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Executive Summary

This executive summary presents highlights from the full report on public-sector economic development.
The report offers a framework for local, regional, and state policymakers to use as they assess economic
development prospects.

Economic development increases a regional economy’s capacity to create wealth for local residents.
Development depends upon the deployment of a region’s building blocks — labor, financial capital,
facilities and equipment, know-how, land, other physical resources, and public and private infrastructure.

Why the Public Sector Plays a Role in Economic Development

Public-sector involvement in economic development, while not always successful, often stems from
legitimate concerns about the following:

= Information market failures — The regional economy will benefit to the extent that the public sector can
improve the flow of information in a regional economy in a cost-effective manner.

= Spillovers — Self-interested buyers and sellers fail to take into account the spillover effects that result
in larger costs or benefits for a community or region.

= Sunk investment — If public infrastructure or private resources are left idle, an area misses out on the
economic potential of its sunken investment.

= Social impacts — Improvements in the well-being of specific people and places may be particularly
important for low-income, low-skilled residents who are less likely to move from declining areas to
growing ones.

= Political pressure — Serious concerns about the state of a region’s economy will lead to public-sector
economic development efforts, good or bad.

Potential Drivers of Growth

Export base and import substitution. Outside sales bring dollars into the region and drive other local
economic activity. Dollars leak out of a region when local households and businesses buy “imports”
made elsewhere. While useful as a theoretical concept, this simplistic economic base concept is
incomplete. If export sales and import substitution were the only sources of growth, the world economy
would not grow without export sales to other planets.

Productivity. A region’s wealth can expand absent any increase in exports or decrease in imports if
productivity rises. Here, growth comes from expanding the production possibilities frontier — what can be
produced with a given level of labor, materials, and equipment.

Specialization and trade. A region concentrates on its most efficient economic activities, earns income
from those activities, and then uses that income to import goods and services that are the specialties of
other regions.

Place and space. The implications of geography affect the spatial distribution of economic activity as
businesses balance access to consumer markets and production inputs (for example, labor and
materials) against costs for land and transportation.

Human capital and innovation. The skills, knowledge, and ideas that people bring to the workplace can
drive productivity improvements and economic growth.
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Financial capital. Increased private investment — made in response to existing market demand or
emerging opportunities — creates new jobs, which increase local income, which leads to greater local
demand for goods and services, which in turn leads to more private-sector investment and continues the
cycle of growth.

Entrepreneurialism. Risk-taking entrepreneurs are needed to take the ideas, labor, equipment, and
materials and turn them into business activity.

Clusters or Agglomeration. Businesses may cluster to take advantage of access to buyers or inputs into
the production process, including skilled workers, specialized supplier firms, production technologies, and
natural resources.

Product Life Cycles. Regional growth may be affected by the “life cycle” of a product as it moves from
the start-up phase to standardized, or mass, production.

Nine Guiding Principles for Public-Sector Economic Development

= Market forces are the dominant drivers of a regional economy.

=  Public-sector economic development efforts must focus on factors internal to the workings of the
regional economy and under the influence of public policy at any given level of government, be that
local, regional, state, or federal.

= Sensible economic development policy must build upon the strengths of the regional economy.

= Economic development should yield real net impacts on growth or, in the short term, the potential for
growth. For economic development initiatives, key questions regarding impact include 1) do the
gains from public-sector action for one location outweigh the negative effects on other locations; 2) do
the overall benefits exceed the initiative’s costs; 3) do the benefits of economic development action
exceed the benefits that could have been realized had the dollars and resources been directed to
other purposes; 4) would the development and growth have taken place without any public-sector
involvement?

= The public sector should pursue economic development policies that result in broad benefits for
residents and businesses in the region, especially benefits that will continue to have a positive impact
even if specific businesses close or move.

= Public-sector economic development efforts should pay attention to the needs of lagging or
distressed areas and of groups at the lowest rungs of the economic ladder.

= Public policy should recognize the regional nature of economic development and advance strategies
that address challenges and opportunities throughout the regional economy.

= Regional economies will benefit from the production of goods and services that depend upon capital-
intensive processes and skilled workers, incorporate high levels of locally added value, and reap
strong profits.

= Economic development efforts should address the development potential of places, as well as the
needs of people in that place.

Preferred Approaches to Public-Sector Economic Development

The public sector should take the following approaches to economic development.

= Carefully and objectively analyze the structure of regional economies in order to identify comparative
advantages, critical industries and occupations, internal linkages, and emerging prospects for

development and growth.

= Make sensible investments in the public infrastructure as a way to spur regional economic
development and growth.
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Invest in public education and skills training to better the lives of residents and improve the skills and
knowledge that those residents bring to their jobs.

Minimize firm-specific tax breaks and public subsidies. When selecting locations, businesses must
first consider critical production factors, including labor quality, costs, and availability; transportation
costs and modes; access to markets for their goods and services; and access to supplier firms. That
being the case, tax incentives for economic development in most cases work best where they are
least justified by swinging decisions from one site to another within the same region — the region the
firm already has identified as the one they want for their new location.

Pay attention to industries and businesses that contribute to the economic base by selling their goods
and services outside the region or by competing for local sales that would otherwise go to businesses
located elsewhere.

Pursue economic development strategies that boost the productivity of key regional industries.
Improve the quality of life in regions in order to keep and attract people.

Focus economic development on industries, occupations, and businesses that provide high-quality,
good-paying jobs. Exceptions may make sense when the goal is to open up employment
opportunities for low-skilled residents.

Look for ways to encourage higher pay by local industries and businesses.

Exercise great caution before expending public dollars as financial capital for private ventures.

Strive for a strong return on investment from any public-sector economic development initiative,
program, or action.
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Public-Sector Economic Development:
Concepts and Approaches for Local, Regional, and State Action

State and local governments have long concerned themselves with regional economic development.
Public officials pursue economic development initiatives to spur job growth, increase income for local
residents, raise property values, expand the tax base, improve the quality of life, stabilize communities,
reduce poverty, and even lower crime rates. In the drive to influence regional economies, policymakers
commit public resources to economic development efforts. The expected payoffs are development and
growth, but public resources may be misdirected or wasted if state and local governments engage in
economic development efforts without understanding the opportunities and limits regarding public actions
and regional growth.

State and local economic development efforts work best when they fit the role for public-sector action and
build upon regional potential and strengths to improve the long-run prospects for economic growth and
vitality. This report presents ideas about the public-sector role in economic development, the dynamics of
regional economies, sources of growth, guiding principles for economic development, and preferred
approaches to public-sector economic development activities. Taken together, the sections that follow
offer an overview of economic development theory and practice and provide a context for policymakers
as they assess economic development prospects. The information found here will help guide discussions
about sensible economic development strategies.

Economic Development and Growth

Economic development increases a regional economy’s capacity to create wealth for local residents. It
depends upon deployment of a region’s building blocks — labor, financial capital, facilities and equipment,
know-how, land, other physical resources, and public and private infrastructure. (Kane and Sand, 1988.)

Economic development is essential to the ongoing growth and vitality of a region, but development itself
differs from economic growth. Economic development implies a qualitative change in what or how goods
and services are produced through shifts in resource use, production methods, workforce skills,
technology, information, or financial arrangements. A regional economy can grow without changing if it
simply produces more of the same — same goods and services — in the same manner. For example, an
increase in the population of an area will mean more income and more demand-driven growth even
absent qualitative changes in the economic development environment. Development implies something
more. Development and growth complement each other in the long run, although in the short run
development will tie up resources that could otherwise feed more immediate economic growth.
(Flammang, 1979.)

In the broadest context, public-sector economic development efforts cover any capacity-building
investments or actions, including, for example, good schools and roads. Some argue that the best public-
sector approach to economic development is one that focuses on investments and efficiencies that shape
the broad economic environment for business and labor through education, the transportation
infrastructure, public safety, water and waste systems, regulation, and the overall tax structure. In a
narrower sense, economic development often refers to direct assistance for businesses and industries.

In this case, the public sector takes action to reduce costs or risks for businesses and thus encourages
business investment and productivity. (National Conference of State Legislatures, 2004.) Both views —
the broad and the narrow — tie back to the dynamics of regional economies and potential sources of
growth. And in both cases, policymakers must consider the appropriate role for public sector in regional
economic development.
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Why the Public Sector Plays a Role in Economic Development

A region’s economic development and growth depend upon the independent actions of many players, the
overwhelming majority of whom operate in the private sector. The regional economy is shaped by the
decisions of consumers, investors, loan officers, workers, corporate officials, business owners,
entrepreneurs, and students, all of whom make choices and take actions that affect economic outcomes.

Yet the public sector also plays an important role in the regional economy. Clearly government decisions
and activity significantly influence the economic environment of a region when it comes to education,
infrastructure investment and upkeep, taxes and regulations, zoning and land use, and the provision of
public services. The public sector also takes more targeted actions for economic development to assist
businesses and workers. Public-sector involvement in economic development often stems from
legitimate concerns about positive and negative spillovers, failures in the information market, sunken
investment in physical infrastructure, the social impacts of growth and development, and the political
impacts of economic stagnation or decline.

= Information market failures — Free market theory assumes that buyers and sellers have perfect
information about all elements of production, employment, and consumption decisions. The reality
often falls short of this ideal. Adequate information may be lacking in the case of investors searching
for opportunity, businesses looking for production locations, entrepreneurs needing start-up capital or
business know-how, businesses using outmoded production or management techniques, and
workers hoping to hone their skills and knowledge for emerging occupations and industries. The
regional economy will benefit to the extent that the public sector can improve the flow of information
among the players in a regional economy in a cost-effective manner.

= Spillovers — Self-interested buyers and sellers generally fail to take into account the spillover effects
of their actions when those actions result in larger costs or benefits for a community or region.
Consequently, the market will produce too much when buyers and sellers overlook negative
spillovers, such as pollution caused by the production process, and too little when they overlook
positive spillovers, such as the overall gain for an area from education and training for residents and
workers. Negative spillovers justify some government interventions, such as pollution regulation. In
the case of positive spillovers, they create a market for public goods and services, such as education
and training, transportation infrastructure, water and waste systems, police and fire services, and the
like. For each of these examples of positive spillovers, private-sector market signals would miss the
broader, community-wide benefits from these goods and services if buy-and-sell decisions were left
solely to self-interested actors.

= Sunk investment — Economic growth depends upon how a region puts its productive capacity to use.
If public infrastructure or private resources are left idle, an area misses out on the economic potential
of those sunken investments. The regional economy can benefit from public-sector efforts to deploy
overlooked resources for productive use, as is the case when development occurs in distressed
urban areas or at abandoned industrial sites that have been cleaned up through brownfield programs.
Better, also, to have new growth occur at locations in a region where businesses can take advantage
of existing but underused roads, utility systems, and other infrastructure elements than to have the
growth occur where it will require significant expenditures for new infrastructure. (Bartik, 1995.)

= Social impacts — Growth has long-term impacts on the economic well-being of people and places.
Job experience improves the ongoing employment prospects and occupational advancement of less-
educated, low-skilled residents over time and in this way has long-term effects on the unemployment
and poverty rates in a region. (Bartik, 2003.) Development may also prevent or short-circuit physical
and economic deterioration in a neighborhood or other small geographic area. In these cases,
successful public-sector economic development activity will improve the well-being of people and
places. Such gains may be particularly important to low-income, low-skilled residents who are less
likely to move from declining areas to growing ones. (Hoover and Giarratani, 1984.)
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Political pressure — Economic stagnation or decline prompts demands from voters for economic
development initiatives. Even in regions with healthy economies, opinion leaders and residents may
press elected officials for action if they perceive that the performance of their economy is lagging
behind that of other regions or if the trend line for growth has slowed. Serious concerns about the
state of a region’s economy will lead to public-sector economic development efforts, good or bad.

Public-Sector Impacts

Properly structured, economic development efforts by state and local governments can have a positive —
albeit incremental — impact on growth. Real impacts may be hard to separate from the perception of
impact. And while the perception of impact may be an adequate measure of success from a political
standpoint, the economic framework demands more. For true success, public-sector economic
development initiatives must pass the following four tests.

Does the impact of public-sector economic development activity sum to greater than zero? The
positive impact on one local area may come at the expense of another, as in the case, for example, of
a firm simply relocating its production facilities from one site to the next. Economic development
efforts that encourage such relocation may only move economic activity and jobs around instead of
creating real economic growth. What yields positive impacts for one community or one local
economy, then, might have no positive impact on economic growth in a region or the country as a
whole.

Do the overall benefits of the public-sector economic development activity exceed its costs? Benefits
must be weighed against the costs in order to assess whether or not economic development efforts
yield true gains. Here, benefits refer not just to gains for governments from increased tax revenues
but also to increased well-being of the region and its residents. Practically speaking, an accurate
measure of costs and benefits is quite difficult and easily manipulated for political purposes, which
makes the measurement process a tricky one.

Do the costs of the public-sector economic development activity exceed the benefits that could have
been realized had the dollars and resources been directed to other purposes? When funds are spent
on economic development, they cannot be used for other opportunities. The question becomes
whether or not the positive impact from the economic development effort exceeds the positive impact
that would have resulted from alternative uses for those funds. Alternative uses include, by way of
example, public investments in education, or private consumption and investment spending by the
businesses and residents who paid for the economic development initiatives with their tax dollars.
These considerations are often referred to as opportunity costs.

Did the public-sector activity have a true impact and lead to economic development and growth, or
would the development and growth have occurred even without public-sector involvement? Quite
often in economic development, public dollars underwrite activity that would have taken place without
any public subsidies or investments at all. Here there is no impact from the public-sector activity but
only the appearance of it.

What the Public Sector Does for Economic Development

Three Broad Approaches to Public-Sector Economic Development

In pursuit of impacts from public-sector economic development, state and local governments have
adopted a range of philosophies and strategies. Broadly speaking, economic development efforts,
particularly at the state level, can be split into three types, aimed at 1) business recruitment, 2) business
creation, retention, improvement, and expansion, and 3) the creation of a suitable environment for
industry-wide development.
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Business recruitment. Economic development has long involved the recruitment of businesses to
specific sites, communities, or states through the use of marketing efforts, site preparation, tax reductions,
subsidized financing, cut-rate utility arrangements, targeted infrastructure development and job training,
and even publicly funded cash reimbursements to cover certain relocation costs. Recruitment efforts
often focus on businesses — especially manufacturers — that “export” their goods and services for sale
outside the region. State and local governments often offer tax breaks and other incentives in order to
attract export-oriented businesses. The impacts of these recruitment strategies are mixed, especially at
the state level. Businesses attracted to one location because of cost savings from public subsidies may
soon relocate to yet cheaper locales. If the costs of tax breaks and subsidies exceed the tax payments
from the new businesses, tax incentives for newcomers mean less funding for the crucial public services
and infrastructure needed to build local capacity for wealth creation. In this way, the tax breaks may
undermine public-sector investments that otherwise could lead to more business growth through start-
ups, retention, expansion, and attraction. Business that are already up and running in an area may end
up paying taxes to subsidize the relocation of incoming firms. And often enough, governments provide
incentive packages to firms that would have located within the same economic region even absent the tax
breaks and public subsidies. From the standpoint of public-sector fiscal prudence, it makes little sense
for governments to expend time and resources recruiting businesses that will require significant, new tax-
funded roads, water and waste systems, and other infrastructure. (Bartik, 1995.) Also because almost
all governments offer tax incentives and subsidies to relocating businesses, any one government’s
incentive package is neutralized by the proposals from other communities and states, and the public
sector in all states and regions end up poorer.

Business creation, retention, improvement, and expansion. State and local governments have
moved beyond an exclusive focus on industrial recruitment and broadened their economic development
efforts to encompass the creation of new enterprises, the retention of local firms, and the improvement
and expansion of existing businesses. This important and welcome evolution has turned the spotlight on
internal growth drivers in a regional economy and put existing and newly created businesses on more
even footing with firms recruited from elsewhere. Tax incentives and public subsidies are offered to
existing businesses as a strategy to encourage retention and expansion, resulting in many of the same
problems that plague recruitment efforts. Beyond the tax breaks and subsidies, economic development
has come to include firm-focused initiatives for entrepreneurship training, access to financial capital,
workforce training programs targeted to the needs of local businesses, business incubators, technology
transfer efforts, and international export promotion and other sales expansion initiatives. Economic
development has increasingly emphasized strategies designed to improve the productivity of local
businesses through such programs as job-oriented education and training, and engineering and
technology services for small and mid-sized firms. These public-sector programs spur real economic
growth when they are cost-effective and increase the level of output produced from a given level of
inputs. Not all creation, retention, improvement, and expansion programs have paid off, of course. Some
subsidize activities and development that would have occurred without public support, and some steer
public-sector decision makers into realms better left to the private sector, including business lending and
investment. Yet the emphasis on business creation, retention, improvement, and expansion provides
more balance to public-sector economic development policies.

Industry-wide development. In the last several decades, state governments in particular have
dispatched economic development tools to create a suitable environment for industry-wide development
that builds upon a region’s competitive advantages for the good of key or emerging local industries. This
approach moves beyond the firm-specific focus common to most other economic development strategies.
States analyze historical patterns, current circumstances, and emerging trends in order to identify the
crucial core industries and agglomerations that drive growth for a regional economy, or ones that hold
promise for doing so. The questions become: 1) What advantages does the state or region offer in terms
of industrial concentrations, supplier networks, specialized infrastructure, occupations and workforce
skills, geographic attributes, research and development opportunities, financial resources, and location
considerations, and 2) what can the public sector do by way of economic development policy to foster
those advantages for the economic health of the entire region? In short, what is possible and what is
desirable for the regional economy? (Bradshaw and Blakely, 1999.)
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In the context of industry-wide development, states pursue strategies for business retention and
expansion, new business development, and industrial recruitment in ways that capitalized on local
advantages or opportunities and foster critical sectors of the regional economy. Efforts also focus on
crucial occupational groupings that have the potential to shape or drive the local economy. (Markusen,
2000.) The industry-wide approach recognizes that a region’s economic advantages, not tax incentives
and public subsidies, will spur development and growth in the long term. State initiatives often emphasize
the importance of high-performance, competitive industries with high productivity levels and skilled
workforces. (Bradshaw and Blakely, 1999.) Technical assistance programs may be designed specifically
for firms in critical industries. Tax incentives may be targeted toward key sectors of the local economy, or
used to offset state regulations or requirements deemed particularly harmful to businesses in those
sectors. The focus on industry-wide development certainly does not eliminate the potential for missteps
by the public sector, particularly when it comes to misguided efforts to shore-up declining industries or to
wholly create a critical mass of new businesses in the latest, “hot” industrial sector, such as biotech or
information technology. Done well, however, an industry-wide approach does open up the discussion to
a broader array of public-sector initiatives — including infrastructure and education — in the context of
regional development and growth.

Tax Incentives, Public Services and Infrastructure

The public sector employs a range of economic development strategies designed to encourage growth.
The factors that influence business creation, improvement, expansion, and location vary and mostly fall
outside the direct control of the public sector. Not surprisingly, then, governments focus much of their
attention on the levers they control directly, including taxes, public services, and infrastructure.

Tax incentives. Public-sector actors use targeted tax incentives for all types of economic development,
from business recruitment to retention and expansion to industry-wide development. Much of the
research on economic development and taxes looks at the effect of taxes on business location decisions.
Research shows that taxes have a limited impact on business location. (Rubin and Zorn, 1985.) When
selecting locations, businesses first consider more critical production factors, including labor quality,
costs, and availability; transportation costs and modes; access to markets for their goods and services;
and access to supplier firms. While the impact of taxes on interregional location decisions varies from
industry to industry, in general taxes are a secondary consideration.

But empirical evidence does indicate that taxes do matter to an extent, especially when businesses weigh
several potential locations within a favored region — sites within a metropolitan area, for example, or sites
in close-by states. (Bartik 1991.) Businesses identify the preferred region based on major cost and
production considerations; taxes may tip the location decision of a firm from one specific place to another
within a broader regional economy. From an economic standpoint, growth at one location within a
regional economy drives growth for the regional economy as a whole, so tax incentives designed to draw
businesses to one location in a region instead of another have little or limited impacts on overall regional
growth. That being the case, tax incentives for economic development in most cases work best where
they are least justified by swinging decisions from one site to another within the same region — the region
the firm already has identified as the one they want for their new location. (Fisher, 2004.) What's more,
the effectiveness of tax incentives erode as more and more locations offer them, undercutting the
advantage gained by the locality that first put them in place. (Wassmer and Anderson, 2001.) And the
high cost of tax incentives, per job gained, undermines the cost-effectiveness of the tax-cut approach to
economic development. (Bartik 1995.)

Public services and infrastructure. Public services and infrastructure influence business growth and
location. Businesses and workers use public services and infrastructure, the very public expenditures
that they pay for with their tax dollars. Research has shown that public investment in education and
infrastructure is positively related to local business activity and growth, although it is difficult to determine
if those public investments drove the growth or were, in fact, driven by it. (Bartik 1991.) Businesses
benefit from the public sector’s provision of education and training, transportation infrastructure, water
and waste systems, and police and fire services, for example. Public services and infrastructure also
contribute to a region’s quality of life, which stands out as an increasingly important factor in the economic
vibrancy of metro areas. (Florida, 2002.) And public officials cite infrastructure improvement as one of
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the most commonly used economic development tools. (Bowman, 1987.) To the extent that tax
incentives for economic development reduce funding for critical public services and infrastructure, they
may even undermine long-term development and growth. (Lynch, 2004.) That said, public investment in
traditional infrastructure alone will not turn around a declining regional economy. (Luger, 2002.)

Needless to say, businesses balance the cost of taxes with the desire for public services, and the
importance of each of these elements will vary from business to business. In the best of circumstances,
the public sector will minimize firm-specific tax breaks and subsidies and focus instead on fostering an
environment that encourages development and growth in crucial sectors and throughout the region.

Public-Sector Action: Strategy Depends upon Area Size, Industry of Interest, Other Variables

For public-sector economic development efforts to succeed, policymakers and analysts must assess
which factors for regional growth and development are external and beyond local influence, and then
determine what can be done to influence the relevant local factors in a cost-effective manner and spur
regional economic activity. (Kane and Sand, 1988.) Blanket judgments about economic development
initiatives are difficult because a strategy’s effectiveness will vary according to such factors as the specific
location where economic development initiatives are undertaken, the industrial or occupational sectors
affected, and even the size of the firms involved. What makes sense for a struggling and isolated rural
community will differ dramatically from the favored principles and strategies for a growing metropolitan
area. State economic development policy will involve different tools and targets than municipal efforts.
Manufacturers may be keenly interested in initiatives that have no appeal to firms producing and selling
business services, and the attractiveness of some economic development approaches designed to aid
manufacturers may have distinctly different impacts on manufacturing firms depending upon their size or
what products they produce. These variations complicate empirical research into economic development
activities and must be taken into account when policymakers consider public-sector initiatives.

The Dynamics of a Regional Economy

Any attempts to formulate economic development policies and influence growth must be placed within the
context of how regional economies operate. The potential sources of growth tie back to the basic
dynamics of regional economies, which include the following:

= Supply and demand — Regional economies produce goods in response to demand from businesses
and consumers both inside the region and outside it. The ability to meet that demand depends upon
the supply of inputs, including financial capital, labor, natural resources, plants and equipment,
technology, and know-how. Demand affects supply, and supply also influences demand.

= Labor and capital — Two critical supply-side drivers for a regional economy are labor and capital, both
financial capital and the physical capital of facilities, equipment, technology, and production
infrastructure. For labor and physical capital, quality and quantity are important. Labor and capital
can serve as substitutes when, for example, a tight labor supply and high wages prompts the use of
more equipment and fewer workers to produce a good or service. But labor and capital can be
complementary as well, with the use of one prompting greater use of the other in a cycle of growth.
(Hoover and Giarratani, 1984.)

= Producers and purchasers — Within the regional economy, people, businesses, and governments play
dual roles as producers of goods and services and purchasers of goods and services. People are
both workers and consumers. Businesses sell in the marketplace, but they also buy inputs for the
production of their goods and services. Governments, too, both purchase and produce.

= Linkages and multipliers — Regional economic activity and growth flow in part from internal sales and
purchases that link businesses and residents together and multiply the dollars that flow through the
economy. By way of example, consider a business that buys inputs from supplier firms in the region
and purchases labor from workers. The workers spend much of their income buying goods and
services from other local business, which in turn pay other workers and buy inputs from more local
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businesses. Payments made to supplier firms drive purchases from other suppliers and the payment
of more salaries and wages to workers. And profits distributed to local owners may be spent or
invested locally, as well. In this way, a dollar within the regional economy is multiplied as it passes
through many hands. If the internal linkages within a regional economy are strong, with businesses
and residents making many local purchases, the multiplier effect of a dollar will be strong.

= Internal (endogenous) and external (exogenous) forces — The regional economy responds to demand
and supply from both internal and external sources. The inputs for production may be drawn from
within the region or imported from outside it. Goods and services may be sold to local businesses
and consumers or exported to buyers located elsewhere.

= Location and size — Location and size are important determinants of development and growth.
Location, which does not change, matters because it affects transportation costs and modes, access
to markets, and access to production inputs, including natural resources. The size of a regional
economy, which can change, sets parameters for internal demand and supply, as well as for the
extent to which businesses and workers within the regional economy can be linked through
production and purchasing. Internal linkages within a small regional economy will be less extensive
than those within a large one.

Potential Drivers of Growth

In order to affect the regional economy, public-sector development efforts must take aim at sources of
regional growth. Growth theories provide an important context for economic development policies, one
that should shape the strategies for public-sector action. Policymakers and economic developers can use
their understanding of what drives growth as a reality check to assess economic development initiatives.
The following list summarizes some notable concepts regarding how regions develop and grow.

Export base and import substitution. This concept of the economic base highlights the importance of
sales outside the region and the substitution of local sales for imports into the region. The economic base
model divides the regional economy into basic and non-basic sectors. The basic sector consists of firms
that export goods or services to buyers outside the region. In keeping with the dynamics of linkages and
multipliers, those outside sales bring dollars into the region and drive other local economic activity. The
greater the level of goods and services being exported from the region, the greater the volume of dollars
flowing into the region. Once they flow in, those dollars multiply as they roll around the regional economy
as income that local owners and workers spend at businesses in the area. Firms in the non-basic sector
help keep the dollars rotating through the regional economy, round after round, through sales to
businesses and customers in the region. The impact of a region’s economic multiplier is limited, however,
by leakages; businesses and people in the region buy goods and services from outside the region, and
owners and lenders invest their dollars elsewhere, so dollars leak out of the regional economy. An
emphasis on the export base and import substitution underlies many public-sector economic development
efforts, including those that focus on manufacturing firms, on tourism sales to visitors from elsewhere, and
on the development of supplier firms that produce goods and services that local businesses would
otherwise import into the region.

But the simplistic economic base concept is incomplete and inadequate. While they are contributors to
the regional economy, export sales and import substitution are not the only — or likely even the main —
sources of growth. If they were, the world economy would not grow without export sales to other planets.
(Tiebout, 1956.) An overemphasis on exports and import substitution can crowd out internal development
and short-circuit important trade-driven economic gains. A more complete picture of the regional
economy must factor in change — not only changes in export sales or internal linkages, but changes in the
mix of inputs, production processes, investment, consumer demand, distribution networks, and
government taxation and spending. What's more, businesses that serve only the local market may offer
cost savings and foster skills and knowledge that lead to export sales, thus helping to drive regional
growth instead of just meeting export-driven demand. (Noponen, Markusen, and Driessen, 1997.)
Nonetheless, export base and import substitution remain useful concepts for understanding economic
development, particularly for smaller regional economies.
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Productivity. A region’s wealth can expand absent any increase in exports or decrease in imports if
productivity rises. (Bartik, 2003.) Increased productivity means fewer resources are used to produce the
same or more output. The unused resources are freed up for other productive purposes. Here, growth
comes from expanding the production possibilities frontier — what can be produced with a given level of
labor, materials, and equipment. Productivity increases may stem from technological innovations,
education and training for workers, improved business processes, investment in plants and equipment,
new sources of production inputs, and trade. (Kedrova, 2004.) The built environment, including public
infrastructure, also affects productivity. With advances in productivity, trade within the regional economy
can be a powerful source of growth. (Markusen, 2000.) Increases in productivity also may lead to
production advantages that attract buyers from outside the area for sellers inside the regional economy.

Specialization and trade. Economic actors within a region capitalize on relative efficiencies and
productivity advantages to specialize in goods and services for sale to buyers in their own geographic
area and for trade with other regions. Regions benefit to the extent that they are able to focus on the
types of production best suited to local inputs, including knowledge, skill, technology, natural resources,
and a strong base of suppliers firms. A region concentrates on its most efficient economic activities,
earns income from those activities, and then uses that income to import goods and services that are the
specialties of other regions. Demanding local customers may spur production efficiencies and quality
breakthroughs among local businesses and in this way set the stage for specialization and export sales.
(Fairbanks, 2004.) As concepts, specialization and trade highlight the importance of imports as well as
exports to regional growth and development. Trade among regions can drive continued increases in
productivity and well-being. (Dewar and Nelson, 1983.)

Place and space. Geography and location matter to economic development and growth. The
implications of geography affect the spatial distribution of economic activity as businesses balance
access to consumer markets and production inputs (for example, labor and materials) against costs for
land and transportation. The impetus and outlook for economic development in an area, then, is often
tied to the characteristics of place and space. By way of example, the desire for access to cost-effective
transportation modes explains why many major cities sprung up on river banks and sea ports, as well as
why many small towns are found along once-important rail lines. The exploitation of natural resources —
including coal, iron and oil — spurs economic activity and regional development. In some places,
business activity may be densely clustered in a geographic space because of the economic forces that
encourage concentration, such as the quality or price advantages of a well developed base of specialized
labor and supplier firms. In other areas, aversion to competition for customers or production inputs may
lead to more disperse development.

Human capital and innovation. The workforce is a vital element of any economic development
equation. The human capital that people bring to the workplace — skills, knowledge, and ideas — can
drive productivity improvements and economic growth. An increased emphasize on brain over brawn
among businesses makes human capital critical, particularly because costs have fallen for other
production factors, such as communications and transportation. (Fairbanks, 2004.) People apply
knowledge and create innovation in ways that foster development and spur growth in the regional
economy. And the benefits of workforce skills and knowledge may have positive spillover effects on a
broad range of businesses and the regional economy as a whole. (Lucas as discussed in Clement,
2004.) The vitality of a region may depend, at least in part, on clusters of highly skilled, educated, and
creative workers. (Florida, 2002.) For economic development, it may work best to target occupations and
people instead industries when it comes to recruitment, retention, and expansion, with a focus on workers
with high skill levels and knowledge that can be applied to a range of industries. Because workers can
move from place to place, regions need to improve their livability, or quality of life, for residents as a way
to keep the talent they have and draw in new talent, as well. (Markusen, 2000)

Financial capital. Investment drives growth. Increased private investment — made in response to
existing market demand or emerging opportunities — creates new jobs, which increase local income,
which leads to greater local demand for goods and services, which in turn leads to more private-sector
investment and continues the cycle of growth. (Eisinger, 1988.) The flow of financial capital within or to
a region depends primarily upon the rate of return that investors can expect, but it also may be influenced

Northeast-Midwest Institute Report 8



by the knowledge of investment opportunities, the familiarity that investors have with a place and its
people, or the experience they have had before in the region. (Hoover and Giarratani, 1984.) The free
flow of financial capital may fall short of the ideal in a region if markets fail because of imperfect
information about opportunities for investors or funding sources for businesses, or because groups of
people or types of businesses face institutional barriers that hinder their access to capital.

Entrepreneurialism. When it comes to economic growth from new business development, labor, capital,
and good ideas alone aren’t adequate. Risk-taking entrepreneurs are needed to take the ideas, labor,
equipment, and materials and turn them into business activity. For this reason, entrepreneurialism
matters for growth. (Audretsch, 2004.) Entrepreneurs contribute to the capacity and dynamism of a
regional economy. Regions can capitalize on new business development if the economic, cultural, and
regulatory environments are favorable for entrepreneurialism. (U.S. Economic Development
Administration, 2001.)

Clusters or Agglomeration. Economic geographers have long noted the tendency of dominant firms in
an industry to develop or locate in relatively close proximity to one another. This pattern of agglomeration
is not surprising: Businesses may cluster to take advantage of access to buyers or inputs into the
production process, including skilled workers, specialized supplier firms, production technologies, and
natural resources. Clusters also may develop around cost savings from economies of scale, when, for
example, a location offers a large pool of workers with appropriate occupational skills for a given industry,
or the location contains a mass of qualified supplier firms competing for business. (Hoover and
Giarratani, 1984.) Furthermore the existence of a successful firm from one industry can lead to the spin-
off of new firms in that same industry, thus fostering agglomeration. While a force in regional economics,
however, clusters are counterbalanced by the tendency of production to disperse over time as an industry
matures, production becomes more standardized, and changes take place so that separate elements of
the production process occur in different locations instead of at one plant or in one area.

Knowledge, too, is seen as a potential force in the creation of clusters. The importance of human capital
may lead to an agglomeration of people with the education, skills, ideas, and experience necessary to
propel a business sector forward and foster its growth in a given region. A regional economy can benefit
from the spillover effects of ideas and innovations that talented individuals spread from local business to
local business through their interactions. (Lucas as discussed in Clement, 2004.) Empirical research
indicates that knowledge spillovers may contribute to clusters locally, although much of the variation in
agglomeration remains unexplained by the factors of knowledge spillovers, labor market pooling, and the
availability of production inputs. (Strange and Rosenthal as discussed in Clement, 2004.)

Product Life Cycles. Regional growth may be affected by the “life cycle” of a product as it moves from
the start-up phase to standardized, or mass, production. The initial production of new products and
services is likely to happen in locations where the innovation occurred and entrepreneurs first set up
shop. However production activity will disperse to other locations as the industry matures and the
production process becomes routine, at which point businesses may base location decisions on such
factors as access to markets, transportation or communication costs, and costs for labor and materials.
(Economic Development Administration, 2001.)

Nine Guiding Principles for Public-Sector Economic Development

Policymakers must formulate public-sector economic development efforts in ways that match both the
appropriate roles for the public sector and the dynamics for growth in the regional economy. The guiding
principles that follow build from the ideas about roles and growth presented earlier. These nine principles
provide a general but useful framework for public-sector economic development policy.

= Market forces are the dominant drivers of a regional economy. Public policies may influence
economic development and growth, but they cannot supplant the private sector, nor should they try.
For this obvious reason, public-sector economic development efforts must build upon history, current
circumstances, and realistic opportunities for growth in order to influence development. They should
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not attempt to create growth wholly through public-sector investments and actions. (Hill, 2001.) As
part of a broad strategy for economic development, the public sector should address regional needs
for education, transportation systems, and other public goods that the private market will undervalue
because their benefits flow to the broader society and cannot be fully captured by self-interested
buyers and sellers. Government initiatives should take aim, too, at market failures, such as the
impacts of imperfect information on business decisions about investment in overlooked locations and
on worker choices regarding job opportunities and skills development. And government entities
should establish the laws and rules that frame development and address the spillover effects of
growth, such as pollution and transportation congestion.

= Public-sector economic development efforts must focus on factors internal to the workings of the
regional economy and under the influence of public policy at any given level of government, be that
local, regional, state, or federal. To a large extent, issues and elements beyond the control of
policymakers establish the circumstances for a regional economy at any given moment. Many crucial
economic factors lie outside the purview of local and state governments, including national and
international economic growth rates, capital flows, international trade arrangements, federal fiscal and
monetary policies, currency markets, and technological changes. When it comes to economic
development and growth, policymakers need to understand what they can influence and how.

= Sensible economic development policy must build upon the strengths of the regional economy.
Policies and programs must take into account the comparative advantages that an area has to offer
and foster the opportunities for expansion and transformation presented by the region’s geography
and its existing economic structure.

= Economic development should yield real net impacts on growth or, in the short term, the potential for
growth. The true impacts of economic development are difficult to predict and measure, but the
chance for impact improves when policymakers and economic developers are keenly aware of the
ways in which programs may fail to yield results at all. As discussed earlier, four good tests are: 1)
Does the impact of public-sector economic development activity sum to greater than zero, or are the
positive impacts on one place undercut by negative impacts on another? 2) Do the benefits of the
public-sector economic development activity exceed its costs? 3) Do the costs of the public-sector
economic development activity exceed the benefits that could have been realized had the dollars and
resources been directed to other purposes? 4) Would the development and growth have occurred
even without public-sector involvement? From an efficiency standpoint, the preferred course of action
is one that yields the greatest impact at the lowest cost.

= The public sector should pursue economic development policies that yield broad benefits for
residents and businesses in the region, especially benefits that will continue to have a positive impact
even if specific businesses close or move. The desire for efficiency from public-sector economic
development efforts must be balanced with the desire for an equitable distribution of the benefits.
The residents and businesses that pay for public-sector economic development programs through
their taxes should benefit from the results of their investment. They are more likely to do so when the
economic development efforts secure broad and long-standing benefits then they are if the positive
impacts are narrowly focused and fleeting.

= Public-sector economic development efforts should pay attention to the needs of lagging or
distressed areas and of groups at the lowest rungs of the economic ladder. The benefits of growth
will likely be greater for the unemployed and underemployed than for other residents, and greater,
also, for distressed places than for growing areas. Short-term employment prospects for low-skilled
and low-wage workers will affect their work experience, job skills, occupational standing, and
earnings potential in the long run. (Bartik, 1991.) As for place, society may benefit from measures
taken to spur growth in stagnant or declining locations where the public and private sectors have
already invested in infrastructure, instead of locations where new infrastructure investment is
required. The marginal cost of growth to government will be lower in areas where existing
infrastructure is underutilized. From the standpoint of fiscal impacts on government, economic
development may have negative results if job creation and business growth require major public-
sector investment in new roads, schools, and other local infrastructure. (Bartik, 1995.)
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Public policy should recognize the regional nature of economic development and advance strategies
that address challenges and opportunities throughout the regional economy. Regionalism is
important. State economic development initiatives should allow for variation based on the
opportunities, needs, and institutional capabilities of the different substate regions. (Luger and
Stewart, 2003.) Local governments should coordinate economic development programs in order to
minimize beggar-thy-neighbor approaches that shift business activity and jobs around within the
regional economy without boosting growth. While boundaries for a regional economy may be difficult
to discern, it makes sense as a general rule to consider a geographic area that constitutes a single
local labor market — the space across which businesses draw their workers. (Bartik, 1995.)

Regional economies will benefit from the production of goods and services that depend upon capital-
intensive processes and skilled workers, incorporate high levels of locally added value, and reap
strong profits. (Hill, 2001.) These products allow businesses in a region to compete on innovation
and quality and earn a premium for their goods and services. Public-sector economic development
efforts should recognize the importance of firms and industries that take this high road and offer
good-quality jobs. Conversely, public-sector economic development efforts should not bank on the
export of natural resources and simple commaodities as a strategy for long-term growth. Producers of
basic or standardized products and materials often compete primarily on price. As competitive
pressures drive down price, producers must cut costs. Over time, businesses and workers involved
in simple commodity production must work harder to earn less. (Fairbanks, 2004.)

Economic development efforts should address the development potential of places, as well as the
needs of people in that place. The well-being of residents will likely improve as the economy grows,
but people may also increase their prosperity by moving from locations that offer limited economic
opportunity to places where the economy is strong. For any place-oriented economic development
strategy to make sense, the targeted geographic area must offer some potential for development and
growth in order to warrant public-sector attention and investment. (Hoover and Giarratani, 1984.)
Public-sector action for the economic development of a place will be particularly important to people
who are less able or likely to move, including low-income, less-educated, and older residents. (Bartik,
1991))

Preferred Approaches to Public-Sector Economic Development

What can policymakers conclude about economic development efforts based on the guiding principles
and the sources of regional growth outlined above? For economic development, the public sector should
take the following approaches to involvement in the regional economy.

Carefully and objectively analyze the structure of regional economies to identify comparative
advantages, critical industries and occupations, internal linkages, and emerging prospects for
development and growth. Policymakers should use solid economic analysis to ensure that
development efforts match regional circumstances and strengths, in part to guard against initiatives
that have more to do with the latest economic development fads than with cost-effective opportunities
to foster growth in the region. Accurate economic analysis identifies regional specializations that
build the economic base and drive growth through both intraregional and interregional trade.
Regional analysis helps policymakers focus economic development resources on industries,
occupations, and functions that hold potential for the region.

Make sensible investments in public infrastructure. To a great extent, the public sector exists to offer
goods and services that the private sector will not adequately provide because the benefits spillover
broadly and cannot be fully capture by private-sector sellers and buyers. The broad, uncaptured
benefits from public goods and services include stronger economic growth for a region. The public
sector has an important and positive role to play in economic development through its investment in
and regulation of such infrastructure items as roads and transit, airports, water and waste systems,
public safety, energy generation and transmission, communications networks, and university-based
research and development. Infrastructure investment can yield broad benefits for the region in the
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long term, even if specific businesses relocate or close. However infrastructure investment must be
grounded in a realistic assessment of opportunities for growth and development and not pursued as
an end in itself.

= Invest in public education and skills training to better the lives of residents and improve the skills and
knowledge that those residents bring to their jobs. Education is a classic public good — the benefits of
education flow not only to the consumer of the educational services but also to the broader
community, which gains from having an educated workforce and citizenry. Businesses benefit from
high quality labor and improved productivity, however businesses will under-invest in education and
training for workers because they lose their return on such investments if the workers leave for new
jobs. For these reasons, public-sector action is warranted. As is the case with investment in
infrastructure, public investment in education and training can result in broad benefits that will
advance a region’s economy even if specific businesses close or move. This is true because well-
educated and trained workers will improve the productivity and vitality of the regional economy. Of
course, state and local governments must consider a potential and important drawback of education
and training initiatives: The benefits will flow to other locations if the individuals who receive the
education and training move out of the area.

=  Minimize firm-specific tax incentives and public subsidies. Public-sector economic development
efforts should foster an environment that encourages development and growth in crucial sectors and
throughout a region. Better to spend public dollars or cut taxes in ways that benefit broad sections of
the economy than to use them for specific firms. Firm-specific tax breaks and public subsidies can
have some influence over business location decisions, particularly within a regional economy, but the
assistance provided to one firm may be unfair to other businesses that don't receive the same
treatment, and the opportunity costs will be high — the public funds could have been used for other
beneficial activities. Furthermore, the high costs of tax incentives per job undermine their cost
effectiveness. (Bartik, 1995.) To the extent that the public sector offers subsidies and targeted tax
incentives for economic development, it should use them sparingly to promote development and
growth in distressed areas or to expand the economic opportunities for people with low incomes and
limited geographic mobility. Governments should strictly limit the number of areas targeted for
incentives and subsidies so as to concentrate the impacts on truly distressed locations. And they
should put agreements in place for reducing or recapturing tax incentives and public subsidies if
recipient businesses fail to meet the job or development targets that justified public-sector
involvement. (Weber, 2004.) All tax incentives should be transparent to the broad population of tax
payers; governments should fully disclose the costs of lost revenues from such business assistance
initiatives. (LeRoy, 2004.)

= Pay attention to industries and businesses that contribute to the economic base by selling their goods
and services outside the region or by competing for local sales that would otherwise go to businesses
located elsewhere. While not the sole source of growth — or even necessarily the primary source —
outside sales do bring dollars into the regional economy and those dollars multiply as they move
through the internal, economic linkages. What's more, local firms will strengthen those internal
linkages and increase the multiplier effect of local dollars if they can efficiently substitute their goods
and services for ones that local buyers had previously imported from outside the region. An
overemphasis on outside sales or import substitution may crowd out internal development or hinder
trade-driven efficiencies, but some emphasis on the economic base will help bolster the regional
economy. The economic base approach also will help prevent public subsidies for commercial real
estate and for most retail development, both of which take place without public-sector assistance
because of existing local demand.

= Pursue economic development strategies that boost the productivity of key regional industries.
Public-sector business assistance efforts should focus on improved productivity — that is greater
levels of output produced from a given level of labor, equipment, materials and other inputs.
Productivity improvements can yield higher wages, profits, and levels of capital investment. The
public sector can play a role through programs that provide education and training, information,
business advice, and technical assistance regarding production technologies, processes, and
approaches. Public-sector involvement in productivity issues makes sense when private-sector
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consultants ignore segments of their market because of high marketing costs, and when businesses
lack the information they need to assess opportunities for productivity improvements. Those barriers
are key issues for small manufacturers. (National Research Council, 1993; Modernization Forum and
Nexus Associates, 1997.) Research into manufacturing extension programs has shown that
productivity increases faster for smaller manufacturing establishments that receive technical
assistance through public-private programs than for comparable establishments that do not. (Jarmin,
1998.) Research also has found that the benefits from productivity improvements for smaller
manufacturers outweigh the costs of manufacturing extension programs, and the tax revenues
generated by the programs can exceed the program costs. (Ehlen and Weber, 1997; Nexus
Associates, 1996.)

= Improve the quality of life in regions, particularly major metropolitan areas. The quality of public
safety, transportation systems, local infrastructure, park systems, neighborhoods, the arts, sports and
recreation, schools and universities, and land-use planning all contribute to a region’s livability, or, as
regional economist Ann Markusen calls it “lovability.” A high quality of life in an area keeps and
attracts people, including well-educated and skilled workers, entrepreneurs, and business leaders.
As the mix of skills and occupations becomes increasingly important to the economic well-being of
regions, quality of life factors increasingly influence economic development and growth. Investments
in amenities and livability are particularly important for major metropolitan areas because those areas
constitute a region or state’s face to the world. Deteriorating circumstances in major metropolitan
areas convey the impression that the quality of life is poor in the whole region or state.

=  Focus economic development on industries, occupations, and businesses that provide high-quality,
good-paying jobs. Public-sector resources are limited. To the extent that state and local
governments use those limited resources to foster economic development and growth, the initiatives
should favor industries and occupations with above-average pay scales and benefits. High-wage,
high-skill jobs offer greater benefits for the community. (Eisinger, 1988.) Higher pay for workers
increases the multiplier effects of dollars that flow through the regional economy. Not only are high
quality jobs more likely to pay premium wages, but they also may offer better on-the-job training and
opportunities for career advancement. (Bartik, 1995.) It makes less sense to spend public funds to
foster the development of low-pay industries and businesses. This is especially true for businesses
that make few local purchases and are owned by individuals who live outside of the region, in which
case the low pay may simply boost revenues and profits that are shipped out of the area. Exceptions
may make sense when the goal is to open up employment opportunities for low-skilled residents.

= Look for ways to encourage higher pay by local industries and businesses. Not only do higher wages
increase the multiplier effects of local economic activity, but they also lead to productivity increases
because with higher labor costs businesses have a greater incentive to use improved production
equipment and to train, seek, and retain workers with higher skill levels. Productivity growth drives
economic growth. Unionization matters here. Union workers earn more than nonunion workers and
are more likely to receive pension and insurance benefits. Public policy should insure the rights of
workers to form and join unions, perhaps through quick, card-check approaches whereby workers
indicate their preference for a union and get one, as opposed to long, bitter, and drawn-out workplace
elections. Some states have influenced wage rates for low-paid workers by adopting minimum wage
levels that exceed the national minimum wage. Of course, higher wages may have a negative impact
because labor costs stand out as a major production expense. However empirical studies regarding
the impact of unionization on business activity show big variations, from negative to positive, and the
average impact of unionization calculated over many different studies rests at a level insignificantly
different from zero (Bartik, 1991.) In all likelihood, the impact of higher wages will vary from industry
to industry or even business to business.

= Exercise great caution before expending public dollars as financial capital for private ventures. For
the most part, the public sector’s best roles when it comes to financial capital are those of providing
information, reducing barriers to access, and fostering networks among lenders, investors,
entrepreneurs, and businesses. Overwhelmingly, financial resources flow toward investment
opportunities through private markets, not government action. Financial capital programs both
funded and run by the government often suffer from decision-making processes heavily influenced by
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political considerations. Such programs also exhibit an aversion to risk that steers public-sector
lending and investment toward the very ventures most likely to find financing on their own through
private sources. (Wirtz, 2001.) For these reasons, public dollars generally should not be used for
financial capital, including loans and venture capital. Better for the public sector to establish
programs that encourage — perhaps through financial incentives — private capital sources to improve
financing prospects for types of businesses and groups of people generally overlooked by the private
market. (Bartik, 1995.) Public-sector incentives for private capital providers also may work as a way
to increase access to capital for individuals and businesses in need of very small amounts of
financing and therefore not likely to be cost-effective customers for private investors or lenders.

= Strive for a strong return on investment from any public-sector economic development initiative,
program, or action. If the public sector commits resources to economic development, society should
earn a positive return from that investment. For this reason, state and local economic development
agencies should establish clear, consistent, and transparent objectives for successful public action
and analyze all economic development proposals in terms of how well they meet the desired and
measurable objectives. (Luria and Dziczek, 2003.) The measurement of impacts, while difficult, is
important.

Comments on a Few Common Economic Development Strategies

State, regional, and local governments, along with their private-sector partners, use a wide range of
economic development strategies to influence regional growth. Examples include programs that help
local businesses adopt new production technologies and techniques, increase the skills of their workers,
find sources of financial capital, improve their energy efficiency, navigate the maze of government
regulations, identify appropriate locations for production facilities, and capitalize on new sales
opportunities. As an economic development strategy, the public sector improves services and
infrastructure in distressed areas and cleans up and redevelops polluted, abandoned industrial sites. And
economic development programs often offer advice and technical assistance to entrepreneurs as a way
to encourage new business development.

The ideas and principles outlined in this report are meant to arm policymakers with information they can
use to better assess the wisdom of specific economic development strategies from the standpoint of
appropriate public-sector action and possible sources of regional growth. A comprehensive analysis of
all economic development programs, or even most of them, falls beyond this report’'s scope. However the
following paragraphs offer a cursory critique of three common public-sector strategies for economic
development.

Enterprise Zones. Enterprise zones have had limited success at best when it comes to jobs and growth.
Here’s how they work, in general: Businesses that locate or operate in enterprise zones can take
advantage of breaks on property taxes, income taxes, and sales taxes, and may also receive tax credits
for job creation and investment. The public sector also usually targets enterprise zones for improvements
in infrastructure and public services, including, for example, police and fire protection. Most often the
zone strategy is designed to make an economically distressed area attractive to businesses in search of
new locations. Research from 2002 by Alan Peters and Peter Fisher found that while a few enterprise
zones may have had a positive impact on jobs in some areas, “most of the evidence suggests that zones
have almost no influence on local growth.” (Peters and Fisher, 2002.) The value of the incentives offered
within a zone is usually minor compared to the cost and value of critical production factors, such as labor,
transportation, access to markets, and access to supplier firms. What businesses gain from locating within
an enterprise zone may not outweigh the problems that often come with the territory in distressed areas —
economic isolation, fewer public services, deteriorating infrastructure, and poor transportation systems, for
example. (Peters and Fisher, 2002.) When it comes to creating jobs for residents within a neighborhood
or place, the zone strategy often fails because businesses draw workers from labor markets that extend
beyond the zone’s borders. (Bartik, 1995.)

Enterprise zones have other problems, too. To the extent that enterprise zones offer benefits only to
relocating businesses, they unfairly treat the existing businesses in a zone. To the extent that the benefits
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of the zone are extended to existing businesses, the initiatives may unnecessarily subsidize economic
activity that would have taken place in the area without tax breaks and other incentives. Location theory
indicates that enterprise zones will have the greatest impact on businesses deciding between locations in
adjacent areas or states, and consequently the establishment of zones in one state generally leads to the
establishment of zones in nearby states. What's more, political pressure leads to the proliferation of
zones within a state, rather than the narrow use of zones for truly distressed areas. The creation of zones
in many states and the creation of many zones within one state neutralize the impact of these zones on
business location decision.

High Tech Development. Many states and some communities have invested public resources in efforts
to foster high technology development. In general, these efforts focus on innovative, capital-intensive,
research-oriented industries that employ highly skilled workers and pay them well. Such industries can
contribute to a regional economy’s strength and vitality. But too often the “high tech” concept is ill-defined,
and economic development efforts focus on the latest fads —biotechnology, nanotechnology, and
information technology, for example — while ignoring the high tech elements of traditional industries, such
as motor vehicles, plastics, and food products. Any public-sector initiatives aimed at high tech
development must be rooted in a careful analysis of the regional economy, including its existing industrial
structure and its comparative advantages, so as to avoid misguided attempts to simply create a new local
industry using public-sector incentives and resources. The fact is that a high tech industry may drive
growth in one region even though it holds little or limited potential for another regional economy. One
useful way to analyze the high tech orientation of a state or regional economy is to focus not on the goods
and services that an industry produces, but rather on the types of occupations it employs in that
production, with the emphasis placed on scientists, engineers, computer professionals, and other highly
skilled workers. Occupations with the potential to help shape the regional economy, both in technology
oriented fields and outside them, are those that require high levels of skill, show potential for growth, are
well-suited for jobs in several industries or sectors, tend to cluster geographically, offer opportunities for
self-employment and business start-up, and match the skills of existing residents in the region.
(Markusen, 2000.)

Public Subsidies for Training Programs. To the extent that state government offers economic
development subsidies to businesses, the best types may be those that help underwrite training costs.
Worker training can improve the productivity of local businesses. Training programs that impart new,
transferable skills to residents likely leave the newly trained workers in good standing to secure jobs even
if the businesses for which they were trained downsize or close. (Luria and Dziczek, 2003.) And training
can alter the employment and income prospects for people who are out of work or stuck in low-end jobs.
While some of the newly trained workers may ultimately take their skills and relocate to another region or
state, most will remain in their home area and continue to contribute to the productivity of the regional
economy. When they are offered, state-sponsored, business-specific training programs should be
reserved for jobs that pay good wages in order to insure that public dollars go to businesses that truly
need trained workers and that the people who participate in the training really gain valued skills.

Conclusion

The public sector has both a strong interest and legitimate role to play in economic development efforts
aimed at increasing a regional economy’s capacity to create wealth for local residents. Government
helps spur development and growth through investments in public infrastructure, the provision of public
goods and services, and targeted assistance to industries, businesses, and workers. Public-sector
economic development works best when initiatives build upon regional potential and strengths to improve
the long-run outlook for growth. And local, regional, and state action must be aimed at issues and factors
over which governments and their private-sector partners have control or influence.

Unfortunately, public-sector economic development efforts often fail to yield true, positive impacts. In
order to avoid wasteful initiatives, policymakers must pursue economic development with an
understanding for both the appropriate public-sector role in the regional economy and the drivers of
regional economic growth. To assess the potential impacts of an economic development initiative,
policymakers should consider if the anticipated gains from public-sector action for one location will be
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outweighed by negative effects on other locations, if the overall benefits will exceed the initiative’s costs, if
the benefits of economic development action will exceed benefits that could have been realized had the
dollars and resources been used for purposes other than the economic development initiative, and if the
development and growth would have taken place without any public-sector involvement.

Public-sector economic development policy must recognize the obvious — that private, market forces drive
the regional economy. The public sector should pursue economic development policies that yield broad
benefits for residents and businesses in the region, especially benefits that will continue to have a positive
impact even if specific businesses close or move. Economic development should pay attention to the
needs of distressed areas and low-income groups. Efforts should address regional issues and
opportunities — ones that span the distance of the entire local labor market — because economies are
regional in nature and do not stop at municipal borders. And economic development policies also should
recognize the importance of businesses and industries that depend upon capital-intensive processes, use
skilled workers, and incorporate high levels of locally added value.

The best public-sector economic development approaches will flow from careful and realistic analysis of a
regional economy and its potential for growth. To spur growth, the public sector should make sensible
infrastructure investments, offer quality education and skills training, and improve the quality of life in the
region. Public agencies and their private-sector partners should pursue strategies that boost the
productivity of key regional industries. They should look for ways to aid industries that export goods and
services outside of the region or efficiently meet the demand for goods and services that otherwise would
be imported. They should encourage the development and growth of industries and occupations that
offer high-wage, high-quality jobs. The public sector should minimize its use of firm-specific tax breaks
and public subsidies, and also avoid the direct funding and operation of financial capital programs. And
the public sector should secure a strong return to the broader community from its economic development
efforts.

These ideas and suggestions offer a framework for understanding regional economic growth and
assessing public-sector roles and approaches for economic development. The information presented in
this report provides a context for economic development policy. However the success of even carefully
formulated economic development policy will be difficult to predict and measure. The effectiveness of
economic development strategies will vary from place to place, industry to industry, and even business to
business. Policymakers can tap the guiding principles and preferred approaches found in this report as
starting points when looking for ways to influence development and growth of the regional economy.
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