. The initial change in export employment, —200,
could be multiplied by the multiplier to estimate the total employment impact.

Of course, many of the techniques for estimating employment changes
and for estimating the multiplier can be refined for an important forecast. The
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purpose of the above discussion was to present the essentials. Determining
how to approach more complicated situations is a useful exercise.

Many observers are justifiably skeptical of employment impact studies
pecause the authors or sponsors of the study often have an interest in exag-
gerating the size of the impact. For instance, the managers of a facility might
hope to exaggerate its importance in the regional economy in order to increase
their influence or to strengthen their ability to seek government assistance.
Local impacts of a plant opening or closing may be exaggerated by overes-
timating the size of the local multiplier or by exaggerating the size of the change
in export employment. Small regions normally have significant monetary out-
flows, and, consequently, the local multipliers are usually between 1 and 2.
- However, in an effort to increase the size of the total employment impact,
blatantly unrealistic multipliers have been used. Another way to exaggerate the
local impact of an employer is to assume that all the employment in a particular
facility is devoted to export. For instance, if a local university that employed 600
people were to close, an inaccurate analysis might assume that 600 jobs would
be lost locally. In fact, some of the university students would probably transfer
to another local university, junior college, or trade school, and as a result, other
local institutions would increase their employment. Hence not ali of the 600 jobs
would be lost to the local economy.

o] Critique of the Export-Base Approach

The criticisms of the export-base approach suggest significant limita-
tions. In general, objections can be divided into those that concern theory and
those that concern technique when conducting an export-base forecast.

Primacy of Exports

Critics contend that the export-base theory places too much emphasis on
exports and overlooks other important factors that can lead to growth. Regions
may experience increases in income through increases in the productivity of
resources, increases in investment from outside the region, or by substituting
domestic production for goods and services that were previously imported.

“Reductionism” is an attempt to reduce a complex situation to one cause
- orto one explanation. The export-base approach is areductionist analysis. Are
exports the only source of monetary inflows? No.
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Exports Not Always Exogenous

Import Substitution

The export-base theory includes the implicit assumption that the demand
for exports originates outside the area. Several analysts believe that the ability
_to develop and produce exports may in fact rest with the quality of local
services within the economy. Service firms play a role in building the export
gector. A particular financial institution may provide capital needed to start
_an export business, a university may provide an idea that results in an
innovation, or a land developer may create an attractive industrial park.
Collectively, the service sector may provide an overall environment condu-
cive to export development. Most large cities have development councils
dedicated to encouraging economic growth. The most active members nor-
mally include bankers, real estate developers, brokers, university officials,
and public utility planners. These individuals represent the service sector, but
they play major roles in encouraging the location and growth of export firms.
In arelated vein, Chinitz (1961) asked why some areas are able to rebound
after losing their export base while other cities experience long periods of
stagnation when they lose their base. He concluded that resilience depended
on the structure of the local economy, especially the availability of interme-
diate services. Chinitz’s analysis, which has been supported by Carlino
- (1980), contributed to the development of the supply-side approach discussed
in the next section.

Import substitution is an alternative development strategy that some
economic development officials have used to encourage growth without
expanding exports. Rather than increasing exports it may be useful to produce
locally what otherwise would have been importgd. Such a strategy would
result in fewer leakages; each dollar that enters the circular flow would create
more income. A successful import substitution strategy would increase the

multiplier. ~

An advantage of import substitution is that many products currently being k
imported into the area can be easily identified. If that product could be
produced locally, it might have a cost advantage in the local market compared
to similar imported products because the local product would probably require
lower transportation costs compared to the imported product. Of course,
import substitution may be more difficult than it first appears because the local
community may not be able to produce many products economically. Raw
materials may not be available, or the most economical scale of production
may be too large to justify production for just the local market. In such cases,
the imported items could still undersell the locally produced items in the local
market.

Both Wilbur Thompson (1968) and Jane Jacobs (1969) emphasized the
import replacement role in a region’s evaluation (see Table 6.1). Persky,
Ranney, and Wiewel (1993) have suggested that local development officials
could implement an import substitution by examining the location quotients
of industries that supply major businesses and by redirecting purchases of
local governments to targeted industries.

_Small Versus Large Regions

The export-base theory may be more applicable to small regions, such as
MSAs, than to large regions, such as state or multistate areas. As the size of the
_ community increases, opportunities to increase income by internal developments
increase. The world, a region in the cosmic scheme, has grown without exports.
Clearly, the scope for growth through internal production is greater the larger the
region. Thus the larger the region, the less important exports are and the less
adequate the export-base theory is in describing growth.

Productivity

Improving labor productivity can also increase the level of income
without increasing the level of exports. Suppose productivity increases in the
nonbasic or service sector of the economy. The level of real income in the
community could increase while the level of exports remained the same.

Productivity increases could also cause exports to increase if the improve- Feedbacks
ment in productivity were in the export sector. In this instance, increased exports
are associated with growth but the causation is not as implied by the export-base
theory. The increased exports were not exogenous, such as an increase in outside
demand. The increase in exports was caused by productivity-increasing forces
inside the region, such as local research or education activities.

Feedbacks occur when one region’s actions cause another region to
increase its purchases from the subject region. ‘Regional interdependence
creates feedbacks. Actions of large regions may create feedback effects from other
large regions. The extent of the feedback will depend on the strengths of the
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economic linkages between the regions. When a major region, such as the

European Economic Community (EEC), experiences an increase in its pur- :
chases from the United States, incomes in the exporting region in the United
States will increase. The United States may in turn increase its imports from
the EEC, a major trading partner. Thus one reason for the EEC exports is the
extent of their imports. Feedback effects are’not accounted for in the simple
export-base model. When the region is small or has weak linkages, these
feedbacks can be ignored because income increases in a small region will have
only negligible feedbacks. However, if the region is large, the feedbacks can

ported. So, as per capita income increases, the marginal propensity to import
increases. Finally, proximity to other communities will increase competition
for local customers, and residents will have a greater tendency to shop outside
the community. Thus areas within metropolitan areas will have smaller ratios
of total employment to basic employment than isolated towns.

Excessive Aggregation

The assumption that the impact of all exports is the same is embedded in
the use of the export-base multiplier. The likelihood that some types of exports
may have a greater impact on the economy than other exports is ignored. In
reality, some export businesses have many local suppliers and therefore have
big multiplier affects. This contrasts with the impact of increased exports
produced by a firm that imports all required intermediate inputs from nonlocal
suppliers. In the latter instance, there may be no second-order consequences.

be significant.

Automatic Inducement of Nonbasic Activities

The export-base multiplier is predicated on the assumption that when the
export sector expands, the demand for local services increases and the increase
in demand will be sufficient to bring forth an increase in supply of such services.
However, some local services, such as those requiring large capital investment
or highly skilled (or scarce) labor, may not be easily expanded. Therefore,
nonbasic employment may remain constant for some time after a decrease in
export employment. The increased demand for local services may not bring about
an increase in supply. If exports increase (decrease) but the nonbasic sector does
not increase (decrease), then the multiplier (total employment/basic employment)
will not adequately reflect the impact of changes in exports.

%3 Supply-Side Approaches

Supply-side theories of economic development are partly an outgrowth
of criticisms of demand-dominated approaches, such as the export-base the-
ory. The heart of regional supply-side growth theories is the idea that regions
grow because the supply of resources available within the area increases or
because the existing resources are used more effectively. ‘

Regional policymakers have done a better job developing hypotheses
about what factors might affect the local supply of productive resources than
they have in developing workable ways to stimulate the supply side. The
current economic activities in an area may “explain” the supply of some
factors of production. The current resources, in turn, shape the future busi-
nesses that will locate in the area. This circular explanation contains some
truth but is not satisfying. A sketch of some potentially important determi-
nants of supply would include intermediate inputs as well as the primary
factors of production—1land, labor, capital, and entrepreneurship.

Long-Run Instability of the Multiplier

In the long run, most of the “other things equal” assumptions that underlie most
economic models will change. With regard to the export-base approach,
changes in the fundamental economic relationships will alter the relationship
between the export and nonbasic sectors. Hence the multiplier will change over time.

The marginal propensity to import and its multiplier is particularly
sensitive to three variables: the size of the economy, per capita income, and
the degree of spatial isolation. The smaller the economy of the region, the
fewer the opportunities to purchase goods locally. For example, if you live in
a small town and want a meal in a four-star restaurant, the service would have
to be “imported,” thus increasing the leakages. Higher-income individuals
have greater propensity to purchase specialized goods that need to be im-

Intermediate Inputs

The availability of intermediate inputs is an important supply factor. On
the one hand, communities dominated by large, vertically integrated firms
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may have fewer intermediate inputs available to new businesses. On the other
hand, new businesses in communities with many small interdependent firms
may have access to a variety of intermediate inputs through other local firms.
Consequently, it would be harder for a fledgling new business to obtain legal,
trucking, and other services in a city like Pittsburgh than in a city like New
York. In Pittsburgh, a high percentage of the trué’king and legal services are
inside large existing companies and thus are not available to small businesses.

availability of capital to firms with access to national capital markets is not
influenced by location. However, capital may not be equally available every-
where for small firms or for unique local purposes. In many instances, a
business’s location may affect capital cost or availability.

Individuals are important sources of capital, especially equity capital.
_Through various types of joint ventures, wealthy residents may provide funds
for new enterprises. Venture capitalists specialize in identifying small, high-
growth potential companies and providing them with funds for projects that
commercial banks and other traditional lenders consider too risky or unortho-
dox. The venture capitalists normally take an equity position in the company
(i.e., they will earn a share of the profits) and often provide business advice
as well as money. Government and quasi-government agencies such as com-
munity development corporations have recognized the need that small firms
have for capital obtained in a local capital market and have developed
programs to increase the supply of funds to smaller companies.

Entrepreneurship

Almost every development economist has stressed the importance of the
entrepreneur in risk taking and bringing factors of production together. Storey
and Johnson (1987) attributed regional differences in rates of new business
formation to differences in entrepreneurship. Booth (1986) attributed long
waves of regional decline to the absence of entrepreneurial activity needed to
stimulate employment growth. The founders of new firms are almost always
local residents. There are few documented instances of entrepreneurs who
relocate to a new comrmunity to start a business (Allen and Hayward, 1990,
p. 56).

In spite of the generally recognized importance of entrepreneurship,
economists know very little about factors that contribute 0 its development.
The importance of risk taking and creativity and the presence of role models
and family background are among the factors mentioned in the diverse and
multidisciplinary literature that has attempted to understand entrepreneurship.

The interest in entrepreneurship has been spiked by findings that firms
employing less than 20 people account for about half of all new jobs created.
Small firms have more entrepreneurship per employee than large firms and '
are often associated with the early stage of a product’s life cycle where
percentage growth is rapid. Thus entrepreneurship has been seen as a key to
developing fast-growth firms.

Land

“Land” encompasses all naturally endowed factors of production. Loca-
tion or ground or climate are part of land. They may be characterized as the
most fundamental resources from a regional perspective as they are the only
immobile factor of production. If nonland factors of production were perfectly
mobile, land would be the only resource that would differentiate areas.
Resources such as mineral deposits, natural harbors, topography, and the
agricultural fertility of the hinterland have played an important role in the
historical development of cities. Although land is probably not now as
significant an urban growth component as it was in the past, land continues
to exert an influence on development. For example, processed food is an
important part of the economic base of many midwestern cities, and the
location of food processors is influenced by the production of agricultural
land. Topography can affect building costs and hence growth prospects in
specific parts of a metropolitan region.
In recent years, climate has been cited as an important determinant of
urban growth. The rise of “sunbelt cities” and the amenity orientation of
advanced technology firms have contributed to the perception that climate is
an important growth determinant. Several econometric models have included
variables such as average temperature and average number of days with
sunshine as independent variables in employment growth models.

Capital

Capital is often considered the most mobile factor of production because
of the existence of national and international capital markets. As a result,
capital is available on roughly equal ferms in different regions. For instance,
an automobile loan may be secured in Chicago or Phoenix on approximately
the same terms. Large corporations borrow in the national market, so the
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Labor ,, & Summary

The size of the labor force is largely determined by population size. The
quality of the labor force is more difficult to define than size, although quality
is probably more important than size in determining an area’s growth or
revitalization prospects. 2 .

Past industrial activities help shape the skills of the current workforce. Not
only are skills important but so are work habits and attitudes. The adaptability of
the workforce is important to the ability of an area to generate new economic
activities. Hence educational institutions have an important supply-side function.

; In formulating an effective economic development strategy, it is helpful
_to understand where a community is in the development process and to have
a theory about what drives a local economy. Stage theories describe the key
stages that cities pass through as they develop. Thompson (1968) and Jacobs
(1969) have similar theories of growth stages. Initially, a region may export’
one or only a few products. As regions develop, they achieve the ability to
replace imports and generate new products for exports. Thompson’s model
emphasized the importance of industrial filtering. Jacobs emphasized the
process of “adding new work to old” in the innovation process.
The circular flow model is a simplified model of how an economy
operates. Five important subsectors of a local economy are the resource
market, the local consumer market, interfirm sales, the local financial sector,
and the import and export sector. The circular flow model can be used to
illustrate equilibrium—when monetary inflows equal monetary outflows—
and the local multiplier.
The export-base theory of growth is that exports are the dominant source
of monetary inflows and hence the main source of growth. The export-base
approach may be operationalized by assuming that income is proportional to
employment and that the ratio of export employment to total employment is
constant. Hence an export multiplier can be derived as the ratio of total
employment to export employment. The export-base approach has straight-
forward policy implications and is relatively easy to operationalize.

There are several criticisms of the export-base theory. First, it may place
too much emphasis on exports. Import substitution is an alternative develop-
ment strategy. Second, productivity improvement is another source of growth.
Third, exports may not always be exogenous, particularly in the long run.
Fourth, the theory may have more explanatory power for small regions than
for large ones. Fifth, it ignores interregional feedback. Sixth, the export-base
theory implies that additional local services will respond only to an increase
in local demand. Seventh, the value of the export-base multiplier will change
over time. Finally, the assumption that all exports affect the local economy
alike is an oversimplification. In spite of numerous criticisms, the export-base
theory remains a dominant theory of regional growth.

Supply-side theories emphasize the availability of inputs as principal
growth determinants. The presence of intermediate inputs and the primary
factors of production—Iand, labor, capital, and entrepreneurship—contribute

22 Supply and Demand Approaches Compared

FEconomists recognize that both supply and demand are necessary to
induce production. Thus neither the supply-side nor the demand-side ap-
proach should be rejected. There is, however, disagreement regarding which
approach has the greatest predictive power under particular circumstances.
On the one hand, if supply is very responsive to increases in demand (elastic
supply), then demand-side approaches such as the export-base theory will
have significant predictive power. On the other hand, if demand for the
region’s output is responsive to changes in local supply, then an increase in
supply will quickly create a market for what was produced. In this case,
supply-side theories will have good predictive power.

Implicit in the supply-side approach is the assumption that the demand
for the region’s output will be sufficient to employ any additional resources
that may be created. Increases in supply will more easily translate into
increases in output if resource prices are flexible downward. In this case,
unemployed resources would cause resource prices to fall; the resources
would be employed, and the resulting output could be sold at lower prices.
Increases in the supply of resources will also tend to translate into increased
output when there is increasing or unsatisfied outside demand for the region’s
products. Furthermore, the availability of many resources are important
determinants of firm location. Firms create demand for additional local
resources and often have established marketing contacts needed to sell what
they produce. However, if a region already has unemployed resources, then
increasing the quantity of the region’s resources could aggravate the unem-
ployment problem without causing output to increase.
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to the ability of a region to produce. Supply-side factors may also account for
the ability of a region to generate new sources of exports. Although demand-
and supply-side approaches are sometimes presented as alternative theories,
economists recognize that both supply and demand are necessary for profit- k
able production and economic growth.

Both supply of resources and export demand ére potential constraints on
growth. At any given time, one of the two factors may be a more important
constraint. For instance, if a region has substantial unemployment, the con-
straint on growth is likely to be demand. If the economy is at or near full
employment, the constraint is likely to be supply.

Additional Tools and
Perspectives on Economic Growth

¥<  Notes

1. The payments may accrue to household before the export sale or investment is actually made
if business increases production in anticipation of export sales.

2. For reasons explained more thoroughly later, this figure was derived by using a multiplier
of 1.43. This was derived as 1/[1 — (marginal propensity to consume locally)] = 1/(1 - .3) = 1.43;
The initial $100,000 of locally created income was multiplied by 1.43.

3. Let a new level of exports equal (Ep + AEp) and the resulting level of income equal Y + AY.
Hence the new income level will be

he previous chapter provided an introduction to urban and regional growth
emphasizing demand- and supply-side approaches. However, except for
some very broad distinctions such as the basic-nonbasic categories or the
various factors of production, Chapter 6 did not explore relationships among
specific subcomponents of an area’s economy. This chapter extends the
analysis begun in Chapter 6 by presenting perspectives and tools that view
local economies in a more disaggregated fashion.

Y+AY=[U/({1~b+ ] x(A+Ep+AEp).

Subtracting Equation 6-7 from the new income level results in Equation 6-8.

R Shift and Share Analysis

Shift and share analysis provides a retrospective view of the causes of
growth. It is a technique for dividing an area’s growth into three components.
First, part of an area’s growth can be attributed to national economic growth.
Growth at the national average rate is termed the national growth component.
If a locality grew at the national average, it would have maintained its share
of national employment, hence the “share” term of shift and share analysis.
Second, an area may grow faster (slower) than the national average if it has a
disproportionate level of employment in industries that grew fast (slow)
nationwide. For instance, financial services were a fast-growth activity during
the 1980s. One would expect that if an area had a large employment base in
financial services, it would have grown more rapidly than the national aver-
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age. Growth that differs from the national average because of the initial
employment composition of an area is termed the mix component. Third, an

area may have a competitive advantage (disadvantage) compared to other

areas because its environment is conducive (an impediment) to growth of
particular industries. Growth differentials due to the nature of the local
environment are termed the competitive component. The mix and competitive
components account for regional growth that differs from the national level.

The formula for calculating the shift-share components for a single

industry can be expressed as

Ae; = e; [(US/US) — 1] + e; [(US;*/US;) — (US™/US)] (7-1)

+ e; [(eile;) — (US] /US)] .
where

Ae; = the change in local employment in industry i

e; = local employment in industry i at the beginning of the period
e local employm«:iijit in industry i at the end of the period

US™ = total U.S. emplo'};gxent at the end of the period

US = total U.S. employfnent at the beginning of the period

i as subscript indicates reference to industry i

The first term indicates growth that would occur if local industry i grew
at the national avcfége rate. The second term indicates extra (reduced) growth
because a particulf%’r industry grew more (less) rapidly than the overall national
average growth rate. The third term indicates that local industry grew more
(less) rapidly than the national rate for industry i. The shift and share compo-

nents for individual local industries can be summarized to provide an overall

description of ’gr',owth components. Table 7.1 shows the data and the results
of a small shift and share analysis for a local economy.

An Application

How would an economic planner or analyst interpret the findings shown
in Table 7.1? Star City (fictitious name) had a total employment increase of
100 workers during the 10-year period. If Star City had grown as rapidly as

the nation as a whole, 123 jobs would have been added. Agriculture, manu- :

Additional Tools and Perspectives on Economic Growth

’ TABLE 7.1 Shift-Share Analysis

a. Data
United States
Star City (in millions)
Sector 1980 1970 1980

Agriculture 100 7 10.5
Manufacturing 175 4 5.6
Service 200 3 25

" Total 475 14 18.6

b. Results®
: Components
Shift
Sector Share (national) i Competitive

Agriculture 16 25

Manufacturing 41 0

Service 65 34
Total 123 59
Actual change = 100

< NOTE: a. Some columns may not add exactly due to rounding errors.

facturing, and services would have added 16, 41, and 65 jobs, respectively.1
Therefore, there was a loss of 23 jobs in Star City’s share of national
employment. This negative shift of 23 jobs can be accounted for by the
negative mix component. If Star City had an industrial base proportionate to
the rest of the United States, the mix component would have been zero. In the
example, agriculture and manufacturing grew faster than the United States’
average and Star City had some employment in these nationally fast-growing
industries. Thus the mix components for these sectors was positive. However,
the service sector was a slow-growth industry nationwide and Star City had a
strongly disproportionate concentration of employment in that sector. There-
fore, the mix component for service was —99 and the overall mix effect for
Star City was —82 jobs.

The actual shift was 23 jobs—Star City had 23 fewer jobs than “antici-
pated,” based on overall national performance. The mix component by itself
would have resulted in a shift of —81 jobs, but Star City appeared to be a
particularly good environment for agriculture and services. Both activities
grew more rapidly in Star City than they did nationwide. Manufacturing grew
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at the same rate in Star City as it did in the nation. Thus the region recorded
a positive competitive component of 59.

The actual employment change was equal to the sum of the share (123),
mix (—82), and competitive (59) components.

The positive competitive components in agriculture and services 1nd1cate
a potential building block for future growth. For instance, a development
official might try to determine exactly why local service firms maintained
their employment levels while service employment declined nationwide, It

one or two favorable aspects of the local environment could be identified, they
could be used to help market the community to other service firms that might '

consider locating in the area. The shift-share approach can also be used to help
spot weaknesses in the competitive environment that may require corrections,

Critique

Shift and share analysis has been widely used by planners and economic
development officials to help them understand economic performance. It is
relatively easy to use and understand. The data required to perform the
analysis are readily available. However, the technique has some legitimate

criticisms.

One criticism of shift-share analysis is that the components are frequently

misinterpreted. Some critics have charged that shift and share analysis implies
that industries should grow at the aggregate national rate. The national growth
rate is used as a point of comparison, but there is no theoretical reason to
believe that local employment growth should match the national rate. Like-
wise, the mix component should not be interpreted as implying that local
industries “should” expand at the same rate as their nationwide counterparts.
The national and mix component serve only as comparative benchmarks.

A second criticism is that the shift and share components may change
depending on the level of industrial detail. For instance, if industries were
greatly disaggregated so that, at the extreme, each plant constituted its own
industry, the competitive component would be zero (the plant’s growth would
equal the national industry growth rate), and therefore the total shift should
be attributable to the mix component. Defenders of shift and share analysis
recognize this problem but reply that selecting the appropriate level of
industrial detail is a problem common to most industry studies.

Third, although the competitive component may be useful in explaining
what has happened, its ability to predict the future course of development has

cen questioned. The competitive component has been combined with na-
tional projections on the growth of a particular industry to improve forecast-
ing. Using a “top down” forecasting technique for instance, a national forecast
of growth in a particular industry could be adjusted up or down depending on
an area’s competitive component. However, critics of such forecasting tech-
niques claim that the competitive component changes too frequently and
rapidly in response to a variety of forces such as local taxes, resources
availability, technology, and so forth. Therefore, a competitive component for
one historical period may be a poor guide to future competitive components
for the same sector.

Finally, critics have pointed out that although the competitive component

can be an indicator of where to look for local strengths and weaknesses it does

not identify why a particular sector may have a positive or negative competi-
tive component. In fact, the competitive component is a residual and may not
necessarily reflect what most of us envision when we talk of a good competi-
tive environment. Thus analysts must go beyond the model to explain positive
or negative competitive effects. For instance, suppose the steel industry in a

_ particular region grew more rapidly than the industry did nationwide. A

positive competitive component for that sector would result, but how would
it be explained? Perhaps something about the local environment permitted
lower-cost steel production and firms took advantage of the lower cost
environment by expanding output. Alternatively, perhaps a steel executive
made a bad decision to expand steel employment in that area. Both possibili-
ties could explain a positive competitive component. More in-depth study
would be required to distinguish between these and numerous other potential
explanations of the competitive component.

23 Econometric and Simulation Models

Econometric models combine statistical techniques and economic theory
to estimate relationships among variables. An econometric model might show
that tax revenues increase by $100,000 for each 100-person increase in
employment. Simulation models answer “what if” questions. For instance, a
simulation model may be used to forecast the revenue impact if employment
increased by 2,000 persons. A simulation model would allow a researcher to
estimate the path of a community’s development if current trends persist or if
new trends develop. Both econometric and simulation models have a variety
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of uses, although this section focuses on how they are used to understand the
growth process. :

LE = 25,000 + 120F, (7-2)

_where

Econometric Models
LE = local employment

E = local exports in 1,000s

Econometric models are perhaps_the most widely used tool for analyzing .
regional growth. Econometric models normally combine both supply- and
demand-side variables that may influence growth. Furthermore, although
changes in production or employment are the primary outcomes of input-
output forecasts, econometric models can include equations to estimate changesk
in other variables such as prices, tax revenues, fiscal impacts and other
important urban or regional outcomes. A final advantage of econometric
models is that they can be modified. If an unanticipated question arises, new
equations may be added to the core model. For instance, if a city official
wanted to know how a change in federal tax policies will affect the local
economy, new equations could be estimated that feed into the core model.

Good econometric models are informed by economic theory. Theory
normally specifies what variables are important and the causal relationship
among them. Three major uses of econometric models are to test the validity
of theoretical relationships, to specify the magnitude of relationships, and to
assist forecasting. For instance, theory might indicate that migration into an
area occurs when the local employment rate is less that the nation’s. Statistical  changes in others. Accordingly, a theoretical model was specified that divided
analysis might confirm the proposition and demonstrate that migration in- the export sector into three categories reflecting the employment patterns in
creases by, say, 3% a year for each percentage point difference between the _ Portsmouth: ©
national and local unemployment rate. A planner might then use the quanti- ‘
tative relationship between unemployment and migration to help forecast
future population.

There are two important kinds of variables in econometric models. On . where
the one hand, independent variables are not estimated by the model, they are ‘
taken as “given.” On the other hand, the value of dependent variables can be
predicted by the model. Often, independent variables can be thought of as a
“cause” and dependent variables as the “effects.” Parameters are a third
important component of econometric models. _They show the magnitude of
the relationship between the dependent and mdependent variables. For in-
stance, suppose a $120,00 increase (decrease) in regional exports resulted in
an employment increase of 1 person This relationship could be descnbed by

the equation

Econometric models may be estimated using cross-sectional data or time

“series data. Cross-sectional studies examine relationships that exist based on

a variety of observations at a single time. Time series studies show relation-
ships within a particular set of variables during various periods of time.

An Export-Base Example

Weiss and Gooding (1970) used an econometric equation to examine
growth in the Portsmouth area. Although their study is dated, its simplicity
and relationship to the export-base theory, described in the previous chapter,
make it useful to study. Weiss and Gooding postulated that service employ-
ment should grow when export employment grows. However, one of the
problems with the export-base approach is that it lumps together all export
sectors, even though changes in some sectors may have a bigger impact than

S=0+biX1+ b2X2 + b3X3, (7-3)

S = service employment
X1 = private export employment

X = civilian employment at Portsmouth shipyard
X3 = employment at Pease Air Force Base

Q and b; are parameters that can be estimated statistically using multiple
regression. A time series data set was collected for each of the independent
variables and their relationship to service employment estimated. The statis-
tical results yielded the following equation:
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S = ~12,905 + .78X; + .55X2 + .35X3 (7-4)
(t=25) t=24) (t=2.5)

regional income. Using similar econometric techniques, an additional equa-
tion could have been developed relating total income to employment in the
service sectors and the three export sector. After estimating the parameters,
the income equation might be

R*=.78.

Statistical tests were performed to ptovide a confidence level in the
findings. The R? of .78 indicates the 78% of the variance in service employ-
ment (the dependent variable) was accounted for by the independent variables,
X1, X, and X3. The ¢ values indicate that the coefficients for each dependent
variable are statistically different from zero.

The econometric findings can be used to simulate the impact of a change
in employment in one of thc’}three export sectors. Suppose, for example, that
employment at Pease Air Fbrce Base (X3) was projected to increase during
the next year by 100 personSL ‘What would be the total impact on the economy?
Assuming all other variables remained unchanged, the change in service
employment would be

Y=a+ 10,1758 + 12,542X; + 17,159X> + 15,445X5 . (7-6)

Notice how the outcome of the original model, service employment, feeds into
the determination of total income. The model might be further expanded by
including an equation relating both income and employment to changes in
construction and another equation showing the link between the federal
defense budget and employment in sectors X» and X3. (Thus X5 and X3 will no
longer be exogenous taken as a given to the econometric model, although they
will still be independent variables in the local employment equation.)

Time lags could also be introduced so that the model’s predictions for
one period “feed back” and determine outcomes in later periods. For instance,
a statistical relationship might be established between expenditures (E) in
period ¢ and taxes (T') in period ¢ + 1; Ti+ 1 = a(E7). By determining how key
economic variables are linked theoretically and then using statistical tech-
niques (primarily regressions) to quantify the relationships, large and compli-
cated models containing hundreds of equations may be constructed (Rubin
and Erickson, 1980).

S§=.35X3=.35(100) =35 . (7-5)

Because the change in service employment is 35 and the change in export
employment is 100, the total employment change due to the increase in export
employment is 135. The multiplier for X3 is 1.35 (135/100). For similar
reasons, the multiplier for X1 and X> equals 1.78 and 1.55, respectively.

The econometric model depends on the export-base theory. If, for in-
stance, an observer believed that service employment significantly influenced
private export employment, then causation runs both ways: S determines X;
and X; determines S. In this case, a simultaneity bias would exist. Conse-
quently, the estimate of bi, the parameter that links service and private
employment, may be inaccurate.

Caveats

Econometric models are an established part of the regional economist’s
tool kit. However, anyone applying econometric findings to policy problems
should be aware of two general types of limitations: measurement errors and
specification errors. One measurement problem is that the values of parame-
ters are based on past observations. Relationships among variables may
change in such a way that the model that worked well in the past can no longer
serve as a good predictor of the future. This is particularly likely to happen
when large or abrupt changes occur. For instance, many economists believe
that changes in financial markets that occurred in the 1980s rendered pre-
viously estimated relationships inaccurate. Most economic models are much
better at “predicting” the past than the future. Some critics of econometric
modeling would argue that in reality the “other things equal” assumptions
needed to maintain stable relationships change too rapidly to allow good

More Complicated Models

The model described had only one equation and there was only one
“outcome”—service employment. Urban econometric ‘models are usually
much more complex. The ability to add additional equations to existing
econometric models provides them with flexibility. Once a model is estab-
lished, it may be extended or modified to address other questions;?Suppose
the developers of the model described above later wanted to estimate total
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feed into another and is common to both econometric models and other
models, such as input-output.

forecasts. In a related vein, Klaasen and Pawlowski (1982) pointed out that
models that predict the future on the basis of current trends are bound to faj]
because current trends will change.

A second measurement problem involves data requirements. Even the
best data collected from well-established sources (e.g., the Census Buréau)
are subject to significant measurement errors. (Officials in many cities believe
that the latest Census of Population has underestimated the number of city
residents by failing to account for the homeless, families that were doubled
up, the large portion of transients living in parts of major cities, and illegal
immigrants. Because many intergovernmental funding programs are linked
to population, the issue is vital to the size of urban grants.)

Many governmental statistics are published first as estimates and revised
later for better accuracy. Consequently, model builders sometimes must
choose between using the most recent data and using older but more accurate
data. Furthermore, data for large, comprehensive econometric models are
seldom available from published sources, so “proxy” variables are often
required. The use of changes in employment to reflect changes in output is an
example of the use of proxy variables. Sometimes, the use of proxy variables
is benign, but sometimes, the practice can reduce the accuracy of the model.

Specification errors arise from theoretical misunderstandings or deliber-
ate simplification. Suppose a regression model attempted to show that the
local unemployment rate was a function of job growth. Because other factors

i Local Leading Economic Indicators

Leading economic indicators are designed to anticipate turning points in
economic activity rather than to forecast values of particular variables. The
index of 12 leading economic indicators is a staple of national business cycle
analysis. When the index of leading indicators declines for several periods in
artow, a decline in output is normally anticipated. The longer and deeper the
decline, the more likely a recession will occur. Regional economists have
_ designed indexes of leading economic indicators similar to the national index.
Although indexes of leading indicators are not strictly econometric models,
econometric techniques are used in their development.

An index of leading economic indicators may be expressed as

I= zw,-x,- 7-7

i=1

that are practically impossible to measure, such as labor skills and migration I = index value
patterns, are also important determinants of the unemployment rate, such a wi = the weight assigned to the ith indicator
X; = the value of the ith time series indicator

model is likely to exclude theoretically important variables and hence be
misspecified. Often, models are knowingly misspecified, and sometimes,
inaccurate theoretical understanding of the process being modeled results in
misspecifications. Economists tend to assume that relationships among vari-
ables are linear or some other easy-to-model shape.

Both measurement and specification errors can be compounded when
equations have multiplicative or exponential forms. If there were a£10% error
in measuring X, the problem would be greater if the equation to estimate ¥
were Y= X" than if the equation were ¥=2X or Y= 12 + X. An additional type
of error compounding can arise when long chains of logic are employed. Ifa
logical chain has four steps from beginning to end (if A, then B, then C, then
D) and if each step is 80% certain, then the certainty of the conclusion would
be less than 50%. This type of problem arises when the results of one equatic n

The construction of an index requires both that the variables used in the index
be identified and that an appropriate weight be assigned to each data series
(Crane, 1993).

Kozlowski (1987) pointed out that regional economists have less choice
in building an index of leading economic indicators than economists engaged
in similar activity at the national level because they have fewer time series
data sets to possibly incorporate into an index. In fact, the problem in
constructing leading indicators at the national level is to filter out data series,
whereas regional economists normally seek to expand the set of leading
indicators. Table 7.2 shows the variables that compose the index of leading
economic indicators for seven areas.
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TABLE 7.2 Some Leading Economic Indicators

South
Detroit Wayne Memphis Nebraska Carolina Texas  Toledo

Residential housing units

authorized by building permit ~ x X X % X X X
Average weekly initial claims -

for unemployment insurance X X X X X X
Average workweek—manu-

facturing workers X X X X
Total deposits at financial

institations (deflated) X X X X
New business incorporations - X X

Change in credit outstanding
Average weekly earnings—
manufacturing workers
(deflated) b X
Index of prices of farm products X
Ratio of coincident to lagging
indexes X
Percentage industries reporting
employment increases ‘X
Nonfarm job openings—unfilled X
Unemployment rate X
Ratio—average weeks claimed
to insured employment X
Unemployment insurance
benefits (current dollars) X
Money stock—M2 (deflated) X
Standard & Poor’s Index of 500
stock prices X
New car inventories—U.S.
dealers’ day’s supply X
Index of consumer sentiment
(University of Michigan) X
Number of components 6 4 4 5 8 5 5

SOURCE: Paul J. Kozlowski, “Regional Indexes of Leadin Indicators: A i i
N : AnE
mance,” Growth and Change, Summer 1987, p. 65. t n Evaluation of Forecasting Perfor-

Kozlowski evaluated the accuracy of regional economic indicators. He
found that they were accurate in forecasting peaks of economic activity.
However, they were less reliable when used as ind ndent variables in
models that predicted levels of economic activity. Ko ski’s findings are
not surprising because indicators normally require less than econometric
models and they reveal less about the nature of change :
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o lmportance—Strength Analysis

strength survey can be useful in assessing the attributes
in an area. It is intended to determine
how important locational attributes are and how the local
ares to competitor environments. Because the importance
rs differ depending on the industry, the importance-strength
nal environments should be industry specific rather than an

all economic activities in general.
“average ignorance,” it is

An importance-

To conduct a survey that does not simply
e cooperation of individuals who have knowledge of the
area’s locational attributes, attributes of competitor regions, and the importance
of locational attributes to the industry being studied. The best respondents are
local executives in the industry under consideration. Local executives nor-
mally will have knowledge of both the industry and the local environment,
regions that may compete with the locality for industry growth. The opinions
of about 10 well-informed executives will probably be more useful than the
opinions of hundreds of random citizens.
Once a group of local executives has agreed to participate, it should be
asked to rank a list of locational attributes on two criteria: importance of the

elative (compared to other areas) strength of the

locational attribute and T
locational attribute in the community. Both importance and strength may be

rated on a 1-10 scale.

The survey can be co
conversational-style telepho
the interviewer will gather u

nducted either in a round table format or by a
ne interview. By using an open-ended approach,
nanticipated useful information. An additional
advantage to using an interactive format is that the nature of locational factors
or the reasons for the region’s relative advantage or disadvantage can be better
understood. Such information can be used to devise developmental strategies.
Table 7.3 illustrates how the data from an importance~strength survey can
be organized. In this example, executives from automobile manufacturing

were asked to answer the following questions:

“Rank the importance of the following locational factors on a scale of 0-10, with
0 indicating no importance and 10 indicating extreme importance.”

“For each of the locational factors, indicate how competitive the Dayton region is
relative to other regions, with 0 indicating not competitive and 10indicating

superior.”
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TABLE 7.3 Auto Components in Dayton, Ohio: Importance-Strength Matrix TABLE 7.4 Transaction Table (in dollars)

5 Homars 6o ] Sales to Final Demand Total Gross
z I Transpanaton 35 © . Sales From Agriculture Manufacturing  Service Household  Exports Output
© 43 Unoauzation 7 Vages & ialary Levels 204 State an:l;olﬁv;mgemwes A“ES_S wharaea . Agriculture 300 350 300 1’000 700 2,650
e wi?ﬁﬁ:fé :e‘guw-o;;; P ;Z,f,’;‘x;;’,‘,‘;;:.‘;’i"ci‘?’ o 37 Awpont Fagdtes MmPfacmﬁn g 50 150 600 600 1,400 2,800
State ang Local Taxes 10 Sde Costs Avax!abdny?% ] E:CO:‘S ° 3Tedm;a3|- Avax!ansluy of B?sﬂes::os'::;g% : S€YV1CG 500 800 800 700 1’050 3’850
Propeny Tax 1@ gg:xi;:::: 25 g Schoois 03 a 27 Water Avadabilly Primary supply
@12 nc0me Tas Reguarors  Bank °°‘“"”""’3‘ L5an Foces Households 1,100 300 100 30 20 2,450
014 Corporate Tas 32 EnonmenialOualy @3 Loca Cammng Imports 700 1,200 115 120 0 3,170
Total 2,650 2,800 3,850 2,450 3,170 14,920

Avaiabity of Recreatonal Facilbes 310 9 Access to Raw Materals
Avatabidy o Cuttural Actvives 320 © 17 Undergraduate S3E

@ 5 RAD Suppod Prolessons

018 Graduate S8E

Medium

Venture Cagaat Avanabmy 290
13 Sates Tax

on other industries. Furthermore, if locational matrixes are developed for a
variety of industries, then common strengths and weaknesses may be uncov-
ered. Such commonalities may help local officials decide which improve-
ments will enhance the locational environment for more that one industry. By
finding locational commonalities, development officials may develop clusters
of industries that may be a focus for development policies.

@ 21 Chmate
© 38 Ray
(] © 16 Qualty Research Universdy
26 Reszarch Park

@ 41 Good Central Cety Sdes

Locational Importance Scores

o
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© 4 PhD. Scientists

Medium

Input-Output Analysis
Dayton’s Attribute Scores &8 P P Y

Input-output analysis is a versatile tool because it enables one to examine
linkages among sectors. Input-output tables may be used to simply describe
a regional economy or to analyze and forecast. This section first shows how
input-output analysis can contribute to understanding interindustry linkages
and regional structures and then discusses the model’s usefulness in under-
standing the growth process.

Characteristics in the upper-right-hand side of the matrix represent loca-
tional factors that are important and for which the region is strongly competi-
tive. For Dayton, highways and market access are important strengths. Con-
sequently, these locational factors could be promoted when trying to induce
firms to expand, remain in the area, or establish a new facility locally.' ‘The
upper-left-hand cell shows important locational characteristic for which the
region is relatively weak. For instance, the high rates of unionization were
seen as a locational weakness by automobile executives. If the region is to
strengthen its appeal to firms in the automobile sector, it may be helpful to
focus improvement efforts on these factors. However, some weaknesses may
not be intractable. It is difficult to imagine politicians directly trying to reduce
the extent of unions. However, local officials may address the perceived
problem in other ways, such as improving labor/management relations.

A region may find that it is not competitive over a wide range of important
locational factors. In such a case, it may be wise to focus development efforts

The Transactions Table

The first step to understanding input-output analysis is to understand the
transactions table. It shows sales and purchases for each sector in a regional
economy during a year (see Table 7.4). The interpretation of the transactions
table is straightforward. Reading across each row shows the annual dollar
value of output that each sector listed along the left-hand column sold to each
of the sectors shown on the top. For instance, Table 7.4 indicates that
agriculture sold $300 of output to itself, $350 to firms in the manufacturing
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sector, $300 to firms in the service sector, $1,000 directly to local households .

and $700 to businesses and households in the rest of the world as exports.
Reading down the columns shows where the sectors at the top purchased

their inputs. In this example, local manufacturing firms purchased $350 from

agriculture, $150 from each other, $800 from local service firms, $300 from
local households (factors of production, espec1ally labor), and $1,200 in the
form of imports from individuals and businesses outside the area.

Besides the interindustry—what A, B, and C sell to each other—sectors,
two final demand sectors are shown in Table 7.4. The household column
reflects purchases of residents of the region and the export column reflects
goods and services that are sold to nonresidents. Two primary supply sec-
tors—household and imports—are also shown. Households provide labor,
entrepreneurship, capital, and land as inputs, and the values in each cell of the
“household” row reflect compensation for these services. The “import” row
shows the dollar value of all commeodities imported during the year. From
Table 7.4 it can be seen that the manufacturing sector was the largest importer,
importing $1,200 worth of goods from outside the region.

The basic transactions table provides detailed information about the local
economic structure. However, the table can be rearranged to show the linkages
between sectors more directly. A table of direct coefficients can be constructed to
show the amount that each sector listed across the top will purchase from the sectors
listed down the left per dollar of output of each sector listed across the top.

Table of Direct Coefficients

dividing the amount that each sector purchased from each of the economy’s
subcomponents by the total gross output of each of the three producing sectors
and the household sector. For instance, the manufacturing sector purchased
$800 of inputs from the service sector in order to produce $2,800 of total gross
output (see the transactions table in Table 7.4). Thus for each dollar of output
the manufacturing firms purchased $.286 (800/2,800) from firms in the
service sector. The direct coefficient for the manufacturing column and
service row is the strongest linkage among the three industries in the model
economy. Agriculture requires the most resources from local households:
$.415 of household inputs is required for each dollar of agricultural output.

The table of direct coefficients implies a “fixed input production func-
tion.” In other words, there is only one recipe for producing the output of each

The table of direct coefficients is shown in Table 7.5. It was derived by V
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TABLE 7.5 Table of Direct Coefficients (purchases per $ of output)

Sales to
Sales From Agriculture Manufacturing Service Households
113 125 078 408
Manufacturing 019 053 156 245
Service .189 286 208 .286
Households 415 107 259 012
264 429 .299 048

Imports

sector; inputs cannot be substituted. If the price of a commodity increased or

decreased, the total amount spent on the commodity per dollar of output would
remain constant. In reality, most production processes allow for some substi-
tution, such as substituting capital for labor if the price of labor increases.

The table of direct coefficients illustrates interindustry linkage. For

instance, if the agricultural sector were to produce an extra dollar of output,

using the same input proportions that were used when the input-output table
was constructed, it would need to purchase $.113 from other agriculture
producers (i.e., when a hog producer purchases corn or feed), $.019 from the
manufacturing sector, and $.189 from services. In addition, $.415 would go

_ to households to pay for inputs, such as labor, and $.264 would be spent on

imported inputs of all types. All manufacturing goods, services, agricultural
products, and direct inputs from households that are purchased outside the
region are included in the $.264 of imports.

Table of Direct and Indirect Coefficients

Regional multipliers can be obtained from the table of direct coefficients.
This table shows only partial multipliers because they account for only
first-round spending effects. Sectors providing inputs to manufacturing will
require additional output from their suppliers, suppliers of suppliers will
purchase more from their suppliers, and so forth. For instance, from Table 7.5
it can be seen that if the manufacturing sector increases its output by $1, $.125
of additional output will be required from the local agricultural sector. But if
agriculture is to increase its output by $.125, agricultural firms must purchase
$.0166(.1332 % $.1250) from other agricultural firms, $.0024(.0189 x $.1250)
from manufacturing firms and $.0236(.1886 x $.1250) from service firms.
Household income will increase by $.0134($.125 x .107) because of the
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TABLE 7.6 Table of Direct and Indirect Coefficients

Agriculture Manufacturing Service

Agriculture 1.570 0.373 0.255 0.815
Manufacturing 0.342 1.250 0.298 0.538
Service 0.757 0.651 1.490 0.907
Households 0.717 0310° 0.179 1.440

feedbacks before the calculations become very awkward.

would be required from each sector listed on the left to accommodate $1’s
increase in output from each sector listed at the top. In other words, if manufac-
turing increased its output by $1, the total effect on the agricultural sector would
be to increase output by $.5354. The total effect is the sum of the following:

Direct effects: The first-round increase shown in the table of direct coefficients
Indirect effects: The interindustry effects as local industries purchase from one another

Induced effects: The additional increases in output due to household spending and
the indirect effects of household responding

Uses of Input-Output Tables for Growth Analysis

Both the tables of ‘direct coefficients (Table 7.5) and direct and indirect
coefficients (Table 73) have many uses in growth analysis and economic
development policy. This section shows how input-output tables can be used to
e assess local economic structure
e estimate imports
e inform locational decisions and industrial targeting

Local Economic Development

Household

primary factors of production needed to produce the extra output required by
manufacturing. But household income will also increase because of the
increases in agricultural and service output created by the initial increase in
manufacturing output. The household income will be spent according to the
coefficients in the “household” column of Table 7.5 if consumption patterns
remain constant. Obviously, one can only scratch the surface of the various

In theory, these ripples would continue forever. However, each round of
spending results in successively smaller amounts of induced output. The cumu-
lative size of the various rounds of spending can be calculated mathematically.>
The results are shown in Table 7.6. It shows the dollar amount of output that
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o forecast and determine economic impacts
o simulate technological change

Assessing Regional Structure

Comparing one region’s direct and indirect coefficients with those of
another area can provide a useful perspective on its internal structure. Under-
developed regions normally have few internal interindus.try linkages because
they lack an integrated economic structure. The lack of 1nterna'l linkages can
be an impediment to development because if a firm increases its outpu.t fc.aw
of the benefits will ripple through the rest of the economy; the local multiplier
will be smaller. Likewise, small regions will have fewer internal lirfkagc.as than
larger regions because small regions are more likely to import required mpt'lts.
Interindustry linkages will be larger for a nation as a whole than for a region
because a smaller portion of a nation’s input requirements are imPorted,
whereas imports for a region include goods purchased from otl}er.reglons.
Suppose regions A and B are similar in size, produce a 51m}1ar output,
and use identical production techniques. Therefore, the input reqmr.ements of
the regions are the same. However, suppose region A is »Yell integrated
internally and region B has only afew significant interindustry lmkagfzs. Th.ere
would be many more gaps—3$0s or very low transaction amounts—in region
B’s input-output table, implying that its economy is less integrate.d. Conse-
quently, intermediate inputs would have to be imported into the region. Wt'len
an industry expands, it will have a bigger impact on other industries in region
A because of strong linkages.

Estimating Imports

It is also useful to compare local input-output coefficients with national
coefficients to estimate imports. Suppose that nationally the electrical machinery
sector sells .10 cents to the motor vehicles sector per dollar of motor vehicle
output. Furthermore, suppose the corresponding coefficient for a locality is .04
cents as indicated by a local table of direct coefficients. Also, assume that the
national economy is closed, so there is no international trade, and that .the level
of production technology locally is the same as the national level’s. Th.e difference
in coefficients implies that for every dollar of output by the regional motor
vehicles sector, .06 cents worth of electrical machinery is imported. If the motor
vehicles sector is large, the dollar value of imported electronic equipment may
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be large. The total value of the imports of electrical machinery for motor vehicl

could be calculated by multiplying .06 times the value of automobile o o
Conseguently, a development planner may wish to determine whether thermpm‘
Potennal for growth in the electrical machinery sector based on the potentiZlv;aS
mmport substitution through sales to motor vehicle establishments. Of cours(c)er

there are other locational requirements besides the presence of a buyer that a~

co . P .
mmunity must satisfy if an area is to attract electrical machinery producers

However,. the struc@al perspective given by comparing the national and local
table of direct coefficients can be a useful starting point for analysis

Informing Locational and Targeting Decisions

'I.‘h.e identification of imports from comparing national and regional
coeffu?lents can assist in locational decisions. A firm may wish to locatglon
potentla}l customers. A firm located near its customers may be able to unde el
corr{petltors because of lower transportation costs, provide better sm'v'erseu
cultivate contacts that could enhance future sales. Hence some fir s may
chose to seek locations where imports of their product are substantiarlIlS -

Urban §nd regional planners may also use input-output analysis to hel. target
the type§ of industries they would like to attract. Development officials ms ?21
to recrul.t industries that strengthen interindustry linkages so as to build : o
substanFlal agglomeration in a particular industrial cluster. For instance 131‘0101'3
processing plant might be attracted to an area that produces a type of a ”cslts Oal
product. This strategy may involve attempting to attract buyers oil‘:Jrl rod :
already produced in the region or sellers of products that other industfit:s o
c}}ase. A.nc?ther development strategy might be to target high-value-added i g -
tries, achv1tie's that purchase a large portion of inputs directly from househrcl)lclil g

E(?OIIOIIHC development officials might reasonably believe that 1 Zl
subsidies are easier to justify if the benefits flow to a large portion ofofh
economy, help clusters they wish to nurture, or require IZroe inputs fr .
households, thus creating household income. Because inpu‘.;-outfp)’utstab(;:sl

indicate how ee'tclT sector affects every other sector and households, they can
be very useful in industrial targeting. ,

Conducting Impact Studies

n 1Tl}e, mulltlphers can be used to make forecasts and to perform impact
alysis. An input-output forecast would normally first require an estimate of
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final demand (export levels) for each sector. Because final demand is exoge-
nous, estimates of final demand must come from outside the input-output
model. The endogenous sectors could then be confronted with the set of final
demands, and the output of each industry as well as its transactions with every
other industry could be calculated. When exports are known, total output of
each sector can be calculated. When the total output of each sector is known,
the value of interindustry transactions can be determined. Essentially, a new
transactions table could be created reflecting alternative levels of exports.
Tmpact analysis is similar to other projections except that the impacts are
usually special events rather than a general change in export demand. The
impact of closing a university, for example, could be simulated using input-
output analysis. In this case, the external demand for services (or education,
if a very detailed model were being used) would decrease by the amount of
outside funds going to the university (state and federal funds plus tuition paid
by nonresident students). The direct, indirect, and induced declines in output
due to the university closing would constitute the impact. In all probability,
all of the sectors in the input-output model would be affected, although some
would be affected more than others. ‘

Examining Technological Change

Input-output analysis has also been used to simulate technological change.
Suppose a panel of engineering experts reported that new technology would
reduce the dependence of manufacturing on the agricultural sector by 10%.
In economic terms, the impact could be expressed as follows: For each dollar
of manufacturing productions, manufacturing firms will purchase 10% less
from agriculture. But if less per dollar of output is spent on agriculture, another
sector’s sales to manufacturing will have to increase because the value of total
output must equal the value of the inputs. Perhaps the household sector would
“sell” more entrepreneurial services to manufacturing on the assumptions that
the lower agricultural requirement would flow to households in the form of
higher profits. Alternatively, perhaps service firms will replace the agricul-
tural input. Perhaps the savings from lower agricultural requirements will be
distributed evenly among the other sectors. In any event, a new set of direct
input requirements reflecting the most likely repercussions of technological
change can be developed.
To simulate the impact of the technological change, the exiting set of final
demand requirements can be applied to the (assumed) new set of direct
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requirements. A new set of outputs for the local sectors could be derived. Ag
a result of the simulation, the level of total output and the distributions of
output among the sectors can be calculated.

X8 Summary

Several important empirical tools are used to understand the process of
local economic development. Practitioners should understand the strengths
and weaknesses of these tools. Shift/share analysis is a technique for dividing
an area’s growth into three components. First, the share component of growth
is equal to the national average growth rate. Second, an area may grow
differently from the national average due to its mix of industries. Third, an
area may have a favorable or unfavorable growth environment. Shift and share
analysis has been criticized because the components are frequently misinter-
preted and because the competitive component is a residual that can be
attributed to a variety of other factors.

Economic models use statistical techniques and economic theory to
estimate relationships among variables. Good econometric models are in-
formed by economic theory. The export-base model can serve as the theoreti-
cal foundation for an econometric model, with changes in export employment
serving as the independent variable. Nonbasis or service employment would
be a dependent variable. Econometric models have important weaknesses:
Relationships among variables may change so that models that worked well
in the past might not do so in the future, and variable data are often lacking.
Simulation models answer “what if” questions, such as how key social
indicators would change if a particular theory were implemented. Many
simulation theories use econometric techniques, such as regression, to estab-
lish relationships among variables.

Leading economic indicators are designed to anticipate turning points in
economic activity. Housing permits are an example of a leading indicator. A
sharp increase in housing permits suggests an increase in economic activity
several months in the future.

An importance-strength analysis allows policymakers to identify local
attributes on two scales simultaneously: importance and the locality’s strength
in terms of the attribute. Policies may be developed to strengthen important
yet weak attributes. Important attributes in which the area exhibits strengths
can be promoted.
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Input-output analysis can be used to determine the impact that an increase
in the output of one sector will have on other sectors of the economy. The
total impact is the result of direct, indirect, and induced effects. Input-output
analysis has several uses, including assessing regional structure, estimating
imports, assisting in targeting decisions, conducting impact studies, and
examining structural change. One of the major advantages of input-output
analysis is that the results provide substantial industrial detail. The most
noticeable difficulties in using the input-output approach are the high cost of
data collection and the static nature of the model.

%2 Notes

1. These figures were obtained by multiplying the national average growth rate of 32% by the
initial year employment in each section. Notice a slight rounding error, as the employment increase
in the individual sectors sum to only 122.

2. The table of direct and indirect coefficients is the (/ - A) ™ 1, where A is the matrix of direct
coefficients and / is an identity matrix of equal dimensions.




Issues in Economic
Development Practice

revious chapters described theories and tools that help analyze local

development. Economic development officials must use theories and
empirical evidence to formulate action plans. This chapter examines issues
that local development planners confront when developing and implementing
policies. Many of the issues discussed in this chapter are presented as either/or
cases for purposes of exposition.iIﬁ practice, economic development officials
should recognize truth in both extremes and construct economic development
strategies accordingly.

%% External Benefits From Economic Development

The external benefits that local residents receive from new economic
activity are the major incentive for local development programs. When

economic growth occurs, a wide variety of individuals benefit both directly - ‘

and indirectly. Although the objectives of economic development programs
are not always explicitly stated, most communities have three objectives: job
and income creation, fiscal improvement, and physical improvements. Al-
though local workers are usually the most direct beneficiaries of the external

benefits from development, property owners may also realize gains through
higher property values and rents. Others may benefit from lower taxes because
of a larger tax base. Besides public objectives, public officials and private:

Issues in Economic Development Practice

investors engaged in economic development efforts have their own aspira-
tions for success, recognition, and wealth.

Job and Income Creation

Communities with loose labor markets are characterized by high unem-

ployment, low wages, discouraged workers, and underemployment. Many of

these communities have experienced painful plant shutdown and declines in
the number of available jobs. Currently, many individuals are “piecing to-
gether” a living with several part-time jobs. Individuals in loose labor markets
often must leave the area to find work. Programs to encourage more local jobs
include public employment and private sector job development. However,
private sector job creation efforts account for many more new jobs than direct
public job efforts.

Most economists regard job creation as a primary purpose of local
economic development strategies. Many state and federal grant programs
employ job creation as an explicit program goal along with other important
grant selection criterif' . Indicators of labor market problems are also criteria
in state and federal pt,, ject selection so that monies will tend to flow to areas
with employment problems. Job creation is closely associated with improve-
ments in real incomes. However, planners must distinguish between per capita
income growth, which will benefit current residents, and increases in total
incomes which could occur primarily because new residents moved to the area
to secure existing jobs.

Fiscal Improvement

Many municipalities encourage economic development in the expecta-
tion that new businesses will contribute more in tax revenues than any extra
municipal services will cost. Generally, land uses devoted to commerce and
manufacturing generate net revenues for the city, whereas middle- and lower-
income residential property tend to cause public service costs to increase by
more than the tax revenues generated. Thus communities seeking to strengthen
their fiscal positions will usually attempt to attract either upper-income
residential housing or businesses.

Fiscal objectives often result in competition among localities within a
metropolitan region. Unless tax sharing agreements among neighboring com-
munities exist, only the locality where a business actually locates will receive
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increased property tax revenues. (Some areas that have local income taxeg
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may benefit if residents receive jobs in businesses located in nearby commu. Elastic Supply Moderate Inelastic Supply
nities.) The job creation benefits of a new or expanded business will be more Elastic Supply
S

diffused throughout the metropolitan area than the fiscal benefits. New jobs
may be obtained by residents throughout a metropolitan area regardless of
whether or not they live in the municipality in which the business located.
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Figure 8.1. The elasticity of supply determines the extent that the price of a resource
will increase due to a demand increase. The more inelastic the supply, the higher the
price increase will be. The same logic applies in reverse when demand falls.

Physical Improvements

Finally, many urban officials view economic development as a way to
achieve physical improvements in their community. For instance, public -
officials may want to attract a new business to a particular corner of the
downtown area so as to remove an existing eyesore or because too much
vacant land in the downtown area creates an image of lack of progress. This
motive is a remnant of the urban renewal period of economic development
when physical change was the principal criterion used to evaluate the success
of economic development predictions. Today, many neighborhood economic
development efforts emphasize physical improvements.

supplies will tend to be elastic and the benefits for the original resource owners
will be short-lived. The increase in demand will translate into higher factor prices
only briefly. The elasticity of resource supply will depend on how easily addi-
tional resources can be brought into the area and the ability of resources to shift
from other local sectors to the sector experiencing a demand increase. The longer
the time period, the greater the likelihood that resources can be brought from
outside the area. Therefore, the size of the annual benefits from growth will
probably diminish in the long run for owners of resources with elastic supplies.

Figure 8.1 illustrates three possible resource supply situations. In the first
case (1a), the supply of the resources to the local economy is perfectly elastic.
Thus an increase in demand for the resource will not cause the price of the
resource to increase. This case may approximate the actual situation for many
factors of production in the long run or for regionally mobile factors of
production even in the short run. The second case (1b) represents a situation
where some new resources enter the area but not enough to bring the price
down to the original level. The third case (1c) illustrates a perfectly inelastic
supply. The total impact of the demand increase is absorbed in the form of a
higher price. Figure 8.1c could represent a resource for which increased
compensation does not bring forth greater resource supply.

¥%  Who Benefits From Growth?

The formal goals of economic development should not mask the fact that
there are often some groups that will benefits from growth more than others.
Although the beneficiaries of growth vary dramatically depending on the type
of growth, some generalizations are possible.

Demand for output of the export sector is not likely to be altered by
growth of the local economy because demand for exports is determined
outside the area. However, local growth will increase the demand for products
and services that are normally considered part of the nonbasic sector serving
the local population, such as brokerage services, grocers, retail activities, and
newspapers. Increased demand for local services will in turn tend to increase
the price and wage of resources, including labor used to produce nonbasic
goods. Hence owners of resources that produce for local consumption may
experience increases in income as the result of regional growth.

The permanence of the gains from growth depends on how quickly
resources move into the sectors experiencing an increase in demand. If
resources from elsewhere move quickly into an expanding sector, resource

Characteristics of Resource Supply

The supply of money capital to most sectors of local economies is very
elastic. If the expected rate of return on newly invested capital increases,
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investment from outside will very quickly flow into the area, thus reducing
the interest disparity. Banks and other financial institutions are connected tg
national and international money markets. However, owners of capital em-
bodied in real assets invested prior to local economic growth may earn above
normal rates of return, at least on a temporary basis, depending on where their
capital was invested. Individuals who purchased buildings may find that their
rents increased due to local growth. Therefore, the rate of return on real assets
may be greater than would have been anticipated. Similarly, owners of local
service businesses may experience increased rates of return. The ability to
maintain above-normal rates will depend on the speed with which new
competitors enter the industry.

Some members of the labor force may also earn above-normal income
due to local growth. Imagine an automobile salesperson whose income in-
creased because of larger sales attributed to the stronger local economy. Thus
the salesperson could be a beneficiary of local growth. However, the sales-
person’s increased compensation is likely to be only temporary. The owner
of the dealership may realize that the income of the sales staff has increased
and cut commission rates accordingly, or other dealerships may enter the area;
thus reducing sales at the original dealership. In general, the mobility of labor
will cause some gains due to growth to dissipate over time. However, even
temporary gains are beneficial, and “temporary” may be several years in some
cases.

Unemployed workers have opportunities to benefit from the increased
jobs associated with growth. In fact, an expanding facility is likely to directly
and indirectly create jobs that will be filled by unemployed residents. Those
unemployed who capture new jobs may benefit in both the short and long run.
However, in the long run, growth may attract unemployed workers from
elsewhere into the local area and the previous unemployment rate may be
reestablished. Some of the original residents may have obtained permanent
employment as the economy grew. Similar benefits may accrue to underem-
ployed residents who secure better jobs during the transition. Bartik (1991)
estimated that 80% of jobs created in a metropolitan area are likely to go to
in-migrants in the long run of 5 years or more.

Owners of local monopoly resources are likely to benefit from growth,
even in the long run. Landowners do not have to worry about an increased
supply of land coming into the area. Since the supply of land is fixed and each
site has slight monopoly power, landowners will maintain benefits from

growth even in the long run. It is not surprising that individuals involved in -
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jand development are usually prominent pro-growth advocates. Similarly,
some franchise owners may have been granted licenses to serve a region and
can maintain that “monopoly” as the region grows.

The lumpy nature of much economic activity can contribute to the
perpetuation of monopolies. Suppose a shoe repair shop requires a population
of at least 10,000 to provide sufficient demand to earn normal profits. If an
area grows from 10,000 to 15,000 people, the owner of the shoe repair store
could earn above-normal profits because of the 50% increase in the market
size. Yet there would not be room for another competitor. A second shop
would face the possibility of splitting a 15,000-person market. (A new store
might not even be able to capture half the market.) Therefore, a population of
15,000 would not be large enough to support two stores.

New firms may enter a region that has experienced a demand increase
only after substantial time lags. Even after a new enterprise enters an area, it
may take a long time for it to get established to the point where it is a strong
competitor with existing businesses. The original enterprises will have estab-
lished customers, locations, and reputations that can provide an advantage for
generations. The lumpy nature of economic activity and the time lags that
characterize new business formation help explain why small retailers tend to
be pro-growth advocates.

Many individuals will benefit from the increased amenities, shopping
choices, and other opportunities that become available as their community
grows. Hence not all of the indirect effects of growth are monetary.

In general, money capital is highly elastic. Labor resources tend to be
elastic, especially for labor resources that move easily from one community
to another. Real-property owners, including owners of land, will benefit from
growth because most real-property resources are somewhat or highly inelas-
tic, especially in the short run. Lumpiness in the size of demand needed to
support an additional resource contributes to inelasticity in business. Fran-
chise owners and other holders of monopoly resources will benefit from
growth in the long run.

Opponents of Growth

The benefits discussed above were primarily concerned with household
income. Growth may also affect an area negatively. Many individuals oppose
growth because they believe it makes their area less attractive. Higher prices,
particularly in resource inelastic sectors, are a cost of growth that may be
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imposed on many residents. For instance, growth will probably affect housing
rents. An individual living on a fixed income may be disadvantaged due to higher
prices that may accompany growth. Furthermore, additional production tends to
be associated with more pollution, and population growth is associated with
greater congestion. Individuals who do not receive gubstantial growth benefits
may feel they are losers from growth. The extent of negative growth spillovers
and the inability of everyone to share fully in the benefits of growth explain why
some communities have instituted “no growth” campaigns. ;

States and regions are much more receptive to growth than they were in the
late 1960s when the slow-/no-growth advocates had substantial influence. Most
regional communities realize that some economic growth is necessary to provide
jobs for current residents and their children. If no new jobs are being created,
some out-migration will occur simply due to natural population increases.

The strongest antigrowth coalitions tend to be within suburbs or neigh-
borhoods of metropolitan areas. Many individuals seek to protect their imme-
diate neighborhood from negative growth consequences (the NIMBY, or “Not
In My Backyard,” phenomenon) while benefiting from growth in other parts
of the metropolitan area. The prevalence of such attitudes often brings suburbs
in conflict with each other and hinders metropolitan cooperation.

22 Problems With Local Competition
for Economic Development

As cities have increased their efforts to attract businesses or to encourage
expansion, they have become competitors in a “market for jobs” (Blair,
Fichtenbaum, and Swaney, 1984). City officials essentially attempt to pur-
chase jobs and the related benefits associated with economic growth by

offering businesses a wide variety of subsidies. The market for jobs seldom.

operates so explicitly that a community would, say, offer $10,000 per job
created. Rather, communities offer indirect inducements in an almost endless

combination of direct and indirect forms. Table 8.1 lists many of the subsidy. -

techniques used by local communities. An important skill of an economic
development official is to combine these subsidies into a package that will
appeal to businesses without costing the community too much.

The purpose of this section is to discuss some of the problems and issues
that occur as communities attempt to use public funds to encourage economic
development.
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TABLE 8.1 Common Direct Economic Development Subsidies

Type of Subsidy Comment

'fax abatements A reduction of tax liability either permanently or for a period
: of time. Most types of taxes can be abated.

Low interest loans Can help reduce costs as well as provide seed money to help
start-up companies that may be high risk.

Infrastructure and site assistance  These subsidies include providing land at reduced costs,
construction of buildings, and providing public infrastructure
such as roads and sewers. “Incubation” programs include site
assistance.

Labor force training Communities may finance the training of workers, including
selection. Wage subsidies may be included.

Regulatory relief Firms may be exempted from environmental, safety, or other
state and local regulations. Can be part of “cutting red tape.”

Sale-lease backs A firm may sell its build to a community and lease it back at
a nominal rate, thus providing an infusion of capital.

Technical assistance Economic development agencies may provide a variety of
technical assistance in areas of finance, marketing exporting,
technology transfer, and so forth.

Is Local Economic Development a Zero-Sum Game?

One of the criticisms of local economic development activities is that
cities compete with each other without increasing the number of jobs avail-
able. Consequently, whatever one community gains, another community
loses. An example of a zero-sum game occurs when a company announces
that it will establish a facility in one of three or four cities and suggests that
the ultimate site will depend heavily on the size of the local incentive package.
Zero-sum games are particularly likely to occur when communities within a
particular metropolitan area compete for jobs because the firm has probably
already decided to locate somewhere in the area. The 1988 President’s
National Urban Policy Report expressed concern over the zero-sum game
aspect of economic development:

At the federal level place specific economic development policies often do
nothing more than tax one place to improve conditions in another. The wealth
of both places is not greater and may actually be less than it might have been.
(U.S. Department of Housing and Urban Development, 1988, p. 1I-2)




Local Economic Development

negative sum outcomes, they need not necessarily do so. Three examples of
economic development activities that result in positive sum benefits may
guide local efforts in the “market for jobs.” First, the economic development

cost local governments. For instance, a city ‘fllay build an industrial park
costing $1 million. If it provides benefits to existing and potential firms of $2
million, the value creation constitutes a positive sum outcome. Because of the
quasi-public-goods characteristics of many economic development projects
(one project benefits many firms simultaneously), the value of a single project
may exceed the costs.

Second, economic development efforts may cause a firm to locate in an area
of high external benefits rather than in an area of low external benefits. For
instance, assume that City A has full employment and possibly heavy congestion.
Perhaps individuals would have to move into the area, thus expending resources
in relocation if the firm were to locate there. Consequently, current residents
would receive few external benefits from new economic development activity.
Suppose, however, that there is significant unemployment and unused infrastruc-
ture in City B. The external benefits from job growth are significant. If economic
development efforts encourage job creation in City B rather than City A, the
country as a whole will experience positive gains. Even though the level of
economic activity would be the same if the firm located in A or B, the benefits
are greater at B. Thus redistributing a fixed level of economic activity can increase
benefits from economic development.

Third, local economic development efforts can help create jobs. Imagine
a firm that could generate significant external benefits to the community if it
started operations. However, the expected profits are not quite large enough
to justify opening. In this case, a small economic development subsidy would
make the firm profitable. If the economic development incentive was less than
the value of the external benefits the subsidy made possible, a"positive
sum-game would result.

Inefficiency and Oversubsidization

The existence of potential gains from local jobs is a necessary, alth;okljgh
not sufficient, condition for efficient local job creation programs. If economic
development officials knew better the nature of the community beneﬁtéftheir
community might receive from particular types of economic development

Although economic development efforts can result in zero and even

incentives offered by localities may have greater value to businesses than they
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they would be better able to operate efficiently in the job creation process. If
officials in a community offered the firm more than the minimum subsidy
necessary to attract it or to induce it to expand, oversubsidization would occur.
There are at least five important reasons why the market for jobs tends to be
inefficient:

o Practical problems of collective action

o Information asymmetry

Unspecified property rights

The operation of federal economic development programs
Differences in the cost and value of subsidies

Collective Action

The ability of local governments to operate efficient incentive programs
depends on how well the political process operates to reflect the interest of
citizens. There are two potential problems here: First, a small group of highly
interested persons can influence government more than a large group of
moderately interested persons because the small group has an incentive to bear
the costs of influencing governmental action, and second, it is less costly for
individuals represented by existing organizations to influence policy than it
is for unorganized individuals.

A consequence of political action characteristics is that cities are more
likely to enter the market when new jobs offer external benefits to existing,
influential groups than when the benefits flow to politically unorganized
groups. Thus redevelopment projects that enhance the interests of major
property owners and retail businesses are more likely to receive assistance
than projects lacking influential beneficiaries. Also, existing establishments
that threaten to reduce their workforce are in a strong position to mobilize
political support to secure a public grant. In contrast, small firms are less likely
to muster the support needed to receive a special incentive.

The economic development incentives are also likely to be affected by the
strength or weakness of local politicians. Because the costs of an industrial
location are generally paid in the politically distant future, a weak officeholder
may have an incentive to overpay for a major industrial location. In their case
study of a nearly $200 million locational subsidy package to General Motors,
Jones and Bachelor (1984) reported that GM had an advantage negotiating
subsidies with Detroit officials because local economic problems made state and
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local elected officials anxious to secure the plant. In this case, even a fairly popular

federal assistance is appropriate when the federal interest in job creation
mayor was unable to resist pressures to provide huge locational incentives,

transcends local interests, perhaps because of externalities received by qther
local areas in addition to the area that captures the firm. But to be efﬁcm.nt,
the federal programs must be carefully structured to avoid situations in which
one city bids against another in a zero-sum game with federal dollars.

Information Asymmetry

Information asymmetry arises when the circumstances surrounding a
transaction are better known by one party than by the other participating
parties. Such a situation can arise when one party deliberately provides
distorted information to other parties. :

Typically, private parties involved in economic development negotia-
tions have incentives to provide selective or distorted information. For exam-
ple, a firm trying to make a plant-closing decision may be forced to choose
between two locations. The firm has information regarding the decision that
it does not have to disclose to the cities offering to subsidize operations. This
advantage provides the firm with bargaining power.

Subsidy Cost Versus Value

How much of a subsidy actually reaches the intended party compared to
the taxpayers’ cost? Two types of problems can cause the value of economic
development incentives to the firm to be less than the cost to taxpayers:

1. The subsidy program may provide costly goods and services that are not highl}l
valued by the locating firm (similar to a gift that is expensive but not appreci-
ated by the receiver).

2. Unintended parties may capture some of the benefits.

‘,
Vaguely Defined Product

The most obvious instance of a poorly targeted subsidy is when a local
community provides a service or infrastructure improvements that cost tax-
payers more than they are valued by the firm the community is trying to a‘ttract.
For example, suppose a region spends millions of dollars to beautify an
industrial park. The better looks undoubtedly would be a plus in attracting

firms and jobs, but would firms value the beautification efforts enough to
| warrant the community’s cost? (Of course, beautification programs provide
benefits to residents as well, so one could argue that the marginal benefits to
the community outweigh the cost.) However, if the community has a n:arrow
goal of attracting a particular firm, the more directly the benefits are tailored
to the firm, the greater the firm is likely to value the benefits.

Suppose a property owner had a parcel of land that he wished to develop
as an industrial park and he convinced the city council that a tax abatement
would be necessary to attract firms. Consequently, the city agreed to provide
a tax abatement for ahy employer building a new facility in the industrial park.
Prior to the availability of the tax abatement, the landowner might have asked
$10,000 an acre. Because of the availability of the abatement, the demand for
the land in the industrial park will increase. The owner may raise the price of

A third deterrent to efficient market operations is the poorly defined
nature of the good (a “job”) or poorly defined property rights. Although most
negotiations over industrial location include corporate estimates of the num-
ber of jobs that will be created, firms do not guarantee specific numbers of
Job characteristics in exchange for locational grants. Often, temporary (i.e.,
construction) employment is included in the job estimates, and seasonal
low-paying jobs are not distinguished from better jobs. Most observers
believe that grantees tend to overstate the number of jobs that would be created
by businesses by as much as 30%. Cities seldom attempt to elicit guarantees
that a particular number of jobs will be provided for current residents, partly
because job creation is difficult to forecast. However, many communities are
inserting “clawback” clauses when they provide economic development in-

centives. The clause requires firms to repay part of the benefits they received
if jobs or other external benefits fall below a certain level.

Federal Subsidies

A fourth factor that may reduce efficiency is federal assistance that
encourages cities to offer more for jobs than the benefits received or that
subsidizes cities competing against each other for the same Jjobs. Of course,
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reduction approaches have been criticized for three reasons. First, cost mini-
mization approaches may tend to attract branch plants of mature industries,
yet most growth is generated internally to local businesses. Unfortunately,
_existing businesses often pay (either directly or indirectly) for subsidies given
to attract new firms. Second, it is extremely difficult for most regions in
advanced countries to compete with locations in less developed countries on
the basis of cost. Large multiplant companies are in a position to consider
locations throughout the world. Third, local economic development strategies
should attempt to increase local living standards, not just increase the number
of jobs. A cost minimization strategy might actually lead to lower per capita
incomes for residents if low-paying jobs are created.

The human capital strategy attempts to provide businesses with a high-
quality labor force. The labor force will appeal to activities that perform
nonroutine operations such as corporate headquarter work, skilled operations,
and technologically oriented activities. Advocates of the human capital ap-
proach contend that local residents will be better served by stimulating growth
in these better-paying occupations. However, there is a danger that low-skilled
populations could be left out of a development plan that values only high-
paying, high-skill jobs.

Warner (1989) conducted an empirical test to determine whether im-
provement in variables associated with cost minimization or variables asso-
ciated with human capital improvement best explained changes in per capita
income among urban regions between 1977 and 1984. He concluded that the
human capital approach is more effective in increasing average incomes.
Although the specifics of Warner’s empirical tests may be questioned, they
indicate that regional development officials should not overemphasize cost
reduction programs at the expense of the human capital strategy.

The major problem with labor force development programs is that there
are insufficient jobs for all individuals qualified to be trained after training
programs are successful in placing their students, but they may simply bump
someone with equal or superior skills. Thus a particular program may seem
to be successful from the perspective of the persons in the program, but from
the perspective of the larger community it is a zero-sum game. Job training
“works best in a job-growth environment or when an employer needs workers
with skills that are not available among other unemployed persons in the
community. In an atmosphere of slow growth and high local unemployment,
training programs may have difficulty placing clients or simply affect who is
hired.

Subsidy programs have been compared to carrying water in a leaky
bucket. Some of the water will leak out on the way from the well to the
destination just as some of the subsidy often goes to unintended parties. ,

What does a job cost? One indication of an inefficient market is the presence
of large variations in the product’s price. Of course, the price of a job could vary
even in an efficient market, owing to variations in job quality and externalities
associated with jobs. Nevertheless, the cost of a job varies so much even within.
a local area that there can be little doubt that the market is inefficient.

Data on the cost of a job are fragmented and difficult to obtain. Lack of
cost data is itself an indication of an imperfect market because well-functioning
markets are characterized by buyers and sellers who know the prevailing
price. However, the scattered evidence from major federal programs shows
that cost per job created ranges from over $300,000 to as little as $5,000. (The
cost of a job is the subsidy per job, not the capital-labor ratio.) The conclusion
that there are wide cost variations is clear. The variation in the cost of jobs is
accentuated because jobs created in small retail and service establishments
receive no direct subsidy. Hence the cost of an unsubsidized job is zero.

Discretionary Versus Entitlement Subsidies

Discretionary policies provide local development officials with choices
regarding the type or size of an incentive they may wish to extend to a
particular business. Benefits from entitlement programs are due to any firm -
that meets a set of stipulated requirements.

The advantage of discretionary programs is that governments may avoid
paying unnecessary subsidies or tax expenditures. The disadvantage of dis-
cretionary programs is that government officials must make decisions regard-
ing business potential of firms seeking subsidies. Can the firm succeed? How
much of a subsidy is necessary? Government bureaucrats may not be able to
make such decisions accurately. Entitlement programs create a business
climate that all qualifying businesses can potentially exploit. Once the frame-
work is established, government officials need not be directly involved in
business decisions.

Cost Minimization Versus Human Capital Strategies

The majority of economic development tools are designed to reduce
business costs and hence attract new industries to an area. Business cost-
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prium models have the advantage of highlighting the potential for cumulative
change that may occur over some portion of a community’s adjustment path.
Economniic development officials should be particularly concerned about
threats that could place the community on a downward spiral. Determining
when a community may be near such a tipping point requires substantial
judgment, but the loss of a major employer, the technological trends that
threaten to render some local process uneconomical, or increasing bad repu-
tations for crime or poor education could be catalysts for cumulative decline.
Conversely, development officials should be aware of potential opportunities
that could place the community on an upward growth path.

Baumol (1963; Oates, Howrey, and Baumol, 1971) developed a mathe-
matical model that illustrates how a negative (positive) change could institute
a cumulative downward (upward) growth path. The Baumol model employs
an abstract concept called “deterioration,” which represents a variety of urban
problems such as crime, poverty, congestion and so forth. His model is based
on two relationships:

2% Cumulative Causation

Cumulative causation refers to the process in which a change in one direction
may reinforce other tendencies for change in the same direction. Myrdal (1957)

believed that disequilibrium growth development paths were common:
4

In the normal case, there is no tendency towards automatic self-stabilization
in the social system. The system is not by itself moving towards any sort of
balance between forces, but is constantly on the move away from such a
situation. In the normal case, a change does not call forth countervailing
changes, but, instead, supporting changes which move the system in the same
direction as the first change but much further. Because of such circular
causation, a social process tends to become cumulative and often to gather

speed at an accelerating rate. (p. 13)

Although Myrdal was primarily considering underdeveloped regions when
he discussed the process of circular causation, the concept has been applied to
urban systems. The selective nature of outmigration can contribute to cumulative
decline. For instance, in a metropolitan environment, higher-income families tend
to move into the suburbs. As the affluent families leave the central city, families
with greater public service needs and lower capacities to pay taxes are left behind.
The resulting fiscal mix increases the tax burden of remaining high-income
families and reinforces the tendency toward outmigration of even more upper-
income families. The decline may be reinforced because the outmigration that
results in lower income and lower fiscal capacity may, in turn, contribute to other
types of deterioration such as crime, urban ugliness, and fewer amenities.. The
population-income decline may also contribute to the movement of retail and
other service jobs to the suburbs. The job shift will be particularly significant to
the extent that higher-income families (which account for a disproportionate
amount of spending) lead the exodus.

Similarly, when an area starts to prosper, self-reinforcing factors may
tend to cause cumulative growth. Higher incomes allow for more amenities,
attract businesses, and increase agglomeration economies. An area that has a
growth reputation may attract additional investment that will, in turn, contrib-

1. The higher the level of deterjoration in any given year, the lower the regional
income in succeeding years.

2. Slow or negative income growth increases deterioration.

Under these conditions, it is possible for deterioration to real growth to lead
to more deterioration and cumulative decline.

Bradford and Kelejian (1973) provided empirical evidence that urban
decline can be cumulative over a significant range. Specifically, they found
that middle-class families were more likely to reside in suburbs, hence the
higher the percentage of poor persons residing in central cities and the lower
the fiscal spillovers for middle-class suburban residents. Thus a city with a
high proportion of poor residents and associated poverty programs could
experience further declines in the middle-class population.

Policies that change the relationship between income and the rate of
deterioration are critical given the cumulative decline model. A policy that
directly increases income for only one period may be unsuccessful because
the decline may not be stopped permanently. Thus the income increase will
be temporary only. A marketing campaign that convinces people of the
advantages of urban living, metropolitan government, or better urban design
that reduces the annoyances of high-density population are examples of
actions that could permanently increase equilibrium incomes by altering the
relationship between deterioration and income.

ute to growth. . .
Of course, a new equilibrium will ultimately’ be established. A city will

not increase or decline forever because countervailing forces such as;}higher
or lower land prices eventually will become increasingly powerful. In this
sense, most phenomena are equilibriating in the long run. But the disequili-
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2%  Targeting Development Efforts

In Rubin’s (1988) analysis of attitudes of local economic development
officials, he suggested that they “shoot any thing that flies and claim anything
that falls” (p. 236). Rubin’s analysis highlights an importagt tendency. Officials
often fail to target activities and, therefore, perform their duties without a strong
strategic framework. Many development officials are now attempting to target
their economic development efforts so as to focus on only certain types of
activities. Advantages of targeting include better resource use and a better chance
to build an economic agglomeration that will set the stage for cumulative growth.
A principal disadvantage of targeting is that opportunities that are not within the
community targets may be overlooked. Another problem is that community
officials may not have sufficient knowledge to select an appropriate target.

Most communities target particular industries. However, it has been
suggested that focusing on industries only may not be a detailed enough target
because within any industry there are many functions and a type of local
environment that is best for each function. For instance, within the automobile
industry there are research, sales, accounting, human resources management,
and numerous functions. A “crosshair” targeting has been suggested whereby
policymakers target particular functions within a closely related group of
industries. Thus there are two targets: industry and activity.

Thompson and Thompson (1987) suggested five types of activities that
communities may use in targeting economic development efforts: routine
operations, precision operations, research and development, central admini-
stration, and entrepreneurship. Each of these “paths” requires different loca-
tional attributes. A development officials may wish to analyze which type of
activity fits the community’s existing resource base and its aspirations. These
paths are not mutually exclusive. They are sometimes substitutive, often

representing a sequential development path.

o Routine Operations. In mature industrial areas, routine operations are hampered
by high local wages, fringe benefits, and unionization rates. Therefore, firms
that perform routine operations would not be attracted to many declining
industrial areas. If a declining industrial area sought to focus efforts in attracting
this type of employment, the authors suggest wage cuts, investment in educa-
tion, outmigration assistance, or import substitution.

Precision Operations. Firms engaged in precision operations require a work-
force skilled in technology. However, mature regions tend to have 2 less mobile:
workforce, many of whom are near retirement age. So these areas are in danger
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of losing their competitive edge in skilled labor. The public policy directive
should encourage young, skilled individuals to stay in the area by providing the
environment that appeals to them.

Research and Development. Because this activity has received substantial press
recently, the research and development path tends to be the one most often
desired by development officials. To evaluate the area’s potential, the authors
assess doctorates in science and engineering and total funds allocated to univer-
sity research and development as the primary criteria.

Central Administration. According to Thompson and Thompson (1987), one of
the marks of advanced local economic development is an important role in
central administration. To measure this, a “count” is taken of the Fortune first
and second 500 firms located in the region. If there is an adequate number, then
others will take advantage of the tertiary services provided within the region.
One disadvantage of “heavy industry towns,” however, is their bad track record
for hiring women and minorities. If these opportunities are missing, the region
will not be attractive to two-wage-earner couples who are mobile, highly
educated, and pursuing specialized careers.

Entrepreneurship. To cultivate entreprencurship, the environment must be
fertile for cultivating new businesses. The environment must foster innovation,
creativity, and risk taking and have a source of capital. The critical question
becomes whether the costs of restructuring the local culture to stimulate en-
trepreneurship is justified based on the likely benefits. Many communities will
find it difficult or impossible to create an entrepreneurial climate.

Finally, choosing regional development paths should be likened to state
public policy. The state affects economic development when it allocates funds
for university research, higher education, transportation, infrastructure repair,
airports, and so forth. Although the economic development ifnpacts are often
unintentional, they can affect the state settlement patterns for years to come.

% Policy and Complex Systems

Cities have been described as many complex systems so that a single policy
change will affect numerous, often unpredictable, consequences. Furthermore,
the system is built on many feedback loops. A feedback loop works to keep a
complex system in equilibrium. For instance, an increase in incomes will make
an area attractive, drawing new residents. The new residents will tend to lower
average incomes. Similarly, programs to help the poor will attract more poor families
from outside the city and make poverty more attractive for families that would
otherwise work to stay above the poverty line, according to this perspective.
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system. Later work has refined his approach (Van de Berg, 1986). Forrester’s
model led to the following generalizations:

1. Counterintuitive. The outcomes from a particular intervention is often the
opposite of what would be expected. Attempts td reduce poverty may attract
more poor to the city from the limitless environment, thus increasing the rate
of poverty, for example. Since urban policies normally have intuitive appeal
for political reasons, policies are likely to fail (see Point 3).

2. Insensitive to parameter changes. Sensitivity analysis (changing the assumed
value of parameters) indicated that major changes in many parameters did not
significantly change the equilibrium outcome in the long run.

3. Resistent to policy change. This conclusion is implied by the first two points and
is partly the result of the free migration from the “rest of the world.” For instance,
suppose the local government transfers a given amount of money from rich to poor.
The initial impact will be to increase incomes of lower-income households, but
other low-income families will move into the area to take advantage of the program.,
As the number of recipients increases, benefits diminish until equilibrium is
reestablished. In equilibrium, the poor in the city would have incomes equal to
households with similar skills in the “rest of the world.”

4. Containing influential pressure points. In spite of Point 3, changes at critical
pressure points can result in major changes in outcome, but such pressure points
are not easily determined. In fact, they are also often counterintuitive. Thus
simulation models can be useful policy tools by helping determine what
changes will result in desired outcomes. For instance, in the Urban Dynamics
model, a reduction in worker-housing would decrease the underemployed
population and increase the managerial population and new business.

5. Differing in short- and long-run consequences. Short-run reactions to a policy
change are often what one would intuitively expect, but in the long run, the
reactions will be the opposite. For instance, the simulation of the effects of an

employment and training program first reduced the number of unemployed but

later resulted in slightly higher levels of unemployment than otherwise would
have occurred.

Obviously, the model is not optimistic regarding policy effectiveness.
Many economists have criticized the Urban Dynamics approach, claiming
that the conclusions follow from the structure of the model. The serious
problems of most large-scale urban models limit their usefulness. However,
the view of cities as complex systems with feedback mechanisms is a lesson
that policymakers must look beyond the direct impacts of programs and
consider many likely repercussions.

Forrester (1969) developed a complex, simulating model of an urban V
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Summary

&3

Most economic development projects have a combination of goals: job
, éreaﬁon, fiscal improvement, and physical improvement. This chapter examined
several issues that must be grappled with in pursuit of these objectives. Although
some of the issues are described as polar cases, in practice local officials must
balance the advantages and disadvantages of various approaches.

Although economic development promises substantial benefits to com-
. munities, the benefits are seldom distributed evenly across the population.
When the local economy expands, the demand for exports likely will be
unaffected because it is determined predominantly by forces outside the area.
However, demand for nonbasic goods and services will increase. Hence
demand for some local resources will increase. The permanence of the
increase in the value of local resources will depend on the elasticity of supply.
However, growth may also harm some individuals. Higher prices, congestion,
and other quality-of-life issues underlie many antigrowth coalitions.

As communities compete with one another in a “market for jobs,”
economic development officials should be aware of the potential for zero-sum
outcomes—either one city may gain at the others’ loss or the benefits from
growth may be taken from taxpayers and given to businesses. Whether a
zero-sum outcome occurs or not depends, in part, on the external benefits that

may be generated.
Although local competition for jobs may be beneficial, it can be inefficient,
and businesses may receive excessive subsidies. There are at least five important
reasons why the market for jobs tends to be inefficient: problems of collective
action, information asymmetry, poorly defined property rights or outcomes,
operations of federal programs, and cost/value differences. These problems can
be minimized by well-designed economic development programs.

There is disagreement regarding whether economic development strate-
gies should emphasize discretionary or entitlement subsidies. Discretionary
programs rely on skills of economic development officials to avoid oversub-
sidization. There is also disagreement regarding whether development strate-
gies should focus predominantly on cutting business costs through subsidies
and tax cuts or should emphasize investment in human capital through
education and training.

Cumulative causation refers to a situation in which a change in one direction
reinforces other changes in the same direction. Economic development officials
should be particularly alert to avoid downward-spiral situations.




Local Economic Development

There are pressures on local economic development officials to explore
all possible opportunities. Yet such a shotgun approach may waste resources,
Targeting economic development toward highly promising opportunities, or
“crosshair” targeting, focuses on resources but could result in overlooked

opportunities. 5 Resource and Commodity Flows

. 2
Because local economies are complex systems, a single change can hav.

numerous feedbacks and unintended consequences. Therefore, development
planners should examine programs carefully to minimize unintended negative
consequences.

ocal economies operate in an increasingly open environment in which most
I__. resources and commodities may move to other areas if rewards are sufficient.
The attraction of resources into the area is often a critical part of the development
process. The importance of resource flows has increased with the globalization
of the economy and the emergence of multinational economic institutions.
Resources are likely to shift among nations as well as regions within a nation. In
practice, the distinction between regions within a country and nations has faded
as groups of nations have formed multinational economic units. Urban policy-
makcrs recognize that local economies can be influenced significantly by trade
patterns and resources flows. This chapter seeks to explain influences on the flow
of economic resources that can be critical to local economic development efforts.

R3  Models of Trade and Resource Flows

Two simple models of regional interaction are developed in this section.
The first assumes that resources cannot move from region to region but that
commodities can. The movement of commodities will equalize wages. The
second model is built on the assumption of perfect resource mobility. In this
case, worker mobility will equalize wages.

Comparative Advantage

The theory of comparative advantage was developed to show that coun-
tries can benefit from trade. The principle of comparative advantage states
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that if factors of production cannot move between areas, then residents should
specialize in commodities they can make relatively cheaply compared to other:

countries. Relative cost is determined in terms of opportunity cost—the number
of units of a commodity (or service) that must be foregone to produce another
product. If countries produce goods and services in which they have a compara.
tive or relative advantage and then trade with other countries for other goods, the

specialization and trade can potentially benefit both countries. The theory of
comparative advantage is the basic reason why United States policy seeks to |

expand free trade and why we have sought to reduce trade barriers through
agreements such as the North American Free Trade Agreement.

Heckscher-Ohlin Theorem

Heckscher (1919) and Ohlin (1933) hypothesized that if a country had a
relative abundance of a particular factor of production, it would have a compara-

tive advantage in the production of goods that require large amounts of the

abundant factor. For instance, a region with abundant topsoil and rain could be
expected to have a comparative advantage in agriculture products, which could
be exported. Thus, although factors of production may be immobile, Heckscher
and Ohlin envisioned a mechanism whereby the abundant factor of production
would be mobilized as they become embodied in the dominant exports.

The commodity flows will affect not only commodity prices but also
resource prices. A country with abundant labor will tend to have low wages
(relative to the rest of the world) prior to trade. Export of labor-intensive
products will increase the demand for labor and hence the wage. Labor-short
countries will import labor-intensive products, thus taking pressure off labor
demand, which in turn tends to lower wages for their workers. One reason
why labor unions favor some tariffs on goods from labor abundant countries
i$ that domestic wages and employment can suffer from the inflow of cheaper
pioducts. In a world of perfect knowledge and commodity mobility, the
Heckscher-Ohlin theorem leads to the conclusion that commodity movements

will result in equalization of factor prices. In this sense, commodity move-

ments can be a subst’iftute for resource movements.

Comparative Advantage Reconsidered

The theory of comparative advantage and its complement, the Heckscher-
Ohlin theorem, have been challenged on four grounds. First, empirical studies
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to determine whether countries export products that require a large portion of
_ abundant inputs and import products that require resources that are scarce
_locally have not found the expected pattern of trade (Bowen, Leamer, and

gveikauskas, 1987). Second, areas may not specialize in their comparative

 ,dvantage because the mechanisms and institutions necessary for specializa-

tion may not exist. Third, comparative advantage is a static theory. Some
analysts believe that nations should produce goods and services in which they

_ may have a comparative cost disadvantage in the short run in order to develop

acomparative advantage. Finally, while free trade may potentially enrich both
trading blocks, it may not enrich everyone within both.nations. For instance, trade
with low-wage countries may depress wages among certain groups of wage
earners in the United States. Consequently, free trade raises issues of equity.

Resource Mobility

The theory of comparative advantage was developed on the assumption
that resources were immobile. Whereas some resources may be regionally
jmmobile, urban economists consider most resources to be fairly mobile

‘among regions. Certainly, there are fewer impediments to the movement of

]abor and capital between regions in the same country than to factor movement
between countries. In a world of perfect information and no relocation costs,
factors of production would move to the region where compensation is
highest. Figure 9.1 can be used to analyze resource mobility. Assume there
are two regions and that compensation for labor (or any other) resources is
initially $2 per unit greater in region J than in region L The differential would
induce migration from region I to region J. As labor leaves 1, the supply of
labor will decrease and wages will increase; as the supply of labor increases,
wages will fall. When the compensation of the factor of production is equal
for the two regions, migration will stop.

Next, consider how relocation costs will affect adjustment. A move would
be worthwhile if the present value of future earnings in the destination region
minus the relocation costs exceeds the present value of future earnings in the
region of original residence. To provide a sufficient incentive to relocate,
relocation costs must be less than the present value of future extra returns that
the factor could earn in J compared to L

" Figure 9.1 shows the labor supply curves shifting so as to eventually
equalize factor prices because of the assumption of costless mobility. If
resources relocation were costly, then the present value of the difference in




192 Local Economic Development

Region | Region J
$ $

Q Q

F‘igure 9.1. A model of resource mobility. The resources in Region I are initially -
priced below the same resource in Region J. Therefore, resources move from Region I

to J, decreasing supply and increasing the price in Regi i
. gion 1. The suppl
the price falls in Region J. PEY increases and

compensation over the life of the factor of production would equal the
relocation costs in equilibrium.

The adjustment process is not instantaneous and may slow as the wage
gap in the two areas narrows.

The model represented by Figure 9.1 does not show a demand response.
In reality, a low resource price in one region could induce users of the low-cost
rerc.m.lrce to move into the area. Hence movements in demand may also help
el@nate price differentials. For example, suppose labor and capifal are the
principal factors of production. Labor may relocate from a low-wage to a
high-wage region, but simultaneously, capital may flow to the low-wage
region to take advantage of the low-cost complementary input.

Evidence of factor mobility raises an interesting question for manpower
fmd development officials. Efforts to increase wages for local residents by
increasing labor demands could be futile if, when local wages increased, other
WOI"kel‘S moved into the area, tending to reduce wages to the level of nearby
regions. Even if wages did not fall, new entrants could capture some of the

Resource and Commodity Flows

iobs. Consequently, many local officials have decided it is preferable to spend
economic development dollars to train current residents so that they can
command higher wages due to unusual skills.

, gg, Economics of Migration

When development officials consider migration in and out of an area, they
may wish to understand the causes of population and labor movements.
Economic models provide some important insights that planners may find
useful. In general, migration is the resultof push factors in the region of origin
and pull factors in the destination area.

~ Figure 9.1 illustrates migration based solely on wage differentials. When
the two markets were in equilibrium, the migration would stop according to
the model.

Migration can occur even when regional factor markets are in equilib-
rium. Lifestyle changes at key periods of life—at graduation, at marriage,
before and after military service, after the birth of children, at retirement, and
after the death of a spouse—are not always motivated by wages. At each of
these “passages,” the motive for relocating may be quite different.

Nonwage Factors

Most empirical studies indicate that labor tends to migrate to high-wage
or employment-growth areas, but nonwage factors also help explain migra-
tion. First, fringe benefits as well as the basic wage rate should be recognized.
Many migrants are interested in the total compensation package, not just
wages. Second, cost of living might have to be accounted for to reflect the
fact that individuals desire a higher real compensation, not just ahigher money
wage. Both fringe benefits and differences in costs of living are relatively
concrete concepts. More complex factors must also be considered, such as the

- quality of life, future pay and promotion prospects, and so forth.

“Equalizing differentials” refers to compensation differentials that will
persist over time even if labor were perfectly mobile. For instance, an
individual may be willing to accept 25 cents per hour less in pay to enjoy the
climate, quality of life, and future opportunities in a locality.

The costs of relocation also enter the individual migrant’s decision in a
way that is more complicated than may appear. In a simple model, the
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relocation costs might simply be the cost of transporting one’s possessions
from one place to another. However, other monetary costs include the cost of
selling a house and transaction costs of closing accounts, purchasing new
license plates, and so forth. Nonmonetary costs include hassles, loss of
proximity to friends and relatives, taking the children out of school, and
lifestyle changes. In many cases, these factors may be moré important than
monetary costs. Uncertain prospects are another type of cost likely to be
considered very significant by risk-adverse individuals.

Harris-Todaro Model

Harris and Todaro (1970) developed a model that explains why migration '

tends to be toward cities in spite of some high urban unemployment rates. It
also explains the tendency of wage differentials to persist in spite of migration,
They postulated that migration occurs when the actual wage in the area of
origin is less than the expected wage in the area of destination. The expected
wage is the actual wage times the probability of being unemployed. Assume
new residents believe they have the same probability of employment as
current residents. If the wage rate were $10,000 annually and the unemploy-
ment rate were 20%, the expected wage would be $8,000 ($10,000 x .20). .

To understand the Harris-Todaro model, assume a high-wage and a
low-wage area. Also assume that wages in the high-wage city are institution-
ally fixed by law, union, or custom. Thus wages will not decline in the face
of substantial unemployment. If there were full employment initially in both
regions, workers would migrate to the high-wage area. If the number of jobs
in the high-wage area remained the same, unemployment would increase
because migrants are willing to trade off the risk of unemployment against
the potential for higher wages. Because of the higher unemployment due to
migration, national product would fall. Workers would become unemployed
rather than be employed in low-wage (low-productivity) jobs. Nevertheless,
the migration would be in the self-interest of the migrants, given their
assumption about the probability of employment.

Three important implications of the Harris-Todaro model are as follows:

o Migration to the high-wage city may fail to lead rapidly to wage equalization.
o Both wage rate and the level of unemployment may increase with city size.

o It may be difficult to prevent unemployment from rising in high-wage areas
open to migration.
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The Harris-Todaro model helps explain why some low-income persons may
cefer to seck employment in large cities with high wages and high unemploy-
fnent rates rather than seeking work in towns with lower levels of unemployment.

Gravity Models

Migration flows are frequently estimated with a gravity model. Gravity

_models assume that migration between two regions increases in relation to the

population of the region and decreases with distance between the_m..Ix.l the
basic model, population represents the likelihood of {1 ra}ndom. individual
leaving or migrating to an area. Distance is the main impediment. The
following is an example of a simple gravity model:

May = PaX Py /(D) (9-1)

Mab migration from A to B
Pa, Py = population in A and B, respectively
Dap = distance between A and B

The most obvious problem with the simple gravity model is that migration
between the places would always net to zero. To avoid this outco.me, other
variables have been included to reflect opportunity differences. Differences
in wage, income, and unemployment rates have been the most frequently used
measures of opportunity differentials. .

Another criticism of gravity models is that they are poorly specified
because distance does not adequately measure difficulty of journey, parti.cu-
larly in an era of modern transportation. To address this probler.n., travel t;1me
has been substituted for distance in some models. Social and political barriers,
as well as uncertainty, are more important barriers. These factors are poorly
correlated with distance. For instance, it is probably easier for a Texan to
migrate to Oregon than to Mexico. So, although gravity mo_dels are used as
empirical shortcuts, they do not reflect important theoretical factors that

reflect opportunities and difficulty of journey.
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Beaten-Path Effect and Intervening Opportunities

One reason why gravity models are sometimes in
th effect refers to the

beaten-path effect. The beaten-pa
individuals from a particular area of origin to select
Often, a few “pioneers” from an area will migrate firs
relatives, will follow. Most migrants do not consider a shopping list of

destinations. They do not ask “Where among all possible places willI move?”

Usually, they consider only one destination—often where their friends or
relatives can provide job, or other help. Previously

housing information,
seitled friends and relatives often also help support new migrants if necessary.
Thus, by following 2 beaten

path, migrants can lower money, uncertainty, and
the social costs of relocatin

g. A recent migration path between retired mi-
grants from the Panama Canal Zone and Dothan, Alabama, illustrates a beaten
path. The beaten-path effect helps explain the concentrations of particular
ethnic groups in particular cities. The concentrations of Poles in Milwaukee,

e beaten path.

Trish in Boston, OT Cubans in Miami can be attributed to th
tion costs, the beaten-path effect has two other

Besides lowering migra
important implications for economic development officials. First, the flow of
migrants may become self-perpetuating as migration costs fall and additional
migration is stimulated. Second, the beaten path can be traveled both ways,
so there is often a noticeable return migration. If economic prospects dim in
the destination area Or if migrants otherwise become disenchanted, large

numbers may return to the place of origin.

accurate is due to the
observed tendency-of
the same destination.
t. Later, others, often

Net and Gross M. igration
nomists first collected and analyzed data on migration, they
oncerned with net migration, the difference between in- and

ns mask substantial differences

However, net migration patte
ross migration because some individuals move into an area at

‘When eco
were mainly €
out-migration.
inthelevelof g
the same time others move out.

Table 9.1 illustrates four different gross migration patterns:

1. High mobility/high in- and out-migration
2. High in-migration/low out-migration
3. Low in-migration/high out-migration

4. Low in-migration/low out-migration
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TABLE 9.1 Gross and Net Migration Flows and Local Economic Conditions

Out-Migration
High Low
Low net migration Hi i
i ) gh net migratio
o igh (i.e., footloose population, (i.e., area of ef;rmndli]n
- college or military) iti ¥
S ion opportunities)
Low I\{egaﬁve net migration Low net migration
(i.e., area of dfaclining (i.e., stable job base, few
opportunity) new opportunities)

Both the czilse of high in-migration/high out-migration and low in-migrati

low out-migration could result in low net migration but for ve mtlig;?tlon/
reaﬁons. The f_ormer instance may indicate a very dynamic economry 1 er’em
a h.1g-hly mobile, opportunity-seeking population. The latter cas y'amacnng
teristic of a stagnate community with an older, less mobile populjlt;z; e

Retiree-Migrant Development Strategy

Fagan i
L afoﬁdagd Fofnglélo 1(1993) have suggested that migrating retirees may
asis for building an economic dev
‘ elopment strategy. Th i
out that retirees are mobile 2 They v
and many have substantial i
em incomes. The -
pared the economic impact of a e 10
new manufacturing plant employi
o mic. . ploying 100
io nslcl):s to 100 ;n;lnugrant retiree households. They concluded thaty thf eco
impact of the retirees would be n i —
: early f
e e oyess y four times that of the manufac-
Refi . . .
e :lgze;;tfand t(Z be either amenity seeking or dependency seeking. Amen
- igrants are oriented toward natural envi : :
e e do . environments, among other
) pendency migrants move to b i
L . grant e near a caregiver. The
retiren pathdeffe;ct also influences retiree migrants. A community seeking a
ement development path should .
retire probably attempt to establi
ity-rich environment with .
/ good health care facilities. Rural
with metropolitan ameniti i . be an excellont seffing
es and medical facilitie
o : s may be an excellent settin
ol ep;l()a;nlrlllerst t;ﬁ de;flelop a retirement-oriented development path. Even 1gf
ent officials do not find it advisabl '
e to attempt to attractreti
elsewhere, an econom i e roivor
) y may receive a substantial benefi ini i
. omy itby r
who might otherwise live elsewhere. Y retaiing refiess
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2] Mobility of Capital

Discussions of capital flows are often confused by the various meanings
of “capital.” In everyday use, capital often means money and assets that can

be converted into money, but economists define capital as produced goods -

that can be inputs into further production. Accordingly, capital includes

physical inputs into the production process, such as buildings, machinery, and

also human capital. The amount of physical capital is usually expressed in
monetary terms (“The machine is worth $100,000”) because money is a
measure of value. So the distinction between money and real capital is easily
blurred. The value of human capital can be expressed in terms of the increased
value of increased earning power. For an individual, the distinction between
money and physical capital may not always be important because an individ-
ual can convert some types of real capital into money by selling assets.
However, a society as a whole cannot convert between capital and money.

. Money capital is generally considered to be highly mobile among regions.
Individuals and corporations can move accounts and transfer funds from
financial institutions in one region to financial institutions in another region

in a matter of minutes. Differences of fractions of percentage points trigger.

massive money capital flows from one region to another.

Economists are generally as concerned with real capital as they are with
money accounts because real capital is one of the basic factors of production.
Real capital used in production is much less mobile than money. Buildings
and some heavy machinery are almost place-bound, once created.

In spite of the limited mobility of some real capital, an individual may sell
such an asset and transfer the proceeds to another region. So capital may be
spatially mobile from the perspective of an individual even if the physical asset
is immobile. Furthermore, since real capital is valued in money, the amount of
capital invested in aregion can shift quickly even when the real capital does move.
For example, a facility that is operating efficiently may have high value based on
the income stream it generates. But if the owner decides to abandon operations
because the local environment is no longer suitable, the value of the physical
assets could quickly drop to zero. Abandoned facilities may even have negative
value if demolition and clean-up costs are significant. Of course, if an alternative
use for an abandoned facility were found, its value could be supported, but
experience indicates that alternative uses often cannot be found.

In light of the various definitions of capital, three types of capital mobility

“can be identified. First, money capital can be transferred from one region to
another either in exchange for goods and services or to finance real invest-
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_ ment. Second, physical assets can be transported from one place to another,

although the mobility of many physical assets is limited. Finally, the value of
physical capital may change, reflecting changes in the economic environment.
Many development officials seek to increase capital available for invest-
ment in their area. Although pure theory leads to the conclusion that capital
will be employed where it earns the highest return, this is not always the case.
Investors often fail to identify excellent investment opportunities in part
because of lack of knowledge. Development officials can play a role in
informing investors of opportunities they might otherwise overlook. .
The following are hypotheses about factors that limit the flow of capital

_ to its area of highest return:

Lenders may be reluctant to extend loans to businesses located in the central city
because they incorrectly perceive high risks of central-city investments. Racial bias
against Blacks and other minorities is considered to be linked with the failure of
institutions to invest in minority-dominated sections of the central city.

Rural areas may fail to attract capital because they are underserved by financial
institutions. Hence it is more difficult for businesses to develop in rural areas.
Special government programs have been developed to stimulate the supply of
capital to rural areas.

Firms may have a preference for reinvesting profits internally rather than
investing outside the company. The preference for internal investment may be
due to better knowledge about in-house opportunities or a psychological pref-
erence for control. Hence distressed cities with few profitable firms have less
access to this source of funds.

Investors with small amounts of money have difficulty directly lending in
distant regions because of high transactions costs. Investors need to be able to
assess risks and may therefore avoid making loans to less-known companies
when they cannot obtain adequate knowledge of the company. Such investors
may participate in nationally marketed securities, or they may limit their
investments to the particular regions they know. This point is reflected in the
belief that venture capital is not equally available in all regions. Local officials
may seek to increase the inflow of capital into a region by programs (o inform
investors of opportunities or by programs to provide investors with higher
returns for making investments in perceived high-risk areas.

21 Innovations and Ideas

Ideas and new ways of doing things are a major source of economic
growth. Economic development officials traditionally have been more concerned

about innovations than inventions. Innovation is the economic application of
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 firms, lawyers, intermediate manufacturers, venture capitalists, and other
important contributors to the innovative process are all more readily available
in metropolitan areas. Urban areas may also be the workplace of innovative
elites and other individuals in key national information loops. Recently,
policymakers in many urban areas have been deliberately perusing strategies
to enhance the supply of local innovations by encouraging incubators, inven-
tors, entrepreneurial networks, and research parks.

a new idea, although the distinction may become blurred when the same person
is both the inventor and the innovator. Not only are innovations important to
economic growth, but the rate at which innovations are copied, modified, and
spread to other sectors of the economy influences economic progress.

At first glance, it may seem reasonable to assume that innovations would
spread quickly and uniformly. After all, ideas are V\feightless, so it is easy to
assume they are costless to transport. As Borts and Stein (1964) said, “A new
manufacturing process or a new machine is, under competition, available to

“all” (p. 81). However, numerous empirical studies have indicated resistance _ Diffusion

to innovation. The length of time between an invention and its commercial
application can span decades, and gaps of several years are common. More
important for our purposes, there is a spatial pattern to the spread of ideas and
innovations.

New products and processes spread from the point of innovation in three
distinct ways. First, there is a tendency for consumer-oriented innovations to
spread in a radial pattern from the source of the innovation outward. Move-
ment of an idea from the central city to suburban areas is an example of the
radial diffusion pattern. Innovations that depend on personal, nonbusiness
contacts are likely to have a strong tendency to spread in a radial manner.
Second, innovations move among cities of roughly equal size. For in-
stance, an innovation may appear in Houston and Chicago at similar times.
The similarity of environments including similar supporting services to those
that stimulated original initial innovations in metropolitan areas make repli-
cation in similar metropolitan areas more likely.

Third, the diffusion of innovations from major metropolitan areas to
smaller places in the major area’s sphere of influence can be explained by
business organization patterns. Thus the corporate headquarters will tend to
be the location of a company’s first fax machine. If the innovation is success-
ful, it may filter down to regional offices and later to local offices. Distribution
channels for consumer products and information channels may also follow
business organizations.

Spatial Diffusion

Innovations tend to originate in large metropolitan areas. The spread of
innovations can be complex and differs, depending on the production process
or the product being developed. In general, innovations tend to spread from
metropolitan areas along a variety of paths.

Metropolitan Origination

There are many related explanations for the dominance of metropolitan
areas in the development of new ideas, products, and production processes.
Pred (1966), in a historical study of the spread of industrial innovations, used
a supply and demand framework to explain the predominance of the metropo-
lis in the innovative process. The quantity of innovations is greater in urban
areas because both the supply of and demand for innovations are greater.

On the demand side, urban areas provide greater economic rewards for
innovation because markets for new products and processes are more readily
available. New products may capture only a small market share initially, so a
large local market may be critical to achieving an adequate initial sales level.
The demand for process innovation in metropolitan areas is due to the larger
agglomeration of producers. A new production process may have applications
in a variety of industries.

On the supply side, metropolitan areas have a greater variety of support
activities needed for innovations. Skilled engineering consultants, marketing

Implications for Regional Development

The diffusion process from metropolitan areas to smaller places, coupled
with the tendency for products to grow rapidly in the early stages of their life
cycle, has been termed industrial filtering. Figure 9.2 illustrates the time path
of employment growth in a typical industry. The explanation for the shape of
the industrial growth curve centers on the fact that early in an industry’s
development any absolute increase in output or employment will be a larger
percentage increase. Furthermore, sales in the early stages include both new




Local Economic Development Resource and Commodity Flows 203

explore ways to maintain activities that originate there and hence slow the
filtering process. Conversely, smaller cities may consider how to speed up the
filtering process so they can capture industries early in the product life cycle.
Recently, some policy analysts have questioned whether major urban
areas can maintain their leadership in innovation if the site of production
becomes too remote. Underlying this issue is the concern that, if research
becomes too distant from the shop floor, researchers will lose their sense of
purpose. Giese and Testa (1988) examined Chicago area research and devel-
opment firms. They concluded that metropolitan regions can retain their
eminence as industrial research and development centers even as the manu-
facturing activities decline.

Rapid Growth

- - L
< 3> - >

Output/Employment

Slower Growth

22 Mobility and Development Policy

Many policy areas involve mobility issues. Economists generally believe that
the economy operates more efficiently when resources are mobile, so removing
unnecessary barriers to mobility is often viewed as a way to improve performance.

Time —>

Figure 9.2. Employment growth over industrial life cycle. More rapid growth occurs
during the early stages of an industry’s life cycle. As the industry ages, growth slows.

Jobs to People Versus People to Jobs

One of the perennial regional development issues is whether government
policy should encourage job creation in high unemployment areas or whether
individuals should be encouraged to move to where jobs already exist. Both
moving jobs to people and moving people to jobs have been suggested as
partial solutions to the problem of poverty. The issue presupposes the exist-
ence of a geographic mismatch between available jobs and workers. Table 9.2
provides a comparison of the two approaches.

Supporters of the jobs-to-people approach generally believe that people
are so reluctant to move that the inducements—both carrot and stick—would
have to be substantial before they would move. They also point out that push
factors, such as high unemployment rates and low incomes are poor predictors
of out-migration. Therefore, “natural” market forces will not necessarily
result in the efficient movement of people to jobs. Jobs-to-people advocates
also contend that job-creating activities can be induced to locate to areas of
high unemployment at a low cost or with little or no loss of aggregate national
output. Clark (1983) argued that only a jobs-to-people approach can support
the stable communities and the social relationships that “community” implies.

purchases and replacements, whereas in later stages only replacement produc-
tion is needed.

Metropolitan areas tend to be the site of production early in the life cycle
of a product or process. After a process is better understood and is broken into
routine steps or after a market has been established for a product, a shift in
the site of production to smaller towns often occurs. Firms may relocate to
take advantage of lower costs in smaller, less urban places. The large metro-
politan areas have a higher proportion of fast-growth activities, but those
activities spin off to smaller places. Accordirigly, metropolitan areas will tend
to lose a portion of their economic base to lower-cost cities.

Large cities may require a more highly’ skilled labor force because
products in the early stages of development involve nonroutine production.
The different skill requirements may account for the persistence of higher
incomes in urban areas. Strategic investments in education, training, and
quality environment may help metropolitan areas attract and develop the
skilled labor force needed for nonroutine operations. Larger cities may also




204

TABLE 9.2 The People Versus Places Controversy

Local Economic Development

Issue

People Prosperity

Places Prosperity

Rationale

Presumed efficiency

Effects on interarea
migration
Strategy

Benefits to the
nonpoor

Most obvious
drawback

Political support

Relation to recent
locational trends

Only individuals matter.
Individual welfare is relatively
independent of place condition.

Not certain. Might increase GNP
by improving labor force quality
nationally.

Probably accelerates it.

Bottom up. May take a “worst-
case-first” approach.

Undoubtedly some. Probably
not as many as in other cases.

Does little to mitigate the social
and psychological costs of
economically forced migration.
May do little to aid the survival
of dying places.

Relatively weak, particularly if
programs bypass local political
structure.

No necessary conflict.

Places also matter. The welfare: ’
of individuals is relatively
dependentaon place condition.

Inefficient. Lowers GNP effects
if orthodox view is correct.

Retards it.

Too down. May focus on places -

with most development potential
(within eligible area).

Clear and substantial benefits to
the nonpoor cases.

As a strategy to aid the long-term
poor, it is at least partly defeated
by labor force mobility and
elasticity.

Very strong support from the

political establishment of eligible

areas.

Definitely swimming against the
tide.

SOURCE: John M. Levy, Urban and Metropolitan Economics (New York: McGraw-Hill, 1985), p. 150.

The jobs-to-people approach has been criticized because it appears to place
the welfare of places over the welfare of people. “We must do something to help
Dallas,” an advocate of place prosperity might say. However, jobs-to-people
strategies are really designed to help people where they live, not places per se.

The people-to-jobs approach assumes that the market allocates invest-
ments efficiently among cities and regions, so the government should not
attempt to alter the pattern. Individuals are assumed to be highly mobile, and
jobs are not easily transferred from one region to another. Furthermore,
advocates of the people-to-jobs approach suggest that even if the government
attempted to stimulate development in declining regions the efforts would

" probably fail because the governmental resources available for regional
development are small compared to private investment.

‘Resource and Commodity Flows

Immigration and Urban Development

Urban development officials often find it difficult to address the issue of
immigration because of conflicting domestic interests. A simple supply and -
demand model of immigration can clarify conflicting interests regarding the
migration issue. Suppose U.S. residents were divided into capital owners and
[aborers. As additional foreign workers enter the country, labor compensation
would drop due to the increased labor supply. Because of the potential for
Jowering the wage rate of current workers, labor representatives tend to favor
restrictive immigration policies. The competition between low-skilled native
and foreign workers often results in conflict, particularly when economic
competition is mixed with cultural or racial differences. Bloomberg and
Sandoval (1982) contrasted the tensions along the California-Mexico border
with the border shared by Detroit and Windsor, Ontario. Whereas the potential

For conflict has led to strains and racial divisions in California, the common-

ality of interests and/or cultures has resulted in economic integration between
Detroit and Windsor “almost as fully as if they were the same nation” (p. 20).

If capital and labor are complementary inputs (i.e., increased labor enhances
capital productivity), then capital owners would welcome additional immigrant
labor because the larger quantity of workers would tend to enhance the produc-
tivity of capital and depress wages. Undoubtedly, many employers recognize that

_they benefit from an increase in labor supply. The simple model helps explain

why some employers and trade associations favor allowing large numbers of
migrants into the United States and oppose sanctions on employers who hire

illegal aliens. Many industries in the Southwest and the Farm Belt and some

unorganized urban manufacturers are dependent on labor from abroad.

Complications

There are several complications that limit the simple labor supply and
demand approach. First, consumers may also benefit from high levels of
immigration, particularly consumers of products where immigrant labor tends
to cluster. The lower wage rates may translate into lower prices. Since workers
are also consumers, it is necessary to balance these two effects to determine
net benefits from migration for a particular labor group.

Second, labor is not homogeneous. As there are, in fact, many types of
labor, the impact of immigration on wages and employment depends on the
type of labor that enters the country and on whether labor markets are linked
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ership, they contended, may undermine the ability of the United States to
control its own fate and defend its status as an economic power. Other
observers have expressed the fear that the situation will degenerate to a point
where important economic decisions are made abroad and U.S. workers
become relegated to low-paying, routine jobs. However, most economic
development planners view foreign investment as an opportunity.

Foreign investment has contributed to the economies in many regions.
For instance, many areas in California have greatly benefited from Asian
investments. South-central Ohio has developed based on Japanese automobile
investment. Not only have the Japanese helped create jobs, but they have
undoubtedly contributed to the improvement of new management and produc-
tion techniques on the part of domestic producers. The total quality manage-
ment (TQM) movement was based on principles first employed in Japanese
firms.

Local economic development officials are increasingly seeking to attract
foreign investors because they believe the benefits in terms of local economic
expansion far outweigh the costs. States are organizing overseas trips for local
officials in an effort to encourage foreign investment and to open export
markets for local goods. Because the Japanese have been major investors in
recent years, many analysts have questioned whether locational factors that
are important for American companies are important to Japanese “trans-
plants.” Doeringer and Terkla (1992) and Blair and Premus (1987) found that
Japanese firms place a high value on the following: .

or segmented. If labor markets are linked, wages of employees in sectors with
few immigrant workers may be depressed because of the possibility of
substitution among types of labor. However, many economists believe that V
labor markets are segmented. If labor markets were completely segmented,
each market segment would be unaffected by events in other markets. In this
case, only the domestic workers who competed cfirectly with immigrant
workers would be adversely affected by immigration. Borjas (1987) presented
empirical evidence indicating that immigrants are a substitute for some types
of U.S. labor but a complement to other types. Consequently, the overall effect
of immigrant labor on earnings of the native-born worker is small.

Evidence indicates that even if markets are segmented, the skills of
migrants are so varied that few labor markets are unaffected by migration,
About 40% of legal migrants are managerial or professional workers, and
about 30% are operators, fabricators, and laborers. Consequently, there are
no major labor groups protected from competition due to migration. However,
the immigration mix is changing. The portion of unskilled and semiskilled
immigrants is increasing. If illegal immigrants were included in the statistical
estimates, the number of unskilled laborers would increase significantly.

Even if most immigrants were initially low-skilled workers, the longer
they are in the country the more likely they will be to acquire the skills
necessary to qualify for higher-skilled jobs. Therefore, skilled workers will
not necessarily be protected from competition from initially unskilled immi-
grants in the long run. (The potential for skill changes is even greater from an
intergenerational perspective.)

Finally, not all migrants are poor or unskilled. Many bring substantial
capital and skills into the country when they migrate. In fact, most countries
have immigration 'pblicies that make it much easier to gain entrance if the
applicants have as: British Columbia has experienced an economic devel-
opment boom due tg the relocation of wealthy Chinese from Hong Kong. Thus
the stereotype of the 1ihpoverished immigrant with no way to earn a living but
by selling labor is not always accurate. It may describe illegal migrants but
does not fit the case of most legal migrants. In the United States migration is
selective, so migrants generally have a means of earning a living.

Governmental cooperations

o The prospects of forming reciprocal relationships between the company and the
local community

Flexible labor environments including flexible work rules

Proximity to Japanese cultural events

Good international communications and transportation facilities

Personal relationships built over years

-

¥ Summary

Foreign Ownershi . . . .
8 P Local economic development efforts take place in an increasingly open

economy. Polar theoretical models provided the initial perspective. On the
one hand, if resources are immobile but commodities are mobile, then regions

Tolchin and Tolchin (1987) suggested that foreign ownership of key
industrial sectors threatens to dilute U.S. political sovereignty. Foreign own-
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will benefit by producing and exporting the product in which they have a
comparative advantage. Commodity trade can be a substitute for factor
mobility; regions will export products that require a high proportion of the
abundant factor of production. On the other hand, if resources are perfectly
mobile, they will tend to flow from the low-return to the high-return area. If
compensation reflects productivity, then the resource flow will increase total
output in the combined regions.

Migration is the result of push factors in the place of origin and pull
factors in the destination area. Most empirical studies indicate that labor tends
to migrate to high-wage areas, but wages alone are inadequate to explain
migration determinants. Migration will tend to equalize wages unless there
are equalizing differences. ~

The Harris-Todaro model described the tendency for workers to move to k
high-wage/high-unemployment areas. The higher wage offset the probability conomic development officials are often concerned with land use within
of unemployment. , Ea metropolitan area. Economic development decisions frequently inclu.de

Gravity models assume that migration between two regions increases in alterations in land use. Officials should, therefore, understand the econorm'cs
relation to population and decreases with distance between places. A major of real estate development decisions. Furthermore, land use patterns contrib-
criticism of gravity models is that they are poorly specified because they fail ute to the desirability and productivity of a city. The ability to influence land
to reflect all of the factors that contribute to migration. The beaten-path effect sions is an important economic development lever.
illustrates how knowing individuals who have already migrated to an area
may encourage additional migration. :

Many communities have successfully implemented retiree-migration strate-
gies. Such a strategy offers promise for amenity-ri‘éh areas in particular.

Capital is generally considered a mobile factor of production, although
there are numerous obstacles to capital movement. In light of various defini-
tions of capital, three types of mobility can be identified. First, money capital
can be transferred. Second, physical assets can be moved. Third, the value of
physical capital may change.

Patterns to the movement of innovations and ideas also affect economic
development. Innovations tend to originate in metropolitan areas. The spread
of innovations occur across and down the hierarchy and away from the
innovative center in a radial pattern.

Interregional resource flows play an important role in policy questions.
The issue of whether jobs should move to high-unemployment areas or
whether people should move to where the jobs are may hinge on the relative
mobility of labor and capital. Immigration policy is aimed at restricting
international labor mobility without imposing an undue burden.

use deci

%] What Gives Land Value?

Technically, “land” is a natural factor of production, and therefore the
supply of land is unaffected by price. Real estate analysts.are careful to
distinguish between land and property. A property is land and improvements,
such as buildings. This section starts by examining land in the absence of
capital improvements o as to understand what kinds of capital or structures

are combined with land.

Land Rents and Value

Rent generated by land can be thought of as a flow of income. The value
of that income flow should equal the value of the land. However, bes:ause
dollars received today are worth more to investors than dollars received in the
future, in 10 years for example, future dollars must be discounted to reflect
the value differences of dollars received in different time periods. The sum of
the discounted present value of the future rents equals the land value. In a
209
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perfectly functioning economy (where, among other things, investors had
perfect information), the present value of future returns would also equal the k
sale price of the land. 4 f
If land were expected to provide a constant return in perpetuity, the
formula for determining value would be ‘

proximity to markets. For instance, suppose the most produ.ctive use of site 1
is to produce $3,000 of corn at a cost of $2,500 for nonland 1nputs. Tl-le return
to land would be $500. Thus $500 would equal the rent. If another site could
be used in such a way as to generate a larger difference between the value of
the output and the input costs, the return to land would increase. Accordingly,
the return to land was a residual, and the more productive the site the greater
the residual.

Ricardo’s analysis also showed that the more productive land would be
used more intensively. For instance, fertile land might be worked by four
employees, whereas low-productivity land might be worked by one person.
In general, valuable resources tend to be used more intensively.

Ricardo’s analysis was expressed in the context of agricultural land where
fertility was the dominant factor in determining productivity. In an urban
setting, access to urban “goods” and protection from urban “bads” are the most
important factors in determining productivity. Of course, the valuable features
of access differ for varying types of land use. For instance, a fast-food
restaurant would value access to mealtime traffic, a law firm its access to
courts and documents, and households their access to good schools or protec-
tion from crime.

To understand the relationship between productivity and access, imagine
a site that provides the best access combination for a retail clothing store.
Other uses would generate a smaller residual to land. Due to its location, the
clothing store could earn gross revenues of, say, $300 per period. Suppose
that after deducting capital costs (including construction of the store), labor,
and normal profits, $180 would be left. Competition among other clothing
retailers or potential clothing retailers would drive rents to $180. '

/ Proximity and access are not the same thing. Often, access is limited by
social, political, and geographical barriers, not just distance. For example, in
most suburban areas, it is the school districts that create access. Political
‘access explains why property values jump thousands of dollars from one side
of a street to the other. ’

Time and convenience are important determinants of access. Modern
transportation networks have made access as much a function of urban
infrastructure—type of roads, availability of mass transportation, and so
forth—as of simple physical distance. There are also social dimensions to the
accessibility concept. Fear of crime, for example, has caused many individuals
to feel that areas in the central city were not accessible to them.

a

V=RId, (10-1)

where

V = land value

R = the periodic return (net of other costs such as property taxes)

d = appropriate discount rate. The discount rate is similar to an interest rate and
will rise and fall depending on the conditions of the economy.

The logic of Equation 10-1 is that, if the value of the land were taken in cash
and invested in a comparable investment, it could command an interest rate
of d. Thus VX d = R, the cash value of the land if placed in an equally risky
investment (V) should earn an annual cash return (R) equal to the return from -
the land.

Equation 10-1 has two limitations. First, it applies only to assets that
generate a return in perpetuity. In practice, even agricultural land will not
generate a constant return forever. Most agricultural land benefits from
numerous capital improvements that have a limited life. For instance, the soil
can be depleted. Second, the assumption of a constant return year after year
is unrealistic. Equation 10-2, developed later in this chapter, addresses these
two problems in a more flexible but complicated model.

The Nature of Rent

The return to land is a residual—what is left after all other resources have
been paid their market-determined price. Because labor, capital, and en-
trepreneurship can move to where their compensation is highest, these factors
must be paid competitive rates. Whatever is left after paying the mobile factors
of production is the residual to land—rent. o
Ricardo (1911) concluded that sites receive different rents because of
varying productivity. Productivity of land was attributed to its fertility and its
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Highest and Best Use

One of the first questions developers raise is “What is the most profitable
use of a site?” The most profitable, legal use of land is called the highest and begt

use (HBU). The most profitable use will also be the use that provides the greatest
residual to land. Clearly, the residual to land depends on how it is used. The .

residual to land will differ if the site is used as a parking lot or a grocery store.
The HBU is not necessarily the most socially desirable use because land ugeg

have considerable positive and negative spillovers. Construction of a supermarket ’;
in the middle of a rare downtown open space may be the most profitable legal -

use, but some nught argue that it is not “best” in an social or ethical sense.
Therefore, developglent officials should be aware of third parties who may be
helped or harmed "When making zoning or other land-use decisions. However

_ there is a link between the most profitable use and the most socially beneﬁciai
use. The profitability of a particular land use is usually due to the fact that
consumers are willing and able to pay for location in the form of higher prices
for the goods sold at that location. Therefore, the market for land usually reflects
societal demand for products at particular places.

The most profitable use of land is seldom the most intensive or most highly
developed use. For instance, a high-rise apartment (land and capital) is usually
more valuable than a single-family house, but it will not necessarily be more
profitable to construct high-rises rather than single-family houses on vacant land.
Low-density housing is built in many areas because the cost of construction for
a high-rise is also greater than for single-family construction and rents per unit
may have to fall to ensure Za}'déguate occupancy. The key question in HBU
determination is what use will provide the greatest return to land (residual) after
construction and operating costs have been subtracted?

Table 10.1 shows a hypothetical relationship between intensity of devel-
opment cost and the return to land. Keep in mind that the values shown as
“present value of income” are the discounted value of the gross revenues
generated by the property minus operating costs. The economies of vertical
construction are illustrated by the lower per-story cost of the second level.
However, construction costs per story start to increase after the second level,
because it is increasingly expensive to construct additional stories. At the
same time, the present value of the property increases at a decreasing rate
reflecting the fact that per-unit property rents might fall due to increased

_vacancies or the need to lower rents to avoid increased vacanbies. The
combined result of these forces causes the present value of the land’s residual

TABLE 10.1 Highest and Best Use Determination (in dollars)

Intensity of Use Present Value Present Value Value Residual
(number of stories) of Income of Nonland Cost to Land

200,000 100,000 100,000
400,000 175,000 225,000
575,000 300,000 275,000
750,000 525,000 225,000
900,000 . 775,000 125,000
1,000,000 1,250,000 250,000

to fall after the third floor. The present value of the return to the land is
maximized at three stories. Hence a building of three stories is the highest and
best use.

Table 10.1 illustrates the HBU principle by examining different heights
of a residential building. In all cases, the land use was residential. However,
the same method applies to the choice among types of uses. For example, to
determine whether a bakery or a three-story apartment would be the highest
and best use, a similar calculation of the residual to land could be made.

Market Mechanisms

Market processes reinforce the tendency of land to be put to its highest
and best use. For example, suppose an individual owns a parcel of land for
which the most profitable use requires construction of a three-story apartment
building (use 3 in Table 10.1). However, the owner of the property intends to
build a one-story building (use 1 in Table 10.1). Perhaps the owner doesn’t
know a multistory structure is the highest and best use, or perhaps the owner
lacks the financial or other technical skills necessary to develop a three-story
apartment. The land would probably still be developed according to its highest
and best use. Another developer might notice the vacant parcel (developers
actively seek out such properties) and after analysis determine that a three-
story apartment would be optimal. The developer could offer to buy the land
for a maximum of $275,000. Because the residual to land is only $100,000 as
a single-story bﬁilding, there is ample bargaining range in which the two
parties may reach a mutually satisfactory deal. Perhaps the original owner will
sell the land and use the proceeds to purchase a property elsewhere on which
a one-story building would be the highest and best use. If the owner knows
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TABLE 10.2 Highest and Best Use of a Developed Property (in dollars)
Developer
Present Value of Residual to Goals
Land Use Conversion Income Change Conversion Costs Existing Property
Gas station (existing use) 0 0 0 $
Body shop 52,500 20,000 32,500
Gas/grocery 10,000 15,0002 ~5,000 The Market € ———
7|  Study : )
I ‘
. L ’ l
. . i |
the initial market value of the property, he would find it more profitable to Architectural ﬁ/ Environmental |
sell the land and buy another lot rather than develop it as a one-story building. .and ) P > / Impact :
If the real estate market were operating with perfect knowledge, there Engineering A Statement |
would be many potential buyers willing to pay a maximum of $275,000. Thus Plans “. :
competition would drive the price to exactly $275,000. \\ :
A Profit Feasibility ———~
Existing Structures $
The HBU discussion has been about use of land prior to development, but
the HBU principle also applies to changing preexisting structures. The use that The geralf) pment
will provide the greatest residual after additional capital costs such as remodeling ceision
or demolition have been subtracted from the total value of the renovated property ith devel ' g0al
is the highest and best use. This approach implicitly assumes that existin o - Figure10.1." The land development process. The process starts with developers’ goals

_ and proceeds to increasingly complex stages. There is interaction between financial and

construction costs (“sunk” costs) must be paid even if the building is demolished. engineering analysis.

Like land, the preexisting structure is immobile and hence is treated like land.
Now the residual is attributed to land and preexisting buildings. Table 10.2
illustrates how the owner of a gas station should analyze the modification of his
property to either add a convenience grocery store or to convert it into a body
shop. The addition of a convenience store would cost more than the increase in
the present value of the income generated by the improvements. Consequently,
the gas station/grocery store would not be a profitable land use change. The
conversion to a body shop is feasible because the present value of the increased
income is greater than the cost of the improvements.

costly and imperfect. It indicates how the hypothetical figures in Tables 10.1
and 10.2 can be derived.

The amount of effort that goes into a land-use study depends on the scope
of the project and the value of the land. It would not be cost-effective to
evaluate every possible land use for a particular site. Some decisions are based
only on hunch. For instance, a retailer may open a store simply because it is
believed to be a good area and space is available. However, major decisions
are usually based on careful analysis. Figure 10.1 summarizes the steps in a
typical land use study.

X% The Land Development Process

Developer Goals

This section builds upon land use theory by showing the type of analysis
that land developers use to determine HBU in a world where information is

The developer normally initiates the land development process. The
developer’s objective may be approximated by the desire to maximize profits,
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but routes to profit maximization include maximizing current cash flow,
sheltering income from taxes, appreciation, personal use, or other factors.

Income generation might be the goal of a retired investor, whereas a younger -

person might want to emphasize appreciation. Thus developers normally
determine their appropriate mix of objectives before focusing on particular
real estate investments. During the early planning stages, a developer may
have a site and wish to determine a use for it or have a general development
concept, such as a motel on the east side of a city, and be seeking an
appropriate site.

The initial concept should fit the developer’s goals. For instance, con-
struction of a new apartment complex may have good appreciation and tax
shelter potential, but it may not generate short-term cash flow. The develop-
ment concept might simply be a rough idea that an apartment complex or an
office tower would be profitable in a particular area. Preliminary architectural
sketches may be drawn to illustrate the proposed concept, but the ideas are
very tentative at this stage.

The Market Study

After a development concept has been tentatively identified, the analysis
proceeds to the market study phase. The market study will help determine
whether there is a market for the space under consideration, the likely income
generation, and what potential impediments exist. The market study may also
help the developer secure a loan, attract investors, or argue for public support,
such as zoning changes or development incentives.

Suppose the general development concept is for an office building. The
current and future market for the office space will be examined. The land
development researcher will usually develop a grid showing characteristics of
existing offices in the area including rents, occupancy rates, location, and ameni-
ties. This information will give the developer an idea of whether there is a current
demand for additional space, the rental range that can be expected .and what
features the project should include. Future employment will be forecast to
determine whether the demand for office space will continue. Build';f‘ig permits
will be examined to assess future increases in the quantity of spaééff:avajlable.
(Often a tight real estate market is accompanied by numerous constrﬂCﬁon plans
by developers planning to take advantage of the high rents and low. vacancies.
Because of time lags in construction, a tight market could become a glut 1f many
new projects are completed at the same time.)
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The concepts of supply and demand are useful in market analysis even
though supply and demand curves are seldom estimated. On the demand side,
researchers normally assume that existing rents for similar projects, perhaps
adjusted for inflation, will reflect rents on the proposed project. Market
growth is also examined to provide an indication of how the demand will
change. Population growth is a good indicator of demand increases for
residential and retail commercial properties. Demand for industrial and office
space is harder to forecast because these land uses depend on employment
growth in specific industries. A target rental range for the proposed project is
based on the prevailing and future market conditions.

Supply-side factors include planned new developments that may be
indicated by building permits and other current building activities. Current
occupancy rates are used to determined whether there is an under- or oversup-
ply at current rents. An estimated occupancy rate for the proposed develop-
ment will be established based on rent levels and the prevailing market
conditions. If occupancy rates were generally low in the area, few developers
would anticipate a change in market conditions because such a market situ-
ation is likely to be temporary. The low occupancy rates will tend to depress
rents. In this case, rents may be projected to grow slowly or fall.

Environmental Impact Concerns

Environmental impact statements (EIS) are required by both state and federal
governments. Most large development projects require a careful analysis of the
project to ensure that a variety of direct and indirect impacts of a project are
examined. EIS focus directly on social and ecological community impacts or
spillover effects. Thus a project’s impact on crime, poverty, and employment
should be as much a part of the EIS as the effect on birds and water quality.

There is no formula for constructing an EIS. The nature of the project
should dictate the questions that require attention. However, several steps
characterize many environmental impact statements (Council on Environ-
mental Quality, 1972).

1. Describe the present conditions. Includes physical, social, and aesthetic fea-
tures of the area. Those features to be discussed later in the report and that may
be controversial should receive the most attention.

2. Describe the proposed project. Maps showing the project’s relationship to the
community and the region are normally included.
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3. Discuss impacts of the proposed action. The Department of Housing and Urbhan
Development has suggested 14 areas that ought to be included: geology, soils,
special land features, water, biota, climate and air, energy, services, safety;
physiological well-being, sense of community, psychological well-being; vis-
ual quality, and historic and cultural resources. ‘

4. Consider probable adverse environmental impacs that cannot be avoided or
that would be adverse to the environmental goals of the nation or community,
This step requires a value judgment concerning what impacts are adverse and V’
distinctions between significant and insignificant adverse effects. Urban real
estate projects should be particularly sensitive to social impacts, such as
congestion, and solid and liquid waste disposal issues.

5. The review of alternatives to the proposed project may require consideration

of appropriate alternatives to proposed actions that may have a less adverse

environmental impact. Alternative land use proposals include adjusting the size

of the project and varying the mix of units (to decrease density), building
designs, and landscape possibilities. .
6. Distinguish between the short-term and long-term impacts. The time dimen.
sions vary from very-short-term construction disruption, to short-term effects
(such as temporarily increased erosion), to permanent changes in the natural

or social environment. The long-term impact forces policymakers to think

beyond the projected economic life of a project.
7. Discuss irreversible impacts and irretrievable resource losses. Agricultural
topsoil that is destroyed is an irretrievable loss; the commitment of public

resources to support a development—police, roads, and so forth—is, for the

most practical purposes, an irreversible commitment. This section should not
simply reiterate impacts discussed in previous sections. Rather, the focus’
should be on resource use. ;
8. Discuss potential problems and objections raised by other governmental agen-
cies as well as private organizations.

Profit Feasibility

The market study and EIS should help the developer decide whether a
project can be sold or rented within the target price range and whether it is
environmentally and politically workable. It does not, however, assess whether
the project will be profitable. This will be done in the profit feasibility study

To determine profitability, the present value of returns must be compared to
the present value of the costs. The returns will normally be spread over the
economic life of the property, say, 20 years. Most of the costs will be incurred
in the year of construction, although maintenance and utilities, taxes, and
possibly financing charges will be future costs. Income tax factors may al.o

be incorporated in the feasibility analysis.
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. The general formula for estimating the value of property with a limited
conomic life and fluctuating returns is

V=NOIp + NOLigg + ¢y + NOIng 4+ )2 + . . . . + NOIng + ay® (10-2)

1

property value
appropriate discount rate
net operating income in year i

n

1]

NOI;

ubscripts indicate years in the future, with O indicating now.
Net operating income is income after subtracting operating expenses.
perating expenses for a typical urban property include utilities, property
axes, management fees, maintenance, insurance, and so forth. Clearly, the
gher the net operating income, the greater the value of the property. Thus,
f future or expected rents from a property increase while expenses remain
onstant, its value will increase assuming everything else remains the same.
There are complicated controversies surrounding the way the discount
rate should be calculated. For our purposes, d can be considered as repre-
senting the return to capital such as an interest rate plus a rate to account for
he return of capital. For instance, if the interest rate on comparably risky
nvestments is 10% annually and the rate to account for the return of capital
is 2% annually, then d would equal 12%. By application of Equation 10-2,
oucan see that the higher the discount rate the lower the value of the property
ill be, other things equal.
Equation 10-2 is important because when development projects are being
onsidered, estimates of future net operating income are combined with the

discount rate to determine the value of the proposed property. The estimated

value can be compared to the project’s construction costs as a guide to the
ype of development that should occur. If the construction costs were sub-
acted from the estimated value of the property, the value of land would be
eflected.

As a general rule, if the present value of the project discounted at the
kppropriate rate is greater than the costs of the development (including land
nd capital costs), the project is feasible. If the present value is less than the
onstruction costs, the project is not feasible because the developer cannot
arn the required rate of return. Why is there less real estate developmeni when
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interest rates are highest? The higher discount rates make for lower property

value of proposed projects.

Land Use

"TABLE 10.3 A Simple Cash Flow Analysis (in dollars)
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In applying Equation 10-2 to the case of, say, a new downtown office Step 1 3 30
building, NOI would be the rents minus the operating costs, such as manage- r 200,000 312,000 32055
. . e g . Income R , 32,
ment, labor, ‘property taxes, a.nd so forth. NF)I,, might include a 11qu1dat10’n~’ » _ Operating expenses 135,000 140,400 284,425
value. The discount rate, d, might also be adjusted to reflect costs other than. = Net operating income 165,000 171,600 347,630
the interest rate and the return of capital, such as extra risk, management effort, = Cost recovery . 50,000 50,000 50,000
and so forth. , = Taxable income 115,000 121,600 297,630
o , . : Change in taxes 34,500 36,480 . 89,289
Although the formula for converting future returns to present value is Cash flow after taxes 130,500 135,120 258,341
straightforward, the application is often difficult and can seldom be applied Present value cash flow ~
mechanically. It is difficult to determine the appropriate discount rate and after taxes 118,636 111,669 38,401
. . Sum present value on
forecasts of future rents are subject to error. Nevertheless, valuation concepts investment 118.636 *930.306 N 1.425.738

expressed in Equation 10-2 are important in determining how a particular site
will be used.

Usually, the initial economic analysis will be based on “quick and dirty”
assumptions. A pro forma statement, for instance, may show a static picture
with NOI and reflecting a “typical” year. The static picture ignores variations
in cost and revenue patterns that may occur over time. If initial pro forma
calculations indicate the project could be profitable, more thorough analysis
will be undertaken. The final cash flow analysis will account for the timing
of cash expenditures and receipts during construction and throughout the
project’s life as well as possible lower rents during the start-up phase.

Suppose at some stage the feasibility study indicated that the project was not
profitable? Rather than immediately abandoning the idea, the developer might
redesign architectural features to reduce costs. Perhaps some features of the
project could be cut—the number of rest rooms in an office complex could be
decreased or gingerbread removed from a facade. Attempts to raise revenues will
also be explored. Perhaps space could be rearranged to provide more rentable
areas. Interaction between the architectural and economic aspects of the plan will
continue until a decision is made to abort orjjroceed with the project.

If the present value of the returns is ’Qual to or greater than the present '
value of the construction and operating costs, the developer will earn or
exceed the rate of return given by the discount or target rate and the project
will continue toward development. Table 10.3 is a simplified cash flow
analysis of a project based on equation 10-2. Although many of the details of
a large-scale model are missing, the basic elements are present. It is based on
the assumption that the project is builtin Year O ata cost of $13 million. The
immediate costs include land ($300,000) and building ($1,000,000). Income

Explanations by line:
Increasing at 4% per year
Equal to 45% of line 1
Line I minus line 2
Depreciation at $50,000 annually

Net operating income less cost recovery
Taxable income X .30

Line 3 less increases in taxes

Line 7 discounted at 10%

Running total of line 9

TG 00 OV M L N e

in the first year is projected to be $300,000, and property rents are assumed
to increase 4% annually throughout the 20-year life of the project. Expenses
are 45% of rents, so expenses also increase with inflation. Line 3 is the net
operating income discussed in conjunction with Equation 10-2. Although
property taxes have been deducted from gross income to calculate NOI,
additional calculations are necessary to account for income tax factors. De-
_ preciation, an important tax shelter item, is $50,000 annually. The developer
is in a 30% marginal tax bracket, so after-tax income will differ from the
before-tax income. Line 7 shows the present value of future after-tax income.
The discounted value of the income flow is shown on line 8. The
investor’s discount rate or target rate is 10%. Accordingly, the present value
of the $130,500 after-tax income in Year 1 is $118,636($130,500/1.10) and
in Year 2 is $111,669[$135,120/(1.102)]. Line 9 is simply the sum of the
present values for the current year and succeeding years.

After 20 years, the sum of the present value of income is $1,425,738 which
is greater than the $1,300,000 construction cost. (The initial construction cost
was not discounted as it occurred in the first year. A more complete analysis
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otherwise. For instance, a developer might agree to build housing downtown
if a special low-interest Joan were provided. Suppose also that public officials
pelieved that downtown housing was a community priority because it would
help revitalize the central business district. Thus development officials would
pave to consider whether it was advisable to provide the developer with a
subsidy and, if so, how much of a subsidy.
In considering whether some public assistance might be necessary, a
public official should examine the projected cash flow statement. If the
analysis showed that the project would be profitable without public assistance,
the case for a public subsidy would be weakened greatly. Even if the devel-
koper’s data indicated the project would not be profitable without public
support, public officials would be wise to examine the model’s assumptions
carefully. The developer may have underestimated profitability so as to
pressure the public officials into giving a large subsidy. In other cases, some

_ developers might be overly optimistic, asking fora smaller subsidy than might
really be necessary. Thus public officials might be led to contribute to a project
that was likely to fail, leaving the downtown with another empty building.

_ Even publicly built projects, such as parking garages, convention centers, and
sports facilities, should be subject to a cash flow analysis to determine whether
the project will infuse money into the public treasury or be a resource drain.
Key questions in analyzing a profit feasibility statement are the following:
Are the revenue estimates realistic? Has the market been properly identified? Are
there any hidden costs or unanticipated problems? Is the discount rate appropri-
ate? Because of the discounting process, errors in early year revenue and cost
projections will have a much bigger impact on the present value than errors that
occur in outlying years. For instance, with a discount rate of 12%, an error of
~ $100 today would resultina $100 error in the final present value estimate. If the
same $100 error occurred in the 20th year, NOI estimated, it would cause only a
small percentage change in the estimated present value. So more attention should

be given to early year estimates.

could show monthly expenses appropriately discounted.) The present valu
of the future net income discounted at 10% is greater than the project cost
which was assumed to be $1.3 million, so the project would be profitable. If
the discount rate were to increase to 15%, the present value of the project’
net would be insufficient to justify the project.
The value of land is the residual value after accounting for other, mobile.
factors of production used in the construction of the project. Because capitalv
costs were assumed to be $1 million, the residual to land suggests a land value
of $425,738, the original $300,000 paid for the site plus the $125,738 excess:
Alternatively, land value may be calculated as the value of the project
($1,425,738) less the capital costs ($1 million). If the developer purchased the
land for $300,000, as was initially assumed, he or she would have gotten a
good deal. If other developers recognized that the present value of the returns
indicated that substantial profits were attainable, they might have been inter-
ested in the site, driving the price up, decreasing above-normal profits. If,
ty analysis indicated that the present value of
the returns were less than the present:value of the costs (including estimated
land costs), the developer would be in a strong position to negotiate the land
price downward. Assuming the land market functioned well and assuming the
developer had in fact identified most profitable land use, the property owner

would have no better offers.

however, preliminary feasibili

The Development Decision

After examining the market and profit feasibility analysis, the developer
will be in a position to determine how to proceed. If it is decided to go forward
with the project, the market and profit feasibility study may serve as a basis
for securing a loan or attracting other equity investors. On the other hand, the
investor may determine that the project is not feasible and profitable and abort ?
the development. Other options include waiting until market conditions
ge or selling the plans to a developer who is interested in proceeding with

chan

the project. -
%% Land Use Patterns

Implications for Development Officials '
al sufficient to pay the highest price for a site

This section shows how competition among
tematic land use patterns. This section first
» patterns of land use are based on the

The activity with a residu
will determine the land use.
 various activities results in sys
describes the “monocentric city model.

Development officials are frequently asked to provide assistance to
developers who want to build projects. Developers often argue that some type
of public assistance is necessary because the project would not be profitable
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assumptions that the central business district is the point of maximum access
and that transportation costs increase moving from the central business district
(CBD) in all directions. Later, assumptions are relaxed and more complic‘ate‘d' "
patterns of land use are described. However, two key principles are always
evident: Activities seek access to urban goods, and the activity willing and
able to pay the highest rent for a site determines its use.

The Monocentric City Model

The concentric circle model is predicated on the assumption that land in
the center of the metropolis is the most valuable because it provides firms
located there with maximum access to urban goods, such as customers;
supplies, and so forth. Thus the CBD is the site where the firms would be
willing to pay maximum land rent. The level of land rent the firm would be
willing and able to pay will decline at locations increasingly distant from the
CBD. Activities have “rent bid” functions that show the amount that firms in
an industry would pay for land at various distances from the center. Firms in
most activities would have greatest demand at the metropolitan center, and
demand would decrease at more distant locations. Each industry would have
a different rent bid curve, depending on the maximum amount that firms in
that industry would bid for the land (the residual to land). However, because -
most businesses desire access to similar urban goods, the rent bid curves will
generally tend to be highest at the CBD and decline from that point. Figure
10.2 illustrates a pair of rent bid curves suggested by the concentric circle
model and shows the land use pattern that would result.

Why do some activities have higher rent bid curves at the CBD? First,
activities that have a strong need for access will tend to outbid other activities
for prime CBD land. Second, activities that cannot substitute other inputs for
access afforded by central locations will tend to dominate CBD locations.

In urban areas, the most valuable property is dominated by financial,
legal, and central administrative functions. The need by individuals in these
activities for a central location is due primarily to the importance of face-to-
face contact among executives. Individuals in these activities require frequent,
often short-notice meetings. Because the time of lawyers, financiers, and
executives is valuable, their transportation costs are high. Individuals are
expensive to transport, particularly highly paid executives. Economic devel-
opment officials often seek to improve the CBD as part of an effort to
encourage administrative and financial activities to locate in their area.

A4

>

Distance

C = Commercial Use
R = Residential Use

Figure 10.2. Rent bid curves and the concentric circle model. Competition among
various activities may result in a concentric circle pattern of land use under certain
theoretical assumptions.

Retail activities also value proximity to CBD locations because of their
centrality to customers. Industrial activities historically have been attracted
to near-CBD locations due to access to ports, railheads, and roads. However,
these ties have diminished since World War I1. Today, new industrial facilities
are oriented toward highway access points. Furthermore, zoning regulations
have tended to exclude many industrial activities from near-CBD sites.

The value placed on CBD land for residential use is not as high as for
financial and administrative uses. A few households are willing and able to
pay a sufficient amount for near-CBD sites, so some high-rise residential
buildings exist near the CBD. However, most households appear to value
CBD access less than other activities. Consequently, many types of house-
holds have located varying distances from the CBD.

CBD land is not only the most valuable but also the most intensively used.
It is no coincidence. Valuable resources tend to be used intensively. This
explains why CBD land usually has the dense day-time population and the
tallest buildings.
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Larger cities have higher CBD densities than smaller places. If population
is held constant, four factors normally affect CBD density: ’

Newer cities developed around the automobile tend to use central locations less
intensively than older “trolley car” cities.

o Higher-income groups are more likely to decentraliZe. Thus cities with high-
income populations will have less concentrated densities.

o Low-quality central city housing leads to lower intensity in the core of the city.
Low manufacturing employment contributes to lower CBD densities.

7N

Figure 10.3a Figure 10.3b

American central cities have lower population densities than their European
counterparts for many of the reasons given above, especially the first point.

Key: 1 = Commercial/financial

Most observers believe that the predicted land use patterns of the concen- i = g‘d‘_’zmzld
. - . . . Y = kesiden
tric circle model are inaccurate. The inaccuracies are due to the restrictive 4 = Agricultural
assumptions that ignore variations in transportation costs and resources within p Rail
— Roads

a metropolitan area. More realistic land use patterns result from more realistic
assumptions. Yet the principles of access and HBU remain important elements
in all land use models.

Figure 10.3. Additional land use models.

either side of major roads. This pattern is often called “ribbon development,”
and it reflects the desire of many businesses for access to a stream of customers
rather that a stationary customer base.

Roads and Axial Development

The recognition of highway systems requires modification of the concentric
circle model to reflect lower transportation costs along main arteries. A site near
a main road may be further from the CBD than other sites and yet have better
access. Developers will be willing to increase the amount of rents they will pay
to be near a road. Figure 10.3a is a land use pattern that might exist if the
assumption of equal transportation costs in all directions were dropped from the
concentric circle approach. Rivers and other natural services could be incorpo-
rated to show how other variations in transportation costs affect land use.

The doughnut city may be an emerging land use form. As beltways around
cities provide good access to the entire metropolitan areas and as the areas
justa few blocks from the CBD are increasingly associated with urban “bads,”
new development is-becoming highly centered near the beltways; with the
possible exception of the CBD, many central cities have experienced little
development. Thus large parts of the central city may become the hole in the
beltway development’s doughnut.

The introduction of roads into the model also helps explain commercial
strip development—commercial strips that dominate the row of bUildings on

Agglomeration and the Multiple Nuclear City

The multiple nuclear city is perhaps the most sophisticated model of the
modern metropolis because it recognizes that land use clumps appear because
of agglomerations economies within a single organization and among estab-
lishments. Intraurban agglomeration is an important aspect of the CBD’s
attractions, and the same set of forces can cause subcenters to develop beyond
the CBD. A medical complex encompassing several blocks is an example of
a specialized cluster. It would be ludicrous for a hospital complex to occupy
a narrow concentric circle around the CBD, as would be suggested by a literal
interpretation of the concentric zone model. Agglomeration economics also
encourages clustering of groups of firms. Perhaps firms needing access to a
railhead (and firms needing access to firms that locate near a railhead) will
form a cluster, and across town another cluster of manufacturing firms may
form. Figure 10.3b illustrates the multiple nuclear city.




Outlying retail clusters are an important element of the multiple nuclear
city. As cities grow, access to the CBD becomes more difficult for families
living near the periphery. Retail centers develop to serve the increasingly large
suburban markets. Additional activity, such as offices, entertainment, and
residencies, may unfold around regional shopping malls, particularly if the
transportation system is oriented toward the subcenter. As the metropolitan
area expands, previously isolated communities may be brought into the
metropolitan network. The enveloped communities will experience land use
changes, and they develop into subcenters within the metropolitan system.

Subcenters vary in size, ranging from small breaks in general decline in
density to those that dominate the land use for miles around and rival the CBD
in many aspects.

Speculation

Large tracts of land are often maintained in low-density uses, such as parking
lots or agriculture, while intensive development occurs nearby. The owners may
be speculating that the land will be suitable for a different use in the future and
therefore land values will increase faster than the current discount rate. For
instance, residential use may prevail in an area where unimproved lots sell for
$20,000 per acre. An owner may believe that if the land is not developed now it

if it could be sold as part of a major subcenter.

Speculation usually involves differences of opinion about the future. If a
current landowner was prepared to develop housing on that land, it might be
sold to a speculator who believes a shopping center would be feasible in the
future. Therefore, the land’s value would rise more rapidly than the current
interest rate and more rapidly than the current owner anticipates. Causes of
differing opinions involve such factors as anticipated public improvements,
the path of kdé:_lél‘opment, and the general state of the economy. The imperfect
nature of the real estate market also contributes to speculative holdings.
Consequently, land use development is not smooth or incremental as implied
by the model of axial growth. “Leapfrog” development will be observed.

%  Change and Growth

The urban landscape changes slowly. Two major reasons for '{hertia are
the long physical life of buildings and interdependence of land T,ﬂse. Most
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will be worth more per acre than $20,000, plus the accrued interest, in the future
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structures could last for hundreds of years. Locational interdependence among
 land uses and coevolutionary development of urban infrastructure creates a
situation where one business may be reluctant to relocate unless many other
_ activities in the neighborhood also relocate. As important as inertia is, our
understanding of land use patterns will be inaccurate if viewed as static.

The Spreading of the Metropolis

The CBD is declining in relative importance. Metropolitan areas are
growing outward faster than they are growing upward. The CBD’s share of
retail trade has dropped significantly in almost all cities. Accompanying the
spreading out of the metropolis has been a decline in the relative importance
of the central city in terms of population and economic activity compared with
the suburbs. Factors contributing to metropolitan spread include urban growth,
declining transportation costs, new production techniques, values, and income

growth.

Growth

Growth tends to be on the urban fringe. As the city grows, natural boundaries
such as rivers or lakes may weaken the role of the CBD as the maximuim access
point. Congestion and low-income zones of transition often separate the CBD
from important suburban markets and sources of labor. Hence growth tends to
increase demand for land throughout the urban region but the increases are greater
at the periphery and near the subcenters than near the CBD.

Transportation Costs

Transportation cost declines have decreased the cost of access to the CBD
for firms and households located in outlying areas. The preferences of firms
' and households that were initially indifferent between a nearer-CBD/higher-
rent site and a more distant/lower-rent location have tilted toward more distant
location. Thus lower transportation costs will contribute to metropolitan
spread. Commuter-oriented highways and beltways have provided important
transportation cost advantages to suburban areas.

Production Techniques

Technologies that reduce the need for CBD access or increase the need
for land have contributed to urban spread. Cheap electric power and the
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development of the electric motor

assembly-line production rather than production in a multistory plant. Thus

new facilities have required more
orientation toward outlying areas.

Many observers believe that computers will allow individuals to work at
home rather than in an office. There will probably still be a need for face-to-

face communication and a social nee
Nevertheless, there is little doubt tha

technologies have decreased the importance of CBD access.

New technologies are decreasing the need for clerical, typing
functions to be located near corporate-

tion was kept on paper and transferre
near the paper as did the clerks and

headquarters is declining.

Values and Image

The values placed on access to the CBD and the goods available in the
central city have changed. Families increasingly prefer single-
tached housing and the set of values associated with a suburban i
households move away from the CBD,

and sources of labor. Some businesses may be affected by the

values as households. There is an as

literature regarding whether jobs follow households to the suburb
people follow jobs. Although one factor may eventually be shown to be more
both undoubtedly are opérating in the city today and
weakening the relative importance of the central city.

Because values have tended to favor outly
of the central city has deteriorated. In most m
longer seen as the urban apex. It is viewed as a place of aband
home of the indigent, porno stores, and criminals. To alleviate the
communities have tried to separate the CBD from the nearb

important than the other,

but the “enclave” strategy has not been

typists. Many firms are now finding it
more efficient to relegate many “back office”

suburbs. Land is cheaper, and a suburban wor
difficult to attract to the city. The corporate h
CBD because executives and other officials sti
with each other and with other businesses,
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have tended to encourage horizontai, _ Incomes

As incomes increase, families tend to spend an increasing proportion of
their income on housing. They also may want to alter the kind of she¥t¢r from
multifamily housing, which is land intensive to detached sin.gle-farm.ly hm;s-
‘ing, which is land extensive. The best buys on smgle-.famlly hou§1ng with
large lots are distant from the CBD. In fact, such properties are .rare in central

cities. Thus increased incomes are associated with the spreading out of the

city.

land, which in turn has shifted their

d for contact with individuals at work.
t the telecommunication and computer

g, andrelated
level decision makers. When informa-
d by hand, a decision maker had to be

Evaluating Metropolitan Spread

The desirability of recent changes in metropolitan form has been ques-
tioned by many planners, and many economic development ofﬁcia¥s work to
maintain the economic viability of the CBD. Observers at various times have
argued that metropolitan spread is bad environmental management, bad
economics, and bad aesthetics. Sprawl increases the need to travel and
therefore contributes to environmental pollution and excessive energy use. It
also reduces agricultural land and wildlife habitats. Critics also argue that the
easier it is for the city to grow outward, the greater the rate of wasteful
abandonment of intercity properties. Sprawl requires construction of costly
new infrastructure as well as new housing and retail space. Critics of subur-
banization and urbanization also argue that too much agriculture land and
_ green space is lost. Another criticism is that sprawl contributes to an ugly
urban environment with “ticky-tacky” suburban housing in contrast to a more
interesting urban landscape that characterizes more densely built European
cities.

Sprawl also results in political fragmentation, which lessens the control
that the central city has over its metropolitan environment. As a result of
political fragmentation, several authors have contended that weak central
cities reduce the economic prospects of the entire metropolitan area (Rusk,
1993; Voith, 1992).

Defenders of metropolitan spread contend that location is a matter of
' personal preference and market economics. If individuals believe that subur-
_ ban life is better and they are willing and able to pay for the extra lal:ld and
 related costs, then land should be put in its highest and best economic use,
according to some economic development officials. Similarly, if businesses
_ find decentralized locations better suited to their needs, than they should be

functions to locations in the
kforce has developed that is
eadquarters is still tied to the
I require face-to-face contact
but even the tie of corporate

family de-
festyle. As
ow markets
same set of
n the urban
s or whether

some businesses will foll

yet unresolved debate i

ing locations, the popular image
etropolitan areas; the CBD is no
| buildings and
problem, some
Y zones of transition,
€88

a complete succ
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allowed to compete with other activities for the land. If the process results A'm the
decline of the central city, then consumer and individuals obviously did not valus

central-city locations. The market will allow land to be put in its most valued use,

Furthermore, space for agricultural use can be “made” through irrigation, forest

conversion, and so forth, as agricultural land will ngt diminish.

The issue of urban sprawl is a question of balance rather than tota]

cessation of outward urban growth or continued rapid outward growth
However, it does lead one to question political regulation of land use.
29  Land Use and Economic Development Tools

A variety of distinct rights are associated with a particular property
Lawyers use the analogy that the multitude of rights are like a bundle of sticks,

each stick representing a right. The government has taken the sticks called '

police power, taxation, eminent domain, and escheat, the first three of which
are important economic development tools:

o Police power is the authority of government to regulate use to enhance or
preserve health, safety, and the general welfare. Zoning and building codes are
the most important police powers.

o Taxation affects both the return that property generates and local revenues.
Property taxes can affect land use because they lower the return on a real estate

investment. Some states allow agricultural land to be taxed at a lower rate than
improved property. This differential discourages development and encourages
urban sprawl.
o Eminent domain is the right of government to purchase property if its use is
needed for a public purpose such as a road or a park. What constitutes “public
purpose” has been a source of land use debate.

o Escheat is government’s right to all land for which there is no private owner.

For instance, if someone dies without heirs, the deceased’s property will be
claimed by the government.

Zoning and Its Critics

Zoning is probably the most significant determinant of land use among

the government sticks. The need for zoning is widely accepted, but zoning is
not without its critics. Bernard Siegan (1970) suggested that zoning is an

unnecessary encumbrance on the operation of the free market. He contended
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that Houston, Texas, is an example of a city that developed with limited zoning
|aws. Yet Houston is pleasant, and the location of residential areas next to

- commercial property has not resulted in “incompatible” land use. As in most
cities, industries in Houston locate near the major highway and railways and
_do not “invade” residential areas. In Houston, however, these locational
'pattems are more the result of market economies than zoning regulation

(although there were other land use controls available to public planners). In

place of zoning, developers of large tracks of land sold property but restricted

the deed of sale. They required all future owners to restrict the use to functions
compatible with the rest of the subdivision. The deed restrictions made it
easier to sell the sites initially and improved resale value.

The argument that private contracts could replace or at Jeast reduce the
need for land use regulations would not be particularly appealing if individu-

4ls were satisfied with zoning regulations. However, there are at least five
_ specific ways that zoning may hinder economic development:

1. Changing land use becomes difficult. Zoning often prevents redevelopment of
an area when, for example, a change from residential to commercial land use
is needed. Mills (1989) showed that zoning encourages land owners to attempt
to have their property zoned in socially inefficient ways and suppress potential
net social gains because it is often difficult to rezone a property.

2. Zoning may inflate land costs. Zoning restricts the amount of land available for
certain industrial, commercial, and multifamily use. This limits the supply of
land for such purposes and artificially raises land price.

3. There are aesthetic and social shortcomings of zoning. Architectural critics
sometimes claim that zoning (and building codes) detract from an area’s quality
of life.

4. Public planners make mistakes. The free market will occasionally err. The
result will be an inefficient or socially harmful land use. Even the officials who
plan, often with the aid of “market signals,” make mistakes. Critics of zoning
argue that public officials may be more likely to misallocate land than devel-
opers. Furthermore, the government planners’ mistakes may be quite harmful
because they are large-scale mistakes.

5. Exclusionary and fiscal zoning occur. Many communities attempted to zone
out the poor by prohibiting all but very expensive housing. Other communities
allow only such construction that will generate more tax revenues than it will
cost to service the property. Hence apartments with three or more bedrooms
are unpopular in many communities because such apartments will generate less
in revenues than a single-family house, but the large number of bedrooms
implies that the tenants will have school-aged children. Families with children
tend to be high-cost residents particularly because of the associated educational
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expenses. Such practices may enhance the economies of some areas, but they
may create problems for central cities that often bear a heavier cost of providing
services for low- and moderate-income families. o

(congestion, pollution) for current residents, and linkage programs can help
compensate for these adverse impacts.
Under linkages programs, a developer may be required to commit to
employment guarantees, high-quality building design, residential housing
projects, transportation services or other activities that may be unrelated to
the project under consideration before construction is approved.

Related Economic Development Tools

4
Using the basic governmental rights in property, local officials have
developed ways to use land use powers to serve development needs.

Flexibility

There has been a trend toward providing developers more flexibility in

meeting legal requirements and avoiding overly homogeneous development.

Public land planners are currently modifying the way they regulate to give
private developers and market forces more leeway while maintaining some
control over externalities. The expectation is that the flexibility will encourage
economic development.

Transferable development rights is one technique that has been used to
avoid congestion. Traditionally, land use planners have specified the maxi-
mum number of apartment units that each proposed building may have. A
developer could apply for a zoning change, and each permit was then deter-
mined on a case-by-case basis. The transferable development rights technique
provides a way of regulating density in an area but also allows greater scope
for market forces. Community officials may simply rule that within a particu-
lar district the number of units (or number of floors) may be no more than N.
The rights to build apartment units will be distributed among landowners
according to an equitable formula. Perhaps each acre could be assigned the
right to 10 residential units. If a landowner wants to build a project with more
units than he was originally assigned, the extra development rights could be
purchased from another landowner. Thus the overall density of an area may
be controlled consistent with the available city infrastructure. Yetrigid zoning
is avoided.

Planned unit developments (PUDs) allow developers to propose a com-
prehensive plan for an area that may mix single-family housing, multiple-
family housing, commercial land use, and even industrial use in a single
development. “New town” developments are large-scale applications of PUDs.

Floor area ratio is a technique that limits the ratio of total floor area to
_ the area of the lot. If an area was regulated with a floor area ratio of 1, an
 individual may construct a one-story unit on the whole lot, a two-story unit
on half the lot, a four-story unit on one fourth of the lot, and so forth. Density

Directed Development

Community planners use zoning and extension of public services to direct
economic development into areas that may provide agglomeration economies.
If officials sought to develop an area as industrial, they might extend infra-
structure such as roads and parking areas that would accommodate large
trucks. Zoning would be coordinated with infrastructure construction to avoid
incompatible land uses. The combination of zoning and infrastructure policy
are intended to attract industries. Encouragement of a retail area or a “theater
district” could be encouraged by other types of infrastructure, such as lighting,
privacy landscaping, and parking. Building codes and related regulations can
be used to create an architectural look that may contribute to the economic
development aims.

Infrastructure extensions and zoning may also be coordinated to limit
growth or sprawl. By refusing to extend some public services and appropriate
zoning to areas, development costs can be reduced and economies from urban
density may be achieved.

Linkage

Linkage programs have carried a step further the idea that current city
residents should receive compensation for the costs of development. Linkage
programs are attempts to require developers to provide support for unrelated
development as a condition for permission to develop their original project.
The logic of linkage programs is that land in certain areas of a city, such as
the CBD, are desirable development sites. However, residents living in other
parts of the region, such as city residential neighborhoods, will not benefit
from the development. Hence permission to develop in some areas must be
linked to projects that can benefit residents living elsewhere. It has also been
argued that new downtown development causes indirect negative consequences
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is controlled, yet private developers have more flexibility than they> would
have with many zoning laws. ‘

®2  Summary

&

This chapter surveyed land use. An efficient distribution of land uses
contributes to local economic development prospects. The return to land is
based on productivity. In the case of urban land, productivity is a function of
access to goods in the environment. Land value equals the return to land (rent)
divided by the discount rate. Rent is the residual to land after the other factors
of production have been compensated. Land is fixed in supply, not created by
the efforts of man, so some economists have maintained that the return to

landowners is unearned.
The highest and best use of land is the most profitable use, subject to legal
restrictions. Access is an important determinant of highest and best use.
Market processes reinforce the tendency of land to be placed in its highest and
best use.
A land use study is frequently conducted to determine the appropriate use of

a site. Developer goals are set; market, environmental impacts, and profit studies
are undertaken; and finally, a decision is made. The critical step in a land use
study is a cash flow analysis to determine the present value of the future returns
from a project. If the discounted present value of future returns is greater than the
project’s cost, the project is likely to be undertaken. Public officials and private
developers often use cash flow analysis in their negotiations.
The combination of individual development decisions results in land use
patterns. The simplest model of a metropolis is the concentric circle model. More
complicated models can be developed by introducing roads, agglomeration
economies, and speculation. However, all land use models of urban development
are based on the idea that firms bid against each other for land and the highest
bidder (subject to legal restrictions) determines land use. In the theoretical

models, rents will be greatest at the point of maximum access, the center of the

metropolis, and declines at points of less desirable access. However, the multiple '
nuclear model allows for subcenters of activity and density. :
Land use patterns are changing in response to such factors as urban
growth, changes in transportation costs, production technology, values, and
incomes. Currently, the outward spread of the metropolis is a major land use
trend.

Land Use

Political factors also influence land use. Zoning is the primary tool used
to regulate land use, but it is not the only tool. Zoning is intended to reduce
land use spillovers. However, zoning has been criticized for being both
ineffective and inefficient. The current trend is to allow developers more
flexibility. Infrastructure placement can be a tool to direct development to
particular areas. Attempts to ensure that benefits from central business district
locations spill over into neighborhoods are termed linkage.
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Figure 11.1.  Two models of the housing market. The traditional supply and demand
presentation implies that a single, observable price will emerge. In reality “fuzzy”

his chapter focuses on housing, the land use that most directly affects the .
supply and demand curves might be used to illustrate the range of uncertainty.

welfare of families. The National Housing Act of 1949 declared that “the
general welfare and security of the Nation and the health and living standards
of its people require a decent home and suitable living environment for every
American Family.” Economic development officials are concerned about
housing because it directly affects community welfare, is a basic building General
block of neighborhoods, generates local tax resources, and affects the quality
of life in the entire community.

TABLE 11.1 Important Ceteris Paribus Assumptions

Specific Real Estate Example

Demand
Price of other goods Price of home fuel
Consumers’ tastes and preferences Recent importance of family rooms

Size of the market factory Number of families in a city due to factory

%%  Fundamentals of Housing Economics relocation
Incomes of consumers Incomes in a city or employment
Supply and demand analysis is useful in understanding forces that affect Expectations Inflation changes beliefs about future

housing prices

the housing market. Figure 11.1a illustrates a traditional academic supply and ;
demand model for housing. The equilibrium price and quantity of housing are _ Supply

determined by the intersection of the supply and demand curves. Price of inputs Price of lumber, tools, etc.
. . « . ) " . , o ract
Ceteris paribus, or “other things being equal,” assumptions are necessary Number of producer Number of building contractors
Conditions of technology Advances in factory fabrication of homes or

to allow the assumption that the equilibrium price and quantity remain
stationary. Supply and demand curves represent the behavior of producers and
consumers. However, their behavior is stable with respect to price and
quantity only when all relevant variables other than price and quantity are
held constant. The most common factors that must be assumed constant in
supply and demand analysis of housing are shown in Table 11.1.

plastic plumbing (where legal)

The ceteris paribus assumptions are not strictly met in reality, but that does
not diminish the usefulness of supply and demand analysis. Paradoxically, it is
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the violation of the assumptions that makes the model useful. When any of
the factors assumed to be constant change, the relevant supply or demand
curves will shift. Thus it is changes in the ceteris paribus assumptions that
fgive predictive power to economic models. For instance, if an increase i
income was anticipated while other important fa%tors remained relatively
stable, housing prices could be projected to increase.

The horizontal axis traditionally measures the quantity of a homogeneous
product per period of time. Yet houses are very dissimilar. To finesse the
problem of what is being measured on the quantity axis, economists have

A mansion might contain five units of housing services, whereas a small
apartment might contain only half a unit. The level of housing services
contained in a dwelling unit can vary with design, location, and other features.
The neighborhood environment and local public services that residents may
receive can also be considered part of housing services. Although the method
of measuring the units of housing services is complex and has been widely
criticized, it is conceptually sound (Bartik, 1988).
Price is also a slightly more complicated concept when applied to housing
because some housing is purchased and some is rented. However, conversion
between rent and sales price is straightforward. The value of a house is the
_discounted present value of the rents. In a well-functioning market, value will
equal sales price. Therefore, it is conceptually easy to move between rent and
sales price. If rents rise, sales prices rise (assuming factors such as mainte-

rise, monthly payments increase. The relationship between the flow of income
previously to estimate property values:

Ry +—————R2,+ B
1+ @Q+n° a+n"

where
SP = sales price (assumed to equal value)
R; = netrent (excluding associated expenses) the propefty could command in

year i; Ry includes liquidation price and Ry is rent due now
r = Applicable discount rate
n = holding period

Local Economic Development

assumed that housing can be defined in terms of “units of housing services.”

nance cost and expected life of the property do not change). If housing prices .

and sales price may be expressed using the same formula that was used

SP=Ro+—1— R . (11-1)

PR
a
b
b2
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yariations of Equation 11-1 are used by real estate appraisers in determining

the value of income-producing properties. In the case of owner-occupied

properties, it is necessary to estimate the rental value of the housing service.

The imputed rent is the monetary value of the periodic flow of benefits from
the property that could be attained if rented.

Hedonic Pricing1

Hedonic pricing models segment the housing services bundle into detailed
components and use statistical techniques, such as regression, to determine the
marginal value of each component. The value of the entire housing bundle can
_ then be determined by aggregating the value of various components. This section
is intended to provide an overview of hedonic pricing, not to show the detailed
statistical mechanics of the approach. (An appendix to this chapter shows hedonic
pricing applied to aspects of a quality-of-life index.)

The essence of hedonic pricing models can be summarized in Equation
11-2, which states that price is a function of housing characteristics:

‘where P is price and C; is the ith characteristic (i.e., size, access, number of
baths, etc.). Equation 11-2 is a general functional form. When the function is
specified, the coefficients associated with each variable express the value of
_ that characteristic, holding all other characteristics constant.

For instance, if value were determined only by the square footage of the
apartment and the number of bedrooms, the hedonic equation might be

]

Using regression techniques, the value of ai, b1, and b2 could be determined.
Suppose the regression technique resulted in the following equation:

P =f(Cy), (11-2)

PR = a + bi(sq. ft.) + ba(bedrooms) , (11-3)

property rent per month
intercept term

number of square feet of space
number of bedrooms
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PR =75 + .40(sq. ft.) + 2.0(bedrooms).
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TABLE 11.2 Market Comparison Approach to Value: Grid Analysis

243

Then, a 3-bedroom, 1,000-square-foot apartment would be expected to [mprovements

rent for $481[75 + (5.40)(1,000) + (32)(3)]. The model not only provides
information on the components. For instance, an extra bedroom adds $2 per
month to the rent, holding the apartment size and all other factors constant. -

Actual-price models are much more complex than the simple, linear, two-
independent-variable model illustrated by Equation 11-2. However, a study by
Guntermann and Norrbin (1987) provides a more realistic example. They used a
hedonic pricing model to estimate apartment rents for private development in the
Phoenix, Arizona, metropolitan area. Their model contained over 20 independeht
variables, such as amenities, age, whether children were allowed, and so forth.
Their model explained 81% of the variance in rents. ‘

The market comparison approach has long been used by real estate
practitioners to estimate value. Although this approach lacks the statistical
rigor of the hedonic price model, it is based on the same concept—housing is
a bundled good.

There are four steps in the market comparison approach. First, examine
the subject property for which price is to be estimated. Second, collect data ‘
for three or more similar properties that have been sold and have known sales
prices. Third, adjust the sales prices of the comparables to reflect the price
they would have sold for if they had the characteristics of the subject property.
If a comparable property is better than the subject property in some respect,
then the sale price of the comparable should be decreased. If a comparable
property is worse than the subject on a particular feature, then the compara-
ble’s price is adjusted upward. Usually, judgment and experience are used in
making adjustments. Finally, the values of the comparable properties are
averaged to provide an estimate of value of the subject property. Table 11.2
summarizes this process.

Sale price

Time of sale

‘Correlated value of
subject property

(356,500 + $59,200 + $54,450) + $56,883

Subject
Comp A Comp B Comp C Property
$56,000 $53,500 $48,000 ?
Recent 1 year ago 18 months ago  Now
0 +2,700 +3,500
Location and neighbor- (Better) (Worse) Worse Average
- ‘Hood conditions —$5,000 +$5,000 +$3,000
_ Architectural style Worse Better Worse Good
+$500 -$1,000 +5250
Total square feet 2,500 sq ft Same Same 2,300 sq ft
—$7,000 0 0
Kitchen size and design Better Same Same Average
—$500 0 0
Heating and air Same Same Same Electric
conditioning
Number of rooms (8) (@) Equal 8
: 0 +$3,000 0
Number of baths 2 1-1/2 2 2
0 +$1,300 0
Type of construction Better Better Better Poor
~$1,200 —$700 -$1,500
Physical condition Same Better Worse Average
‘ 0 ~$1,000 +$1,200
Garage and other Same Same Same 1-1/2 car
outbuildings
Lot value difference +500 Equal Equal Average
Indicated value $56,000 $59,700 Overall rating
$54,450

Uncertainty, Market Imperfections, and Competition

In perfectly competitive markets, such as the New York Stock Exchange
or commodity exchanges, prices are set by impersonal market forces. Every
buyer or seller is a price taker. Real estate transactions are fundamentally
different from the competitive markets in that buyers and sellers can only
guess the price for which a particular property will sell. Another important
difference between real estate and competitive markets is that while there are

generally hundreds of buyers and sellers in any real estate market at any given
time, there may be only one or two sellers and only a few buyers for any
particular property. Thus each participant in a real estate market has some
ability to affect price.

Because of the nature of real estate markets, price is seldom known before
an actual sale has been made. The equilibrium price for a particular class of
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property in a given area may be better visualized as a range rather than as g,
exact point. Figure 11.1b shows a modified supply and demand graph for
select type of real estate such as a three-bedroom, one-and-a-half-bath ranch
house in the Saville subdivision. -

The supply and demand curves in Figure 11.1b are fuzzy and a range of
uncertainty is indicated because any one individual Wwho decides to sell will
affect supply, and there is no way to be certain ahead of time exactly how
many similarly priced properties will be for sale. Likewise, demand for
narrowly defined types of property can be affected by the behavior of any
single purchaser.

4 Residential Location and Neighborhood Change

The choice of where to live is an individual decision shaped by larger social
forces. Individual decisions have the cumulative effect of forming recognizablé
neighborhoods. This section describes the processes that result in the social and.
economic similarity of neighborhood residents. The models discussed suggest
levers that local development officials may employ to affect change.

The Filtering-Down Theory

The filtering-down theory explains how different socioeconomic groups
come to occupy particular neighborhoods. The theory was originally put
forward by Burgess (1952) to explain his observations about Chicago, where
higher-income households moved farther from the city center and slightly-
lower-income groups occupied the vacated housing.

As incomes among a high-income group rise, demand for housing increases.
Some individuals will be able to satisfy their increased demand for housing by
buying newly constructed houses. The newly constructed house will likely be
located further from the heart of the city where vacant land is available. It is
usually cheaper to build on vacant land than to bear the opportunity cost (i.e., the
remaining value), demolition, and clearance expenses of building on a site with
existing buildings. Furthermore, inner-city lots are generally too small to accom-

--modate the preferences of upper-income households.

The filtering process depends on what happens to the houses vacated by
the families that purchased newly constructed homes. There are three likely
possibilities:

Housing and Neighborhood Development
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o No filtering. Families of similar economic backgrounds might purchase the

vacated houses. In this case, there would be no change in the economic status
of the neighborhood. The filtering process will not be effective in increasing the
supply of housing to lower-income groups.

e Complete filtering. Suppose that families of comparable incomes were not

interested in moving into the vacated properties at the price the initial occupants
paid, although the quality of the housing unit had not deteriorated. In this case,
the price of housing in the neighborhood would fall and the house would be
affordable to lower-income households. The house could be described as
filtering down to lower-income families. This second case is the clearest
example of how poor families may benefit from the filtering process.

o Filtering and adaptation. Houses will often undergo some adaptive change when

they filter to a lower-income group. One important reason for the change in the
housing stock is that lower-income groups may be unable to afford the same levels
of maintenance as the previous higher-income group. Also, lower-income groups
may wish to divide the house to accommodate more people than previously. In
physical terms, the lower maintenance levels might be reflected in houses that were
in need of paint, had cracked windows, and so forth. Some adaptation will result in
lower-quality housing services, although the quantity of housing services provided
in a neighborhood may increase if properties are used more intensively. In this case,
the housing units in the neighborhood filtered to a lower-income group, but whether
the housing services increased would depend on the extent of the adaptive adjust-
ment. If the decline in housing quality is slight, the adaptive filtering will probably
lead to better housing for the lower-income group.

The three possibilities could describe what might happen to an individual

house. If the focus of analysis is on the neighborhood, possibilities 2 and 3
will change the socioeconomic composition. To the extend that adaptation
occurs, the physical characteristics of the neighborhood will also change.

The filtering theory does not necessarily require a growth pattern in which

lower-income groups move outward from the central city. For instance, the
filtering process could operate equally well if we assumed that new houses were
being built along major urban corridors or radiating outward from more than one
urban subcenter. Furthermore, the filtering process need not start at the top of the
income scale. If middle-income families move into newly constructed housing,
the filtering process could start with the income group just below the movers.

Initiating and Perpetuating the Process

Why do higher-income groups move from the neighborhood in the first

place? What initiates the filtering process and keeps it going? Most filtering




Local Economic Developmen Housing and Neighborhood Development 247

models assume that the process is initiated by individuals moving outward
from the center of the city as their incomes increase. This process is part of
the trade-off model described below. Little (1980) suggested that the filtering
process may be touched off by “mobile externalities,” such as congestion,
noise, or fear of crime, that move outward from the urban core. Thege
externalities may trigger the relocation process. Lbw-income and minority
populations may be viewed as a negative externality by many upper-income
families. As the supply of low-income housing in the inner city is diminished
through deterioration and demolition or as additional low-income families k'
move into the urban area, pressures to move outward increase.

After a certain concentration of a group has moved into a neighborhood;
the filtering process may quicken. Racial transition of neighborhoods is
sometimes characterized by a tipping point. Evidence indicates that when'a
neighborhood reaches a point where between 20% and 30% of the population
is Black, the neighborhood becomes stigmatized as a Black area and the speed
of racial change accelerates. The same concept probably applies to neighbor-
hood transition in general. For instance, once a neighborhood becomes iden-
tified as working-class rather than middle-class in the minds of buyers and
sellers, the transition may accelerate. ~

Blockbusting and redlining are two other responses that may initiate or
perpetuate the process of neighborhood transition. Blockbusting refers to real
estate activity whereby brokers encourage Whites to sell at a low price by
preying on fears that Blacks are taking over their neighborhood. The real
estate dealer either hopes to purchase properties cheaply from Whites and
resell the propérties to Blacks at a substantial profit or simply to turn over
properties to earn commissions.

Redlining refers to the practice by lending institutions of withholding
mortgage financing from potential buyers in neighborhoods that are undergo-
ing economic transition to a lower-income group. If mortgage funds are not
available, the price of housing will tend to fall, speeding the process of change:.
Insurance companies have also been accused of redlining by refusing to insure .
(or charging higher premiums for) houses in certain areas or refusing to
provide automobile insurance for residents in those areas. ‘

There are laws against some forms of blockbusting and redlining. How-
ever, both may occur in subtle ways. A broker may intimate that a racial
change is occurring without being explicit (e.g., “The character of the area
isn’t what it once was”), or a lending institution may place barriers to a
potential borrower in a redlined area that are difficult to detect. Although both

blockbusting and redlining are frequently proposed theories that stimulate
neighborhood transition, the extent that they actually affect neighborhood
transition is unknown.
Another factor that can speed the rate of neighborhood change is the level
of maintenance. Galster (1987) investigated the decision of homeowners to
repair and maintain their houses. He found that both sociological and eco-
nomic factors affected the upkeep decision. Social factors include the solidar-
ity of the neighborhood and the expectation that it might deteriorate. A
neighborhood going through the filtering process may have a social environ-
ment that discourages reinvestment. Economic factors include the potential
for capital gains. The expected capital gains from a maintenance investment
_ s affected by the anticipated appreciation and the expected length of tenure.
. Tf individuals plan to move in the near future or if they anticipate declines in
 property values, there will be less investment.
Porell (1985) showed that when landlords reside in the building they rent
they tend to maintain the property better than absentee landlords do. By
implication, the findings also suggest that when landlords live in the neigh-
borhood, they will better maintain rental units. If landlords move from the
neighborhood in the course of the filtering process, the quality of the housing
stock may fall, quickening the filtering process.
~ The filtering-down theory also has important policy implications for
development officials. Most important, the theory suggests that housing of
the poor may be improved if new construction is encouraged for the upper
and middle classes. However, this process will help low-income families only
if the new housing units the poor occupy as the result of filtering are less
_expensive than previously and do not deteriorate during the filtering process.
Olsen’s (1969) model of the filtering process indicated that in the long
run the price of a unit of housing services would be determined by the cost of
production. Therefore, in the long run, the housing stock would evolve
through disinvestment to the level that residents could afford to construct and
maintain. Unless they were willing and able to pay the cost of additional
housing services, their housing standard could not be improved. Hence
filtering could not improve the housing standards of low-income groups in
the long run. However, in the case of housing, the “long run” is generations,
so filtering may indeed result in better housing for trailing groups.
Weicher and Thibodeau (1988) provided empirical evidence that filtering

improved housing conditions of low-income groups and that it was quantitatively
an important mechanism. They found that about one less substandard housing
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unit was occupied during the 1970s for each new housing unit built during
the 1960s. Although the ratio of reduced substandard occupancy to new
construction will change depending on market conditions, their findingg
suggest that filtering is an important way to increase the supply of housing

housing conditions of the poor directly rather tHan relying on the filtering
process is an issue that remains subject to debate.

The Trade-Off Model

on the assumption that as incomes rise the rate at which households are willing
to substitute access for cheaper land changes.

Space Versus Access

amenities. Desirability decreases with distance from the CBD. Picture
household at location M in Figure 11.2. The location at M represents the
optimal trade-off for the household between access to the central city, on the
one hand, and lower land costs, on the other. Each household has two factors

that it prefers. The larger the amount of space the household desires, the
farther from the city center the household will tend to locate, all other things

curve.
As the income of the family located at M increases, the household will
want more land. The desire for more land will tend to tilt the locational choice

will also increase the opportunity costs of commuting. The increased oppor-

services to low income groups. Whether it is more effective to improve the

The trade-off model explains the predominance of high-quality housing
on the city perimeter in terms of the trade-off between access to central
locations and household demand for space (Muth, 1969). The model is based “

pull caused by the income increases.

tunity cost of travel will tend to orient the optimal location toward the city’s
‘center where access is best. Which pull will dominate cannot be determined

The model starts with the proposition that the land near the CBD is the
most desired location because it provides greatest access to work and other

enced the tendency of families to move farther from the city center as incomes

to consider in choosing its location. One consideration is the amount of space

being equal. Second, costs of travel into the city must be considered. Travel
costs include the out-of-pocket costs and opportunity costs of foregone
activities while traveling. Empirical studies have shown that time costs of
commuting are valued at about 25% of the traveler’s hourly wage. These
opposite pulls determine the slope of the individual access/price trade-off

‘The CBD remains the site of the plurality of jobs, but many large business

toward the periphery where land is cheaper. However, the increased income
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Figure 11.2. Space versus access as income rises. Initially, the household is in

equilibrium at point M. As income increases, the household will relocate because the
desire for more space plus the cheaper land near the fringe is stronger than the increased
pull of the desire for better access. A relocation to M’ would reflect the stronger space

theoretically.
Evidence in the United States indicates that the outward movement effect
is much greater than the travel cost effect. Therefore, neighborhoods of
higher-income families are more likely to locate in the metropolitan area’s
outer ring. Many South American and European countries have not experi-

increase. The contrast suggests (not surprisingly) that the trade-off is affected
by attitudes regarding the value of nonwork time, images of the city-preferred
living accommodations, and other socio-psychological factors.

Trade-Offs in the Multiple Nuclear City

There are increasingly multiple points within a metropolitan area that
represent points of substantial access. The CBD is no longer the controlling
access point in most major metropolitan areas. During the past 20 years, jobs
have shifted from the central city to suburban locations, so the assumption of
minimum transportation costs at the CBD are unrealistic for most families.

agglomerations exist throughout most metropolitan areas.

In light of the new realities of urban form, the trade-off theory should be
modified to describe households as examining trade-offs between a variety of
jobs and residential locations. Within limited areas, land costs may actually
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decline, moving toward the central city. However, the generalization that
preferences for increased space are more easily attainable at the urban fringe
remains valid, particularly if newly constructed housing is desired. L

 The Tiebout Model

Tiebout (1956) developed an informative model that describes the rela-
tionship between local government programs, taxes, and housing prices. His
model represents an ingenious and useful application of the fundamental
concepts of supply and demand. The Tiebout model is normally considered
part of the public finance literature because it emphasizes the role of govern-
ment services as a main attractor and taxes as a major detractor in creating
neighborhood amenities. The model is discussed here because it also has
implications for neighborhood change. In fact, in a metropolitan context, a
small suburb is similar to the neighborhood as a reference point. There are
four necessary postulates of the model. ,

First, a house purchased in a particular area embodies a bundle of services
that vary depending on government activity. For instance, the housing serv-
ices in a particular neighborhood may or may not include garbage collection,
adequate police service, and quality public schools. These government-related
services are in addition to the private housing services of the shelter and land.
The model can be extended to include nongovernmental amenities that neigh-
borhood residents receive, such as prestige, sociable neighbors, and quiet.

Second, individuals form preferences for an area based on the public
services and other features of the external environment together with the
private services of the house.

Third, different levels of service provisions will often result in different
tax burdens among municipalities. Other things equal—that is, assuming
equal service levels—the higher the tax burden the smaller will be the housing
demand in a jurisdiction. Negative features of the neighborhood, such as
unsafe conditions, higher insurance premiums, and pollution, can be treated

The Cultural Agglomeration Model P

The filtering and trade-off models explain the emergence of neighbor-
hoods with similar incomes. Cultural factors are also important in neighbor-
hood formation. People often believe they will find congenial friends or mates
(or mates for their children) if they live near people like themselves. Thus
neighborhoods of individuals with similar social characteristics will form
based on social desires and agglomeration economics.

The services that some ethnic groups desire may be provided economi-
cally only if economies of scale can be achieved. Therefore, groups may form _
neighborhoods around stores that reflect their buying patterns. Aged individu- '
als may congregate in neighborhoods that provide certain services, whereas
families in the child-rearing stage may be overrepresented in a neighborhood
with recreational facilities and good schools. Ethnic groups may form neigh-
borhoods around a church. The changing demographic composition of a
neighborhood portends a change in the services available in the area. Besides
the forces that draw like groups together, there are discriminatory processes V
at work that tend to isolate poor and minority families.

Socially homogeneous neighborhoods have been criticized. Sarkissian '
(1976) argued that greater socioeconomic diversity in neighborhoods would

o help promote a stable social mix of community leaders
o provide alternative role models for individuals in the lower class

similar to increased taxes.
Fourth, individuals differ in their preference and willingness to pay for

private housing services and also for the goods associated with housing in a
particular neighborhood. In other words, some individuals will be willing and
able to pay different amounts for packages of neighborhood amenities and
disamenities.

To understand the implications of the Tiebout model, assume that the
legislative body in a small suburb voted to construct a major sports facility to
include tennis courts, swimming pools, and a gymnasium with an indoor track,
weight rooms, and sauna. The facility would be available free to community

o encourage artistic diversity
o encourage cultural cross-fertilization
e increase opportunities for the poor

o reduce social tension
o avoid residential instability
help prepare residents for life in a diverse world

The desirability of neighborhood diversity has been recognized and encour-
aged in some local development programs. However, the forces tending to.
segregate households along income and racial lines continue to be strong.
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residents only. Property taxes would increase by an average of $100-
household per year to finance the project. The tax boost includes maintena
and repayment of bonds issued to support construction. How will the chang
in the amenity-disamenity mix affect housing prices and the characteristics
individuals living in the neighborhood? '
First, some residents will be deterred from liviﬁg in the area because th
higher taxes are more of a burden to them than the value they place on th
sports facility. In other words, they would no longer be willing to pay as m
as they previously would have paid for a house in the same area. Deman
among this group will decrease. Conversely, other individuals will be a
tracted to the municipality because they value the services of the spor
complex more than they object to the extra costs. Thus some individuals wi
move out of the suburb to avoid the high taxes while others will move in
the area because they want access to the complex.
The process of housing adjustment is best illustrated by the supply an
demand model. Assume there are two groups of individuals, one termed
the“sports nuts” and the other the “misers.” The sports nuts are willing to pa
for the extra facilities; the misers are not. The responses can be analyzed b
reference to Figure 11.3. Prior to the sports complex construction, the demand
by the two groups may have been similar. Thus the pre-sports-comple
demand curve D in Figures 11.3a and 11.3b is the same for both the sports
nuts and the misers. After the increase in services and taxes, however, th
demand for housing in the area increases among sports nuts and decreas
among misers. The isolated effect of the sports nuts is to increase prices from
$500 to $600 per month. The isolated effect of the misers is to decrea
housing prices from $500 to $400. The combined effect depends on which
group has the largest shift in demand. Figure 11.3c is drawn on the assumptién
that the sport nut effect outweighs the miser effect. Hence housing prices rise
to $580. Of course, the combined outcome could have resulted in lower
property values; it depends on tastes and preferences.
The adjustment process is also accompanied by spatial rearrangement 0
households. The misers will sell their property to both avoid higher taxes and
capture the higher prices that the sports nuts are willing to pay. When they
sell their properties, misers will move to an area providing a better service/tax
mix for their preferences. Sports nuts, however, will move into the suburb. In
Tiebout’s (1956) words, spatial arrangement amounts to “lumping togethe:
of all similar tastes for the purpose of making joint purchases” (p. 417)

h (©)

Si.

580

Da

Q - Q 3

Demand before and Demand before and after Combined effect
after complex: Sportsnuts complex: Misers

¢11.3. The Tiebout model. The public improvements made the community more
<irable for some residents, but the higher taxes to finance the improvements made
the community less desirable for others. The combined effect cannot be determined
coretically, although in this example the net effect was to increase property values.

dividuals “voted with their feet” for the combination of amenities and
samenities they preferred.

The Tiebout hypothesis has been tested on several occasions. Oates
969b), for instance, found that, ceteris paribus, “property values would be
gher in a community the more attractive its package of public goods”
. 940). Oates was the first to show that property tax increases tend to be
capitalized into the current value of property. School expenditures exert a
pérticularly significant positive impact in the municipalities examined by
ates. Clotfelter (1975) documented spatial rearrangement as a result of
school desegregation using the Tiebout model as the basic theoretical frame-
ork. Jud and Bennet (1986) showed that school quality has been a significant
ctor in shaping interurban locations even holding racial composition con-
ant. Differences in property insurance have also been shown to affect
ousing prices (MacDonald, Murdoch, and White, 1987).

“An important implication of the Tiebout model is that individuals select
reas that provide their preferred mix of services and taxes. Better services
nd lower taxes will increase housing demand within the area. Individuals will
xpress their preferences by attempting to move into the district—a process
ermed “voting with their feet.” If property values increase more than property
ues in nearby jurisdictions, one may infer that a possible reason may.be
at local officials are providing a desired mix of taxes and services. Some
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observers have suggested that relative changes in housing prices by a measure o
the performance of public officials. However, nongovernmental actions, such
establishment of an attractive shopping center nearby or a neighborhood esco
service for the elderly, will also change the amenity-disamenity mix.

2

The Aggregate Economic Fallout Model

model suggests that neighborhoods have identifiable links to occupations an
industries in the local economy. For instance, one neighborhood may have

high-income professionals in the service sector, such as lawyers and banker
A layoff in the automobile plant is likely to result in deterioration and low.

be affected only indirectly. Hill and Bier used data from Cleveland to shos

affecting poverty levels and housing costs.

Recap of Neighborhood Change Models

Hill and Bier (1989) developed a model of neighborhood change tha
links changes in the economic base to neighborhood formation. Changes in
the national economy may affect particular local sectors, and these impact
are, in turn, translated into changes in neighborhood characteristics. Thei

disproportionate number of residents who are blue-collar workers in a
automobile plant. Another neighborhood may be composed primarily o

property values in the neighborhood linked to the auto sector. Nelghborhoods
with occupational-industrial mixes that are not linked to the auto sector would

that both the positive and negative effects of industrial and occupational
changes in the local economy spilled into neighborhoods where workers lived,

The five models of neighborhood formation and change complement one
another. The filtering model best explains the adaptive adjustments that occur
during neighborhood change. The trade-off model explains why wealthy
families lead the suburbanization movement and create a process that allows
filtering to occur. The concept of mobile externalities also shows how pres-
sures from within the urban center can create pressures for wealthy families
to move outward. The concept of social agglomeration helps explain social
economic, and ethnic characteristics of neighborhoods. The Tiebout mokde'
shows how neighborhood characteristics affect housing prices and how indi
viduals “vote with their feet” for neighborhood characteristics and publi
services associated with a property. Neighborhood characteristics are also
affected by macroeconomic forces. Although in some instances one mode
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may have more explanatory power than another, in most cases each model

‘provides an important perspective on neighborhood development.

Housing Segregation

_ Residential segregation is an obvious characteristic of most American
cities. Economic prospects of Blacks and other minorities are hurt by housing
discrimination in several important ways. First, their housing choices are
limited. Blacks and other groups tend to be confined to areas that may not suit
their housing preferences and may not offer attractive appreciation potential.
Second, because of housing patterns, Blacks and ‘other minorities may have
less access to jobs on the metropolitan periphery where jobs are growing most
rapidly. Geographic segregation raises search costs for suburban jobs. Most
jobs are obtained through informal referrals from other employees or signs
posted in stores, so it is difficult for individuals in distressed neighborhoods
to know of job openings. Furthermore, it has been speculated that housing
segregation contributes to the difficulty a member of a minority group has in
attaining suburban clerking jobs because there will be fewer minority custom-
ers. Consequently, suburban retail stores may be more likely to discriminate.
Third, confinement of minorities in inner-city neighborhoods may also con-
tribute to higher travel costs if a suburban job is obtained. Besides the negative
impact on minorities, housing segregation may contribute to an atmosphere
that hinders economic development prospects for the metropolitan region
(Rusk, 1993). Thus reducing housing segregation will have a positive eco-
_nomic consequence.

~ The existence of segregated housing markets does not prove housing
discrimination. Housing segregation could result from factors other than
discrimination. First, the relatively low incomes of Black families and other
minority groups could account for a significant amount of segregatlon as
low-income households locate in areas of low-quality housmg However,
‘income differences would not account for the segregation of low-income
Blacks from low-income Whites. The degree of racial discrimination is much
greater than would be anticipated based on income. Second, the social ag-
glomeration model implies that segregated neighborhoods could result from
‘a voluntary process. However, several empirical studies have shown that
Blacks are more segregated than other ethnic minorities, a finding that
suggests that racial differences are recognized in the operation of housing
markets.
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There are several mechanisms of segregation. First, Blacks may hesit
moving into White neighborhoods because they fear they will not be welcoy
Second, landlords and home sellers often deliberately discriminate. Althg
discrimination on the basis of race is illegal, subtle forms of discouragen{'
can have the effect of maintaining all-White neighborhoods. Third, real est
salespersons steer minority buyers into areas already dominated by thep
ticular minority group and fail to inform Black buyers of homes for sale
White areas. Salespersons have defended this practice by saying they try
show buyers houses in neighborhoods where the buyers would want to [
yet the effect is to maintain housing segregation.

Several studies by the U.S. Department of Housing and Urban Devel
ment examined practices of racial discrimination. Black couples and Wh
couples responded separately to housing advertisements (Yinger, 1986).
analysis indicated that Black couples experienced some form of discrimi
tion when responding to 27% of the advertised vacancies. The extent
discrimination was higher in the case of rental housing than in own
occupied housing. The primary mechanism appears to be that housing age
promote their economic interests by abiding by the racial prejudice of curr
or potential customers. Another study in Dallas (U.S. Department of Hous
and Urban Development, 1979) found that Hispanics were likely to exp
ence the same level of discrimination as Blacks did. - '

Financial institutions also engage in discrimination against Black neigh
hoods through their lending practices (Shlay, 1989). Several empirical studi
have shown that lenders are less likely to extend loans in Black neighborho
even after holding constant for housing values and community income. i
difficulty that homeowners experience in getting loans means that the housis
stock occupied by Blacks will tend to be renter rather than owner occupied. Th
may decrease neighborhood stability. Worse yet, lack of mortgage loans
decrease property values because few individuals can afford to purchase ah )
without a mortgage. As property values soften, few potential buyers will
interested in buying in the area, continuing a cycle of decline. v

Rent
3

400

300

7,000 10,000 Q of housing services

Figure 11.4. Rent control. The controlled rent of $300 per month will result in a
hortage of 300 units of housing services.

make the distinctions as sharp as possible. However, policymakers often must
elect the appropriate middle ground.

Rent Control Versus Market Forces

~ The role of rent control in local housing policy is a perennial issue.
Several cities have enacted rent controls. Tenant groups in cities where rents
have increased rapidly have pressured their local legislators to enact controls.
Rent controls take many forms. In some cities, rents are allowed to increase
at a given amount per period. Often, the controls are lifted when one tenant
moves and a new base is established. Even within a city, some units may be
rent controlled and others not, depending on the time, the location, and the
nditions of construction.

In spite of the variety of rent controls, the issue is generally analyzed by
the simple supply and demand curve shown in Figure 11.4. The market rent
pér unit of housing services is $400 per month. However, the rent is controlled
at $300 per month. Consequently, more housing services are demanded at the
controlled price than building owners are willing and able to supply.

%4 Housing Policy Debates

Local officials have considerable latitude in designing urban housi
programs. Several policy issues need to be addressed in the development
local housing programs. The issues are described here as polar position
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The arguments for rent control are generally based on equity. Proponent.
of rent control argue that tenants may be exploited if building owners ar
allowed to raise rents according to what the market will bear. The reasons fo
increases are frequently attributed to neighborhood or communitywide factor.
as opposed to actions of individual property owners. Therefore, tenants, ag
part of the community, might be as entitled to some of the benefits of increased
community desirability as much as property owners are. Furthermore, the
buildings subject to control are already in existence and were built based on
rent expectations in a previous period. Consequently, rent-control proponents
view rent increases (above increases needed for tax and operating cost factors)
as windfalls. Luger (1986) has shown that there are instances in which rent
controls serve the interests of a majority of the voters, so rent controls may
make political sense.
Opponents of rent control believe that rent controls are inefficient. They point
out that if rents are prevented from increasing, property owners will reduce the
housing stock. The housing supply will shrink until the supply is consistent with
the lower-than-market rents. Mechanisms for decreasing the quantity of housing
services include reducing maintenance levels, abandonment, providing fewer
amenities, and lower rates of new housing construction. -
Furthermore, the problem of rationing will remain. If rents are below the
equilibrium, building managers will have to select incoming tenants. Criteria
for choosing which tenants will occupy below-market-rent properties could
include race and a willingness to pay kick-backs to the managers (an under-
the-table means of raising rents). '
New measures to skirt the intent of rent controls may also be attempted.
Landlords may convert rental units to condominiums or tear down a rent-
controlled building and construct a new one that is either not subject to.
controls or subject to a less restrictive set of controls. Instances of property
owners deliberately cutting heat or vandalizing their own buildings to encour
age tenants to leave have been reported. Moorehouse (1987) has shown tha
landlords have lowered the benefits that tenants receive from rent control by
reducing housing maintenance and other techniques. However, some benefits ’
continue to accrue to tenants even after 25 years of rent control.
Proponents of rent control have argued that many abuses can be avoided
by a well-designed and administered rent-control law. However, most econo-
mists oppose rent controls because of the inherent inefficiency and because
the administrative costs needed to prevent abuses are substantial.

[ncome Support Versus Housing Assistance

One of the classic arguments in welfare economics is that individuals
ould be better off receiving cash grants rather than an equal-valued amount
of in-kind transfers. Consider a family receiving $200 per month as a rent
upplement. The traditional argument is that if the family were given $200 in
cash rather than a housing grant they would be better off. At the very least,
the family would continue to spend the money on housing, so they would be
o worse off. If they choose to spend the funds to purchase an alternative mix
of goods—say, $100 on housing and $100 on food—then they must be better
off because each individual is the best judge of his or her own welfare (and
s a corollary, parents are the best judges of their children’s welfare). There-
fore, if the purpose of housing programs is to improve the lot of the families
they are designed to serve, income rather than housing subsidies of various
types should be given.
There are two rebuttals. First, individuals may not know what is best for
themselves. Second, individuals may know what is best for them, but they
_may not know what is best for society. Substandard housing is not only an
undesirable (and possibly the most visible) manifestation of poverty, it may
also create other social problems such as arson, street crime, homicide, and
o forth. Thus aid designed to alleviate housing conditions is intended to help
ameliorate problems in the larger society while helping the direct recipients.
The argument about cash grants versus strings-attached transfers is a variant
of the more general question of how much discretion recipients of aid should
be allowed. The trend in housing policy has been toward greater discretion in
choice of housing, but the cash transfer argument has not been accepted as
‘policy.
A housing experiment conducted by the U.S. Department of Housing and
Urban Development indicated that the income elasticity of demand for hous-
ing among low-income families is quite low. A 10% increase in income may
induce individuals to spend only 3% to 4% more for housing. Thus, if given
a cash grant, the recipient will likely use only a small percentage of the grant
_to upgrade his or her housing. Even if housing vouchers are provided,
households will substitute the voucher and use the money they would other-
wise have spent on housing for other purposes.
In practice, it is very difficult to prevent families from substituting some
housing assistance for other goods. For instance, suppose a family was
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spending $300 per month on housing prior to receiving assistance. Supbos

the government provides a $100-per-month housing subsidy. If the fami]
moves to a $325 per month unit, then $75 of the housing assistance will b

be used only for housing.

Supply Versus Demand Side Assistance

means to rent better housing through vouchers or other types of assistance
One advantage of a supply-side strategy is that the construction or

combined housing rehabilitation with training in the building trades for
low-skilled unemployed persons. Increases in housing supply will also reduce
rents. The lower rents will not only help individuals directly receiving
assistance but may lower other rents as well. Lower rents will leave families
with. more discretionary income that will be spent largely on goods and
services purchased locally.

Demand-side assistance can deliver assistance efficiently and at a lower
cost than new construction. Also, the assistance can be targeted according to
need and increased or decreased as needs change. Under voucher progra;ls
low-income consumers have greater choice than when they must choose:
between public housing or publicly subsidized rehabilitation units.

Ghetto Dispersal Versus Ghetto Improvement

The problem of housing segregation has led many policymakers to argue
Fhat policies should strive to disperse the large concentrations of Blacks in the
inner city. If assisted housing were more integrated, Blacks would have better
opp(?rtunities to secure jobs in suburban areas and lower travel costs if they
obtained suburban jobs. Furthermore, if more Blacks were represented in
currently nearly all-White areas, employers would be less likely to discrimi-
nate against Blacks in hiring practices. Provisions of subsidized housing in
the suburbs and enforcement of fair-housing laws have been the primary tools
to encourage housing desegregation. h

used for nonhousing assistance. The substitution could occur even if the
government assistance were provided in the form of a $100 voucher that coulq
4 ;

. A relaFed debate concerns whether housing assistance should be provided
by increasing the housing stock or by providing low-income families with the

rehabilitation of low-income housing units will create additional jobs, albeit
temporary ones. Some economic development officials have successfullyk
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An alternative policy approach has been termed the “gilded ghetto.” Some
observers believe that dispersing Blacks and other minorities to the suburbs
would not open up significant job opportunities because discrimination in
hiring practices will persist. Furthermore, dispersal of Black populations
throughout the metropolitan area would likely weaken Black political strength.
Assuming voters are more likely to vote for someone of the same race, Blacks
would have a difficult time being elected if a metropolitan area were spatially
integrated. However, Black political control of urban ghettos is virtually
assured. Thus Blacks are more likely to be assured of some representation in
city, state, and national legislatures.

Dwelling Unit Versus Neighborhood Development

Closely related to the previous issue is the question of whether the focus of
policies should be to improve the house or to improve the larger environment in
which low-income families live. The condition of housing units among the poor
has improved dramatically since the 1940s, yet there has been little improvement
in the public perception of the “problem” of slums. The home itself may be but
a small part of the environment. Social programs to eliminate crime, provide
recreation, and clean up neighborhoods may be equally important.

2% Neighborhood Commercial Development

Much of the neighborhood focus has been on maintaining a viable
housing stock that will attract residents. Commercial development is also part
of neighborhood development. In fact, there is a vicious circle between
business development, housing, and neighborhood change. As the population
declines, businesses lose customers and are more likely to fail. As neighbor-
hood businesses close, the area will likely become less attractive for residents.
Furthermore, the closure of neighborhood businesses results in local job loss.
Additional problems may emerge, such as building abandonment, negative
community images, and crime. In light of the web of related problems, many
local development planners have focused efforts on neighborhood business
development. One of the early movements for neighborhood development has
been termed “ghetto economic development.” In part, the interest in neigh-
borhood economic development was encouraged by a belief that some neigh-
borhoods are cut off from the mainstream metropolitan economy.




businesses. Thus income tends to leave the area quickly (i.e., the neighbor-
hood multiplier is smail).

Neighborhood and community groups are often concerned about traditional
economic development programs because they believe that local economic
development officials place too much emphasis on helping big businesses or

focus excessively on downtown developments at the expense of small, neighbor:
y I3 o

hood businesses. Economic development officials may consider programs to help

low income neighborhood businesses or to improve the neighborhood infrastruc-

mr‘e as “welfare” programs rather than economic development programs. Thus
neighborhood programs may receive less attention and funds. Consequently, parts

of a city may prosper while low income neighborhoods decline. To address this
concern, many neighborhood organizations have attempted to serve as a political
power ?ase to help the small, neighborhood businesses deal with city hall.

_ Wiewel and his associates (1993) identified several forms of neichbor-
hood economic development: }

e Busz:n‘ess.retention programs use neighborhood organizations to promote the
stabilization of existing businesses and industrial districts. Community organ-

izers may play a leadership role in assessing business needs. Neighborhood

groups may also help neighborhood businesses secure low-interest loans, tax

breaks: or technical assistance. Often, small businesses may not even know that
such city programs are available, and neighborhood-based business develop-
ment efforts can help provide such information.

o Commercial revitalization has an entire commercial district as a target. Often
o t4

it is. more effective to stabilize a neighborhood business strip by focusing on the
entire area rather than on individual businesses. Neighborhood groups may.

sponsor events designed to attract consumers to the district. They may encour-
age the formation of special districts for possible tax breaks or infrastructure
a.ssmtance. Tax incremental financing has been used in commercial revitaliza-
tion str.ategies. Tax incremental financing is based on the idea that improve-
rrfent.s in property values in a target neighborhood should be respent in that
district. Thus, if a business group secures resources to improve the physical
appearance of the commercial district, the increased revenues that the city

receives from imported property values will be res i i
. pent in ways that conti
benefit the neighborhood. d nete

Local Economic Development

A traditional economic approach to neighborhood development is to view
the are.a as a small city. Low-income communities in particular are considered’ :
as having few products or services, including skilled labor to export. How- |
ever, such neighborhoods have high imports because families must purchase
most of their products outside the neighborhood because there are few loca] ’~
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o Some effort to encourage the formation of new businesses can help strengthen
a neighborhood’s economic base. Increases in local businesses mean that the
income of residents will more likely be spent in the neighborhood, creating jobs
through a multiplier effect. Businesses that take advantage of neighborhood
features such as historic areas may attract spending from elsewhere. En-
trepreneurship development is one way to encourage the development of new
neighborhood businesses. The entrepreneurship strategy has the perspective that
human tesources in a neighborhood are underused. This strategy not only
requires the training of neighborhood residents in entrepreneurial skills, but
socioeconomic support needed to encourage innovation and risk may also be
useful. Neighborhood entrepreneurs may know the resources and needs of the
neighborhood better than nonresident investors and accordingly they will be in
a better position to spot new business potential.

o Both encouragement of new business and support for existing businesses

usually require capital. Financial institutions have been reluctant to extend loans

to poor, inner-city neighborhoods in part because of the perceived higher risk.

Also, many large financial institutions are not used to dealing with small,

neighborhood businesses that may have unconventional accounting and busi-

ness practices (Blair and Endres, 1994). Therefore, neighborhood development
includes encouraging local capital accumulation and investment. Many com-
munity groups work with banks and other lenders to ensure that neighborhood
businesses receive an adequate share of loans. The Community Reinvestment

Act requires some financial institutions to document the share of loans made to

various neighborhoods. It has been a tool for neighborhood groups to monitor

capital flows into the neighborhood. Another strategy to increase the availability
of capital has been the formation of community-based banks. Such institutions
attempt to channel their assets into local businesses.

Many inner-city neighborhoods are home to structurally unemployed workers.

Neighborhoods can serve as the base for job training and education programs
that will provide workers with the skills they need to secure jobs that later may
be the source of additional neighborhood spending. Often, such programs can
be provided in neighborhood schools, and the job skills that are taught may
match neighborhood needs. Sometimes, large neighborhood businesses can be
encouraged to hire newly trained neighborhood workers.

Neighborhood groups may operate through direct political action to secure and
increase government programs, such as construction that will make the neigh-
borhood more attractive and thus support businesses. For instance, acommercial
beautification program that might include new lighting, curbing, and store-front
improvements may attract customers to local businesses. Such programs might
not be forthcoming in neighborhoods with little political power.

°

There are numerous community groups that have made significant con-
tributions to a city’s economic development efforts. Some local development
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operations are small proprietorships in which tax avoidance is relatively easy
and work rules or other regulations can be skirted. Fifth, inner-city neighbor-
_hoods have a higher portion of minorities, female-headed households, and
immigrants. Case studies suggest that such groups are likely to participate in
informal activities. Finally, lower incomes among inner-city residents may
- make it worthwhile for them to exert the extra effort necessary to find informal
suppliers who may provide goods and services at a lower cost.

officials have been successful in learning the culture and customs of groups in-
such neighborhoods and have, therefore, been able to contribute to economic
development successes. Similarly, community leaders have learned the “lan-
guage of business.” However, other local development officials have resisted
working with small community or neighborhood grofips because they see such
activity as “welfare” and not economic development (Fitzgerald, 1993).

22 The Informal Economy: An Alternative Strategy Development Policy

By focusing only on potential loss of tax revenue, many policymakers
may fail to recognize potential policy implications that may help incorporate
the productive informal economy into mainstream economic development

Many inner-city neighborhoods have hidden economic development re-
sources in the form of informal economic activity (Blair & Endres, 1994)
Informal economic activity may be defined as both extralegal and illegal-criminal
transactions that are not properly reported to appropriate governmental agencies,
such as the Internal Revenue Service. Most illegal activities clearly harm eco-
nomic development efforts. However, activities that are otherwise legal but
unreported are an important hidden development asset of primary concern here. '

The potential development impact of the underground economy may be
indicated by considering its size. The consensus of expert opinion is that the
informal economy constitutes between 16% and 20% of national income.
Feige (1989) suggested that the informal sector began to significantly outpace
the mainstream economy in the mid-1970s, and future growth is likely to

continue to outpace the formal economy.

k planning.

First, urban policymakers may find it useful to systematically monitor

productive informal activities. Such an approach may be critical to under-

standing changes in inner-city neighborhoods. Toward this end, observation

techniques of anthropology will be as important as traditional survey research

because informal sector participants are naturally reluctant to answer ques-

tionnaires honestly.

Second, the role of the informal sector in providing support for unem-

ployed workers or individuals receiving public assistance is an important

function of the unobserved sector. Many individuals combine welfare and

other transfer payments with earnings from informal work. To the extent that
. informal activity enables welfare recipients and the working poor to maintain
higher consumption levels, the extra spending will contribute to the support
of neighborhood retail businesses. Furthermore, earnings from informal ac-
tivities supplement transfer payments and may moderate pressure to increase
‘welfare programs.

Informal work opportunities also provide a safety net for some workers
who have income and wealth above the level to qualify for many public
_assistance programs but who are experiencing transitory unemployment.
Income from informal activities may be a critical part of a financial package
(including draw-down of savings, unemployment compensation, the earnings
of additional family members, and so forth) that helps maintain at least a
. near-comparable living standard for some time after a layoff.

~ Third, for many new job entrants, the informal sector can be a “sandbox”
in which they learn skills and make contacts that can lead to mainstream jobs.

Tnner-City Neighborhoods

The informal economy is suspected to be particularly strong in inner-city ‘
neighborhoods where effective economic development policies may be needed
most. One reason for its strength is that the opportunity cost of participating
in informal activities is lower for individuals without mainstream employ-
ment opportunities. Second, informal activities allow individuals to circum-
vent means tests for certain govemment programs. Some families may find
that combining government support and informal earnings is a feasible re-
sponse to declining real value of government transfer programs. Third, adense.
net of social and institutional relationships characteristic of some urban
neighborhoods has been shown to be useful in supporting the formal economy.
‘Word of mouth is important in informal activity. Fourth, the “cover” function
is also provided in an inner-city environment because many commercial
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Individuals with low productivity may develop both social and technical j pital. Jane Jacobs (1969) described the economic development process as
skills that often help them obtain mainstream jobs. Minimum-wage Jay
employer payroll taxes, and some work rules add to the cost of labor. Up enterprises to add new, formal sector work, a useful twist on this well-known
these conditions, employers may find it unprofitable to hire low-productj strategy may develop.
workers in the mainstream economy. Workers cambe hired at lower cog :
the informal sector. In the best cases, employees will use these experiences
increase their productivity and obtain better, mainstream jobs. Administra %8 Summary
of job-training programs may wish to build on informal experiences ‘
encouraging individuals to participate in training programs while continyj
their informal work. Unfortunately, some casual labor conditions may aVc\'
ally discourage job-skill enhancement by not rewarding improvements ar
not punishing sloppy work habits. “
A strong case can be made for benign neglect in the enforcemen
welfare work rules. It is reasonable to suppose that individuals who recei ,
public assistance while working off-the-books would have a better chanc :
becoming self-supporting than someone who received only public assistan
Informal work can often provide opportunities to develop contacts, skills,
work habits that enhance employment prospects in the formal sector, th
reducing public assistance dependency. o
Fourth, because of their small size, informal activities tend to be ve
entrepreneurially oriented—and therefore good targets for entrepreneur
development programs. For some informal businesses, movement into ¢
mainstream economy can stimulate growth by providing greater access
capital, encouraging advertising, and presenting opportunities for linkag
and other mainstream firms. A challenge for policymakers is to help mo
informal businesses into the mainstream economy without destroying the
Movement into the formal economy might be expedited by a process th
gradually imposes the requirements of mainstream businesses.
The job-creation process in the urban United States can be illustrated
the case of a small, informal business. A woman who provides off-the-boo
day-care services in her home may find it advantageous to report only
fraction of her income. As her business and care skills improve, she m
recognize advantages of starting a formal, licenced facility with a few el
ployees. Consequently, some or all of her services may shift from the info
to the formal sector. Development officials could play several roles in enco
aging this process, including helping the business owner visualize the gto ,
potential, advising the proprietor regarding various aspects of startin;
business, minimizing complicated regulations, and assisting with start-

Housing improvements are often a direct objective of economic develop-
ment. At the same time, attractive neighborhoods contribute to a community’s
quality of life and hence can be an important tool. The housing market can be
analyzed using traditional supply and demand concepts. However, care must
¢ taken to understand what the supply and price represent. It is useful to
escribe the quantity axis as “units of housing services” rather than a physical
quantity. Price may be expressed as sale price of a stock of housing or as rent
or a periodic flow of housing services. By discounting the present value of
ents, one can convert between rents and sale prices.

The hedonic pricing model splits the housing service bundle into detailed
omponents and uses statistical techniques, such as regression, to value each
f the components. Characteristics that affect price include features of the
roperty itself and those of the surrounding area. The market comparison
approach is a “quick and dirty” application of the hedonic pricing method.
Real estate markets are imperfect, characterized by few buyers and sellers
nd imperfect information. Consequently, bargaining is an important part of
eal estate transactions, and specialists are needed to assist buyers and sellers.
‘here is also a range of uncertainty regarding price.

Four complementary models of neighborhood formation were described.
According to the filtering model, as their incomes rise, upper-income groups tend
o0 purchase new housing on the urban periphery. The vacated houses become
vailable to lower-income groups. The trade-off model emphasizes the space
ersus access trade-off. As incomes increase, the pull of cheaper space near the
rban fringe increases more than the pull toward the central business district due
o the desire for better access. Social forces are also important factors in neigh-
orhood formation because individuals with similar tastes and backgrounds often
ive in the same areas. The Tiebout model describes the process in which
ndividuals “vote with their feet” to live in the neighborhood that provides the
est combination of housing unit, neighborhood amenities, public services, and
ousing prices. Improvements in neighborhood amenities, public services, and
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taxes become capitalized into property values. The aggregate economic fa].
out model links neighborhood change to larger economic changes.

Residential segregation is significant in most American metropolitan
areas. Housing patterns appear to be detrimental to economic prospects for
African Americans and other minorities and may contribute to an atmos
that hinders economic development. ?

Many policy analysts have been dissatisfied with existing low-income
pousmg assistance programs. Issues include rent control versus market forces
Income support versus housing assistance, supply versus demand assistance?
ghetto dispersal versus gilding, and dwelling unit versus neighborhood’
development. :

Strengthening commercial establishments has been a centerpiece of neigh-
borhood development. Forms of neighborhood commercial development in-
clude business retention, commercial revitalization, new business formation.
local capital accumulation, neighborhood-based Jjob training, and direct vov:
ernment programs, such as construction. The informal or underground eZo -
omy is active in many neighborhoods and offers a basis for building a
neighborhood economy.

phere

84 Notes

L. This section may be skipped without loss of continuity.
2. The lower incomes of Blacks could, in turn, be attributed to discrimination.

APPENDIX

% Hedonic Pricing and
the Quality of Life

The importance of the quality of economic life has been discussed at various

 points thus far. It is an industrial location factor and is also a residential location

factor. Early studies measured the quality of life with surveys. Individuals were
asked to rank and weigh the value of various amenities and disamenities, Based on

‘  the survey findings, metropolitan areas and individual neighborhoods could be

compared. The quality-of-life index for a region could be expressed as

QLL =Y AyVi, (11A-1)

i=1
where
QLI = qﬁality of life index for region j

Ajj quantity or level of amenity factor i in region j
Vi value placed upon amenity i

The value of an amenity factor (V;) could be positive or negative. For instance,

sunshine is an amenity and thus would be valued positively, whereas particulate

matter in the air would be a disamenity and would carry a negative value. Accord-
ingly, areas with high levels of highly valued amenities and low values for disamenities
would have a high QLI
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Although survey data may reflect opinion, relative values of various amenitjeg
are more difficult to assess. The majority of individuals surveyed may say that
congestion is a disamenity. What are they willing to give up to relieve congestion?
Although surveys may reflect opinion, economists normally prefer to use values
reflected by market activity. Although surveys are useful, many individuals havé
difficulty estimating the actual monetary value of amenities such as sunshine, and
economists normally prefer to use values reflected in the market. Market value
represent actual behavior regarding the selective worth of amenities.

To better quantify amenities” values, economists have used hedonic pricin
techniques. Rosen (1974) suggested that a location is a bundle of wages, rents, an
amenities. Individuals will trade off among elements in the bundle. For instance
someone may accept lower wages and pay higher rents in order to live in a

amenity-rich area. Roback (1982) showed that interregional differences in amenity .

differences are reflected in land rent differences and/or wage differences. If indi-

viduals are in spatial equilibrium~—that is, if they have no incentives to move and

if the local housing and job markets are in equilibrium—then the premiums or

discounts accepted by individuals in their wages and rents will reflect the value
they place on amenities associated with that area. Amenities should decrease wages.
and/or increase housing costs, whereas disamenities should be associated with the

higher wages and/or lower housing costs, other things equal.

Blomquist, Berger, and Hoehn (1988) developed two hedonic models to'
explain differences in rents and wages. Their sample consisted of over 34,000

housing units in 253 counties. The housing equation expresses housing expendi-
tures as a function of characteristics of the housing unit (age of structure, number.
of units at an address, number of baths, and so forth) and 16 county amenities
(shown in column 1 of Table 11.A1):

HE = f(CIH; ... CIHu A1 . .. Ase), (11A-2)
where

HE = monthly housing expenditures
CIH; = characteristics of the individual housing units
Aj  =level of 16 county-level amenities.

Similarly, the wage equation reflects both individual workers’ characteristics
(age, education, race, etc.) and the same 16 county-level amenities used in the
housing equation:

W=FIWC ... TWCp A1 . . . Atg), (11A-3)

‘unit of measurement)

- Housing and Neighborhood Development

' TABLE 11A.1 Linearized Parameter Estimates, Full Implicit Prices, and Quality-of-Life

Index Components

Amenity Variable Full Implicit

(wage sample mean and Monthly Housing Hourly Wage Price®
Expenditure Equation® Equm‘iorzb (in dollars)

 precipitation (32.0 inches per year) -1.047 -0144 23.50
. Humidity (68.3%) -2.127 0065 —43.42
_ Heating degree days (4,326 per year) —.0136 —.0001 —-.08

Cooling degree days (1,162 per year) -.0760 ~.0001 .36
Wind speed (8.89 miles per hour) 11.88 .0961 -97.51
Sunshine (61.1% of possible) 2.135 —.0091 48.52
Coast (.330, = 1 if county on coast) 32.51 -0310 467.72
Violent crime (647 per 100,000

population per year) .0434 .0006 -1.03

- Teacher-pupil ratio (.0799 teachers

per pupil) 635.3 ~5.451 21,250.00

_ Visibility (15.8 miles) -.8302 —-.0026 ~3.41
 Total suspended particulates (73.2

micrograms per cubic meter) -.5344 -.0024 -36
NPDES effluent discharges (1.51 county)  —7.458 -.0051 —76.68

Landfill waste (477 hundred million

‘mefric tons per county) 0095 .0001 -11

_ Superfund sites (.883 per county) 13.42 .1069 -106.07
‘Treatment, storage, and disposal sites

(46.4 per county) 2184 .0013 -.58

; Central city (.290, = 1 if residence in

“‘central city) 40.75 -4537 645.02
J:d 6624 . 3138

. SOURCE: Glenn C. Blomaquist, Mark C. Berger, and John P. Hoehn, “New Estimates of the Quality of Life in

Urban Areas,” American Economic Review, March 1988, pp. 89-107.

- NOTES: a. The dependent variable is actual or imputed monthly housing expenditures. Control variables

included in the housing-hedonic regression but not reported are units at address, age of structure, stories, rooms,
bedrooms, bathrooms, condominium status, central air, sewer, lot size exceeds 1 acre, renter status, and renter
interaction terms for each of these variables.

b. The dependent variable is annual earnings divided by the product of annual weeks worked and usual hours

. per week. Control variables included in the wage-hedonic regression but not reported are experience (age-

schooling-6), experience squared, gender interaction with experience and experience squared, race, gender,
gender interaction with race, marital status, gender interaction with marital status, gender interaction with
children under 18, schooling, disabled, school enrollment status, dummies for five of six broad occupation

“groups, and percentage industry covered by unions.

¢. The full implicit price is the sum of the annual housing expenditure and wage differentials. To obtain an
annual household full implicit price, the housing coefficients are multiplied by 12 (months per year) and the
wage coefficients are multiplied by (1.54) (37.85) (42.79), the product of the sample means of workers per
household, hours per week, and weeks per year.

where

W = hourly wage rate
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individual worker characteristics
level of the 16 amenities

Aj

Housing and Neighborhood Development

dollars)
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TABLE 11A.2 Quality-of-Life Index Values® for Large Metropolitan Areas® (in

The amenity parameter estimates for both the housing and wage equations are
shown in Table 11.A1. The parameter estimates for characteristics of the individual
housing units (CIH;) and individual worker characteristies (IWC;) were calculated
but are excluded from the table.

Humidity is an example of a disamenity. Column 1 of Table 11A.1 indicates
that housing prices fell ($2.127 per month) and wages increased ($.0065 per hour)
in an area for each percentage increase in humidity. However, the teacher-pupil
ratios caused rents to increase and wages to fall, indicating that individuals were
willing to accept higher rents and lower wages to live in areas with a higher
teacher-to-pupil ratio, presumably indicating a better quality of education.

For some amenities, the values given by the housing equation and the wage
equation are inconsistent. For instance, the effluent dischargers variable decreases
monthly housing expenditures by $7.458 per discharger, suggesting that it is a
disamenity. It also decreases the wage rate by $.0051 per hour, suggesting that the
presence of effluent dischargers is an amenity. To determine whether effluent
dischargers is an amenity or a disamenity, it is necessary to determine whether the
wage effect or the housing effect is larger. The addition of the housing and wage
variables will also allow a value to be set on each amenity. f

Column 3 of Table 11A.1 shows the sum of the annualized housing expenditure
and wage differentials. To annualize the housing coefficient, the monthly differential

San Diego, CA
Phoenix, AZ

Newark, NJ
Atlanta, GA

Cleveland, OH
Pittsburgh, PA

. Baltimore, MD
Chicago, IL
Houston, TX
Detroit, MI

Denver-Boulder, CO

‘Anaheim-Santa Ana-Garden Grove, CA
Nassau-Suffolk, NY
Los Angeles-Long Beach, CA
Tampa-St. Petersburg, FL

- 'San Francisco-Oakland, CA
Riverside-San Bernardino-Ontario, CA
Philadelphia, PA; New Jersey
‘Washington, D.C.; Maryland; Virginia

Seattle-Everett, WA

New York, NY; New Jersey
Minneapolis-St. Paul, MN; Wisconsin
Dallas-Fort Worth, TX

St. Louis, MO; Nlinois

1,197.36
980.83
870.69
803.49
687.80
667.64
191.57
139.55
135.46

9.21
5.08
~11.48
-25.74
~124.18

-190.62

-330.90

-369.20

-372.20

-399.70

—422.70

~822.80

~948.40
~968.00

-990.10

is- multiplied by 12. To annualize the wage coefficient, the hourly differential is
multiplied by the average number of hours worked per year. The annual amenity value
is determined by changing the sign of the housing differential (to show a positive value
for the amenity) and adding the annualized values for housing and rent to provide the
estimate of amenity value shown in column 3 of Table 11A.1. For instance, in the case
of effluent dischargers, it is not surprising that the housing effect (which indicated a
disamenity) outweighs the wage differential. The results indicate a marginal amenity
value of $76.68 for water effluent discharges. The value of the central-city amenity
factor is interesting. Although central-city housing expenditures are lower than else-
where in the metropolitan areas as are wages of central-city residents, these appear to
be the result of other factors in the hedonic models. When the value of living in the
central city is isolated, that is, when other amexiiﬁcs exist (other things held equal),
central-city residence has a positive amenity value of $113.

Column 3 shows the implicit price for each quality-of-life indicator. The
implicit price represents Vi (monetary value of an amenity) in Equation 11A-1.
Because the level of each amenity factor is known for each county in the study, a
quality-of-life index can be constructed through the application of Equation 11A-1.
The estimated value of each of the 16 amenity factors was multiplied by that
amenity’s level in each metropolitan area and the results summed.

SOURCE: M. Bergerand G. C. Blomgquest, “Income, Opportunities and the Quality of Life of Urban Residents,”
in Urban Change and Poverty, edited by M. G. H. McGeary and L. E. Lynn. (Washington, DC: National
Academy Press, 1988.)
NOTES: a. The Quality-of-Life Index (QOLI) is measured in 1979 dollars. The difference in index values represent
the annual premiums that households are willing to pay for differences in amenities in different metropolitan areas. The
values reported are taken from a study by Berger et al. (1987) that ranks 185 metropolitan areas by quality of life.

b. Listed are 29 standard metropolitan statistical areas (SMSAs) with a 1980 population exceeding 1.5 million. The
1980 definition of an SMSA is used. Boston (Massachusetts) and Miami (Florida) are omitted because sufficient
data were not available to estimate the parameters for the QOLIL The mean QOLI for the 24 SMSAs is ~11.95.

Table 11A.2 shows the quality-of-life index for several major metropolitan
areas (Berger and Blomquist, 1988, p. 96). Whether the results are consistent with
popular expressions of where the areas with a high quality of life are will be left to
others to decide. The main point is that Blomquist and his associates illustrated a
‘technique allowing quality-of-life comparisons between counties. To compare
quality of life among neighborhoods within a county, a similar technique could be
used but the variables indicating life quality would have to reflect factors for which
neighborhood-level data are available, and the wage variable might not be useful
because a metropolitan area is usually a single geographic labor market.
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forth. However, a more important role may be performing a variety o
traditional tasks well, creating an overall atmosphere that encourages ec

elusive but important “business climate.”

issues as they relate to local economic development.

%3 Governmental Functions in a Spatial Context

detract from economic development prospects. Musgrave (1959), in a classi
analysis of federal government functions, concluded that government has three basi
functions: maintaining a stable economy, providing an adequate distribution 0
income, and ensuring the appropriate production of goods. A single local govern
ment cannot significantly affect national economic growth. They lack tools o

stabilization activities. This section will describe distribution and allocation activi
ties that influence economic development, although the roles are less recognized

hen we think about the role of government in economic developmeht
there is a tendency to focus on activities that directly affect business
decisions such as subsidies, special infrastructure, tax abatements, and,s(\)

nomic development. A well-functioning government can contribute to 'thé

The primary purpose of this chapter is to examine major public finance

Local governments that either over- or underprovide government services can

monetary and nonfiscal policy, yet economic development directly represents local
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Distribution

Distribution activities refer to government activity designed to ensure the

appropriate distribution of income. It is generally believed that income distri-
‘bution activities should be a function of the federal government. If a state or

local government attempted excessive redistribution programs, an influx of
the poor and an exodus of the wealthy could be anticipated. In practice, state
and local governments have a variety of small redistribution programs. Many
Jocal services are provided primarily because they help the poor. The most
widely discussed welfare program is Aid to Families with Dependent Children

(AFDC), which is principally a state program although it receives federal

monies. Many analysts have contended that state differences in AFDC pay-
ments influence the potential recipients’ choices of residence. Counties and
other local governments have general relief programs, food pantry programs,

 and so forth, so there are variations in benefit levels even withina metropolitan

_area.

Distribution activities are conceptually distinct from the government
decisions regarding what types of goods to produce (allocation). Nevertheless,
state and local governments are continually mixing distribution and allocation

functions. For instance, there are many services that are financed by tax

dollars, yet they are received more or less equally by everyone in the district.
The cost of the service falls disproportionately on the wealthy, who tend to

' pay more taxes.! Therefore, many goods and services provided by local

governments tend to redistribute income even when the purpose of the local
program is not redistributive.

Allocation

Allocation activities deal with the goods-providing functions of govern-
ment. State and local governments probably have amajor role in the allocation
of resources. Three types of goods provided are pure public goods, goods with
externalities, and merit goods.

Pure Public Goods

Pure public goods can be consumed by one person without diminishing
the consumption of that same good by anyone else (i.e., the marginal cost of
an extra consumer is zero) and where exclusion of potential consumers is not
feasible. If goods have either of the characteristics of a pure public good, the
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private market will not provide the good in optimal quantities. If the marging
cost of an additional person consuming the good were zero, then why shoul,
anyone be excluded even if they could not pay? But if no one paid, how woul
production be financed without tax subsidies?

National defense is a classic example of a pure public good. Everyon
consumes the same amount of national defense, afid nonpayers cannot b

the economic sense of utility maximizing) would refuse to pay because the;
contribution would not affect the level of services received. This is a typical
free-rider problem.

the confines of a smaller geographic area, such as police or fire protection
Within a jurisdiction, everyone may receive similar benefits regardless o
whether or not they pay. For instance, streets that are safe for taxpayers are
also safe for nontaxpayers. It is also often impractical to exclude nonpayers
from many types of amenities, such as a riverfront walkway. Accordingly,
governments must provide public goods if they are to be provided at all (and
force individuals to pay through the coercive means of taxation). The shared
nature of some public goods implies that more than one business can benefi
from some expenditures. Consequently, infrastructure improvements tha
enhance business prospects for a variety of firms or even projects that help
firms in a particular cluster may have a greater “bang for the buck” than
narrowly focused subsidies that assist only one company.

The Tiebout Model Again

The Tiebout model has important implications for the allocation activities

government services and taxes. Individuals would “vote with their feet.”” The
approximated in the context of residential choice within a metropolitan area

relocation costs are lower.

Eberts and Gornberg (1989) used the Tiebout model as the framework
for their hypothesis that if local governments were forced to compete with
one another they would operate more efficiently. Inefficient governments

excluded. If national defense were financed privately, rational individualg (in

There are also goods that have characteristics of “publicness” only withm

of local governments. Tiebout (1956) showed that under certain conditions :
individuals would move to communities that provided their preferred mix of

conditions necessary for citizens to vote with their feet are more closely k‘

than in the context of interstate or international locational choice because

would be constrained by citizens voting with their feet. They found that the
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eater the number of general-purpose governments within a metropolitan
areas, the smaller the share of personal income given to government. In other
words, competition among general-purpose governments constrains local

Public spending.

Externalities

Goods with externalities (spillovers) are another instance where local
govcrnments should alter the allocation choices of the private sector to ensure
that the proper quantity of goods is produced. Externalities may be either
positive or negative. Positive externalities provide benefits to third parties,
whereas negative externalities impose costs on third parties. The market will
tend to underproduce goods that have positive externalities and overproduce
commodities with negative externalities. Furthermore, externalities may be
produced by either production or consumption processes.

Local governments face two kinds of externalities. First, they must deal
with externalities that occur strictly within their jurisdictions. For instance, a
crowded shopping area may impose negative externalities on nearby resi- .
dents. Second, local and regional governments must address externalities that
spill over to or from neighboring jurisdictions. For instance, jurisdiction A
could allow a large shopping mall to be constructed on A’s side of the
boundary separating A and B. Jurisdiction A’s actions could create externali-
ties in the form of congestion, noise, and air pollution for residents of

_ jurisdiction B. Problems of interjurisdictional spillovers often require meth-
. ods for coordinating local actions such as grants or regulations imposed by
_ higher governmental units. The use of grants to encourage activities with
,' positive externalities and withholding grants to discourage regional external-

ity activities are discussed later in this chapter. One important interjurisdic-
tional externality follows from local job creation efforts. If community A
subsidized the expansion of a new plant, many of the employees may live in
neighboring jurisdiction B. The residents in B may receive positive spillover
effects due to city A’s economic development program.

Merit Goods

The provision of merit goods by public intervention in the market econ-
omy is controversial. There are goods or services considered so meritorious
that the market will not provide them in the optimal quantities. Higher
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other cities. The size of the purchasing unit does not have to be the same size

as the producing unit. For instance, a small city may enter into an agreement
"With another jurisdiction to pay a part of the cost of the fire department in
return for fire protection. Because local governments do not have to produce
all the services they provide, low average production costs need not be a factor
in determining optimum government size. A large city may generate substan-
tial economies of scale in fire protection. A small city may receive the benefits
of the scale economies by purchasing fire protection from a large city at a cost
that reflects the scale economies. The ability of communities to develop
shared services offers potential for significant efficiencies.

education and health care are examples of a merit good. The private benefi
from higher education may be sufficient to ensure that education will be
provided in optimal quantities, but because society values education so much.
the allocation branch may encourage additional production. Merit goods ma
play an important role in creating a community image and building a reputa-
tion for a high quality of life. ~

2 Size and Scope of Local Governments

This section explores two perspectives on government size. The trad
tional approach to optimal size has been to examine the economically efficient
(lowest cost) size of production to determine the appropriate size of gover
ment. More recently, however, decision-making costs have been viewed as
the most important consideration in determining government size.

k Decision-Making Costs

Another approach to local government size is to examine the decision-
making ability of citizens as size changes. Do decisions reflect citizen prefer-
ences and are the costs of reaching a decision low? There are three aspects of
decision-making costs: preference mismatches, decision-making effort, and
intergovernmental spillovers.

Economies and Diseconomies of Scale

Some economists have argued that the appropriate size for a local go
ernment should be the population size that will allow the government to
provide services at the lowest average cost. '

There are three serious problems regarding the minimum-cost approac
First, Oates (1969a) and others have shown that costs are influenced by the
type of people being served. If, for example, a given input of community
police services is associated with a higher degree of safety on the streets, then
the members of that community are less prone to engage in crime. Likewise,
the more able and highly motivated the pupils in a certain school are, the
greater may be the potential for independent study. Hence the optimum class
size or the need for special educational services may depend on the type of
students. '

A second criticism of the minimum-cost approach to optimal city size is
that it fails to recognize that governments perform many functions, from
managing airports to providing social services. The relationship between
average cost and population may be different for each function. Consequently,
the lowest-cost population size depends on the number and type of services
provided by local governments. _

A third drawback with the minimum-cost approach is that it fails to
recognize that communities may purchase selected government services from

_ Preference Mismatch

If the set of goods and services provided by the government does not
_ match the preferences of residents, then a preference mismatch exists. Pref-
_erence mismatches are a necessary cost of public action. The larger the
 political jurisdiction, the greater the number of citizens who will be dissatis-
fied with the mix of public services and taxes. The mismatch between
preferences and government performance is a political externality. Reducing
 political externalities reduces decision-making costs.

What government size best satisfies the preferences of voters? The most
_ efficient size for satisfying individual preferences would be a government serving
only one person. In this case, an individual’s preferences can be accommodated
exactly. Howevgar, because of the nature of governmental functions, outputs must
be shared; so, one person/one government is not feasible.

Assume that if the actual level of service exceeds or falls short of an
individual’s preference by a given percentage, he or she becomes dissatisfied.
The greater the gap between the service level and the preferred level, the
greater the dissatisfaction. The preference of the median voter is the most
likely outcome of a two-party democratic process. The extent of dissatisfaction
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is a decision-making cost. If citizens have relatively homogeneous prefer
ences for the level and type of service provision as indicated by the smal
spread of opinion, the extent of dissatisfaction will be small. Such communj
ties are well positioned to work in a cooperative manner for community goals
including economic development. Areas where preferences are diverse and
far apart are likely to experience high levels of di¥satisfaction. ‘

central-city property taxes. Because so many suburban residents work in the
central city, they use many central-city services during the day. Suburban
 residents also use cultural and recreational facilities often found in the central
city. Accordingly, the charge has been made that suburban residents exploit
residents of the central city. The empirical evidence for central-city exploita-
tion is mixed (Green, Neenan, and Scott, 1976; Neenan, 1972; Ramsey, 1972).
Central-city/suburban spillovers are particularly cogent in the job crea-
tion process because many of the high-paying jobs held by suburban residents
are located in the CBD. The efforts to maintain a viable downtown help
_ suburban residents. These economic interdependencies have caused many
metropolitan areas to create institutions that encourage interjurisdictional
cooperation in the area of economic development. The presence of interjuris-
dictional spillovers in economic development supports the idea that cities and
suburbs should cooperate more in economic development efforts.

Citizen Effort and Governmental Scope

Decision-making costs are also influenced by the effort or resources
required to make wise decisions. Consequently, the decision-making effort
depends on the number of issues that voters are expected to decide. On the
one hand, proliferation of many jurisdictions usually makes decision making
harder because voters must know more potential officeholders. On the othe
hand, if there were only one general-purpose government, specific issues
might not get the attention they deserve. Citizens would vote for repre-

sentatives who would reflect their preferences only on some issues. High

. . . . . ) 22 Intergovernmental Grants
profile issues, such as abortion or crime, might dominate voter attention, ~

whereas issues like the need to separate garbage might receive no attention.

Thus, in attempting to minimize decision-making costs, the scope of
government should balance the ability of voters to express their opinions on.
specific issues with the information costs that would exist if a separate
representative or unit of government existed for narrow sets of public issues.

The crazy quilt of intergovernmental relationships provides a background
for understanding the role of intergovernmental grants. This section presents
the rationale for intergovernmental grants, followed by a discussion of the
types of intergovernmental grants and their effect on the behavior of other
units of government.

Intergovernmental Spillovers Reconsidered

Intergovernmental Grants, Coordination and Cooperation

Earlier, the many externalities associated with economic development
were discussed. These externalities occur when one government unit imposes
on (or provides services to) residents of another jurisdiction. The potential for
intergovernmental spillovers can influence the appropriate size and scope of
local government. Everything else equal, intergovernmental spillovers should
be minimized. Obviously, the larger the political jurisdiction, the fewer the
intergovernmental spillovers. However, larger government units may increase
the preference-mismatch problem. '

The suburban/central-city exploitation thesis is based on the idea of inter:
governmental spillovers. The thesis is that suburban residents benefit from the
services provided by the central city, but they do not pay their fair share of the
cost. For example, suburban residents use central-city roads but do not pay

Two reasons are generally given for intergovernmental grants. First, there is
a need to encourage positive spillovers. Second, some intergovernmental grants
are necessary to rectify fiscal disparities among jurisdictions. Grants to rectify
_ fiscal disparities have both equity and efficiency objectives, as unequal fiscal
treatment may result in inefficient relocation of households. Because grants are
used to coordinate activities of smaller units of government, grants almost always
flow from larger units of government to smaller units.

Efficiency and Spillovers

Externalities among local governments are common. For instance, excel-
lent parks in one jurisdiction may be used by residents of another jurisdiction.
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two potential efficiency problems that arise from the fiscal incentive to live

in 2 wealthy jurisdiction. First, the rich political jurisdictions will get richer
_and the low-income residents in the poorer district will be more isolated.
_ Excessive income segregation could also result in increased racial and social
problems. Second, the provision of public services is often characterized by
_ congestion costs. Migration could increase costs in the richer jurisdiction, and
increased congestion could reduce the quality of services.

In this case, nonpayers will receive a positive externality. Economic theory
suggests that when positive externalities exist, the good in question tends to
be underprovided. When negative spillovers are present, the good tends to b
overproduced. .
Positive externalities flow from a variety of activities, including public parks,
police services, roads, and so forth. The external béhefits that flow from economic
development constitute one of the reasons for the rapid growth in economic
development grants from federal, state, and county governments to local juris
dictions. A single jurisdiction might encourage economic development to th
point where program costs equal benefits to the jurisdictions, but the state (o
some other higher level of government) might wish that the jurisdiction went
beyond that point to achieve additional benefits for neighboring jurisdictions. To
encourage additional economic development spending, the state might put addi-
tional monies in the form of grants for economic development purposes.
Jurisdictions can also be encouraged to reduce negative externalities
through the use of intergovernmental grants. For instance, grants for sewage
improvements reduce the water pollution that affects downstream communi-
ties. Expressed differently, water purification carries positive externalities
and a grant to increase purification efforts will increase the level of this output.

Types and Consequences of Intergovernmental Grants

Frequently, economists distinguish between matching grants in which the
gize of the grant depends on the level of local spending and lump-sum (fixed
_amount) grants. Another typology is between categorical grants that must be
used for a particular purpose and block grants that can be used for a wide range

_of purposes.

Matching and Lump-Sum Grants

The amount of intergovernmental transfers depends on the level of the
recipient government’s spending in the case of the matching grant. The
lump-sum grant is a fixed amount. To compare matching and lump-sum
grants, assume that the transfers are not financed through taxes on residents
in the recipient area. Thus only the effect of the grant would be examined,
excluding how the grant was financed.

Matching grants have two effects that tend to encourage the grantee to
increase spending on the service being supported by the grantor. First, the
matching grant will lower the relative price of the activity being encouraged.
This is called the substitution effect. Second, an income effect exists because
the grant will increase the revenue and hence the spending ability of the
jurisdiction receiving the grant. The recipient jurisdiction will tend to spend
more on all activities, including the target activity. In the case of lump-sum
grants, local spending ability will increase (income effect), but there will be
no substitution effect. Although the grant may be directed toward a particular
activity (e.g., a2 $10 million grant to support education), relative prices will
not change. Hence a local government could simply reduce its own outlays
on the target activity and use the grant to maintain existing activity levels. For
instance, economic development programs may have been funded at $10
million annually from the general revenue fund after the community received

Equity

A second reason for having intergovernmental transfers is to ensure that.
unequal burdens are not placed on individuals living in jurisdictions with
different taxing abilities. Often, poor districts with small tax bases must
impose higher tax rates on their residents, yet the district collects less total
revenue than more affluent communities do. This imbalance is a particular
issue in the funding of education. ,

Suppose individuals A and B earn equal incomes, but A lives in a rich
city and B lives in a poor city. Further assume that their tastes and preferences
are the same and that taxes are proportionate to income. Given the assump-
tions, it would be advantageous to be a resident of the wealthy community
because the local tax burden would be smaller. To receive the same services,
B would pay more taxes than A. This situation violates the tax principal that
“equals should be treated equally.” Thus transfers to ensure that A and B
receive equal fiscal residuum may be appropriate. '

Furthermore, given the potentially disadvantageous tax treatment of b,
an incentive would exist for B to relocate to the richer community. There are
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a lump-sum $25 million grant for economic development. The general f!]nd‘
outlays may be cut by $25 million, so the total economic developmeni
spending remains $100 million.
Matching grants are more likely than lump-sum grants to encourage
spending on the activity the grantor has targeted. Because the matching grant
has the effect of lowering the relative price of the taroet activity, city officials
are likely to provide more of the lower-priced activity. Bell and Bowman
(1987) compared the consequences of matching and lump-sum grants given
by the state of Minnesota to its cities. They found that matching grants are the
most stimulative and even cause local taxes to increase so that the localities
may take advantage of the match. Lump-sum grants increased the level of
local services but did not influence the level of taxes. L
The theoretical analysis of spending effects indicates that matching grants
may be the preferred type of transfer if the grantor government wants to
stimulate an activity. An activity that creates positive spillovers for residents
of other jurisdictions such as economic development might be a candidate for
a matching grant. However, if the purpose of the transfer is to equalize fiscal
abilities without interfering with local decision making, the lump-sum grant
may be preferable.

Opponents of unrestricted grants have argued that they merely reshuffle
_ money rather than accomplish any clearly defined goal. Furthermore, the admin-
_ istrative costs of sending money to Washington, D.C. or a state capital and then
back to local governments is high. However, unrestricted grants may improve
fiscal equity if they return more funds to the poorer jurisdictions than they take.

%%  Guidelines for Evaluating Taxes

A fair or efficient tax system at the state and local level can be an
important economic development tool. Businesses consistently rank taxes as
an important location and expansion factor. This section first discusses
_ general criteria for evaluating taxes: efficiency, equity, and revenue elasticity.

Tax Efficiency

An efficient tax is one that does not alter outcomes of private economic
activity unintentionally. An income tax, for instance, can be considered
_inefficient because a high income tax may encourage some individuals to
work less. A head tax, on the other hand, will not distort the work/leisure
choice because the taxpayer cannot escape the tax by working less. However,
some taxes may deliberately distort prices to correct for other imperfections
in the economy. Hence a tax on a polluting product may be efficient even if
it alters existing incentives.

There is a saying that “an old tax is a good tax.” Once the market has
adjusted to a tax, it may be more disruptive to remove an existing tax and
replace it with a theoretically more efficient one. The old tax-good tax
principle implies that stability is an important efficiency characteristic.

Categorical and Unrestricted Grants

Categorical grants are transfers that the granting agency earmarks for a
rather narrow range of spending purposes. For instance, a state road-improve- ﬂ
ment grant would have strictly limited purposes. Categorical grants may be
either lump sum or matching. In contrast, unrestricted grants may be spent on
a variety of purposes, so they will not tend to stimulate one type of spending
program over another. Consequently, the recipient jurisdiction has more
discretion in determining how to spend the unrestricted funds. However, the
term “unrestricted” should not be taken literally because no grant is totally
unrestricted.

Advocates of unrestricted grants believe that the smaller units of govern-
ment are closer to the problem and best know how to spend the funds to satisfy
local needs. Furthermore, a dollar of unrestricted funds is worth more to the
recipient jurisdiction than a dollar that must be spent in a particular way. Thus
explanation was that the same level of benefits could be achieved with smaller
but less restricted grants. The return of authority to state and local governQ ;
ments has been termed “devolution,” a policy that favors unrestricted grants.

Tax Equity

The main criteria for judging the fairness of a tax are the ability-to-pay
and the benefits-received principles. The ability-to-pay principle asserts that
taxes should be levied based on a person’s ability to pay. Because income is
a major indicator of ability to pay, the principle is usually interpreted as
implying that high-income families should pay more taxes.

The benefits-received principle links tax payments to benefits received
from governments. The benefits-received principle is most useful in situations
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where benefits of the government program accrue directly to the recipient ap
where the value the recipient places on the good is easily determined. A moto
fuel tax is based on the benefits principle because it is assumed that the us
of motor fuel represents use of roads. Direct-user charges for public services
such as garbage collection, are an increasingly popu;ar form of user fees.

Tax Shifting ;

Tax shifting must be considered when examining either efficiency o
equity. The determination of tax equity is difficult because the party tha
actually pays the tax to the government may be able to pass the tax forwar
to consumers or backward to producers. If a tax can be passed to someon
other than the initial payer, the tax is said to have been shifted. The party that
actually has areduction in income because of the tax bears the “tax incidence.

Figure 12.1 illustrates the shifting process. Suppose S and D represen
the original supply and demand curves prior to the imposition of a tax. The
a tax is imposed on taxi trips equal to $1 per trip. Assume that cab drivers ar
responsible for collecting the tax. The initial effect of the tax will be to reduc
the supply of taxi trips at each price the consumer pays. This is shown by th
backward shift of the supply curve to S2. The new equilibrium price will be.
$2.75. In this case, 75 cents of the tax has been shifted forward to the consume
who now pays 75 cents more than before the tax, and 25 cents is shiftedi
backward to the driver. Often, the fare might be expressed “$1.75, plus $1
tax.” When expressed this way, it appears the consumer is bearing the full
incidence, but, in reality, the price of the taxed service drops, forcing the
producer to bear part of the burden. -

The relative elasticities of supply and demand determine the extent of
shifting. If firms face consumers with inelastic product demand (i.e., prices can
be increased without consumers significantly decreasing their purchases), pro-
ducers will be able to shift a high portion of the tax forward to consumers, butif
consumer demand is elastic, producers will have difficulty passing taxes forward.
Similarly, if the product being taxed has an inelastic supply, as would be the case
if the resources used in production had few alternative uses, the tax would tend
to be shifted backwards to producers. Producers with greater options would tend
to avoid the tax and it would be shifted to consumers. Shifting prospects have
important implications for metropolitan taxing policies.

Suppose a small jurisdiction imposes a sales tax on a particular type of
store. Consumers could easily avoid paying it by shopping at competitive
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elasticities of supply and demand.

- stores outside the taxing jurisdiction. Because consumers have elastic de-
_ mands for products sold within one specific jurisdiction in a metropolitan area,
it is difficult for owners to shift the tax to consumers. Thus the incidence will
 fall on the store owner. If the store was not making excess profits before the
_ tax, it could easily be driven out of business. Similarly, local taxes on
- businesses that sell their products in competitive national or international
markets may be harmful to the firm and the community. However, a statewide
sales tax is more likely to be shifted forward to consumers. Because consumers
- have fewer nontaxed options, their demand will be less elastic.

Supply elasticity is also an important determinant of tax shifting. Factors
_of production with elastic supplies can move to untaxed areas, whereas
immobile factors of production cannot avoid the tax. Building on the previous
example of a sales tax, if shop owners were mobile and able to relocate to an
untaxed district, they could escape the tax.

The property tax is considered to be borne primarily by property owners
in the very short run because the supply of property is inelastic. Thus the tax

Figure 12.1. Tax shifting. Out of a $1 tax, 75 cents will be shifted forward. In this
_ example, 25 cents will be shifted backward. The extent of shifting depends on the

Q
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will not affect supply or demand, and therefore rents will not increase
?-Iowevcr, beyond the very short run, the housing supply could decrease ag
1nve§tors cu.t back on upkeep ax'ld n.ew construction slowed. Thus the Iongé The “socioeconomic” approach employs demographic characteristics in
g;ept::snszg ngfs;rtgiiiﬁgrsw likelihood that increases in property taxes will _ association with governmental ﬁscefl measures. This. approach implies that an

’ ' _ area’s fiscal health can be determined by comparing resources and needs.
Needs are determined by socioeconomic characteristics, such as community
income, infrastructure age, population change, and per capital income. The
level of spending needed to bring the local government to a certain norm, such
as a U.S. average, is compared to the ability to support that norm, such as
community wealth or income. Thus areas with a high ratio of needs to
resources will have high fiscal stress regardless of the area’s budgetary deficit
or surplus.

costs as a percentage of total revenues. These and related fiscal measures have
been combined into rather complicated indexes.

Revenue Elasticity

Another important characteristic of taxes is their revenue elasticity, their
elasticity with respect to growth in the economy. One measure of tax-revenue
elasticity is k

- Percentage change in tax revenues
Percentage change in national income

(12-2)
Productivity and Baumol’s Disease

Most communities want a tax base that increases at least proportionally to
national income. However, they also desire a revenue source that is stable
during economic downturns because local expenditures are difficult to reduce
during downturns. Often, these two goals conflict. k

Baumol (1967) viewed the inherent nature of local government services
as a contributing reason for fiscal problems. He argued that many local
governmental activities are service intensive and therefore less likely to
benefit from cost-saving technologies. For instance, law enforcement tech-
nologies are unlikely to replace police officers. In his model, goods and
services are divided into technologically progressive activities and activities
not susceptible to substantial productivity increases. Whereas the first type of
activities was called progressive, the second type, which Baumol believed
constituted most public activities, was considered nonprogressive. Baumol
contended that the most important reason for an increase in productivity is
that capital and knowledge can be substituted for labor for some activities.
For other activities, labor is practically the end product, so it is difficult to
increase labor productivity. The division of goods and services into only two
sectors is procrustean, but it is a useful classification for his purposes.
Baumol assumed that wage differentials (adjusted for skills and working
conditions) between the two sectors would remain about equal. If the differ-
ential temporarily increased, workers would move into the higher-wage sector
until the initial wage differences were reestablished. Baumol also assumed
that the wages of workers in the progressive sector would rise based on
increases in productivity.

As productivity in the progressive sector increases, wages will increase.
Because workers in the nonprogressive sector can substitute for workers in
the progressive sector (at least in the long run), nonprogressive wages will

% Reasons for Fiscal Problems

i

Overcoming fiscal problems is one of the motives for economic develop-
ment. Local fiscal problems are also a deterrent to economic development.
This section examines fiscal problems among local governments. Firsf, the
meaning and measure of fiscal stress is discussed. Next, several major ideas
about causes of fiscal stress are presented. The reasons for fiscal stress are
generally complementary rather than mutually exclusive explanations. '

Measuring Fiscal Stress

There are two approaches to measuring fiscal stress. The “funds flow”
approach identifies city government fiscal or budgetary characteristics. This
approach implies that the causes of fiscal stress can be traced to budget
management. If a budget is poorly managed, any city, no matter how wealthy
could experience fiscal stress. Measures of fiscal stress include current ac-
count surplus or deficit as a percentage of revenue and average debt service
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also increase. In the progressive sector, the wage increases will not cause price
to increase because the wage increases will be offset by increases in produ
tivity. However, in the nonprogressive sector, the wage increases will not be
matched by productivity increases, so prices will rise. L

Baumol believed that public sector services tended to be nonprogressive
because it is difficult to apply technology to many areas of social service '
There is a fixed or nearly fixed ratio of service providers to recipients, F
instance, a public school teacher may find it difficult to increase class si
beyond 25 students. The ratio of pupils to teacher may be increased slightly
by using computers and other educational technology, but the scope of suc
productivity enhancements is limited. Yet if teachers’ pay is to remain in line
with compensation in other occupations, the per-pupil cost of education will
rise. If local governments provide a disproportionate share of nonprogressivé
services, there will be a tendency for taxes to increase or for local covernmenfs
to face fiscal crisis. The increased productivity in the progressive sector w111
provide society with the extra wealth to continue to be able to purchase
nonprogressive services, but Baumol’s point is that government cost increases
should be expected. Understanding the reasons for the tendency of urban
governmental costs to increase may diminish some voter opposition to tax
increases. Nevertheless, governments should look for opportunities to use
technologies to minimize costs in those areas where such adaptations are
possible.

Federal Mandates and Regulations

Mandates are responsibilities imposed on one level of government by
another. Normally, the federal government, the judiciary, or state gover
ments impose duties on local governments. Mandates may be required directly
or as a condition for receiving aid. In either case, local governments are
usually effectively forced into actions that may increase their costs. It has been
estimated that local governments face over 1,200 federal mandates (Lovell
and Tobin, 1981).

Cumulative Economic Decline and Fiscal Issues

Fiscal problems can lead to cumulative decline. For instance, a city facing
a small fiscal problem may have to raise taxes or lower spending in ways that
reduce the attractiveness of the community. As attractiveness diminishes,
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individuals may relocate to another city. The potential to relocate due to local
fiscal policies is greater in metropolitan areas than in isolated cities because
{n metropolitan areas it is much easier to change residences without changing

_ jobs. Thus the tax base will shrink, leading to more revenue loss and/or service

cutbacks.
Service cutbacks may cause property values to fall, aggravating fiscal

problems in several ways. First, individuals purchase houses with some hope
of building equity through appreciation. If property values fall, this expecta-
tion of appreciation could be diminished, causing further decline in real estate
prices. Second, the decline in property values may cause tax rates to increase.
If revenue requirements are unchanged and there are no compensating in-

creases in other revenues, then the tax rate would have to increase in propor-

tion to the decline in the tax base. Economic development may be discouraged.

Third, the drop in property values may cause the composition of the commu-

nity to change. Particularly if lower-income groups that required expensive

public services moved into the city, the demographic change would add to the
fiscal stress.

Population declines can also contribute to cumulative fiscal distress even
if demographic changes do not occur. Many of the costs of urban infrastruc-.
ture are fixed, regardless of population size. The maintenance costs of sewers
and roads, for instance, will vary little with population size. Yet most local
revenue sources depend on population size. Tax revenues may decline more
rapidly than the expenditures required to provide desired services. Thus the
fiscal problems will increase, leading to further population loss.

Cumulative decline is not inevitable, and many cities have stabilized their
fiscal position after a major fiscal crisis. The choices made by political leaders
and other public groups may halt successive rounds of service cuts or tax
increases. The health of the private sector economy can help avoid cumulative
decline if there are business expansions that compensate for the initial fiscal
shortfall. Nevertheless, there is a danger that once a local fiscal unit raises
taxes or cuts services it may find itself on a slippery slope of decline.

B3 Fiscal Strategies and Tools

Many areas face substantial fiscal pressures. Often, annually-balanced
budget requirements further reduce local options. The federal deficit and fiscal
strain in many states have made further increases in intergovernmental revenues
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an unlikely source of additional funds. Consequently, local governments are
looking for alternative solutions. This section describes some of the innovativé
fiscal strategies and decision-making tools being used by local governments.

Privatization and Shedding Responsibilities

Many individuals consider private sector activities more efficient than public
operations. The private sector has been shown to provide some services at a lower
cost than governments charge. If the private sector is in fact more efficient than
government, citizens may be better served if private businesses provided services
traditionally provided by governments. Even if efficiency were not a concern,
financially pressed governments might want to shed some activities and let them
be provided by businesses if an effective demand for the service exists.

Local governments have also attempted to act more like private producers
by relying on user fees that are similar to private sector prices. Governments
can act more like private organizations if agencies charge appropriate prices.

Privatization can also be achieved when local governments contract with
private firms to provide a service the government previously provided. For
instance, a school district may contract with a private institution to provide
special testing services. Private organizations have been hired to provide such
services as school lunches, transportation, and safety programs. Franchises
have been used to privatize public services. A local government may grant
the right to provide certain services to private producers. The private provider
may charge the public for the services; however, the price and conditions are
regulated by the terms of the franchise agreement. Several states use a
franchise system to collect fees for automobile license plates.

Voucher systems allow the government to pay for a stipulated service
level, but the choice of provider is left to the individual. The voucher will
support a minimum level of service, so if recipients wish to spend in excess
of the voucher amount, they may do so with their income. The individual is
responsible for arranging for the services, and the service will normally be
produced by a private source. Food stamps are the most well known type of
voucher, and recently, the federal government has provided housing assis-
tance through a voucher. Many observers have proposed using vouchers in
education. Although vouchers are not widely used by local governments, their
popularity is increasing.

Traditionally, local governments have relied on volunteers to provide
many services, and the interest in using volunteers is increasing. The use of
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volunteers in schools, social service agencies, and other organizations has
been viewed as a way to expand services at modest costs. Recently, the
concept of volunteerism has been expanded as governments have negotiated
formal arrangements with businesses called public-private partnerships.

Intergovernmental Rearrangements

Several types of intergovernmental rearrangements have been suggested
to relieve pressures on local governments. These include reassignment of
functions, regional tax-base sharing, and annexation.

Reassignment of Responsibilities

The reassignment of responsibilities is a solution that usually involves
shifting the financial burden upward where the ability to pay is perceived to
be greater. There are two limiting problems, however. First, as fiscal respon-
sibility shifts upward, there is a tendency for control to shift upward, too. Yet
many programs are best controlled and administered at the local level where
opportunities and needs can be seen more clearly. Thus the ability to shift
programs upward is hindered by the propensity to lose local control. Second,
higher units of government may not necessarily have greater fiscal ability than
the combined local jurisdictions. After all, a state’s taxable base is ultimately
equal to the individual areas that make up the state.

Tax Sharing

Under tax sharing, increases in metropolitan taxes are shared among local
jurisdictions. For instance, suppose industry and the property tax base are
growing in a northern suburb while the central-city tax base declines. Under
a tax-sharing system, the growing district might turn over a certain percentage
of the increase in taxes to the central city as well as to other local jurisdictions.

Tax sharing has been supported for two reasons related to economic devel-
opment. First, employment growth often depends on a variety of regional factors,
including a vibrant downtown area. Expenditures of the central city often make
the entire region more attractive to industry, so the central city should benefit
from growth that occurs elsewhere in the region. Second, tax sharing may reduce
the zero-sum game, that is, reduce intrametropolitan competition among jurisdic-
tions attempting to enlarge their tax base. Such destructive competition has
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resulted in such generous tax abatements that even jurisdictions with incre

‘many communities face tight budgets and political pressures to increase
ing employment and industrial tax bases fail to increase their Ievenues.

;spending, additional revenue sources are usually welcome. o

- However, there are important limitations to user fees. Principally, user
charges are generally only appropriate for goods that could be provided
;yprivately. Thus public swimming pools and other recreation facilities are
susceptible to user charges. However, goods with characteristics of nonex-
clﬁdability are not suitable for collection of user fees, nor are services and
transfers designed to correct for problems of income distribution. Often, local
governments face stiff opposition when they impose user fees because of a
ype of fiscal illusion held by the public. Some citizens believe they will 'h.awe
0 'pay for something they previously received for “free.” The political
,pfoblem of establishing user fees is aggravated by the fact that users of some
services where user fees could be applied constitute a well-defined group that
can lobby effectively to avoid charges on its use of services.

Annexation

Many communities have attempted to solvesfiscal problems through~
annexation. If a city annexes industrial or commercial areas, it may expan
its tax base by more than the cost of providing services to the annexed are
Likewise, annexation of undeveloped land can provide sites for the growth
future taxable property. -

Rusk (1993) has suggested that annexation is one of the principal dete
minants of central city success. Unfortunately, there are several drawbacks to
using an annexation strategy. First, only a limited number of central cities ca V
benefit from annexation because they are surrounded by previously incorp
rated suburban jurisdictions and it is usually difficult to annex an incorporate
area. Furthermore, although annexation may help increase per capita incom,
in acity, it may do little for the inner-city populations still trapped in a viciou
cycle of economic decline. For the region as a whole, annexation may be a
example of place prosperity that ignores the welfare of people in those place
For the metropolitan region as a whole, one community’s annexation gain i
often another’s loss. Third, many suburban areas resist annexation by majo.
cities because of the poor image and other problems that central cities have

R Fiscal Impact and Benefit-Cost Studies

Fiscal impact and benefit-cost studies are useful tools for economic
evelopment planners. Fiscal impact studies can be used to assess the effect
development projects on the government treasury. Benefit-cost studies
analyze not only fiscal impacts but other costs and benefits that may accrue
to citizens (Blair, 1992).

User Charges and Fees

User charges have grown rapidly during the 1980s. They are consistent wi iscal Impact Studies
the benefits-received principle as they require the users of a service to pay all o
part of its cost. Sometimes, “sliding scale” fees are used that link the user chari‘;T
to income. Thus an ability-to-pay standard also can be applied to user fees. Th
recent popularity of user fees can be attributed to four factors. First, they hel
ration public services and thus alleviate pressures to produce more. When a 200
or service is free, it tends to be used until consumers receive no more utility fro
an extra unit. Second, user fees can help reduce congestion. By increasing th
user fee, usage can be reduced. Well-designed user fees can also be used to sprea
usage away from peak-use times. Third, user charges provide decision maker.
with information regarding citizen valuation of goods and services. If a small use
fee causes usage to fall drastically, policymakers may conclude that most user.
place a low value on it. Finally, user charges are a revenue source. Becau

Fiscal impact analyses are useful for forecasting the effects of economic
evelopment and other projects on an area’s fiscal health. Local economic
development officials should consider fiscal impacts in planning and support-
ng new ventures. They vary greatly in scope and detail. However, there are
_certain steps that are common to most fiscal impact studies. A formula
eveloped by Muller and Dawson (1972) provides a basic framework:

NFI=W-(X+7Y) (12-3)

= present value of development-linked revenue

:
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X = present value of development-linked operating expenditures
Y = present value of development-linked capital expenditures
NFI = net fiscal impact

Although the net fiscal impact formula is very clear conceptually, in practice
it is usually difficult to estimate the various cofnponents.

Estimating Revenues

Local revenues can be divided into property tax revenues, sales tax revenues,
income tax revenues, intergovernmental transfers, and user charges/fees. Sepa-
rate calculations may be made for each type of revenue. The importance of
specific types of revenue sources will vary from district to district.

Residential developments are likely to generate most revenue through the
property tax. The approximate value of new residential properties will be
known when a fiscal impact study is undertaken because developers normally
know the price range of houses in their development. Therefore, increased
property tax revenues are relatively easy to estimate by multiplying the
effective tax rate by the increase in the tax base. Revenues from sales taxes
and income taxes may be more difficult to determine because they depend on
residents’ shopping and work patterns. However, based on these patterns and
the income levels that could be assumed based on the value of the residences, .
reasonable estimates may be derived. Intergovernmental transfers depend
primarily on population size and the number of school-aged children, al-
though other factors may enter some grant formulas. Family size can be
estimated from the type of residential development proposed, so roughly
accurate estimates of intergovernmental revenues may be obtained.

Property tax revenues from commercial developments are also fairly easy to
estimate based on the value of the proposed development stated in the zoning
request or building permit. Local payroll tax revenues may also increase to the
extent that employment increases. Sales taxes will increase to the extent that sales
increase. An analyst must be careful to adjust revenue estimates if increased sales
or employment come at the expense of other local businesses.

Estimating Operating Expenditures

A major difficulty in measuring operating expenses is that costs may
remain fixed when usage increases by a small amount, so that marginal costs
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are near zero. Such might be the case for small increases in road use. Other
governmental services may face sharply increasing marginal costs as demand

increases, as might be the case if new roads were required to accommodate
development-related traffic increases. In the absence of data on marginal cost,
analysts often assume that the marginal cost of public services will equal
average cost.

Operating expenses for residential developments may be analyzed by
considering whether demand for government services is concentrated among
low-income households, increases with income, changes with the size of the
units constructed, and varies in other relevant variables. Such considerations
may be compared to the type of project being proposed. Operating expenses
of commercial enterprises may be estimated based on average costs of similar
businesses in the area.

Estimating Capital Expenditures

Capital expenditures caused by new development include the following:

1. Facilities that are linked directly with the proposed project, such as sewer lines

or fire stations.

Facilities that would have been constructed regardless of the new development

but in which new residents will share.

. Facilities that will have to be constructed because of the new development but
which will be shared by other residents.

Theoretically, only the marginal costs of a new development are relevant.
However, marginal costs are seldom the basis for evaluating a development’s
capital costs because they are difficult to determine and may differ from
citizens’ concepts of the fair-share burden. In practice, the new project is
normally charged for the entire cost in the first instance. In the second case,
the new development may not be charged for any of the costs or an average
cost may be assigned. In the third case, the development may be charged for
a disproportionate share of the incremental costs.

Benefit-Cost Analysis

Benefit-cost analysis is a decision-making tool that can be used to
improve governmental decision making by going beyond narrow fiscal im-
pacts and examining a broader range of costs and benefits. It attempts to
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measure the social costs and social benefits of public projects. If the benefits
outweigh the costs, then the presumption is that the community would: be
enhanced by the project. If, however, the costs exceed the benefits, then thé'
aggregate value of the resources required to build a project is greater than the
benefits placed upon the output. The former case is intended to be the public
sector equivalent of a profitable business venture, 4nd the latter case is the
counterpart to an unprofitable business.

The formula central to benefit-cost analysis is

(124)

BIC=YBi/>Ci,

i=1

i=1

where

B/C = benefit cost ratio

iB.- =the sum of the discounted value of social benefits (0 = present year)

i=1

ic,- =the sum of the discounted value of the social costs

i=1

The concept of benefit-cost analysis is simple: measure and compare the
benefits and costs. Yet there are conceptual difficulties and implementation
problems. Social costs and benefits will differ from private costs and benefits
if there are spillover effects or externalities. The private costs of producinga
commodity are borne by the producer. A social cost might also include the
effects of pollution on residents near the factory. Total social costs include
both private costs and spillover effects.

The inclusion of all benefits and costs in the decision is the key element
in understanding the difference between benefit-cost analysis and the private
decision-making process. However, the comprehensive perspective creates an
implementation problem: The consequences—both good and bad—that stem
from a project are too numerous and often too small to measure.

Steps in Benefit-Cost Analysis

The discussion of potential difficulties of benefit-cost analysis suggests
that benefit-cost studies should be structured and implemented to avoid
potential abuses. The eight steps required in developing a benefit-cost study
are briefly summarized:
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1. Describe the nature of the project. This step is necessary because the
purposes of benefit-cost studies are not always the same, and the purposes
may affect methodology. Benefit-cost analysis can be either a decision-mak-
ing tool or an evaluative tool. For example, one study may answer the question
“Should the school be built?” and another “Should the school have been
built?” There may also be relevant constraints that will affect the outcome or
nature of the study. For example, a budgetary constraint may prevent analysis
of a bigger project that might appear better.

2. Delineate the set of choices. Benefit-cost analysis is not feasible for
comparing all governmental projects. In describing the choice set, the analyst
should specify alternative projects being considered. In the simplest case,
where only one project is being considered, the issue may be whether the
benefit-cost ratio is greater than a certain level. The choice will become more
difficult if projects are mutually exclusive or otherwise interdependent.

3. Describe the benefits and costs of the project. This step and the next
are possibly the most difficult in the analysis. The benefits and costs should
include not only direct but also indirect impacts. The analyst might even
choose to discuss “speculative effects,” so that those factors that might or
might not result would at least be mentioned. One of the significant lessons
learned from evaluations of federal urban programs is that unintended and
unanticipated effects often turn out to be more significant than planned
impacts. An important dimension of the description of the costs and benefits
is the time period in which they occur. The further in the future the costs and
benefits take effect, the less weight they will be given.

4. Estimate the monetary value of the costs and benefits. Techniques and
examples for estimating social benefits are the following:

e The benefits of a road can include time savings valued at the traveler’s hourly
wage in addition to direct transport-cost savings.

o The value of mass-transit facilities includes the benefits to automobile drivers,
who will save time because mass-transit facilities reduce driving time.

o Public housing benefits have included the estimated value of crime prevention.

o The value of public parks and other recreational facilities has included the price
paid for admittance to similar private facilities plus the value of travel time saved
because of the nearness of the facility.

e Surveys have been used to determine what individuals might be willing to pay.

o The increased property values of land near public improvements have been a
measure of benefits of parks.

o Flood-control projects have included the value of the increase in agricultural

output.
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Of course, there are still significant estimation problems with attempts ¢,
quantify elusive outcomes. All attempts to estimate value are subject
criticism. Some analysts prefer simply to list or set aside some qualitatiy,
benefits. -

5. Select a discount rate. The selection of the dlSCOIlnt rate for govern
ment projects is a controversial aspect of benefit-cost analysis. Because mos
government development projects involve large current expenditures an,
provide a flow of benefits over many years, a low discount rate increases ¢
net present benefits and hence also increases the number of projects that ca
be justified. Among the possible discount rates that can be used are these:

greater than 1. Also, funding a project with the highest benefit-cost ratio may
not maximize the difference between the total benefits and total costs. Con-
_sequently, the reasoning behind any cutoff point should be discussed.

Conceptual and Implementation Issues

The theoretical justification for benefit-cost analysis is that when a
project’s benefits outweigh project costs, net social wealth will increase. With
the increase in social wealth, the government could redistribute income so as
to make at least one person better off without making anyone worse off (called
~a Pareto move). Society may decide not to redistribute income because it
prefers the existing distribution; but as long as everyone can be potentially
better off, the project should be undertaken. Thus benefit-cost analysis is
based on efficiency rather than equity criteria.

One method for dealing with the distributional issue is to assign different
weights to various income groups. Thus $1 of benefits or costs to a low-
‘income family could be weighted by a factor of 1.2 or 1.7. Whatever the
weight (even if all are weighted equally), the analyst is making a value
judgment, not a scientific judgment. Some writers have suggested a “balance
_sheet” approach whereby the benefits and costs that accrue to individuals in
different income categories are separated.

Several criticisms of benefit-cost analysis have been discussed in the
literature. One criticism is that all the costs and benefits cannot be counted.
Because almost every action sets off numerous second-, third- and greater-
 order consequences, tracking down and valuing all the ramifications is impos-
sible. Still, benefit-cost studies should attempt to count the costs of the major
' consequences. An analyst may have to assume that unforeseen or remote costs
and benefits balance out.

A second criticism has been that local governments cannot afford to
undertake all projects for which the benefit-cost ratios are greater than 1.
 Consequently, another standard must be developed to select among projects.
- Most analysts recognize this point. As a result, benefit-cost studies are more
appropriate as a guide to an agency selecting among similar projects than as
a guide to a legislature trying to allocate funds among very different projects,
such as health and road maintenance. A small agency may also lack the
_tesources to undertake all projects with positive benefit-cost ratios, but it
_could have a decision-making rule requiring benefit-cost ratios of over, say,
L.5, before a project could be undertaken.

o Private rate of return, because it represents the opportunity cost of capital use
in the project
A rate slightly lower than the private rate of return, to adjust for the risk of pubh
projects

The rate at which the government borrows

A rate that reflects appropriate concern for future generations

-2

There is as yet no final resolution of the discount rate issue. Although th
conceptual problems inherent in this step may be great, a rate is usuall
selected based on rates in effect at the time of the study.

6. Discount the costs and benefits. The first five steps are preliminary t
the actual calculation. Once the appropriate benefits, costs, and discount rat
are established, this step is mechanical.

7. Perform sensitivity analysis. While not always necessary, repeatin
the fifth and sixth steps with different assumptions provide an indication o
how sensitive the results are to changes in the discount rate or in values place
on some intangible benefits. If the results are sensitive to small changes in
say, the value of time savings resulting from construction of aroad, then doub
will be cast on the project.

8. Describe conclusions and caveats. Many benefit-cost studies leave th
impression that if the benefit-cost ratio is greater than 1 it is obvious that th
conclusion should be to construct the project. However, if a result is sensitiv
to the discount rate or to one of the variables that the analyst could onl
roughly estimate, then the conclusion would be in doubt. There could be a
discussion of how the inclusion of qualitative variables may have affected the
analysis. Furthermore, because of budget constraints the cutoff point for
government projects may be a benefit-cost ratio greater than 2 rather tha
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The presence of intangible costs and benefits presents another problem:
It is nearly impossible to place a monetary value on some activities. Fre-
quently, critics suggest that because we cannot place a value on a human life,
benefit-cost studies are not appropriate to projects where such issues are
involved. However, some benefits and costs that cannot be valued may be set
aside and the benefits or costs expressed as “$103000,000 plus or minus fewer
health problems for 100 people.” The decision makers must then determine
how to handle the trade-off.

Finally, critics contend that benefit-cost studies remove decisions from
the political decision makers and place them in the hands of technocrats. When
benefit-cost techniques are employed, citizens lose the ability to engage in
debates and affect outcomes. It is true that benefit-cost studies can be used to
“snow” people and make a political decision appear to be only a technical
decision. However, this abuse can be avoided in well-implemented studies.

&3

Summary

Most public programs influence economic development prospects either
directly or indirectly, intentionally or unintentionally. Economic development
officials are often involved in many phases of local government.

The federal government has a dominant influence in stabilization activi-
ties through monetary and fiscal policy. Local governments lack the capacity
to controll overall levels of economic activity, but local economic develop-
ment efforts are a form of stabilization policy. Distribution functions are also
difficult to implement at the local level because migration may negate efforts
to transfer income from one group to another. However, modest redistribution
efforts occur at the local level. Most state and local government activities are
designed to influence the allocation of resources. Allocation activities include
the provision of public goods and adjusting market outcomes for externalities
and merit goods.

Many observers examine economies of scale to determine the appropriate
size of local governments, but some economists argue that local governments can
purchase services from elsewhere, so there is no need to have a government large
enough to achieve economies of scale. More recently, economists have claimed
that decision-making costs should be the key factor in determining government

size. Three important aspects of decision-making costs are preference mis-
matches, decision-making effort, and intergovernmental spillovers.
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Intergovernmental grants are used to improve the efficiency in the allo-
cation of goods that spill over from one jurisdiction to another. They are also
used to encourage fiscal equity among individuals living in different jurisdic-
tions. A variety of types of intergovernmental grants can be used to influence
how local governments react to a grant from another unit of government.

Taxes have been evaluated according to their efficiency, equity, and
revenue elasticity. The property tax is an important source of local govern-
ment revenue. Unfortunately, the property tax does not score well on any of
the three criteria. Shifting of taxes through price changes can drive a wedge
between the party responsible for collecting the tax and the individuals who
actually pay the tax.

Urban fiscal problems include fiscal stress, lack of productivity increases
in the provision of public services, federal mandates and regulations, under-
funded obligations, perverse incentives, and cumulative decline. Strategies
and tools for improving local government decisions include privatization,
annexation, tax sharing, and user fees. Fiscal impact and cost-benefit studies
are useful tools for fiscal management. Urban development specialists should
understand the strengths and limitations of these tools.

B Note

1. Taxes are regressive, proportional, or progressive according to whether they take a lower,
proportional, or higher percentage of income as income rises. The wealthy generally pay more
taxes in absolute dollars under each type of rate structure.
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Planning, Futures Studies,
and Development Policy

Economics, futures studies, and urban planning are importa.nt aspects of the
economic development process. Urban planners need reasonable esti-
mates regarding the likely course of future events so as to anticipate needs
and develop policy responses. Economics is usually at the heart of planning
processes because planners are interested in economic outcomes, economic
methods are used in the planning process, and economic factors constrain
what can be done. The influential planner, George Sternlieb (1986) described
the orientation of planners to economic concerns when he said, “Ina word we
have all suddenly become economists” (p. 154). Most applied urban econo-
mists work closely with planners. Planners in turn are influenced by the
thinking of future thinkers. In practice, it is often difficult to determine
whether someone engaged in planning or policy development has an academic
background as an economist, planner, futurist, or is from some other field.
Futurists and planners have learned a great deal from economists, but
economists can also learn from futurists and urban planners. This chapter
reviews some of the ways futurists and urban planners view urban and regional
economic development. It should stimulate thought, speculation, and wide
ranging thinking about urban futures and how to influence the course of future

events.

A S
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Futurist Perspectives

&

The process of thinking about the future is frustrating because nobody
knows what the future holds. Yet decision makers want to know the future.
Most decisions require at least implicit assumptions about the future so some
type of futures analysis is almost unescapable. Often, such decisions have an
implicit assumption—the future will be pretty much like today. That assump-
tion is often roughly accurate—but not always. Often, we look back on events
and realize that they could or should have been anticipated.

Futurists, like economists, are careful not to imply that they can “predict”
the future. Rather, they use phrases like “trend analysis,” “scenarios,” “fore-
casts,” and “projections” when describing what the future might be like.

Futurist thinking is diverse, and some generalizations can be useful to
illustrate the futurist perspective. This section examines four such areas.

Concern With Values and Attitudes

Economics has been called the science of values. Choice is the observable
reflection of values, yet economists generally take individual values as given.
Economists are generally concerned with how individuals behave, given a set
of values. Futurists are concerned with changing values. They ask what value
changes are likely to occur and how those changes may affect the way we will
live.

Two general theories of value change have been popular. Constancy
theories suggest that, in the course of time, value conflict will be recognized.
These value conflicts will create political and personal agitation. Eventually,
one of the values will prevail or a third value that rationalizes the conflicting
values will emerge. The choices made by individuals as well as social

institutions will change to reflect the value shift. The classic example of a
conflict of values is the existence of slavery in a country that professed that
“a1l men are created equal.” The conflict between these two values created a
“house divided,” and new institutions emerged. A weakness of the value
conflict theory is that conflicting values are not uncommon, but there is no
satisfactory explanation of when the conflicts will result in reconciliation.

Another view is that values are functional and values will change if they
no longer serve the individual or society. For instance, the right of private
property is functional because (among other things) it contributes toward

economic efficiency. However, the values of private property have had to give
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' way when they conflict with other social goals. Taxation requires individuals
to give up their private property, yet some taxation is necessary to social
maintenance. A weakness of the functional theory is that there may be a
“metavalue” that determines what is functional and what is not. Value changes
may be reflected in changing public opinions and behavior changes.

Several possible value changes that may afféct urban development are
the following:

The Income-Leisure Trade-Off

Tfindividuals become more interested in leisure activities, the importance
of the city as a place for consumption will increase relative to its importance
as a site of production. Efforts to protect the quality of life reflect a planning
strategy associated with a stronger preference for leisure.

Importance of Friends and Family

The high level of mobility in U.S. society in part reflects a preference for
monetary success even when it requires moving from family and friends. A
value change whereby individuals placed a greater importance on stable social
relationships could decrease interregional mobility. In response, the neigh-
borhood might become a more important urban building block. Public policy
could tilt toward a jobs-to people approach relative to the people-to-jobs
approach. However, technological changes in transportation and communica-
tions could make it easier to maintain relationships over distance. So the
tendency toward increased population mobility could continue in spite of such
a value shift.

Attitudes Toward Race and Gender

Sargent (1980) argued that the central city has been identified with
masculine pursuits and imagery such as aggressive, energetic, powerful, and
dangerous. This imagery has contributed toward the desire to separate home
life from the central city. As the lives of men and women become more similar,
the environment they use may become less differentiated by economic and
domestic functions.

Race relations are one of the most distinguishing characteristics of
American cities. They contribute toward political tension and other urban
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problems. Increased respect for individuals regardless of race (or ethnicity)
would affect urban life. It would increase the access that individuals have to
parts of the urban environment currently considered out of bounds because of
subtle or not so subtle social barriers. However, a variety of negative conse-
quences could be anticipated if racial attitudes deteriorate and urban areas
became more segregated. Urban planners generally believe that improved race
relations would greatly improve the life quality of urban areas.

Communal Versus Individual Consumption

Americans tend to value privacy and individual consumption more than
shared consumption. Concerns about sharing common areas was an attitude
that had to be addressed before condominiums were widely accepted. Urban
living offers numerous sharing possibilities. It might be economical for
neighbors to share a lawn mower or even take turns mowing combined lawns.
Local governments might provide more semipublic goods if joint consump-
tions were valued more highly (i.e., more public or club facilities and fewer
private swimming pools). The possibilities for joint consumption are many,
but Americans today prefer private consumption. A significantly different
urban environment could be imagined if shared consumption were more
highly valued.

Technological Change

Technological change includes new ways of organizing activity. Tech-
nology does not have to be embodied in a machine. For instance, the reorgani-
zation of a plant so that employees became more efficient could reflect a
change in technology even if no new machines were used. Futurists are
concerned with the impacts that technological changes can have. In fact,
technological forecasting is a strong subarea of futures studies. Futurists are
concerned not only with what new technologies may be developed but how
they will affect society.

Coates (1982) described five important ways that new technologies may
affect urban development:

1. Technologies can affect the hierarchical relationship among regions. For in-
stance, declines in transportation costs have expanded the hinterland of major
metropolitan areas.
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. Technological change will affect the internal structure of cities. For instance.
the automobile contributed to urban decentralization. More recently, advance; ;
in technology have made possible the creation of urban megastructures, such
as domed stadiums, that have affected the organization of urban regions,
3. Technological innovations will develop in response to urban problems. Al
though technological developments will undoubtedly present solutions for
many serious problems, most futurists believe it dnwise to simply assume that
a “technology fix” will negate the need to anticipate alternative solutions.
Behavioral changes may be more efficient solutions to problems than techno-
logical innovations.

. Technology has effects through what is displaced. New technology usually
replaces something else. For instance, technological changes that replace
certain jobs continue to provide challenges to economic development planners;

5. Technology will interact with other trends to create changes that are difficult
to anticipate. In the past, the technology of food production and the trend
toward two-income households have interacted to stimulate the fast- and
frozen-food industries.

Systems Orientation

Like economists, futurists have a systems orientation. They realize that
because of the interrelatedness of subsystems a change will have repercussions
on variables. “You cannot change just one thing,” a systems thinker quipped.
Futurists usually assume a more open system and often take a global perspective.
Economists usnally limit their analysis to a few variables, such as prices or
quantities of a good. Although no one can examine all of the changes that spring
from an event, futurists try to track a wider variety of the repercussions because
they are less limited by boundaries of academic disciplines.

Related to the systems perspective is the realization that most change can
create additional, unanticipated problems. Would public policy have been as
supportive of the automobile had decision makers anticipated costs including
50,000 deaths annually, hundreds of thousands of injuries, billions of dollars
of property damage, urban sprawl, oil dependency, and unwanted pregnan-
cies? Of course, the benefits of the automobile may still outweigh the costs,
but even desirable changes have some undesirable impacts.

Harman (1974) listed some important “problems of success” that affect
local economic development:

o Prolonging the life span results in overpopulation and problems of old age.
e Automation of work results in dislocated workers.
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¢ Advances in communication and transportation result in pollution, information
overload, and vulnerability of a complex society to break down.

Efficient production systems result in dehumanization of some work.
Affluence results in increased energy use and pollution.

Satisfaction of basic needs results in revolutions of rising expectations.
o Economic growth results in inequality between rich and poor countries.

(-3

The fact that improvements bring more challenges is reflected in science
fiction writer Isaac Asimov’s observation that that there are no happy endings
in history, only crises that have passed. The same concept is embedded in the
thinking of most economists who recognize the elusiveness of happiness—the
problem of virtually unlimited human wants and limited resources.

Nevertheless, the idea of progress has been embedded in the worldview
of most Westerners since the 1700s. History tends to be viewed as amovement
from a less desirable state toward a more desirable one. This perspective is
almost unanimously shared by futurists, planners, and economists.

Importance of Timing

Economists recognize the importance of time in forecasting. Anyone can
correctly forecast an economic expansion or recession, for eventually such an
event will occur. Yet such forecasts do little good unless the forecast explains
when the event will occur. Futurist writers often are not precise about the
timing of events when they describe qualitative or speculative trends. (Futur-
ists are more speculative than economists.)

The future has been categorized as follows:

1. Immediate future: starting now and extending generally up to 1 year in the future
2. Near term future: 1 to 5 years from now

3. Middle-range future: 5 to 20 years from now

4. Long-range future: 20 to 50 years from now

5. The far future: more than 50 years from now

Economic forecasts tend to be in the “now” or immediate future. Planners for
government and business tend to operate in the near term and middle-range
future. Futurists tend to think in the middle-range and long-range future.
Futurists are very sensitive to how rapidly change occurs, and many
futurists believe that the rate of change is accelerating. Furthermore, if a
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society makes a particular project a high priority, it can often be accomplished
quickly. For instance, it required only four years to develop the nuclear bomb
once the decision had been made to give that goal a high priority. Eight years
after President Kennedy announced the goal of r“.eaching the moon we were
there. Of course, the scientific knowledge base for accomplishing these goals
took centuries to develop. Yet at the time the goals were announced, most
people considered them unattainable in the near future.

2%  Planning Perspectives on Development Policy

Planning is an established profession. Planners need the ability to under-
stand what the future could be (called an image of the future), the ability to
understand how the future could be different, and the ability to describe the
means to achieve desirable futures.

The term “planner” frequently connotes an urban land use planner.
However, land use planning is only one type of planning activity. Near term,
middle-, and long-range planning has become an important function in both
public and private sectors. Private firms, such as real estate development
companies, engage in planning. Almost all major corporations engage in some
types of strategic planning. Most large cities and counties have planning
departments to help accomplish a variety of goals, including economic devel-
opment. A social service agency or a transportation authority might use a
planner to develop goals and strategies for specific activities. The discussion
below is primarily concerned with urban planning in the public sector;
however, the principles are applicable to private planning as well.

The Planning Process

Most planners agree that the planning process is important because it serves
as a vehicle for participants to think about the future. The process is generally
considered more important than the document, or ‘“plan,” that results from the
process. Often, “plans” are put on the shelf, yet the thinking that went into the
plans has significant influence. Figure 13.1 illustrates a generic planning process.
The principal steps are goal articulation (increase employment) and projections
(employment growth will be too slow if nothing changes), intervention choice (2
low-interest loan program), and implementation (create an economic develop-
ment bank). Goal articulation requires a vision of what the city should look like
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Goal articulation

Are goals reasonable
in light of cumrent | — e — =

situations?

Projections
Is the intervention
the most feasible and Choice of
efficient? interventions
Are costs appropriate?

Is the plan working as
anticipated? Are
rmodifications required?

Implementation

Figure 13.1. The planning process. Feedback may also be part of the planning

process, resulting in goals being revised or new interventions selected.

at some time in the future. Future goals should be based on a realistic
n a wish list. Interventions are

understanding of what is possible rather than o
required to alter likely outcomes. Finally, the implementation process should
feed back into the plan so it can be updated to reflect changing circumstances.

Goals and Projections

master plans that set out future goals. Historically, urban
strong in describing physical development goals, such
sewage treatment facility, and other
ak in describing social goals, such

Many cities have
master plans have been
as where the new shopping centers,
developments will be. They have been we

as decreasing unemployment. ' o )
Goals must be developed from a base of where the community is and

where it will be if current trends continue and resources are available to affect
change. Goals should be realistic. Consequently, planners need to understand
and analyze the community before or simultaneously with the development

of goals.
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The selection of the most appropriate goals is more difficult in public than
in private planning. Private companies often have a clear goal: profits or
stockholder wealth. Public agencies have a variety of goals that reflect
competing interests within the community. For instance, the goal of open
space could conflict with the goal of industrial employment growth.

Besides determining where the community 4s now, it is important to
determine where the community will be if current events run their course.
How well can analysts predict the future? Some things can be predicted very
well, such as demographic composition. Other elements of the urban future
are easy to predict, but local official control the outcome. For instance, the
land use pattern might be predictable if locally a particular land use pattern
was a high political priority. However, most aspects of the urban future are
neither easy to predict nor controllable.

Comparing goals with projected outcomes in the absence of deliberate
interventions is necessary to determine whether intervention is necessary.
Frequently, goals must be changed if they are unrealistic in view of the
existing situation and the nonintervention projections.

Selection of Interventions

What changes could be made to alter the course of events in order to
achieve desired goals? There are many ways to achieve particular ends.
Planners usually consider a variety of interventions to achieve particular
goals.

A first step in selecting interventions is to determine whether proposed
interventions are feasible. Can the intervention be implemented given the
community values, political patterns, budget constraints, and national trends.
A proposal that cannot be implemented is seldom useful. It is also necessary
to determine whether the intervention will actually bring about the desired
goal. Like a less than adequate dosage of medication, some policies may be
insufficient to accomplish the tasks. Many proposed interventions may be
rejected at this stage.

Because an end can be achieved through a variety of interventions, the
planning process should select one of the various feasible interventions. The
criterion for evaluation can include the intervention that is the most likely to
produce the desired outcome, the least costly, has the lowest risk of negative
outcomes, is likely to contribute to other desirable outcomes, and so forth.
Selecting among feasible interventions can be complicated because some
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interventions may affect more than one planning goal. Therefore, an interven-
tion that is less efficient in achieving one particular goal may be preferred
because it helps achieve other goals.

Implementation

Many, many plans have failed because planners have not been concerned
with implementation. The plan may sit on the shelf, or unanticipated snags
may result in a scrapping of the plan. Many planners believe that a plan should
be updated regularly. These rolling plans require a link to the implementation
process so the plan can be modified to reflect unanticipated events or imple-
mentation problems. A 10-year plan might require revisions every 2 years.
The fact that a plan must be modified to reflect changes in the environment
does not mean the initial plan was inadequate.

A suboptimal plan may be better that a technically “best” one if the
suboptimal plan has the support of the individuals involved in implementa-
tion. During implementation, cooperation of many persons is required. An
excellent plan introduced in an uncooperative environment will probably be
sabotaged. Furthermore, unanticipated events normally require changes in a
plan, and these same changes provide opportunities for the individuals charged
with implementing the plan to undermine it. The more broadly based the
planning process, the more likely that individuals responsible for implement-
ing the plan will support it. Of course, some plans must be introduced in
situations where the implementors are hostile, as might be the case when one
political action reverses a previous plan of action. In this case, implementation
can be very difficult.

Common Themes in Economic Development Plans

Economic development planning has significantly increased in importance
in the past 15 years. Today, large- and medium-size cities have either economic
development plans or a strategic plan of which economic development is a major
part. Numerous consulting firms specialize in economic development planning,
and many states provide financial assistance for such planning. There is a wide
variety of economic development plans, reflecting differing regional resources
and opportunities and differing philosophies of the planners.

Blakely (1989) suggested that the nature of plans reflects the economic
circumstances and community interests (including, presumably, potential
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In Response to

Opportunities Threats

Reactive Recruitment Impact

Historic or Futures Planning Planning
Orientation Proactive Strategic Contingency

Plar:gning Planning

Figure 13.2. Types of local planning. Planning may take a historic or futures orien-
tation and may be in response to opportunities or threats.

conflicts of interest) that initiated the planning process. He identified four
types of plans, depending on whether the plan was designed to take advantage
of opportunities or respond to threats and whether the plan was reactive or
proactive. Accordingly a 2 X 2 matrix, shown in Figure 13.2, can be used to
describe the types of local economic plans.

Recruitment planning in Blakely’s model represents efforts to take ad-
vantage of emerging opportunities by attracting firms in new or fast-growing
industries. For instance, if it were evident that many industries had locational
requirements that could be satisfied best if space in industrial parks were
available, many communities would begin planning for the development of
such facilities. Impact planning represents attempts to respond to a negative
event, such as a plant closing, and a public feeling that “something must be
done.” Both recruitment and impact planning represent reactions to past
events.

Strategic and contingency planning are intended to anticipate events and
develop appropriate responses. Contingency planning involves developing ap-
propriate responses to anticipated events. A danger of contingency planning is
that plans dealing with an adverse economic situation could lead to the expecta-
tion of decline, leading to a self-fulfilling prophecy. For instance, if economic
discussion were dominated by how the region would respond to the loss of a mill,
potential suppliers to the mill might be deterred from locating there because they
believed the planners knew the mill was going to close. Strategic planning is
comprehensive and long range. It examines merging external opportunities and
includes plans to take advantage of such opportunities.

The goals of economic plans often take several forms. Some plans emphasize
process goals. In other words, the goals are to change the economic environment
50 as to make the locality attractive to businesses. Other plans contain speci! ¢
goals, such as “create 5,000 new manufacturing jobs.” One drawback of plans
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that have very specific goals is that it may be difficult to determine whether
specific jobs are attributable to local efforts or are fortuitous.

Allardice and Giese (1987) examined the economic development plans of
states in the Seventh Federal Reserve District. They found several common
themes in the reports. Of particular importance was decreased emphasis on
industrial recruitment (“smokestack chasing™) and more emphasis on helping
firms and industries already in the area. This change in approach is often justified
by the fact that most new jobs are created by expansion of existing facilities rather
than by new start-ups or relocation. Second, although strengthening technology
continues to be important, there is a realization that the high-tech sector will
account for only a small percentage of future jobs. The key point stressed in recent
studies is the application of advanced production processes and product innova-
tion to traditional activities. Thus Michigan’s emphasis on robotics technology
follows from the increased importance of robotics in automobile production as
do many state technology transfer programs. Third, the reports analyzed by
Allardice and Giese indicated a trend toward cooperative coalitions between
governments, universities, labor groups, and businesses. Universities are fre-
quently assigned roles in stimulating the transfer of technology. Finally, interna-
tional trade is being incorporated into regional planning strategies. Not only are
planners suggesting strategies for encouraging exports abroad, but attracting
investments from abroad is an important feature of development plans.

Most of the recommendations identified in the state plans are also
reflected in local plans (Fosler, 1988). Local plans often target specific
industries with special potential and provide suggestions to market the com-
munity for improving the city’s image.

Plans are often put away and forgotten. But, increasingly, they call for
the creation of an ongoing organization to monitor implementation, with
specific tasks assigned to appropriate organizations. For instance, a univer-
sity-based group might monitor and update the plan through annual reports
while a preexisting group, such as the Chamber of Commerce, might be
charged with the task of enhancing the metropolitan area’s image. Special
ongoing committees of key public and private individuals might also be
assigned tasks called for in the plan.

Planning and Policy Paradigms

In developing images of the future and community goals, most analysts
have a perspective about the kind of future that is likely and desirable. These
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images help shape the planning process. For instance, if a planner has a
basically optimistic worldview he may envision the future of pleasant cities,
However, distopian pictures of the future have been described by a number
of influential futurists.

A paradigm is a reflection of the spirit of thought. Different models may
be incorporated within a paradigm. Gappert (1982) described four paradigms
that affect the way we view urban futures:

1. The technocratic perspective is concerned mainly with rationality and effi-
ciency. Development planners with this perspective suggest that the city should
develop efficient social arrangements.

2. The utopian perspective suggests that improvement can be achieved by the
proper application of knowledge, resources, and good intentions. It attempts to
define very clear patterns that will characterize the future city.

3. The pragmatic humanistic paradigm is concerned with the quality of human
behavior. It recognizes that behavior can increase the efficiency of urban
activities and emphasizes the importance of urban leadership and political
coalitions in developing a satisfactory future.

4, Strategic reconstructionism emphasizes the development of large-scale proj-
ects that may create or exploit new opportunities.

Of course, elements of each perspective may be incorporated in a single plan.

Another way to look at economic development planning is to consider
various models or development paths for a community. Some analysts might
consider “decline economies.” Such a view might project a decline in an area’s
economic base. Other planners have suggested the development of “knowl-
edge based” cities (Knight, 1987) whereby urban regions will prosper by
gaining international preeminence in a specialized knowledge cluster. Menlo
Park, California, and the Golden Triangle in North Carolina are examples of
knowledge-based economies. “Leisure cities” represent another future devel-
opment path. Examples are Sun City, Arizona, and Orlando, Florida. Many
cities are employing a “neighborhood” vision to strengthen their local econo-
mies. By strengthening local neighborhoods, development planners hope to
strengthen the internal economy. Older northeastern cities have tended to
adopt strong neighborhood approaches to local economic development. Many
other visions of urban futures can be sketched, and elements of various visions
have been incorporated into plans for the same urban region. A believable
development path will help focus economic development planning models. -
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%  Planning and Futures Studies Tools

The tools that economists bring to the study of urban futures are powerful.
They include modeling, forecasting, other econometric techniques, and, per-
haps most important, the ability to deduce outcomes from a set of assumptions.
There are some tools, however, that are unfamiliar to many economists. This
section describes three tools that can be used in the planning and futures
analysis: delphi forecasting, scenario development, and gaming.

Delphi Forecasting

Delphi forecasting is useful in developing answers about future events
for which technical knowledge is required and where judgment is an important
ingredient. The delphi technique is a way of combining the opinions of experts
while allowing some feedback and discussion.

To illustrate the use of the delphi forecast, suppose you wish to know if
and when a new regional airport will be necessary. First, a questionnaire might
be sent to a group of experts asking when or if a new airport will be needed.
An explanation of their reasoning and their degree of confidence in their
response might also be requested. After the responses have been tabulated,
the results would be sent to the panel of experts and the question asked again.
In the second round, the experts would be able to reevaluate their original
forecast in light of the opinions and information given by other experts. For
instance, one expert might have said a new regional airport would be required
by 1995 because of traffic control problems. Another expert might have
replied that new technologies in traffic control would relieve the congestion
problem without the need for an additional facility. Faced with the new
information, the individual who thought the airport would be needed in 1995
might revise the estimate to, say, 2005. The second-round projections would
be informed by the results of the first round. Generally, the expert opinions
will converge after successive rounds, as indicated by Figure 13.3.

The delphi technique is quite versatile. The rounds can be conducted by
mail, phone, face-to-face, computer network, or other means. The moderator
can instruct the panel to accept certain assumptions as given so various
alternatives can be explored. For instance, an assumption about regional
population growth could be built into the question regarding the need for a
new regional airport. Cross-impact analysis can be combined with futures
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R:=Round 3

Figure 13.3. Convergence of opinion in a delphi forecast. During a successful delphi,
the opinions of experts will tend to converge.

analysis so that the impacts forecast in one set of delphi conferences can be
used as assumptions in other delphi studies or to insure that events projected
in various studies are consistent.

Two significant dangers of delphi forecasting should be noted. First, situ-
ations where the results represent an averaging of ignorance should be avoided.
The usefulness of an expert panel will be negated if the questions are about things
with which the respondents are unfamiliar. However, the experts need not have
similar backgrounds. In fact, it may be useful to include experts in a variety of
fields in some forecasts. Second, a dominant personality can sometime force
individuals to conform to an opinion simply to avoid being contrary. The
moderator should be particularly careful not to dominate the expert panel.

Games

Games are characterized by the assignment of a role to various participants.
Individuals behave as they believe they would given their role. The game should
be structured so that the participants face constraints similar to the situation being
simulated. An urban game might include such roles as mayor, land developers,
factory owners, and workers. A game master would create a situation and set
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parameters. As the game proceeds, the players might make demands on each
other, form coalitions, or negotiate particular outcomes. The games are useful
in helping players grasp the complex interactions that might be involved in
real-life situations. The rules of the game might be changed to determine how
the outcome would differ under different situations.

Games have been a major tool in military planning. War games often
involve actual soldiers, but war games can also be played in a more abstract
setting. Military games played by think tanks such as the RAND Corporation
help demonstrate the problems with a strategy of “massive retaliation” and
helped demonstrate the need for flexible responses in addition to all-out war.

Scenarios

A scenario is a plausible story. It is a description of a series of events that
the writer could imagine happening. Although scenario writing appears sim-
ple, the technique can be quite useful. If the details of how an everit could
possibly occur cannot be plausibly described, it is an improbable event. For
instance, if no one can imagine the series of events that would lead to the
development of an enclosed football stadium, then that event is unlikely to
occur. Similarly, if the only events that can lead to the development of an
enclosed stadium are improbable than the end result is also improbable.
Conversely, if the occurrerice of an event can be described as the logical
outcome of a series of likely intermediate events higher probability should be
given to the scenario. Often, when a historian looks back on an event the steps
that led to it appear logical and predictable. With hindsight it may appear that
a scenario of the future could have been written easily.

Scenario development seems simple because we are so familiar with the
technique. Many novels are scenarios. Samuelson’s correspondence theorem
suggests that it is not sufficient to say that a condition can be achieved, we
must also show how it can be achieved. A scenario is a way of describing how
a future state can be achieved. Developing a plausible scenario that leads to
a nonobvious conclusion about the future is a difficult but valuable exercise.

Social Scanning

Social scanning is a rather simple technique. It consists of monitoring
newspapers and other current events and attempting to spot trends. Futures
analysis may formalize the process by selecting a group of monitors from
different fields. Thus one team member might be asked to focus on value
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changes while another might focus on technological or governmental trends,
The scanning group may meet occasionally to discuss the trends they have
identified (or hypotheses) and determine potential interactions. Trends thaf
tend to reinforce one another are more likely to be realized. For instance, an
environmental consciousness and the problem of pollution reinforce each
other, suggesting that “environmental concerns” will be a long-term trend.

&

Summary

Almost by definition, economic development is a forward-looking sub-
Jject. Economic development planners must think strategically and plant seeds
that may bear fruit only after many years. The purpose of this chapter was to
develop a future perspective on local economic development.

Futurists have diverse points of view; yet there are common threads in
their analyses. Futurists avoid suggesting that they can predict the future. They
describe likely events if certain trends prevail or if certain changes occur:
Sometimes, they speak of “alternative futures.” Concerns about value changes,
technological developments, the interrelatedness of social and ecological
systems, and the importance of timing are important in futures analysis. All
of these factors can be critical in economic development planning.

Planners need to be able to understand future possibilities and the ability
to describe the means of achieving desirable futures. Planners in both the
public and the private sector frequently rely on economic paradigms. Most
planners believe that the planning process is as important as a final document
or plan. The planning process can be a vehicle for thinking about the future.
A three-step planning process would include the development of goals and
projections, selection interventions, and implementation. In developing future
images and goals, most analysts have perspectives about the kind of future
they believe is likely and/or desirable.

Several useful tools are available for planning and futures analysis. First,
delphi forecasting can be used to help understand the future by drawing on expert
opinion. Games can be used to simulate the possible course of events. A
well-structured game includes realistic constraints on the behavior. Third, sce-
narios are descriptions of events that could evolve from the current flow of events.
The more realistic the scenario, the more likely the future event will occur.
Finally, social scanning attempts to identify trends that will affect the locality

through an organized monitoring of newspapers and other current services.
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