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PREFACE

he policies of state governments are animpor-

tant segment of the business environment
and significantly affect the economic growth poten-
tial of those states. These policies are expressed
through administrative procedures, legislative
action, regulatory rulings and court decisions. As
exemplified by the diversity of the issues covered in
this issue, the impact of state policies is wide
ranging. Localissues, such as the state’s educational
and tax policies, and even international develop-
ments, such as the changes in Eastern Europe,
have significant long-term economic consequences
for Okizhoma.

The authors addressing the topics in this issue
are professors at three of Oklahoma’s universities
and a private consultant. Each is an expert in his
respective field and knowledgeable about economic
issues in Oklahoma. As in previous years, the
research team, in conjunction with members of the
Board of Directors of Oklahoma 2000, Inc., selected
the topics for 1991.

The views expressed herein are those of the
authors and should not be attributed to the officers
or directors of Okiahoma 2000, Inc.
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Economic development concernas remain im-
portant in Oklahoma as policy makers search
for strategies of growth and diversification. It is
encouraging that these issues retain significant
presence; the legislation and policies show a clear
trend toward diversification and interest in higher
value added industries, These concerns remain
important in this 1991 edition of the State Palicy &
Eeonomic Development in Oklahoma. In thisissue
the authors consider both the background of the
issues and their longer-term implications,

The Oklahoma Legislature passed major, con-
troversial legislation concerning education in
HE1017. Achapteron HB1017 putsitin perspective
as authors review the provisions of the bill and
gome of its historical precedent. They point out
that given the history of school eongolidation, one
should not be surprised that consgolidation is a
major reform issue in Oklahoma. Another chapter
concerning education reform concerns the issue of
choice available to parents. That is a continuing
issue in the U.8,, and the author suggests that it is
becoming a significant issue in Oklahoma. This
chapter digcusses both the pros and cons of the
issue. A related chapter concerns the lessons
learned from the Oklahoma effort to land the Super
Collider project. A key participant in the proposal
effort reviews the difficultics that Oklahoma had to
overcome in the competition as well as Oklahoma’s
strengths. Key among the infrastructure weak-
nesses pointed oul by reviewers was the educa-
tional and seientific research base in Oklahoma.

Otherstate government activities that influence
aconomic growth include the regulations and taxes

that directly affect business. Of course, these
fundamental functions of government are eritically
important to the state’s economie environment.
The policy issues in such instances relate to the
efficiency of government, That is, the efficiency
with which the eritical functions of government are
performed is a eritical element of the state's eco-
nomic environment. Several chapters relate to
those kinds of concerns, especially ones which are
relevant to the long-term economic viability of
Oklahoma. For example, one chapter observes the
gignificance of the cotton industry in Oklahoma
and the regulation of cotton gins by the state,
Another chapter considers state policies concern-
ing medical care for the uninsured. This 15 an
increasingly sipnificant national issue, and the
author suggests that by its nature it will be inereas-
ingly important in Oklahoma, as well. He advizes
the Legislature to resist mandating employer-pro-
vided health insurance plans. In another chapter,
the changes in Oklahoma's tax base over the past
decade, and their implications on economic devel-
opment, are considered. And in a related topic, the
many state programs for providing business finan-
cial asgistance are detailed. The author points out
the range and diversity of these many programs in
Oklahoma.

When one views the topics in this issue in their
entirety the long reach of state government's poli-
cies is apparent. That helps put the role of state
government into perspective, Appropriate state
policies are a prerequisite for diversification and
development.



CHAPTERI

Larkin Warner
Stephen Smith

STATE GOVERNMENT PROVISION
OF BUSINESS FINANCE IN OKLAHOMA

his report’s main purpose is to introduce the
major programs used by state government in
Oklahoma to provide debt and equity capital to
private business in order to promote economic
development. A dozen separate activities are de-
scribed. These include the Oklahoma Industrial
Finance Authority, the Oklahoma Development
Finance Authority, the Oklahoma Capital Invest-
ment Board, two linked deposit programs for agri-
culture and small business, oil overcharge funds,
small cities the Community Development Block
Grant program, the Community Services Block
Grant program, a proposed Seed Capital Revolving
Fund, the Oklashoma Ordnance Works Authority,
tax credit-stimulated venture capital companies,
and the Oklahoma Housing Finance Agency.
Before discussing the specifics of the individual
programs, the reader is reminded of some of the
fundamental economics of business investment
and economic growth. An overview of the mechan-
ics of business finance programs is provided. Since
state government policy is the result of state poli-
tics, note is taken of some of the reasons why state
government provision of business finance has be-
come so important since the early 1980s. The
report concludes with a brief assessment.

THE BASIC ECONOMICS
OF BUSINESS INVESTMENT

In the system of national economic accounts, the
term “gross private domestic investment” includes
the following components of current production:

Larkin Warner is Regenis Professor of Economics at
Oklahoma State University, Stillwater, Oklahoma.
Stephen Smith is Professor, Business Division, Rose
State College, Midwest City, Oklahoma.

* Producers durables (machinery and equip-
ment used by business).

* Nonresidential construction{buildings and
facilities used by business).

* Residential construction (housing facilities
rented or owned by occupants).

* (Change in business inventories.

This real investment represents additions to the
nation'’s future ability to produce and sell goods
and services (including housing services). The rate
at which an economy is able to expand over time is
directly related to the degree to which current
productionis allocated torealinvestment as opposed
to output which is currently consumed. The rela-
tively slow growth of the U. S. economy in com-
parison with several other majorindustrial nations
is due largely to the fact that others place greater
emphasis on investment.

There is no statistical measure of gross private
domestic investment at the state level. Neverthe-
less, it is clear that the economic development of
Oklahoma is critically dependent on the level of
private investment within the state’s borders.

In a free enterprise economic system, most in-
vestment is financed from private sources. Busi-
nesses pay for investment projects and inventory
accumulation withindividual savings and retained
earnings, the sale of stocks and bonds, loans from
financial institutions, and even borrowing from
family and friends. Residential construction is
financed largely through individual savings, and
through loans from financial institutions.

Iffunds are not available at all, then investment
will not take place. Nor will investment take place
if interest rates charged by lenders are too high in
comparison with the economic returns expected as
planned projects generate new revenues from the
production of additional goods and services. More
precisely, since there is always a range of possibie
investment projects with varying risks and poten-
tials for returns, lower interest rates will usually
stimulate a larger volume of investment.



If funds for investment in a state or region are
not available at all and/or are available only at too
high a cost, then a case can be made that govern-
ment should intervene so that desired private in-
veatment spending may occur. Governments do
this by providing funds for loans (or even equity),
by providing lower-than-market interest rates, and
by guaranteeing loans made by private institutions.
State government in Oklahoma stimulates private
investment through a variely of finance programs
which are discussed below.

Before proceeding, it is important to distinguish
the term “investment” or “real investment” as used
herein from of its more commonplace usages. People
often speak of “investing” when they buy previously
issued stocks and bonds. A business person may
also use the term to apply to the purchase of
another operating business concern. Note that in
neither of these cases is any new productive ca=
pacity created, As important as the trading of
stocks and bonds and the purchase and sale of
business firms may be in the world of business,
such activities, in and of themselves, do not gen-
erate economic development because no real in-
vestment iginvolved. Thus, asa general rule, when
government provides business finance, it should be
sure that real investment will take place and there
isa truelink to economicdevelopment. Appropriate
government financing can also involve credit en-
hancement necessary to sustain and expand the
operation of already exiating physical capital fa-
cilities. Otherwise, government provision of buai-
ness finance simply benefits particularindividuals
much as is the case with transfer programs such as
unemployment insurance benefits and public as-
sistance,

Within the various types of real investment,
there are differing impacts on state economic de-
velopment, Economists and planners emphasize
the importance of basic (export) activities bringing
in a flow of finaneial resources from outside the
state, Importantlargely basic sectorain Oklahoma
include manufacturing, oil and gas production,
farming and ranching, and federal government
installations, Expansion in these sectors has a
multiplier effect on non-basic (local-service) sectors
such as retail trade, financial services, utilitics,
communication, and state-local government,

The distinction between bagic and nonbasic ac-
tivities is not always easily made in the real world,
For example, tourism services are a basic activity
when they bring in people from outside Oklahoma,
Atourigtattraction drawing primarily Oklahomans

may be good for the development of a particular
community, but will have no net growth impact on
the state as n whole. The same can he said of such
gectors as retailing and automotive services,
Moreover, a typically non-basic activity such as
medical services can have a multiplier effect when
its expansion leads Oklahomans to buy from
Oklahoma providers rather than from out-of-state
providers. This latter situation is one of import
substitution.

The basic economics of investment suggests the
following propositions about state financing of
buginess development aimed at promoting state
economic development.

*  Projects should always involve real invest-
mentorthe activation ofidle capital equip-
ment,

* Projects not meeting the above criteria will
not have a positive impact on economic
growth; recipients of such financial aid
gain at the expense of general taxpayers.

* Supported projects should involve basic
sectors of the state’s economy or should
have strong import substitution charac-
teristics.

s Funding of non-basie real investment will
have little or no overall impact on the level
of economic activity within the state even
though there may be favorable impacts on
particular communities.

One further caveat should be congidered when
government gets involved in business finance. The
government program should make a difference. It
should cause real investment to occur which would
otherwise not have taken place. Often this is ex-
pressed in the form of the idea of public provision of
“gap” financing. Public funds or guarantees are
needed to provide just enough more to privately
provided funds so that a proposed project can
become a profitable reality. For high-risk projects,
this gap may approach 100 percent of the praject
cost. This also means that public resources do not
become a complete substitute for private risk.

THE MECHANICS OF STATE
PROVISION OF BUSINESS FINANCE

Whenever state and local governments or their
agencies issue debt, make or guarantee loans, or
even acquire an equity position in a private enter-
prise, legal controls are extensive. No attempt is



TABLE 1
Site Selection's Report of State Financial Assistance for Industry, 1989

Statas with
Program, Maw
Unied States  Oklahoma Colorade Kansas  Misaouri Mexlco Taxas
State sponsored industrial
davalopmant autharity aa - A " o =
Autharity or agency
revanue bond financing 44 * : . . '
Authaority or agancy genaral
obligatian bond flinancing 15 L]
Laans for bullding
canslruction 40 . . : . "
Loans for equipmant,
magchinery 349 * s B & .
Loan guaraniaes for bullding
canstruction 25 a " i i
Financial ald for axisting
plant expansion 43 # * g . .
Matching funds for city andfor
caunty Industdal financing
pregrams 21 * s
Incaniive for ostablishing
industrial plants in areas
o W & L]

al high unamployment 33 ¥

Sourco: Site Selection, Oct., 1908, p. 1220

*Alihough nol raperted in the source, thase programs aro avallable in Oklahoma

LY

without such a program believes that il will have
difficulty being competitive in the furious race for
business attraction and development.

The discussion now turns to a review of twelve
activities of business finance used by Oklahoma
state government,

The Oklahoma Industrial
Finance Authority

The OIFA is the original program used by the
atate of Oklahoma to stimulate economic develop-
ment through the provision of business finance, Its
basie procedures involve issuing general obligation
bonds and using the proceeds to establish a fund
from which loans are made to local industrial
parks. As loans are repaid, additional borrowers
can access Lthe fund, The agency was established in
1860, when the Oklahoma electorate voted author-

ity to issue up to $10 million in bonds. Tts bond
issuing authority was raised to $20 million in 1968
and to $80 million in 1986.

Prior to 1986, OIFA loans could cover only up to
26 percent of the cost of a project; constitutional
chanpges adoptad in 1986 permitted OIFA to assume
a more gignificant role in individual projeet fund-
ing. The agency ¢an now loan up to two-thirds of a
project cost when the loan 18 secured by a first
martgage, and up to one-third when secured by a
second mortgage. In order to spread the loanable
funds among a large number of projects, law pro-
vides OIFA firat mortgage loans cannot exceed $2
million per project and second mortgage loans
cannot exceed $1 million.®In fact, the OIFA has set
its loan maxima even lower—at $1.26 million and
$760 thousand, respectively. There is also the
expectation that onenew jobiscreated in Oklahoma
for every $30 thousand of OIFA money.



+ Risk capital which had flowed readily into
the state during the oil boom virtually
dried up.

e The Oklahoma business community’s
reputation in business finance was badly
tarnished as a result of dramatic national
coverage of the Penn Square bank failure.

« Financialinstitutions’loan portfolios were
subject to increasingly stiff quality re-
quirements by federal and state regula-
tors.

+ Inall too many cases, the collapse of finan-
cial institutions put borrowers in the posi-
tion of having to deal with new manage-
ment; long-standing personal financial
relationships based on experience and trust
vanished into thin air.

For many, the above listing provided reason
enough for Oklahoma state government to become
more involved in the provision of business finance.
However, a potentially strong argument against
such expanded involvemnent involves a conserva-
tive, laissez faire position concerning the proper
role of government in business finance. This position
asserts than during the 1980s Oklahoma in fact
became a relatively poor place in which to invest
when compared with many other parts of the na-
tion. Business people and politiciansrailing against
the state’s “capital short” condition were failing to
recognize a basic fact of economic life. Individuals
and firms with funds to commit to real investment
projects could earn greater risk-adjusted rates of
return elsewhere. The conservative argument
further reminds the observer that there are no
legal or institutional barriers to the free flow of
financial capital within the entire United States.
No one was blocking funds from entering Oklahoma
nor preventing Oklahoma funds from seeking op-
portunity outside the state. Moreover, so the ar-
gument goes, the overall level of realinvestmentin
the United States is determined by macroeconomic
conditions totally beyond the influence of any state
government.

This laissez faire argument scarcely surfaced in
Oklahoma in the discussions of state business
finance after the energy bust though it was a
philosophical basis underlying the 1987 report of
Financial Industry Task Force prepared in connec-
tion with the state’s five-year economic develop-
ment action plan.3 Beyond the political imperative
of economic conditions to do something, Oklahoma
participated fully in a major trend of increased

involvement in business finance by state govern-
ment occurring throughout the nation. In a 1990
book on economic development finance, Hill and
Shelley point to the role of “policy entrepreneurs”
and interjurisdictional competition as crucial fo
the development of new state government frame-
works for providing business finance. They de-
seribe how the concept of a regional capital gap was
developed in New England during the 19708 when
that region was in dire economic straits.

The growth of public sector financial
institutions is a political response by
state government to the decline of tradi-
tional manufacturing and to the re-
structuring of large parts of America’s
industrial landscape. These institutions
are now perceived by politicians as be-
ing part of a technology-and entrepre-
neurial-based business climate, as op-
posed to a business climate that encour-
ages routinized manufacturing. Gover-
nors and development officials use the
existence of these institutions as proof
that they are acting to influence the
direction of development in their states.
The continued existence of public sector
financial intermediaries is now dictated
by interjurisdictional economic compe-
tition and the demands of elective office.
The creation of these institutions, how-
ever, can be attributed in large part to
the work of four policy entrepreneurs:
Howell, Katzman, Litvak, and Daniels.
They provided a policy product that
passed the market test.4

The Daniels referred to in the above quotation is
Belden Daniels, the principal consultant to the
Oklahoma Legislature during 1986 and 1987 as
the Oklahoma Economic Development Act of 1987
was crafted and passed.5

There certainly can be no doubt concerning the
degree of interjurisdictional competition in the
adoption ef new state programs for business finance.
Mable 1 is derived from Site Selection, a trade
magazine for industrial and economic develop-
ment specialists and shows theincidence of various
types of state business finance programs inplacein
1989, It is a fact of life that most states, including
Oklahoma and its neighbors, are involved in the
provision of assistance of one form or another. In
thisenvironment, thelaissez faive argument against
such policies becomes virtually moot. A state



made here to cover the nature of these controls.
Rather, the basic outlines of state actions are
reviewed with the warning that the real world is
much more complex.

The typical technique by which assistance is
provided involves the government unit issuing
bonds to the public and using the proceeds of the
bonds to make business loans. The bonds issued
may be general obligation (GO) bonds backed by
the full faith and credit of the government, i.e. by
its taxing power, Or the debt may involve revenue
bonds to be repaid only from the revenues from a
particular project.

Since these industrial bonds first began to be
used during the late 1930s, they were typically tax
exempt.! Because they were issued by units of
state and local government, bondholders’ interest
receipts were exempt from federal taxation as well
as taxation in the state in which they were issued.
This meant that wealthy taxpayers could afford to
accept a lower rate of return than on taxable bonds
so that governments could then provide financial
capital to private business at favorable rates. This
was a substantial tax loophole which has now been
largely abolished by federal legislation—particu-
larly by the Tax Reform Act 0of 1986. (In Oklahoma,
this “double tax exempt” status is currently not
uniformly availableto all state andlocal government
agencies issuing bonds.}) Even without the tax
exemption, investors look favorably on the low risk
offered by general obligation bonds issued by reli-
able units of government,

Loans may be made directly to business, or to an
intermediary. Some Oklahoma state governmer;t
loans are made only to local industrial develop-
ment agencies, which in turn provide funds to
business.

In some instances, the loan is made by a private
financial institution or through private bonds, with
the loan guaranteed by a governmentunit with the
authority to issue bonds in the future to cover the
private loan in case of defaunlt.

As a lender, the government unit usually has
claims of some sort on the assets of the entity
receiving the funds, The terms of collateralization
can be quite complicated and are beyond the scope
of this report.

There are other methods of finance such as
interest subsidies, the purchase of equity (outright
ownership), and loans from governmentally oper-
atedtrust funds (principally retirement programs).
Sources of public funding can come from appro-

priations by governing bodies, though thisisnota

widely used practice and is not yet a feature in the
Oklahoma scene.

There is a further aspect of state programs of
business finance which is almost always present,
i.e. the provision of information and technical as-
sistance to businesses seeking financial capital.
State lending and related agencies often provide
information services such as the development of
business plans, training in business finance, and
providing contact with additional outside sources
of capital. These services can make a critical
difference for small or start-up enterprises without
sufficient initial sophistication to obtain financial
capital.

This report focuses on business finance assistance
at the state government level. Under provisions of
state law, local jurisdictions can also provide
business finance, A 1962 amendment to the Okla-
homa Constitution provides that local industrial
bonds may be issued directly by counties or cities
fArt, 10, Sec. 35). Local trust authorities mayissue
revenue bonds under terms of the 1951 Oklahoma
Public Trust Act and the 1961 Local Industrial
Development Act.? Tt is not unusual for the various
state government business finance programs de-
scribed below to be blended with funds from a local
program,

RECENT EMPHASIS
ON STATE GOVERNMENT PROVISION
OF BUSINESS FINANCE

State government policies to promote economie
development involve a wide range of measures
related to tax law and administration, functional
expenditure levels such as education and high-
ways, and regulation of business, The Oklahoma
Economic Development Act of 1987 treated an
extensive range of economic development policies
and placed heavy emphasis on business finance,
The collapsing energy economy of Oklahoma and a
weakened agricultural sector helped create a po-
litical environment supportive of a comprehensive
overhaul of the state’s economic development ef-
fort. It is not surprising that'this overhaul em-
phasized business . After the negative
2 and 1986, many Oklahoma

ire funds to finance real investment projects.
Several factors were at work,
* The deteriorating general condition of the
state’s economy increased risk for many
new proposed projects.



Six of the Authority’s seven-member Board of
Directors are appointed in staggered six-year terms
by the Governor, one each from the state’s six
congressional districts, Members must generally
have extensive professional experience in business
finance. These appointments require the advice
and consent of the Oklahoma Senate. The seventh
member is automatically the Director of the Okla-
homa Department of Commerce who is also a
gubernatorial appointee. During the 1989 fiscal
year, the agency had a total of 8.1 full-time
equivalent employees, and administrative expen-
ditures of about $500 thousand. Staffis organized
intolending, finance, and administrative divisions.

Of the $90 million in general obligation bonds
authorized by the constitution, about $70 million
was committed as of the summer of 1990. Although
the earlybondsissued by the OIFA were tax exempt,
most of those issued in recent years have been
taxable. The typical loan made to local agencies is
for a fifteen year period with a variable interest
rate set at 300 basis points (3 percentage points)
above the agency’s cost of money, subject te a 14
percent maximum and 8 percent minimum,

The predominance of OIFA loans have helped
finance manufacturing facitities or industrial parks
to hold manufacturing facilities. At mid-term 1989,
there were 79 different plants in 52 communities
throughout the state operating with funds from
active OIFA loans.” In 1989, the agency began to
operate with a broader conception of the sorts of
enterprise which could be funded. Aloan of $1.56
million was approved to the Eufaula Industrial
Authority for improvements to be implemented by
the Fountainhead Resort Hotel, Inc. The resort is
in a location and is of a scale and quality which
draws a large volume of out-of-state tourists; such
tourist spending has essentially the same impact
on the state’s economy as would be associated with
a manufacturing plant selling its output out-of-
state. Inthe future, loans could be made which are
linked to health care and business services—two
areas with significant economic development po-
tential in Oklahoma.

Itlooks as though the additional lending authority
created by the 1986 constitutional amendment will
be used up some time in 1990 or 1991, Unless more
bonding authority is granted, after that, OIFA’s
loans will be limited to funds made available by
repayment of old loans. Given the rapid rate at
which the $70 million in new authority has been
sopped up, there is little doubt of the agency’s
meeting a market test of business finance need.

The Oklahoma Development
Finance Authority

The largest of the state agencies providing devel-
opment finance is the Oklahoma Development Fi-
nance Authority (ODFA). The agency was created
in 1974 and was known as the Oklahoma Develop-
ment Authority (ODA) until its modification by the
Oklahoma Economic Development Act of 1987,
The agency was created as a state beneficiary
public trust to provide a mechanism to make capi-
tal available to qualified borrowers in both the
public and private sectors. Fromits first projectsin
1978 through June 30, 1990, ODFA generated $1.8
billion in financing for private enterprise, schools,
hospitals, and other governmental entities.8

The ODFA does not receive any state funding nor
does it have a pool of funds from which it makes
loans. It provides finanecing by selling bonds or
notes to commercial banks or investment bankers
who resell them in the public finance markets.
These funds are then loaned by the ODFA to
qualified borrowers. Payments made by the bor-
rowers provide the revenue to retire the notes and
bonds. ODFA operating expenses and reserve
requirements are covered by receipts from lean
application and administration fees,

Day-to-day management of the Authority is the
responsibility of the president who serves at the
pleasure of the Board of Directors. The seven-
member Board is composed of the Director of the
Oklahoma Department of Commerce, one member
appointed by the Governor and confirmed by the
Senate to a two year term, and the remaining five
members serving six year staggered terms, also
appointed by the Governor with Senate approval,
As a result of the Feonomic Development Act of
1987, ODFA and other bond issuing agencies in
state government must also have new debt issues
approved by legislative and executive branch Bond
Oversight Commissions,

Two significant legislative actions have had a
profound impact on the ODFA in recent years: the
Federal Tax Reform Act of 1986 and the Oklahoma
Economic Development Act of 1987. Prior {o the
Tax Reform Act, the activity of the ODFA involved
the issuance of tax-exempt industrial development
bonds (IDBs) to fund loans that would enhance
(Oklahoma’s economic growth. The trust indenture
which created the agency provided a means to not
only provide assistance to private sector enterprises,
but also cities, counties, schools, and state govern-
ment itself.



During the first half of the 1980s the use of the
ODFA to finance public sector activities experi-
enced extraordinary growth. During the five-year
period, 1982-1986, the agency issued $1.5 billion of
debt. This growth was brought about by the unigque
financial market conditions of this period which
allowed the borrowers such as ODFA {o reinvest
loan proceeds and earn a yield which was signifi-
cantly higher than the amount being paid on the
note. This arbitrage allowed the public entity to
borrow money interest free. Such practices
throughout the nation helped lead to their control
through the Tax Reform Act of 1986.

Many governmental entities in Oklahoma chose
to use ODFA as a vehicle to take advantage of this
opportunity during the early 1980s. As a conse-
quence, public sector financing represented most of
the ODFA loan activity during this period. The
Authority issued over $513 million in obligationsin
1983 and 1984 to provide capital for such programs
as “advance funding” for school districts and county
governments., The programs allowed these agen-
cies to significantly reduce their interest expense
and avoeid delays in starting construction projects
that were partially funded by approved (but not
allocated) federal funds. In response to the Tax
Reform Act of 1986 and changing national economic
conditions and financial markets, this activity had
all but ended by 1987,

The Oklahoma Economic Development Act of
1987 transformed the agency into what might be
called a “super trust” and changed its name from
ODA to ODFA. Thelegislation explicitly expanded
the role of the Authority to provide financing to:

» complement the state’s private financial
institutions

* promote . .. the expansion of existing and
the establishment of new agriculturai . . .
and industrial enterprises

promote . .. export trade of state products
assure . , . sources of energy

provide health care facilities

provide capital improvement facilities
provide . . . an infrastructure program
provide education facilities

provide additional facilities, enterprises
and projects

[and] provide for short-term advance fund-
ing and the purchase of the obligations of
political subdivisions.?

As mentioned above, the Tax Reform Act of 1986
and the changes in the world financial markets in
the late 1980s eliminated much of the funding that
had been available for tax-exempt financing. The
Oklahoma Legislature recognized that it would
have to provide a mechanism to allow the ODFA to
attract the necessary capital at cost effective rates
of interest which were not always tax exempt. To
accomplish this goal, the Oklahoma Eeonomic De-
velopment Act of 1987 provided for the establish-
ment of the Credit Enhancement Reserve Fund.

The Credit Enhancement Reserve Fund, which
is administered by the ODFA, reduces the
borrower’s interest cost by securing Authority bonds
with the capacity to issue state general obligation
bonds to cover any interest and principal payment
insured by the fund. In essence, the bondholders
are guaranteed that their money will be repaid by
substituting the borrower’s credit with the
guarantor’s credit, thereby reducing the risk on the
bonds. This technique gives many borrowers access
to credit markets that would otherwise not he
available to them. As a result of the passage of
State Question 610 in 1988, ODFA was authorized
to issue up to $100 million of Credit Enhancement
Reserve Fund General Obligation Bonds to secure
issues of the Authority. The Fund will operate as
an uncapitalized insurer, issuing bonds only in the
event that a borrower defaults on a loan.,

The 1990 session of the Oklahoma Legislature
added an additional layer to the administrative
gystem of checks controlling the issuance of debt
under the Credit Enhancement Reserve Fund pro-
gram (SB460), A three-member Program Develop-
ment and Credit Review Committee must approve
of any program development or commitment prior
to any action by ODFA. This committee consists of
one member appointed by ODFA, the State Bond
Advisor and a third member appeinted jointly bt
ODFA and the State Bond Advisor. Thus the
ultimate control of the financing which can be
madeunder the Credit Enhancement Reserve Fund
program was essentially removed from control by
ODFA. ODFA programsin place and planned which
are eligible for credit enhancement insurance in-
clude, but are not limited to:

* ODFA’s Pooled Business Financing Pro-
gram to meet the fixed asset financing
needs of qualified borrowers requesting
$200,000 - $5,000,000. (Under SB 460, the
new limitis $2,500,000 and all future loans
must not exceed $1,000,000 in order to



reduce the average loan size to meet new
Legislative standards.)

+ ODFA's Publie Infrastructure Financing
Program for small unrated communities
identified by the Oklahoma Department of
Commerce ag priority projects, (expected,
spring 1991)

s The Small Business Credit Enhancement
Program will benefit firms with under 20
employees, having sales of less than $1.5
million, with a maximum guaranteed loan
amount of $250,000. (expected, spring 1991)

Although the constitutional authority to obli-
gate the general revenue of the state to back the
Credit Enhancement Reserve Fund was achieved
in September of 1988, implementation of the pro-
gram was slowed in 1990 by a “series of legal and
procedural hurdles” including a moratorium on
loans imposed by the Bond Oversight Commis-
sions.10 The moratorium was lifted follwoing pas-
sage of SB460 and bond issues were approved for
nearly $31.5 million for 15 industrial expansions.
However, some provisions of SB460 and Attorney
General's Opinion No, 90-31 brought new legal-
procedurial hurdles against further use of the Credit
Enhancement Reserve Fund.

In addition to the debt financing and credit
enhancement programs, the ODFA provides free
technical assistance and information to potential
borrowers and other groups who may not be aware
of the services available from the Authority. The
ODFA staff will provide potential borrowers with
an analysis of their financial needs and offer sug-
gestions on how these needs can be met, The ODI'A
staff may also be able to suggest other sources of
financing that may be more appropriate for a po-
tential borrower than ODFA’s program, The Au-
thority is also actively involved in the education of
economic development groups, financial institu-
tions, schools, and other interested groups on the
various programs offered by the ODFA.

Oklahoma Capital Investment Board

The Oklahoma Capital Investment Board (OCIB)
was established by the Oklahoma Economic De-
velopment Act of 1987 as a separate administrative
unit within the Oklahoma Development Finance
Authority, The statutory mission of OCIB is “to
mobilize new private sector equity capital for in-
vestment in such a manner that will result in a
significant potential to create jobs and to diversify
and stabilize” the state’s economy, 1!

The logicbehind OCIBis thatasignificant source
of long run economic growth comes from thecreation
of new enterprises within the state, and because
these entrepreneurial activities are innately high
risk ventures, they frequently have difficulty at-
tracting the capital necessary to give birth to a
potentially successful business. It has been recog:-
nized that growth from within may offer greater
opportunity than the traditional economic develop-
ment strategy which attempts to atiract corporate
headquarters from other areas. 12 Historically,
corporate headquarters remain where the company
ig founded: therefore, if Oklahoma can create an
environment conducive to new business formation,
it will help build the foundation necessary for long-
term economic prosperity based on a diversity of
business activity. In addition, the corporate
headquarters arve particularly attractive because
they generate high-paying, relatively non-cyclical,
environmentally benign jobs,

To achieve this goal the OCIB has the authority
to guarantee a maximum of $10 millien in loans per
fizeal year, up to an aggregate of $50 million. These
guarantees can be in the form of put options (rights
to purchase) or other such methods as selected by
the board, in an amount not to exceed 650 percent of
the prineipal amount of invested capital of an
investor group or groups or investment portfolio or
portfolios, And guarantees, in whatever form, may
be made for any period of time, but no term shall
expire prior to July 1, 1990, nor after July 1, 2015,

Should it become necessary for the OCIB to
honor a guarantee, it will raise the necessary cash
by selling eredits against Oklahoma's income tax.
The guarantee is for the principal amount only and
the sale of tax credit will only be for the amount of
the guarantee. To provide for an orderly funding
process in the case of a default, and to be able te
demonstrate to investors that the guarantee is
funded, a consortium of businesses with a total tax
liability of $20 million will be established. This
consortium would provide the potential for twice
the required tax credits in any one year, and
therefore should provide ample reserves. Accord-
ing to the OCIB FY 1991 Business Plan:

[n May, 1990, the Board committed to
extend a limited guarantee to an invest-
ment fund managed by the firm of Reimer
& Koger Associates, Inc. of Shawnee
Mission, Kansas, A $20 to $40 million
fund will be raised for the purpose of
investing growth capital in promising
Oklahoma business. Reimer & Koger
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Associates, Inc. was founded in 1973
and currently manages assets of $902
million for 60 clients. The firm has ap-
proximately $600 million in public eq-
uity and fixed in¢come aceounts, and ap-
proximately 3300 million in direct
placements, primarily as mezzanine
stape investments in the State of Kan-
888,

The firm plans to establish an Okla-
homa office and employ a local fund
manager, yet to be named. Funda will be
raised from the institutional market,
with fund raising projected to take six to
twelve months.The Board is also re-
viewing a guarantee application from
the OKC Innovation Center, of Okla-
homa City. The Innovation Center is
researching the feasibility of establish-
ing a $10 million early stage venture
capital fund, with offices in Tulsa and
Oklahoma City. In part, the Fund would
support the work of rural Okla-homa's
growing network of small buginess incu-
bators by providing a new source of in-
vestment capital for young entrepre-
neurial companies.13

According to Reimer & Koger, the fund will
specialize in what is referred to as “mezzanine”
finance for firms in need of capital but without
extensive fixed assets which could be used as col-
lateral, 14

Although the OCIB is loeated administratively
under ODFA, its board of directors is quite sepa-
rate. A five-member board is appointed by Okla-
homa Futures. Oklahoma Futures is the state's
central economic development policy and oversight
board created by the Oklahoma Economic Devel-
opment Act of 1987 Lo advise the Department of
Commerce and related economic development units.
Board members are supposed to"possess experience
in the management of investments similar in na-
ture and in value to the portfolios of the Authority
[the ODFA),"16

Linked Deposit Programs

In 1987, Oklahoma state government imple-
mented its Agricultural Linked Deposit Program
and a year later the same principle of atate aid to
business finance was extended in the form of a
Small Business Linked Deposit Program. Both
programs male it possible for qualified applicants

to borrow money from banks at below market rates,
This ig accomplished by the State Treasurer plac-
ing certifientes of deposit with approved banking
institutions at below market rates in exchange for
the banks making loans at correspondingly re-
duced rates. In general, these CDs may be placed
atlendinginstitutions at 3 percentage points below
the current rate on two-year U.S, Treasury notes.
The lender may then add up to 5.5 percentage
points to the reduced CD rate as the maximum
charged to the borrower.18 A November, 1990 re-
port of a Special Commission to Review the State
Treasury notes a conflict between these below
market CDs and the basic responsibility of the
Treasurer to manage state funds with good busi-
ness practices. The Commission concluded that
the linked deposit programs should be removed
from the jurisdiction of the Treasurer,

The CDas placed by the Treasurer with lending
institutions must have a maximum maturity of two
years with the option of an additional two-year
répewal. For enterprise zones, these maxima are
raised to three years. The two linked deposit
programs may not absorb more than 15 percent of
the Treasurer’s investment funds.

As of October 1990, $231.7 million in linked
deposit loans had been funded, of which 143.7
million or 62 percent was through the agriculture
program, with the small business program ac-
counting for 38 percent of the total or $88.0 million.

Twao options qualify borrowers for the reduced
rate loans through the Ag-Link Program. The At-
Risk Farmer or Rancher Option is available to
those with at least 60 percent of their gross income
from farming or ranching and a debt-to-asset ratio
greater than 40 percent. The qualified applicant is
required to prepare a management plan with the
assistance of Oklahoma Cooperative Extension
Service Intensive Financial Management and
Planning Support program, or the Farm Business
Management Program of the State Department of
Vocational-Technical Education.

Prospective applicants can choose a qualified
lender whois willing to participate in the program.
The lending institution is responsible for making
final application for the linked-deposit loan with
the State Treasurer. The Treasurer forwards the
application to the Oklahoma State Board of Agri-
culture which is responsible for approving or re-
jecting the application.

The proceeds of an Ag-Link loan may only be
used for operating a business or refinancing loans
made to operate a business. The maximum loan



amount allowed through the program is $350,000
per farm or ranch operation.

The second qualification option available for Ag-
Link loans is through the Alternative Products
Program. The objective of this program is to
astimulate the development or expansion of agricul-
tural products which will broaden Oklahoma's ag-
ricultural economic baze. A list of the products
which are eligible for this program is prepared
annually by the Director of the Cooperative Exten-
sion Service and submitted to the State Depart-
ment of Agriculture. The State Board of Agricul-
ture may allow new products to be added to the list
of eligible alternative products following hearings
with the agricultural community to determine if
the products qualify as alternative agricultural
products.

The application process and requirements for
the Alternative Products Program are the same as
the Ag-Link Program except that the upper limit
for loans is $1 million,

While the Ag-Link Programs focus on stimulat-
ing economic growth in the agricultural sector, the
Small Business Linked Deposit Program targets
the development of small business regardless of
the typeofinduatry or geographiclocation. Eligible
businesses include, “any small business organized
for profit, including any business related to touriam,
doing business in and from the State of Oklahoma,
which employs not more than two hundred (200)
employees or has gross annual roceipts of not more
than Four Million Dollars ($4,000,000)."17 Indus-
trial parks approved by the Oklahoma Department
of Commerce and public trusts are also eligible.

Although the application process and guidelines
for the Bus-Link Program are essentially the same
as the Ag-Link Program, the approval of the ap-
plication is the responsibility of the Oklahoma
Linked Deposit Review Board., This six member
board consgists of the State Auditor and Inspectoror
his designee, the Lieutenant Governor or his des-
ignee representing small business, the State In-
aurance Commissioner or his designee, the State
Treasurer or his designee, a representative from
an Oklahoma banking institution appointed by the
Bank Commissioner, and a representative ap-
pointed by the Governor,

The maximum loan amounts advanced by the
Small Business-Link Program are $1 million for a
qualified business, or $6 million for an eligible
industrial park or public trust engaged in indus-
trial development. In 1990, a further limit was
placed on the small business linked deposit program
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in the form of a requirement that the deposit-based
loan to a business must not exceed $30 thousand
per job created or saved. In addition, the money
must not be used exclusively for refinancing old
debt.

The objective of the Linked-Deposit Programs is
to make capital available to defined segments of
the agricultural and business sectors at below
market rates of interest. It was reasoned that
these enterprises would experience increased
earnings and therefore become lower risk borrow-
ers, and, if go, find it easier to acquire additional
capital. The benefit of this program would be an
increase in employment, income and state tax
revenue.

As of January 1990, the State Treasurer esti-
mated that the Small Business Linked Deposit
Program had been responsible for creating or saving
3,000 full-time equivalent jobs which would produce
%230 million in products and services and generate
%60 million in personalincome increasing corporate
and sales tax collections by $6.6 and $2.8 million
respectively, 18

There is no estimate of the income and employ-
ment impaet of the Ag-Link programs. However,
gince 97 percent of the applicants are in the at-risk
category, itis reasonable to assume that the primary
impact is in jobs and income saved rather than
ereated. With improved eash flow resulting from
lower interest expense, much of the economic benefit
from the Ag-Link Program would accrue to the
rural communities where the farmers and ranch-
ers trade. ¥ Asof October 1990, over 1,000 farmers
and ranchers had received loans through the Ag-
Link Program. Inlate 1990, the Treasurer’s office
was working on the development of a model to
estimate the economic impact of the Ag-Link Pro-
gram,

In evaluating the impact of the linked deposit
programs, several distinctions must be made. First,
in terms of the Ag-Link programs one should be
careful to note that the at-risk program provides an
interest rate subgidy to farmers and ranchers who
are financially distressed. If this condition arizes
due to poor management or changing technological
and demographie trends then it is queationable if
this program will generate any long-run economic
gain. At best, it may slow the natural long-run
adjustment of this industry and thereby reduce the
sociological shock of losing the family business,
and keep land in production that would otherwise
lay dormant as the ownership moves through the
necessary legal proceedings. If the program results



in an orderly transfer of ownership to a profitable
operation, then some nel gain may occur in the
form of a cost reduction associated with not having
to reclaim idled land.

Second, it i1s frequently argued that the recent
financial difficulties plaguing the agricultural sector
arein part the result of changing financial markets
that have reduced the availability of credit. If this
acenario is correct, then programs such as Ag-Link,
providing credit to these areas, could possibly be
justified. However, recent research by Morris and
Drabenstott of the Kansas City Federal Reserve
Bank, indicates that the lack of rural eredit is the
result of changing demographie patterns and a
slowdown in economic conditions and that rural
lending fell in reaponse to the contracting economie
conditions rather than bankers' unwillingness to
make loans, Based on this finding, they find "little
gupport for new government credit-programs fo
supplement the supply of ¢redit in rural mar-
kets,"20

Itis possible to view the Alternative Produet, Ag-
Link and Small Business Link Programs somewhat
differently. As Deborah M. Markley has pointed
out in another paper on rural capital, “more inno-
vative linked deposit programs can also be used to
reward financial institutions which make higher
risk loans and which focus sgome component of their
lending activities on underserved groups, e.g., first
entrepreneurs.” 2! The Alternative Product and
Small Business program would seem to fall into
this category by giving financial institutions an
incentive to make loans to support entreprencurial
activities which can add to the strength and di-
versity of Oklahoma’s economy.

0il Overcharge Funds
and Energy Related Business Finance

The Governor has designated the Oklahoma
Department of Commerce ns manager of a portion
of'oil overcharge funda which can be used to finance
business real investment, This investment needs
to be related in specified ways to conservation of
energy. The pool of state funds derives from sev-
eral nationwide lawsuita brought by the federal
government on behalf of consumers injured by
failure of 0il producers to abide by federal oil price
controls in operation between 1975 and 1981,

Since direct reimbursement of consumers was
not practical, the settlementofthe lawsuits required
restitution to state governments, Oklahoma has
received $64 million. The money has been allo-
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cated to a wide variety of groups in order to provide
restitution to Oklahomans who were affected by
the overcharging. Programs have been designed
and implemented to benefit low income persons,
MNative Americans, public transportation users,
common schools and higher education institutions,
state and local governments, energy conservation
research and development programs, small busi-
nesses, and the general public. A portion of these
programs has been set aside for business finance,

Grants and loans have been made to firms en-
gaged inresearch and development of products and
processes which may lead to energy saving. For
example, a lonn of $697 thousand was made to a
company developing a rotary internal combustion
engine, and a $93 thousand grant was made to a
firm developing technology for extracting more oil
from existing wells.22

Small buginesses (as defined by the federal
government's Small Business Administration) may
receive interest subsidies of 6 percent on loans used
to finance a wide range of energy related real
investment such as building improvements; heat-
ing, ventilation, and air conditioning; hot water
aystems; lighting systems; process equipment,; re-
newable energy systems; and miscellaneous elec-
trical aystems, The loans are made primarily by
banks and savings & loans subject to maximum
termaof 10 yearaand $30 thousand. Funded praojects
must have a payback period of ten years or less in
the form of savings on encergy costa.

Program guidelines require that oil overcharge
funds be used only to buy down interest points on
energy conservation loans. But any measures to
reduce the cost of this specific type of financial
capital are likely to be of general benefit to the
state's small businee sector, Projects saving energy
coats can strengthen the financial base of partici-
pating firms,

The interest subsidy program is administered by
the Community Bankers Association of Oklahoma,
with final approval of subsidies resting with the
Oklahoma Department of Commerce.22 When a
loan is approved, the state pays the interest sub-
asidy directly to the lending institution. The allo-
eation to the interest subsidy program is $1.6
million,

State-Administered Federal Programs

State government in Oklahoma also provides
business finance through its management of two
federally funded programs. Prior to the “Reagan



1

Revolution”, the federal government directly ad-
ministered its small cities Community Develop-
ment Block Grant Program and the Community
Sorvices Administration. In 1981, state govern-
ment took over the administration of these two
programs.

The small cities Community Development Block
Grant (CDBG) program provides funds to commu-
nities outside metropolitan areas for a wide range
of activities which benefitlow and moderate income
people, prevent slums or urban blight, or which
help a community deal with a threat to its health
and welfare. The Community Services Block Grant
(CSBG) involves federal money provided to the
state to implement anti-poverty efforts. Both
programs are administered by the Oklahoma De-
partment of Commerce's Division of Community
Affairs and Development, and both have business
finance components,

For the 1990 fiscal year, 40 percent of the state’s
$13.6 million CDBG allocation was devoted to
what is referred to as the “economic development
et agide” or Economic Development Financing
Program (EDF). The EDF funds may be used for
grants to communities to construct infrastructure
needed for relevant business enterprise. However,
mast of the Oklahoma funds have been used to aid
in the establishment or expansion of relatively
small businesses,

The EDF program has been in operation since
1982, but received greater emphasis after 1986. In
many ways, it operates ns a standard type of
program. Although there are instances in which
the state takes an equity position in a funded
enterprise (e.g. with convertible debentures), most
of the business financing is in the form of loans. As
federal monies come in and loans are repaid, new
projects can be funded. The entire portfolio stood
at about $20 million in mid-1990, with about $18
million of loans and investments, and a fund bal-
ance of $2 million,

Business loans under the EDF program are
relatively short term (3-5 years) and are mainly to
provide funds for working capital. The maximum
loan size is $500 thousand. Interest rates charged
are flexible depending on the nature of collate-
ralization. Because this is a state administered
federal program, there are a number of govern-
ment requirements attached to all finaneing agree-
mente. Forexample, at least 51 percent of new jobs
created must go to low or moderate income people.
{(These are individuals whose incomes are 80 per-
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cent or 50 percent, respectively, less than the
regional median income.) The funds may provide
no more than one-third the cost of the project, and
it is expected that at least one permanent job will
be created for every $10,000 of EDF funding.

During the 1989 fiscal year, EDF loans and
grants totaling $8.4 million were made for 27
projects. The bulk of the installations receiving
funds were involved in manufacturing.

The average size loan or grant under the EDI
program in fiseal 1989 was a little over $300
thousand: the average of the 42 loans made in
1989-90 under the CSBG Self Employment and
Entrepreneurial Development System (SEEDS)
program was ahout $4,600. This ia a program
aimed at the smallest of the amall of businesses.

Antipoverty services under CDBG are delivered
directly by local community action agencies(CAAS),
In fiscal 1990, $4 million of federal money flowed
through the Oklahoma Department of Commerce
tothe CAAs. Only five of the state’s 21 community
action agencies participate in the modestly funded
SEEDS program.

Consistent with the antipoverty thrust of the
CSBG, loans are made to individuals with the
intention of promoting self-employment and entre-
preneurship. The types of business receiving loans
are varied but generally tend to be in retailing and
gervices with one or two employees, Considerable
technical assistance and business advice must be
provided to the loan recipients.

The Potential for a Seed Capital Program

New technology often serves as the basis for the
creation of new firms or the expansion and
yeorientation of old firms. The acquisitionof finance
to fund real capital linked to new enterprise and
new technelogy is a special problem because of the
high risk of failure connected with guch activity.
There are also cases in which a going concern is
relatively poorly managed, and financial eapital
used for a leveraged buyout together with new
management can create n dynamic, expanding
enterprise out of one that was formerly moribund,

The term “venture capital” or “venture invest-
ment” is used to describe sources of finance for such
risky but potentially very high return projects,
Pratt's Guide to Venture Capital Sources defines
venture capital quite broadly and specifies “seed
capital” as a component of early-stage venture
investment.



Today venture investment activity cov-
ers a spectrum of interest that encom-
passes virtually all phases of business
growth. . . . Seed Financing is a rela-
tively small amount of capital provided
to an inventor or entrepreneur to prove
a concept and to qualify for startup capi-
tal, This may involve product develop-
ment and market research as well as
building a management team and devel-
oping a business E1:.vlu1'1, iftheinitial steps
are successful 2

A private venture capitalist generally takes an
equity position in a firm, is involved in the firm’s
management (i.e. is not a passive investor) and
makes a long-term commitment with expectation
of significant returns. The Oklahoma Economic
Development Act of 1887 provided the statutory
basis for establishing a Seed Capital Revolving
Fund to be administered by the Oklahoma Center
for the Advancement of Seience and Technology
(OCAST). Seed capital is statutorily defined
gomewhat more broadly than in Pratt’s Guide, and
refersto“financing thatis provided for the develop-
ment, refinement and commercialization of a
product, process or innovation, whether for the
startup of a new firm or the expansion or the
restructuring of a small firm."28 The Fund could be
used for several development finance purposes
including loans, convertible debentures, and eq-
uity. Sinee emphasis was placed on “investmentin
firms which will use innovation from applied re-
aearch in profitable commercial applications,”
OCAST was an appropriate agency home for the
program. OCAST is involved in a wide ranging
program of support for research with polential
commercial applications.

Oklahoma’s eonstitution was written during an
era of strong negative feelings toward business
corporations and contained prohibitions against
the state government providing funds to private
business. In 1988, an amendment was approved by
the people establishing constitutional authority
for the Seed Capital Revolving Fund.

If this program is to ever get underway, it will be
probably be necessary for the Oklahoma Legisla-
ture to provide appropriated funds. In 1980, such
funds had still not become available, However,
plans were underway at OCAST to use the Fund to
stimulate private limited partnerships which would
also acquire private funds to place in new and
expanding high risk enterprises, As a limited part-
ner itself, state government would not participate
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in the management of these newly established
venture capital funds, Such an arrangement might
allay the fears of favoritism inherent in any state
business finance program funded by legislative
appropriations,

State Trusts with Industrial Parks

An industrial park is a parcel of land specifically
dedicated and managed to serve as the site for
industrial plants and related service activities.
Most industrial parks in Oklahoma are operated
by local entities such as local industrial trusts
which also help provide financing for businesses
sited in the parks. In addition, Oklahoma state
government provides business finance through
several of its own trusts with industrial parks.
These trusts are, in effect, state agenciea because
they are eatablished legal entities with state gov-
ernment ag the trust beneficiary. In many ways,
however, the trusts are subject to few of the ordi-
nary statutory procedural contrelsimposed on other
state agencies, By far the most significant of these
state trusts is the Oklahoma Ordnance Works
Authority (OOWA),

During World War 11, the U.8. military operated
a munitions manufacturing faecility just south of
Pryor in Mayes County. When the plant shut
down, the property was acquired from the federal
General Services Administration by a state trust
formed for that specific purpose, i.e. the OOWA,
The U.8. General Services Administration sold the
facility at an appraised value to the trust, with
financing being obtained from hanks and the fed-
eral Beonomic Development Administration. From
the bepinning, the intention was to promote eco-
nomic development through the establishment of a
self-financing industrial park. The OOWA chose to
do the park’s business as the Mid-Amerieca Indus-
trial Park (MAIP). In mid-1990, there were thirty-
five industrial, transportation, and utility enter-
prises located within the park's 9,000 acre premises.
Several had been provided substantial financial
assistance from the OOWA,

The OOWA's five member hoard includes three
members appointed for life, and two appointed by
the Governor. The agency employs a small staff of
professional industrial development specialists who
work to attract enterprise to the facility and who
assist in obtaining financing from other sources
including other state financing agencies. In addi-
tion, the OOWA is positioned to provide direct
financing through several procedures. Over the
years, the Authority’s revenues from sale and lease



of property, utility revenues, and interest earned,
has resulted in a substantial fund. On April 30,
1990, for example, the OOWA held nearly $19
million of U.5. government securities and certifi-
cates of deposit.2” Loans can be made from this
fund directly toindustrial tenants. Thesearelargely
short-term and amounted to $1.8 million, also in
April 1990, The Authority also constructs facilities,
purchases equipment, and leases buildings and
equipment toindustries. The Authority is planning
to use a portion of this fund balance to finance
future improvementa to the industrial park’s basie
infrastructure, i.e. roads, utilities, etc.

By far the biggest source of OOWA business
financing involves long term debt in the form of
revenue bonds secured only by the apecific facilities
funded by the issues. This debt amounted to $53.5
million in April 1990. This debt iz judged by the
OOWA’s auditor as“nonrecourse debt” not involving
n general obligation of the Authority in ease of
default.

Although not strietly comparable to OOWA, other
state trusts with actual or potential operations
with some similarity include the Midwestern
Oklahoma Development Authority, the Mid-South
Industrial Authority, the Southeastern Oklahoma
Industries Authority, the RedArk Development
Authority, and port authorities at Oklahoma City,
Tulsa-Rogers County, and Muskogee.

Tax Credits to Establish
Yenture Capital Companies

In 1986, the Oklahoma Legislature established a
procedure by which Oklahoma-based venture
capital funds would be particularly attractive to
Oklahomainvestors. State taxpayers were granted
a tax eredit against their state individual income
tax liability. The credit amounts to 20 percent of
the cash which the taxpayer places in the venture
capital company.?

In order to qualify, a venture capital company
must be capitalized at not less than $56 million and
eventually place at least 65 percent of its funds in
Oklahoma businesses, Inorder fora firm receiving
debt or equity capital to qualify as an Oklahoma
business, it must have at least 50 percent of its
assets or employees in Oklahoma,

One venture capital fund has been established
under this program. Merrill Lynch Venture Part-
ners LP is a $10.3 million fund which is now
focusing on investing this capital in Oklahoma.
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Oklahoma Housing Finance Agency

When one considers the variables which influ-
ence the economic performance of a region, the
quality of that area’s infrastructure always plays a
pivotal role in its ability to attract new enterprise
as wall as to be a place in which locally born busi-
nesses will want toremain as they grow and expand.
In addition to streets, waste water treatment, po-
lice, fire and cultural facilities, the quality and
availability of local housing structures play an
importantrole in the attractiveness ofa community
to potential residents as well as current residents.
In this regard, a well thought out housing plan and
programcan be animportant economicdevelopment
tool as well as addressing the housing needs of
moderate and low income residents. Moreover,
housing credit indirectly generates sources of
business finance to many firma in construction and
real estate.

Created in 1975 as a trust with the state as
beneficiary, the Oklahoma Housing Finance Agency
(OHFA) has developed nine single family mortgage
loan programs with an original face value in excess
of 81 billion. The OHFA has also generated $240
million of bond indebtedness for low to moderate
income multi-family housing projects. These
projects provide 5,700 housing units in 21 com-
munities throughout the state. Currently, ap-
proximately $900 million of the combined debt
from the two programs is still outstanding. 29

Inaddition to thesingle and multi-family housing
bond programs, the Agency also administers the
atate's Section 8 Program for the U.5, Department
of Housing and Urban Development, which services
approximately 7,400 Oklahoma families, and
generates $20 million in federal assistance for
Oklahoma.

While the Bond and Section 8 programs repre-
sent the majority of the activity of OHFA, the
Agency’s trust Indenture specifies an amazingly
broad range of authority. In addition to directing
the Agency to plan, develop, implement, and re-
view programs to provide an adequate housing
supply, other duties of the Agency include, but are
not limited to:

* to institute, furnish, provide and supply
services and facilities for the conservation
and implementation of the public welfare
and protection and promotion of the public
health.

¢ promoting the development of industrial,
manufacturing, cultural and eduecational



activities and providing industrial and
cultural facilities which will benefit the
the state.

* toconduct planning and coordination stud-
ies for any and all phases of Oklahoma's
economic life, problems, and activities. . .

s toattract agrieultural, commercial, indus-
trial, mining, oil and gas, housing and
recreational firms and businesses to the
State by utilizing its funds, credit, and the
talents of its staff and others in any and
every progressive manner for such pur-
pose,

« generally gather, compile, and make avail-
able economic analyses and statistical in-
formation relating to business, trade, com-
merce, industry, transportation, commu-
nication, natural resources, population and
housing, and other like subjects in this
State.

* examine thetechnological processby which
mining, quarrying, and other extracting
processes may be improved, and by which
materials now uneconomical to exploit may
be extracted and used commercially for the
public welfare of the State.30

As can be seen from this partial listing, the
purposes of the OHFA direct the agency to engage
inamyriad of activities for the benefit of Oklahoma
residents. It would appear the Agency could broaden
its impact by initiating the development of other
programs. Forexample, Maryland’s housing agency
administers five single-family programs including
a reverse equity program for senior citizens; nine
multi-family programs that address specific tar-
gets such as the elderly, rehabilitation and energy
conservation; and seven special loan programs to
improve single and multi-family and small rental
properties occupied by low and moderate income
individuals and families, and to promote commu-
nity development.

While it is within the indenture of the OHFA to
develop similar programs, the primary limiting
factor in so doing 1s the lack of financial resources.
With a reserve of only $1.5 million to cover out-
standing debt of $900 million, the Agency has a
coverage of only .02 percent. According to Stan-
dard and Poor’s, a coverage of 4 percent is neces-
sary {o be rated as a fop tier agency. Recent
research by the OHFA has found that it has less
financial reserves than any other comparably sized
housing agency in the United States. The agency’s
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poor financial condition was emphasized in mid-
November, 1990, when Standard and Poor’s down-
graded one of the OHFA bond issues from a rating
of “BBB-” to “BB+.” 31 This issue is probably a
candidate for the pejorative label “junk bond”. One
of the key reasons for the downgrading of the bond
issue related to the downgrading an insurance
company which is insuring the underlying mort-
gages.

Before the Agency can offer the variety of pro-
grams which will make it comparable with other
states, it mustincrease its reserves to the industry
standard. A major step toward accomplishing this
goal is the planned refunding of several of the
Agency’s outstanding bonds, This refunding will
not only make housing more affordable for the
borrower by lowering the interest rate, but also
provide thereserves necessary to once againreceive
atop rating by Standard & Poor’s. It should alsobe
noted that the recent downgrading of OHFA bonds
is the result of the severe downturn in the real
estate market over the past five year. However, if
adequate reserves had been maintained, it might
havebeen possible to avoid this deterioration in the
rating.

Another issue which may have created some
stress with respect to the Agency’s operations stems
from a controversy over whether state government
can require it to comply with Oklahoma’s travel
reimbursement law, purchasing requirements, and
laws regarding deposit of agency operating funds
in the State Treasury. The Attorney General may
have resolved this issue by ruling that state
government's budget laws do not have to be ap-
plicable to state beneficiary public trusts.32

ASSESSMENT OF STATE
BUSINESS FINANCE PROGRAMS

Each of the twelve activities disecussed above
could easily be the subject for an extensive analy-
sis. And the list of programs covered is not ex-
haustive; in late 1990, the Commissioners of the
Land Office were considering a new program of
farm loans. The funding mechanisms, eligibility
criteria, tax exemption arrangements, trust inden-
tures, and categories of business finance are ex-
tremely complex. The broad overview of programs
contained in this report has scarcely scratched the
surface of these details. Nevertheless, a few obser-
vations may be made concerning Oklahoma state
government’s business finance programs. Several
propositions are set forth.,
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(1) State government has many business finance
programs, most of which are administered inde-
pendently from the others. Everyone understands
the desirability of having a variety of types of
business finance assistance available to promote
economie development. The need for many differ-
ent independent sources within state government
is less clear. Certainly there are requirements for
equity, debt, and near-equity funds; short- and
long-term debt; highly collateralized debt and debt
for firms with little collateral; for varying degrees
of technieal assistance in developing business plans
and systems of financial management; and for
financing everything from invention to product
development to preduct and process improvement.
There may be strength in diversity, but it is easy to
see how a business person in need of state assistance
might miss an opportunity by trying the wrong
agency. To some extent this possibility is reduced
by the existence of the Capital Resources Division
in the Oklahoma Department of Commerce, Nev-
ertheless, overlapping and ill-defined functions
among the various state government agencies
providing business finance canbe confusing to both
business managers in need of capital, and to state
officials eharged with general oversight and policy-
making responsibilities, A 1990 legislative effort to
consolidate the loan underwriting services of the
Oklahoma Industrial Finance Authority, the
Oklahoma Capital Investment Board, and the
Oklahoma Department of Commerce under one
agency (SB 4569) died in commitlee.

(2) There is no central point at which information
is gathered, analyzed, and aggregated concerning
the outputs of the various state business finance
programs. If state government were to decide that
it needed some sort of well-defined strategy with
respect to business finance for economic develop-
ment, it would at present not even have the bare
minimum ofinformation needed to assess the overall
impact of its current programs. Of particular sig-
nificance is the failure of state government to
identify the total true costs to the state including
revenues foregone of its various business finance
nctivities.

(3) Where a state agency or trust is issuing new
debt, substantial central control has evolved since
1987. The establishment of the office of State Bond
Advisor and the legislative and executive Bond
Oversight Commissions has positively affected the
quality of the debt issued by the state in connection
with its business finance programs.33 However,
with this control has come increased administra-
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tive complexity when new issues are related to
specific firm financing. There is concern that this
complexity is so cumbersome as to reduce program
offectiveness. And there is uncertainty concerning
the constitutionality of the Legislative Bond Over-
sight Commission which could create problems for
effective oversight in the futu re.

(4) There is great variability in performance with
respect to state finance agencies’ maintaining good
credit. Analysis of the aboveactivitiesincluded one
agency whose debt was recently downgraded to
virtual junk hond status, while another agency had
accumulated a reserve balance of $19 million. There
is a question as to how closely-linked to the overall
quality of state government credit is the non-
general obligation credit of a single agency.

(B) Political control of or influence over state
government business finance programs is usually
limited to program design and strategy. Althoughit
is impossible (and undesirable) to take politics out
of any government function, there are obvious
veasons why elected officials should not be involved
in making decigions about finance provided to
gpecific business firms. Most programs avoid this,
though the linked deposit loans have been used
extensively by the State Treasurer to promote the
politieal interests of that office.

(8) Where state beneficial trusts are involved,
there exists an uneasy tension with respect to the
degreetowhichthese organizations should be subject
to controls applicable to ordinary state agencies.
Trust indentures which prove attractive to bond-
holders often include safeguards to the bondhold-
ers with respect to controls over the trust by state
government proper. At the same time, the bonds
are normally not general obligations of state gov-
ernment. To what extent should this mean that the
trusts may operate in atotally independent fashion
with respect to statewide public interest?33

(7)As a general rule, Oklahoma state government
has not used its own massive trust funds as a tool for
business finance. Withits various retirement funds
and enterprise activitics such as the State Insur-
ance Fund, Oklahoma slate government has a
tremendous store of investible funds. Because of
concern over risk, there has been an understand-
able reluctance to use any of these funds for economie
development finance, Argument will continue as
to whether this extreme reluctance is justified.

(8) Most important of all, thereare many instances
in which the availability of a state business finance
program appeared to be the determining factor
concerning whether or not an Oklahoma business



started up, expanded, or survived, Moreover, many
of these business clearly meet the eriterion of
generating economic development through “ex-
ports” out of the state or through import substitu-
tion. For the most part, finance is not provided in
the trade and services sector.

Business finance programs will continue to be on
state government's policy agenda in Oklahoma. No
doubt issues will relate to evaluation of overall
strategy, accountability, accessibility, and cost. At
the very minimum, Oklahoma will continue to
examine the degree to which its own state business
finance activities are competitive with those of
other state governments.
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HB 1017: THE EDUCATION REFORM ACT OF 1990

lthough education reform is not a new issue

to Oklahoma, during 1990 it became a very
controversial topic with the introduction of HB1017,
the Education Reform Act. A very lengthy, compli-
cated bill, its many reform measures, even months
after passage, are not understood by the general
public. A costly bill, it has critics who oppose it
because of the associated taxes. Some other critics,
who favor education reform, assert that this bill
contains too little reform for its costs. Some support-
ers argue that it is a good bill, albeit not perfect, and
an important step in education reform.

In this chapter we do not try {o assess all the pros
and cons of HB1017; we leave that to the reader.
Instead we attempt to place the legislation in its
economic development context. In addressing that
topic we attempt to clarify the precedent for educa-
tion reform in Oklahoma and to explain HB1017’s
contents and costs.

EDUCATION AND DEVELOPMENT

Education and training are the primary means
by which the human capital of Oklahoma and the
U.S. are preserved and increased. As the key to
greater productivity, they also are essential to
sustained economic growth. That is at least one of
the current impetuses for education reform in
Oklahoma and elsewhere,

Craig Knutson is Staff Economist for Southwestern
Bell Telephone Company. Donald A. Murry is Professor
of Economics at the University of Oklahomea, Norman,
Oklahoma. Kent W. Olson is Professor of Economics at
Oklahoma State University, Stilliwater, Oklahoma.
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is Professor of Economics at Oklahoma State University,
Stillwater, Oklahoma.
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Educating and training the labor force are neces-
sary to meet the requirements of growing indus-
tries and the standards of international competi-
tion. There is a clear need for the educational
system to help prepare the labor force with the
needed skills to cope with changing technology and
an expanding knowledge-based society. For ex-
ample, the U.S, Department of Labhor shows an
estimated growth of professional specialty occu-
pations of 24 percent over the 1988-2000 period. It
estimates the growth in the occupations of techni-
cians and related support services of 31.6 percent
in that period. By comparison, it estimates the
change in operators, fabricators and laborers at
only 1.3 percent for the same period; and it expects
agricultural, forestry and fishing employment to
decline by four percent over this period. (See Table
1). The conclusion is inescapable. Oklahoma must
develop the skills associated with growing occupa-
tions to get its share of the jobs in the newly
expanding, technology-based industries.

At the national level, it is recognized that edu-
cational and training needs in the near term will be
shaped by changing demographics. Over this de-
cade 80% of the new entrants into the work force in

TABLE1

Employment Change
by Major Occupation Groups

Occupation Percent
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the U.S. will be made up of immigrants, minorities,
and women. In Oklahoma, as well as the 1.5, the
demographic changes will be a further challenge to
the educators and trainers coping with the jobs-
skills mismatch. The changing demographics do
not alter the issues associated with educational
reform, but they surely complicate the problem.

The educational reform issues that often receive
public and political attention are the costs and
effectiveness of education programs generally.
However, when one considers the objectives of
economic development, especially in the evolving
international economy, the content and skills de-
velopment embodied in reform measures become
critical as well.

BEFORE HB 1017

Two of the major topics examined in the 1989
Task Force 2000 report (Oklahoma’s Public Edu-
cation: A Blueprint for Excellence) were “Consoli-
dation/Reorganization” (pp. 20-22) and “Teacher
Training” (p. 38). The Task Force’s treatment of

FIGURE 1

these two topics reflects the degree of success
achieved by past efforts at school reform in Okla-
homa. While rejecting forced consolidation of school
districts, the report emphasizes the fact that there
are too many districts and suggests a number of
incentives for voluntary consolidation. Less than a
page of the report is devoted to teacher training,
and substantive recommendations are limited to
recruiting more minorities and recruitment of high
quality teacher candidates.

Up to about 1970, Oklahoma’s education sys-
tem could be generally characterized as conducive
o school consolidation (Figure 1). The total num-
ber of school districts in the state dropped from
5,725 in 1910 to 664 in 1970; during the next 20
years, the number only fell by 60. Referring to a
burst of consolidation occurring during the two
preceding years, the 1920 Biennial Report of the
State Superintendent of Public Instructionnotes the
stimuli for this aspect of school reform.,

Several agencies have contributed to
the success of the consolidation move-
ment in this state. Encouragement in
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the form of state aid for use in securing
a suitable building has been a potent
factor. The farm journals having a wide
circulationin the state have consistently
and persistently advocated this type of
school for rural communities. The local
county papers have co-operated in the
movement by publishing surveys of
schools made in certain counties by the
state rural school supervisors, with sug-
gestions for bettering the conditions.
The determination on the part of the
people in rural communities to provide
more and better school facilities for their
children is the principal cause of the
splendid showing that has been made in
the number of consolidated districts ...
{p. 30)

There are several reasons why Oklahoma ceased
to exhibit extensive consolidation of districts after
1970. The most obvious is that the number of
districts was moving downward toward some mini-
mum or threshold level asseciated with transpor-
tation technology and the geographic spread of the
state’s population. However, when comparisons
are made with the number of districts in other
states, it appears that Oklahoma’s consolidation
movement stopped short of such a threshold. With
only 1.2 percent of the U.S. population, Oklahoma
had 4.3 percent of the nation’s school districts in
1987. Only five states (Texas, California, Illinois,
Nebraska, and New York) had more school districts
than Oklahoma. Texas, with 5.54 times as many
students as Oklahoma, had only 1.756 times as
many districts.

Another reason for the declining emphasis on
consolidation after 1970 probably relates to political
pressures from smaller communities seeing the
school district as a critical component of their
economic base. There was also no doubt increasing
political pressure against further consolidation of
large central city districts with suburban districts;
busing is not a popular reform measure in most
suburban communities.

If the data in Figure 1 suggest an obvious reason
why Task Force 2000 was concerned about school
consolidation, the passage of HB 1706 explains
why there was solittle emmphasis on teachertraining.
This legislation, also referred to as the Teacher
Education Reform Act of 1980, involved major
improvements in teacher training. At the time of
the passage of HB 1706, the state’s economy was
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booming as a result of favorable energy prices, and
state government’s coffers were relatively full. The
opportunity appeared to raise Oklahoma teachers’
salaries up to the regional average, and reforms
regarding teacher certification were viewed as a
justification for such increases.1

HB 1706 attacked a number of dimensions of
teacher quality. It provided for the establishment
of programs of in-service training and staff devel-
opment for existing teachers. The quality of teacher
training programs was upgraded through screen-
ing of applicants, improved qualifications of college
and university professors of education, curriculum
examinations of teachers, and special assistance to
and monitoring of beginning teachers during their
first year on the job. HB 1706, together with a 1982
measure raising high school graduation require-
ments and emphasizing basic subject matter areas
meant that the state was involved in the contem-
porary movemnent for education reform well before
it began to catch on nationally.2

1920 EDUCATION REFORM

The final version of HB1017 contains 102 pages
divided into 131 sections. lis sheer length pre-
cludes a detailed description of the bill. The follow-
ing discussion contains a description of the bill's
principal features and some of the arguments re-
lated to them, the costs of these features, and the
means chosen to finance them.

Principal Features

Table 2 contains a list of twenty of the principal
features of HB 1017, roughly in order of appear-
ance in the bill.

HB 1017 prescribes a number of new regula-
tions, programs, and initiatives aimed at enhanc-
ing educational quality, provides the means to
finance them, and specifies sanctions to be imposed
against districts failing to comply or cooperate.
The bill begins with the last of these, giving the
State Board of Education the authority to deny or
to withdraw acereditation to local school districts
that fail to achieve the curricular, class size, and
salary standards established by this bill.

The bill creates the Oklahoma Curriculum
Committee. This committee is charged with mak-
ing recommendations to the State Board of Educa-
tion by November 1, 1990, concerning the learning
objectives of a state-determined core curriculum,
and means of achieving them.



TABLE 2
Twenty Principal Features of HB 1017

Authority to Deny or. Withdraw
‘Establishment of Sta
Incentives and Aut

Accreditation.

Greation of Common School Fund . ..~
State Tax Increases to Finance Program Ghanges -

Oklahoma has long been criticized for having an
excessive number of relatively small school dis-
tricts. HB 1017 attempts to promote voluntary
consolidation of school districts by prescribing fi-
nancial assistance for consolidating districts. The
State Board of Education is also granted authority
to initiate consolidation and/or annexation if nec-
essary to accomplish accreditation standards.

Oklahoma, like many states, experiences a school
dropout rate that is unacceptable to many people.
Some experts contend that the problem begins at
an early age, especially among youngsters who are
economically disadvantaged. Evaluations of the
federal Head Start program confirm this judg-
ment; the Head Start experience closes much of the
initial gap between enrollees and their more eco-
nomically advantaged peers.® This enables Head
Starters to do a better job of keeping up with the
educational accomplishments of their classmates,
eventually paying dividends in the form of reduced
likelihood of dropping out. Head Start funds are
not sufficient to cover all who could benefit from,
but not afford, early childhood education. HB 1017
provides funds for such children in districts choos-
ing to establish early childhood programs. HB
1017 also requires each district to provide a half-
day of kindergarten to capitalize on childrens’
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readiness for formal schooling and socialization at
age b,

It is well-known that American school children
have a much shorter school year than their coun-
terparts in other countries with which we compete
in the economic arena. In most of the United
States, including Oklahoma, the school yearis 180
days. Japanese schools run 240 days per year, and
European countries typically have a school year of
990 days. Critics of U.S. education charge that this
is a major reason why American children fare so
poorly on standard tests relative to Japanese and
European children. One provision of HB 1017
represents a step in the direction of closing the
school-year gap, by providing for state aid to schools
that compete successfully for pilot program funds
for extending the school year.

HB 1017 encourages local schools to use part of
their state aid for adopting new management and
instructional technologies and new innovative
practices.

The bill establishes a School Deregulation
Committee to identify appropriate areas for, or
subjects of, future deregulation, culminating in a
report of findings and recommendations to the
Governor, Legislature, and State Board of Educa-
tion before May 30, 1991. This report may be an
important guide to the shape of future issues in
educational reform.

There is a nationwide shortage of math, science,
andbilingual education teachers. Oklahoma schools
compete, in effect, in a national market for teach-
ers. Thus, thenational shortageisalsoan Oklahoma
problem.

Economists are quick to argue that any “short-
age” can be cured by raising prices {in this case,
wages) enough. But, this cure would take time, and
the required wage increase would be larger the
more numerous and onerous the requirements for
teacher certification. Still, more college graduates
may be willing to make the investment in time and
resources required to achieve certification if they
were more certain that they would like teaching.
HB 1017 addresses this problem by prescribing an
alternative teaching certificate program which al-
lows persons with a baccalaureate degree to teach
certain math, science and foreign language classes
while working toward a standard certificate.

HB 1017 abolishes the office of County Super-
intendent of Schools, a move long urged by critics
of Oklahoma education.

HB 1017 provides for phased-in reductions in
average class size in grades K- 12, except when the



size limitation would create a class that is too small
(10 - 16 students), or when a teacher’s assistant is
employed to serve those classes that are larger
thanthelimit. Critics ofthis provision cite evidence
of an unlikely relationship between smaller class
size and improved student performance.4 Propo-
nents can cite evidence that students from smaller
classes ultimately achieve higher earnings.®
Teachers often view class size as an important
element in overall workload, or as an important
part of the working environment, contending that
smaller classes make teaching a more attractive
option.

HB 1017 contains three provisions aimed at
increasing the degree te which parents become
involved in the educational process, One provision
permits the use of any school building for parental
involvement purpoeses. A second provision encour-
ages public schools toseek agreements with parents
to guarantee their child’s attendance, satisfactory
behavior, and completion of homework in exchange
for free remediation in the event of failure to
achieve standards of competency. Athird provision
provides for development of a program of parent
education regarding the nature of child educational
development. Existing studies indicate that pa-
rental acceptance of responsibility for their
children’s education does make a positive difference
in student performance. Some observers believe
that this is one of the characteristics of Japanese
education that explains its superior record of per-
formance.

Oklahoma teachers have long argued that they
are underpaid relative to their counterparts’ in
other states, and that this makes it difficult to
attract top-notch students to a teaching career and
toretain experienced teachers. HB 1017 addresses
this problem by requiring school districts to adopt
minimum salary schedules for the next five years.
Theseschedules provide for annual raises averaging
around $1800 per year.

In Oklahoma, asin most states, minority students
are a larger percentage of the student population
than minority teachers are of the teacher corps.
HB 1017 directs the State Board of Education and
the Oklahoma State Regents for Higher Education
towork together in recruiting, retaining, and placing
minority teachers in Oklahoma’s publie schools.

HB 1017 instructs the State Board of Education
to develop at least five mode! incentive pay plans.
Beginning with the 1991-92 school year, a local
school district may adopt an incentive pay plan,
and must adopt such a plan if petitioned to do soby
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20 percent or more of the district’s classroom
teachers. The incentives at issue are limited to
annual awards; they cannot become an element in
a teacher’s continuing contract. HB 1017 also
provides for partial reimbursement of the fees paid
by teachers and administrators for staff develop-
ment courses.

Nearly 20 sections of HB 1017 relate to the
establishment of employment standards for school
employees (teachers, administrators, and support
personnel) and procedures {o be followed to ensure
due process in cases where employees are candidates
for termination of employment. Some proponents
of school reform urged the Oklahoma Legislature
to abolish teacher tenure. HB 1017 does not take
such a drasticstep, butit does attempt toclarify the
condition under which dismissal is possible for all
personnel, including tenured teachers, and to
safeguard the rights of all employees to patient and
careful consideration of any proposed dismissal,

State agencies outside of education placechildren
in custodial or non-custodial foster care homes,
group homes, residential hospitals, shelters and
independent living facilities throughout the state.
Most of these children attend public schools where
they are placed. HB 1017 provides reimbursement
to the local district for these students out of money
in the newly-created Oklahoma Special Education
Assistance Fund.

HB 1017 also created the Common School Fund
authorized in the Oklahoma Constitution, but never
established by the legislature. The money in this
fund was to come from ad valorem revenues raised
from commercial/industrial real property and public
service corporations, and gross production taxes,
motor vehicle fees, and rural electric cooperative
taxes dedicated to schools. Fund revenues were to
be apportioned to all state schoels through the
State Aid Formula. HB 1017 required, however,
that the procedures relating to this fund would go
into effect only in the event of passage of an
amendment to the Oklahoma Constitution. The
proposed amendment failed to win voter approval
this past summer,

The Common School Fund would have been a
vehicle for redistributing existing revenues. Such
redistribution would have helped to equalize ex-
penditures per student across local districts.

The revenues necessary to fund the various
programs prescribed by HB 1017 were provided for
partly in the bill. The remainder are expected to
come from revenues generated by future growth in
the state’s economy.



Four revenue measures were adopted. The indi-
vidual income tax brackets were widened and a 7
percent marginal rate was added for people using
Method I to determine their taxes. The corporate
income tax rate was raised from 5 percent to 6
percent. The tax rate on state and national banks
and credit unions was also increased from 5 to 6
percent. The state sales tax rate was raised from
4 to 4.5 percent. The estimated effects of these
measure on revenues is reviewed below.

Finally, HB 1017 creates anew school finance, or
State Aid, formula, This new formulais designed to
assist schools in funding the programs described
above. It also provides new funds for local programs
aimed at the economically disadvantaged. These
funds are in addition to those provided for early
childhood education programs.

Projected Revenues

Table 3 shows the new revenues that are pro-
jected to be available over the next 5 years to
finance the costs of implementing HB 1017. There
are two primary revenue sources: (1) the tax
changes preseribed by HB 1017 (described above),
and (2) expected revenue (dedicated and general
fund) generated through economic growth by the
application of the pre-HB 1017 tax laws. The
growth revenues in Table 3 represent the portion
dedicated or normally appropriated to common
education. The HB 1017 portion grows alsobecause
of projected economic growth.

The principal state taxes are projected tobringin
$3,837.9 million in 1991, Thus, HB 1017 will be

responsible for a taxincrease of 5.4 percent (=205.9/
3,837.9) relative to this tax base.

Estimated Costs

Table 4 provides estimates of the costs of imple-
menting HB 1017 over the next 5 years. Included
areseparate costs ofthe principal features discussed
above, plus a few additional minor cost features
and administrative support costs that are difficult
to allocate to specific features of HB 1017. The cost
of teachers’ assistants can be attributed primarily
to the cost of lowering class size; as noted above,
schools can avoid class size reductions if they hire
feachers’ assistants.

From a cost perspective the big ticket item is the
scheduled increase in teachers’ salaries. In fact,
the salary issue has been a rallying point for both
opponents and proponents of HB 1017. Hopefully,
this review of the bill’s features makes it clear that
there s much more to this legislation than salaries,
and that any future decisions on HB 1017 require
a careful assessment of the benefits and costs of a
large number of specific programs and initiatives.
Such an assessment is beyond the purview of this
review, however.

In judging the necessity of the scheduled salary
increases, the essential question that must be
answered is; Are they necessary to recruit and
retain the kind of people who will equip Okl ahoma’s
children with the knowledge and skills to compete
successfully in a future marked by rapid techno-
logical change and expanding global contact? In
our view, a full answer to this question can be

TABLE 3

Projected Revenues to Finance Provisions of HB 1017
(millions)

Type of Revenue FY91

“Personal Income Tax = -
‘Carporate Income Tax

TotalRevenue o o

@ =
44,8 0
864

Source: Oklahoma Senate Staff memo of May 2, 1990,
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TABLE 4
Estimated Costs of HB 1017, by Purpose and Year

{millions)
Purpose Fyg2 FYod
.TeacherSa!ary Increase . . - S $1389 RN $2877
‘Econ, Disad "'Siudems 1504 1[- ~50.0 50.0
380 380 380
185 TS 65.0
T EEEIEE e L PRI Rl E e S
100 : A48 o R L B L 26,2
100, 100 A0 0 100 710.0
E q Clas S g g 10.2 5.6 " 306 30.6
--EarlyCh;ldhood Education '_ LR 8.4 126 . 126 12.6
"Professmnal Staﬂ.and Dev S 38 8.5 13.5 .18.5 23.5
xpanded SRR TP 1 X 1.3 13 1.3 13
-Cumculum Devetopmeni ORI RO + 1 T S N
‘Minority Needs Assessment 008, .03 03 - 0.3 0.4
‘Educating Public re. Teslting - =7 s o n S :
Comm..on Deregulation . " 0 T o - :
'Paren{ Educallon and lnvo!vement__' SR 1.0 1.5 -2.0 ; .25
eme : 0.4 1.2 20 2.0
L - L . .-30
L2249 3426 ' 455.5 . © o B70.7 596.5

Sourca: Tulsa World, April 17, 1980, p. £.
n: less than $0,1 miltien.

provided only after a detailed analysis of the labor
market for teachers relative to future labor force
requirements.

In reality, theissue will be decided on the basis
of partial evidence, some of which we now con-
sider.

The two objections raised most often to increases
in teachers’ salaries are that: (1) higher salaries
will not assure better student performance, and (2)
teachers’ salaries have actually been rising faster
than key benchmarks, such as the price level. Are
these “the facts?” Ifso, do they constitute a strong
argument against increases in teachers’ salaries?

These ohjections do have a factual basis. First,
Eric Hanushek examined 60 studies of the rela-
tionship between student performance and teach-
ers salaries, and found only 9 cases in which there
was a positive and statistically significant rela-
tionship between teachers’ salaries and student
test scores.® Second, teachers’ salaries have risen
(although just barely) relative to the price level. In
Oklahoma, teachers’salaries increased by 79.8
percent from 1979 to 1989, while the consumer
price index jurnped by 76.9 percent,
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Hannushek’s findings are troubling. They may,
however, be either spuricus or irrelevant. Regard-
ing spuriousness, it may be that salary differen-
tials across states or school districts have not been
large enough to affect the quality of students at-
tracted to teaching or the quality of teachers re-
maining in the profession. If so0, one would not
expect to find a significant effect of salaries on
student performance. Regarding relevance, the
important relationship may not be that between
salaries and student performance, but rather that
between salaries and students’ success in the labor
market. The latter relationship is yet to be fully
explored, but there is evidence that higher teacher
salaries are associated with higher lifetime earn-
ings for students.”

The relationships between teachers’ salaries and
the price level also need to be put into perspective.
During the 1970's teachers’ salaries failed, by a
wide margin, to keep pace with inflation. Thus,
some argue that the increases of the 80’s should be
viewed merely as compensation for previous re-
ductionsinreal wages. Even at that, itis clear that
the 80’s provided little margin for catching up.



Many economists would argue that we should
expect teachers’ salaries to be rising relative to
wages, ifnot prices. There aretwo principal reasons
why. First, females have much better job market
alternatives now than they had in the past. Given,
this, it takes a relatively higher wage to entice
them to enter the teaching profession. Second,
thereis a growing gap between the wages of workers
with a college degree and those without one. Thus,
since schools must pay a wage sufficient to compete
with the wages earned in other occupations by
college graduates, they arefaced with paying wages
that must rise faster than the average wage.

Finally, it is informative to consider how Okla-
homa teachers fared relative to teachers in other
states prior to HB 1017, and how they might fare
because of HB 1017. Table 5 provides some helpful
comparative data.

TABLES

Teachers’ Salaries
in Elementary-Secondary Schools
Oklahoma and Selected States
Fiscal Year 1988

Salary Per Oklahoma

Full-Time as Salary Gap
State Teacher Percent {millions)
Oklahoma  ** "~ $22,000 - R
1.8, Average SPRBE7 - - T44 -$260.3
Neighbors .~ 25,854 - . 851 ©. 1326
Economic Peers . 29,463 . .. 747 2564
Top Ten ' 34,028 64.7 413.8

In this table, the average teachers’ salary in
Oklahoma is compared with the average salary
paid elsewhere in the United States. The com-
parative salaries are: (1) the national average, (2)
the average in the “neighboring” states of Texas,
New Mexico, Colorado, Kansas, Missouri, Arkan-
sas, Louisiana, Iowa, and Nebraska, (3) the aver-
age in the economic peer states {those most similar
to Oklahoma in terms of resources per student) of
California, Kansas, Louisiana, Maryland, Missouri,
Nebraska, New Hampshire, New York, North
Dakota, and Texas, and (4) the average in the fop
ten states (ranked in terms of expenditures per
student) of Alaska, Connecticut, Delaware, District
of Columbia, Massachusetts, New Jersey, New
York, Pennsylvania, Rhode Island, and Wyoming.
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Column (3) provides a comparison of these av-
erage salaries: it shows how large the Oklahoma
average salary is of the average in the benchmark
«gtates.” Column (4) shows how much more Okla-
homa schools would have had to spend on teachers’
salaries in 1989 toclose the gapin average salaries.

Assuming no change in the salary gaps between
FY89 and FY91, the latter being the first year for
the application of HB 1017 revenues, the salary
jnerease provided in HB 1017 would have been
sufficient to close only about one-halfof the smallest
gap: the one between Oklahoma and neighboring
states. This result is encouraging, but this gap may
not be the relevant indicator of what Oklahoma
must do if the market for teachers transcends the
boundaries of the region covered by the neighbor-
ing states.

How Oklahoma teachers will fare in the future
relative to their counterparts elsewhere cannot be
determined from existing data. HB 1017 provides
significant salary increases, but they are no guar-
antee against faster growth in teachers’ salariesin
other states for reasons totally outside the control
of Oklahoma deeision makers.

CONCLUSIONS

The passage of HB1017, the education reform
bill, is only one of many in a long history of educa-
tion reform measures in Oklahoma. Despite the
public attention and the attendant controversy,
one should view it as one of many steps over a long
peried toward education reform. In general, even
the issues of education reform have remained the
same, i.e., the efficiency and effectiveness. Educa-
tion reform in Oklahoma, as it is elsewhere in the
U.S., is an issue stimulated, in part, by econonic
development concerns and the education and
training needs of today. Tomeet that requirement,
Oklahoma must provide new members of the work
force with the necessary skills. But the demo-
graphic configuration of the workforceis changing.
Educators and trainers must have the tools to place
new entrants in the workforce. HB1017 has sev-
eral provisions that address the problems associ-
ated with demographic changes, for example, such
provisions as early childhood education, manda-
tory kindergarten, parental involvement, and re-
cruitment of minority teachers.

HB1017 is silent on issues that can address the
workforce skill requirements for expanding indus-
tries. However, that silence does not need to be a



weakness of HB1017, Developing these skills can
be central to the implementation of the approved
programs,
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CHAPTER III

Gerald M. Lage

OKLAHOMA’S CORPORATE INTERNATIONAL
TRADE OPPORTUNITIES IN EASTERN EUROPE

arket economies exist and thrive because of

their ability to respond and adapt to
changing social, political and economic environ-
ments in which resource allocation takes place. In
the 1980s, events in Eastern Europe and many
other developing countries have dramatically af-
firmed growing worldwide confidence in the rela-
tive advantages ofthe market system. Many studies
have documented the benefits oftimely and flexible
relocation, readjustment and restructuring in both
public and private sectors of national and regional
economies to accommodate changing international
competitive conditions,

In accommodating to such global change, each
year more and more firms become involved in some
strategy of international {rade in commodities,
goods, services or overseas production and invest-
ment. Countries, through their governments, de-
fine the environment for international trade but
individual firms in the advanced market economies
must pursue the profit opportunities involved in
the ever-changing motien toward new economic
equilibria in the global economy.

The business-oriented international trade theory
being sought by the large and small U.S. exporters
is a new framework for corporate international
trade development.l The search is for strategies to
pursue business opportunities as the entire mar-
ket process adjusts and adapts to the changing
global economic environment—and especially to
such extraordinary events as Europeanintegration,
the reunification of Germany and the opening of
Eastern Europe to democratic choices and freer
commercial exchange,

Gerald M. Lage is Professor of Economics at Okla-
homa State University, Stillwater, Oklahoma.
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The purpose of this paper is two-fold. First, the
record of response of the Oklahoma economy to
international trade forces is briefly reviewed to
provide perspective on the current economy and
the type and extent of restructuring induced by
international trade forces. Little evidence is
available on the extent that individual firms per-
ceive and respond to developing international trade
opportunities; however, export trade flows based
on three-digit industrial data can be reviewed.

Second, the paper summarizes the potential trade
opportunities with the Eastern European coun-
tries? over the next five years as market processes
are installed and state trading regimes accompa-
nying the communist resource management pro-
cesses become transformed to private ownership.

The Oklahoma economy has marginally adapted
to changes in international trade forces but not to
the extent of the adaptations caused by national
economic forces and specific resource industry
trends. Production and international trade remain
highly concentrated in a few major industries. The
Eastern European countries no doubt will spawn
substantial opportunities for a few aggressive firms
best able to adapt their production to serving this
need, but it would appear to be a mistake to expect
widespread economic development opportunities
from this source in the near future.

THE RESPONSE OF THE
OKLAHOMA ECONOMY TO
INTERNATIONAL INTERDEPENDENCE

Few would disagree with the observation that
considerable adjustmentsin the U.S. economy were
made in the 1980s in response to growing inter-
national interdependencies; rising concerns for
environmental protection; demographic, invest-
ment and taste trends which increased demands
for services, high technology products and conve-
nience goods; and, substantial increases in real
expenditures on national defense and related re-
search and development activity.
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Oklahoma and other regions participated in these
changes to varying degrees depending on their
sconomic structures and particular forms of com-
parative advantage. Regions prospered or suffered
depending on their various resource, national and
international dependencies and the luck (or wisdom)
of cumulative decisions affecting the exact forms of
specialization and diversification activity in the
past. International trade is but one of these many
forces affecting the Oklahoma economy.

Relative to other states in its region, the Okla-
homa economy is not heavily dependent on inter-
national trade. During 1986, the last year for
which the most reliable data exists relating exports
to the location of production, total direct exports of
Oklahoma firms reached $1.1 billion. An addi-
tional equal value of shipments can be indirectly
related to export sales nationwide so approximately
10 percent of Oklahoma's manufacturing produc-
tion can be tied to foreign markets.3

This level of export sales in 1986 translates to
9,500 jobs related to direct exports, §,800 jobs in
supporting manufacturing and 26,700 jobs in non-
manufacturing support netivities. In total, three
percent of the Oklahoma civilian labor force is
employed in export-related activity compared with
4.1 percent for the U.S, as a whole.

Competitive advantage and performance in ex-
porting is highly concentrated in both the U.S. and
Oklahoma economies, although in somewhat dif-
ferent sectors, as shown below. The pattern of
export specialization, however, is certainly not
static over time. Major adjustments oceur in re-
aponse to changing values of the exchange rate and
other direct impacts of foreign demand for our
poods and services,

The core of the argument for international trade-
induced restructuring because of exchange-rate
changes was summarized in a recent New England

TABLE 1

Top Five Export Sectors
(% share of total exporls)

(%) United Slates {%:) Oklahoma

22,6 Transporation equip,  50.7 Nonalectric machinary
an.4 Menalaclric machinary 9.7 Food & kindred products
13,2 Chemicals & products 6.9 Transponalion equipmant
11.4 Electronic squipment 5.3 Electronic aquipment
7.0 Food and kindrad £.1 Petroleum and coal
praducts products
74.6 Tolal 77.7 Tolal

Baurca: Loga, "Oklaherma Exports, 1906,”

Federal Reserve publication:

Exchange rate movements promote
structural change by altering the relative
prices of traded and nontraded goods as
well as the relative prices of foreign and
domestic tradeables. A dollar apprecia-
tion* causes the dollar price of U.S, im-
ports to fall relative to the price of com-
petitive products made in this country,
while the foreign currency price of U.S.
exports rises relative to the price of their
foreign counterparts. Production oftraded
goods thus shifts from the U.S. to other
eountries.’

The analysis also indicates that a rise in the
dollar will lead to the following: (1) to shifts within
the manufacturing sector that arve likely to be
toward high-tech goods and away from those with
high requirements for low-gkilled labor, (2) to more
garvice-oriented, hence less tradeable, manufac-
turing sectors, and (3) to a decline in the role of
production workers in U.8. manufacturing pro-
cesses and a relative addition of more service-
oriented workers within each manufacturing in-
dustry.

Ta summarize the most recent exchange rate
history, the period from 1973 to 1979 includes the
introduction of flexible rates and a history of
variability of the real effective exchange rate®
within a relatively narrow band as the dollar fell by
about 10 percent over the period. From 1879 to
early in 1985 the value of dollar rose more than 50
pereent before falling almost as much from 1985 to
1987. Thus, the periods of alternating exchange
vate trends overlap the energy growth period of
1973-1982 and compound the sets of influences on
the Oklahoma economy in the confusing period of
1980-1982 with worldwide recession, still expanding
oil activity and a rising value of the dollar.

The pattern of restructuring in the national
sconomy during the 1979-19856 period with its
gubgstantial increase in the value of the dollar was
highlighted by the following:?

(a) The share of employment in the tradeable
manufacturing industries declined by
about 1.1 percentage points with offset-
ting relative expansion in the nontraded
industries—those with less than 10 per-
cent of the value of production shipments
gither imported or exported.

(b} The shift away from employment in the
import-sensitive industries accelerated



with increasing imports and foreign
sourcing, while employment changes in
the export-oriented industries either
moved to actual decline or much slower
growth than observed during 1973-1979,
when the value of the dollar was falling
and exports were growing mors rapidly
than domestic production.

{c) And, although the nontraded, domestic
gervice industries received some addi-
tional stimulus, they did not grow as fast
as the more service-oriented of the export
industries.

The pattern of restructuring in Oklahoma, as
indicated by the U.B. Department of Commerce
employment series of full and part-time employ-
ment, tends to follow its own path because of an
historically low correlation with the national
economy, the extreme dominance of local energy
activity and relatively large export sectors which
areclosely tied tothe processing, capital equipment
and service needs of the worldwide oil and gas
extraction industry.

Oklahoma’s manufacturing employment as a
share of total employment continued to grow to the
mid-1970s before foreign competition and produe-
tivity gains severely reduced such employment in
the 1980s. As seen in Table 2, the industries
desipnated as internationally-traded continued to
gain in terms of relative employment share—from
60.7 percent in 1979 to 62.4 percent in 1985. The
counterpart declining shares in the nontraded
gectors occurred mostly in food products and fapri-
cated metal products.

The plight of Oklahoma's import-vulnerable in-
dustries was apparent as the value of the dollar
rose. All such sectors lost substantial employment
except for paper and paper products and miscella-
neous consumer manufactured goods. These in-
dustries, however, employ relatively few workers
in the state compared with the dominant apparel
and primary metal product induatries,

Somewhat surprisingly, the strongest manufac-
turing performance during 1979-1985 came from
the export-oriented sectors which should have faced
severe foreign competition and higher foreign
currency prices for their products. Ewven then,
however, a “strong performance” means “no loss”
rather than a “substantial gain” in employment.

The one sector that substantially increased both
its level and share of manufacturing employment
was motor vehicles and parts. The rubber and
plastic products industry maintained some growth
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during the period while electronie and electrieal
equipment lost substantial employment—probably
to foreign production and parts sourcing as pur-
chases abroad became cheaper.

The decline of the exchange value of the dollar
from 1985 to 1987 has not yet caused widespread
improvement in Oklahoma’s tradeable sectors,
although many of the declines seem to have been
checked. Actual employment in traded, import-
vulnerable, export-oriented and nontraded classi-
fications are all lower in 1988 than in 1985. The
export-oriented sectors of nonelectrical machinery
and electric and electronic equipment manufactur-
ing show large employment losses despite dollar
depreciation that should have improved export
incentives, Apparently the energy-dominated
machinery industry and the relatively concentrated
electronic industry in the state are reacting to
rather specific demand and supply factors rather
than the overall real exchange value of the dollar,

Finally, other indirect evidence also indicates
that the Oklahoma economy is relatively insenai-
tive to changes in the exchange rate. Research by
Cox and Hill (1988) based on the Texas economy
concludes that industries most likely to gain from
recent dollar depreciations with respect to the
Japanese and European currencies are tranapor-
tation equipment, instruments, miscellaneous
manufacturing (including jewelry, toys and sport-
ing equipment), electronic equipment, nonelectrical
machinery and chemicals. These indusiries com-
hinesubstantial production sensitivity toexchange
rate changes with substantial marketsharesin the
countries with appreciating national curreneies,
Based on the industrial mix and export patterns,
Oklahoma has a below average response to exchange
rate changes, a rate between 90 and 100 percent of
the national average.

The Oklahoma economy of 1990 is in many ways
different from the economy of 1980. For example,
gervice industries have grown, activity related to
energy and other natural resources has been sub-
stantially down-sized, and manufacturing em-
ployment is smaller and more concentrated in the
motor vehiele and aireraft industries, The system
has demonstrated its ability to adapt and change,
just as the Eastern European system must now
develop the institutions, incentives and expertise
to grow and adapt to newly felt market forces that
have for so long been distorted and aubverted by
central planning processes and artificial pricing
and subsidization. The Oklahoma firms that sue-
cessfully pereeive and meet the profitopportunities



in this period of constant change and uncertainty
will be those that best understand the evolving
economic and political systems of the emerging
market economies.

EXPORT POTENTIAL FOR OKLAHOMA
MANUFACTURING INDUSTRIES

Data concerning international exports by state
showing the “state of origin” of commodity exports
rather than the “state of production” used in the
census surveys of prior years are shown in Table 3.
The 1989 export data from Oklahoma demonstrates
the heavy concentration of exports in just a few of
the two-digit production sectors—especially
nonelectrical machinery and transportation equip-

ment,

Table 4 illustrates an alternative view of Okla-
homa exports at a more disaggregated level using

unpublished three-digit SIC data developed for the
Urban Institute in a study supported by the South-
western Bell Foundation to determine which in-
dustries to target for export promotion assistance.
The Urban Institute’s estimates for each state are
basged on disaggregation procedures from a survey
designed for a statistically valid national sample.
Since substantially larger errors are likely for the
state data one must use caution when using the
data for regional analysis. Best estimates indicate,
however, that these 20 industries account for ap-
proximately three-fourths of the $1.2 billion esti-
mated average annual exports over the 1984-86
time period. Concentration is again seen to be very
high in two major non-electrical machinery catego-
ries (SIC Industries 356-General Industrial Ma-
chinery—and 353-Construction Machinery) in-
cluding the important oil and gas field machinery
industry, pumps and valves, and related supplies.

TABLE 2

Oklahoma Full and Part-Time Employment Change
1970-1988

Employment Share

Employment Growth Rate®

industry 1970 1979 1988 1979 85 1985 88 1970-88
Z'Manu!aciunng T T R ARG 0T LTl e
Craded oo eamo o072 s 1
'ImportVu!nerabIe- TP ERRAREE '\ R |- AR | % RS T NIRRT I
-Apparel Products .- R & EACIRERRR IR - - R X< R 08 05
~LumberProducts .~ . L ¢ 18 24 Toeelis SR 2D

Paper Products 00 SRIITEEERE s IURIRAERELORN T I SRR R C:< B R 1V IC SR E -
- Leather Products - - o T T 080 oA B .06 0B

Primary -Metat. Producls oA g 28 g 46 0.8
_Mtscelienous Products F s ) R I 82 20
“Export Oriented : 30 458 BTy £ IR S Y R -
SChemicals i i I 18 18 It 1. TCILO TR 1 1 |
-Bubberand?lasltcs T R TR 1 BERE T ¥ BN PU - AN 3 T ¥
_Noneleclnca! Machmery : 140 o0 f-193 S T [ S chl45 T 28
__EIectncEqmpment R I - ¥ . TR SN e . 3 IR B % : B
 Transportation Equipment e - % JRRENEME RIS ;% [ B3 L0 18

Motor Vehicle Equtpment i HEEERERDRE - 1 B AT B £~ B 1T SR - X
Instruments. ... - R e L T I 28 8l
_'Non-Traded P R . o A 39.3 ' .'379 LUALT .8 - 04

Food Produdts - o 119 i ‘8.9 gs 24 SRR ¥ 07
‘Textile Products S8 08 970 WD .12 . 38
- Furniture . ) T ] ~1.3 S . - 4.6 : 7.7 C 0.4

'Prmhng/Pubhshmg ' © 83 6.0 74 Coad -0.8 20

Petroleum Products 6.3 4.6 4,2 - 1.8 2.8 o1
“Stone, Clay & Glass o N X - 58 L83 RN 1 < -1.4 1.1

Fabncated Mela! ) . 11.7 1.8 85 . -4.1 2.7 0.0

To!al Empioymenk 100.0 100.0 1000 - © . 17 -1.7 2.0

Farm: . o o B.7 6.4 5.3 . 09 2.0 0.7

Mining = ' -0 | 53 48 4.8 8.3 28

Co’ns’lfuctnon : 5.1 6.0 4.6 _ -1.2 3.8 1.4

Service - 17.0 18.6 23.1 3.7 2.6 3.8

Govemmem 227 18.6 19.3 i9 0.2 1.1

All Other 299 32.2 32.2 1.9 -1.1 2.5

Source: U.5. Department of Commerce, Bureau of Economic Analysis.



TABLE 3

1989 Manufactured Exporis
Originating in Oklahoma by S.I.C.

1989 Exparls  OK/US

SIC  Industry {millians)  (ratic)
20 Food and Kindred Products §57.2 38
22 Texiile Mill Products 1.1 04
23 Apparal and Rolated Products 24 A0
24  Lumber and Wood Products,

excapl Furniure 1.8 03
25 Furnilure and Fixlures 0.8 .08
26 Paper and Allied Products 231 27
27 Printing and Publishin 6.4 23
28 Chemicalz and Allled Producia 63.0 A7
29  Patroleum and Coal Producls 215 A1
3X  Misc. Manulacturers NSPF 10.6 JAa
30 Rubber and Plastics Producis 63.3 .32
31 Leather and Producls 0.6 05
32 Stono/Clay/Glass and Concrote

Products 21.4 a3
33  Primary Metal Preducls 238 21
34 Fabricated Matal Products 36.7 a9
35  Mon-Eleclric Machinary 5101 a5
36 Electric and Elecironic Machinary 59.4 A7
a7 Transpariation Equipmant 384.4 .66

a8 Instrumanis, phola., walches 4.0 A6
39  Mise, Manulaciured Commadilins L% | 10

Total Manulaclured Expoents Originaling 11,3825 A5

Souwrco! LS. Dapatmant of Commarce, Muradu of the Cansus

*Sgctars wilh axpan shares oxconding 0.5 and ihe overall siate ahare of axports
&l 0,4% for il commadites.

Copyight® 1890 THADL INFLO, Wathington, D.G,

The future exporting potential of various indus-
tries was predicted in the targeting study using a
combination of eriteria. Industries were desig-
nated as “Promising” for export potential if* the
ratio of state exports to manufacturers’ shipments
relative to the comparable national ratio exceeded
one and industry exports had a positive growth
rate in the recent past. Five three-digit industries
among Oklahoma's top 20 exporters are considered
to have “promising” export potential-industrial
machinery (366), fabricated metal produets (349),
plastic products (307), electronic equipment (369)
and some bagic steel products (331). Notably, as
shown in the last column of Table 4, most of these
industriea have a substantial number of firms and/
or relatively large levels of employment in Okla-
homa.

Three additional industries were selected for a
“watchlist” based on some mixed or high-but-de-
clining indicators of competitive advantage. One
industry was considered to be an emerging sector of
export strength based on export growth nationally
and prowing activity within the state. Finally,
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some industries had to be excluded from this analy-
gsia because of insufficient export data in the state,
but these tended to be nontraded or import-com-
petitive industries for the most part.

The leading markets for Oklahoma exports in
1989 are reported in Table 5, Canada is the largest
single market for Oklahoma as well as for the U.S,
The United Kingdom was Oklahoma's second
largest single buyer with 8 percent of state exports.
Notably, Western Europe accounted for about 30
percent of all the state’s exports, well ahead of the
total for all Asian countries of 21 percent. Major
developing countries buyving Oklahoma products
include Mexico, China, Venezuela, Saudi Arabia,
South Korea, Yugoslavia, Algeria and Egypt.8

Based on the targeting study, the authors ac-
knowledged “...the dominance of European coun-
tries as importers of the commodities produced by
Oklahoma's most promising industries. This con-
trasts with Oklahoma's recent export concentra-
tion on Canada. The data indicate that Oklahoma
should consider targeting more export promotion
to the European market, which includes the larg-
esl markets for Oklahoma's most promising export
industries."?

TRADE OPPORTUNITIES
IN EASTERN EUROPEL?

Historical Trade Patterns

The low of trade in 1989 between the U.S. and
the main “Nonmarket Economies”-China, the So-
viet Union and Eastern Europe-is shown in Table
6. Quite different circumstancea exist and are
reflected in the data for each of these three regions
and, indeed, for the individual countries of Eastern

urope,

U.S. imports from China of $11.9 billion, repre-
senting 85 percent of all U.5. imports from
nonmarket economies, dominate all two-way trade
flows. Textile imports of $3.2 billion are the largest
category, followed by nearly $2 billion each in
machinery and miscellaneous manufactured ar-
ticle imports, U.8. exports to China in 1989 of $5.8
billion are led by machinery, transport vehicles
and aireraft, agricultural products and chemical
products, 1

Trade with the Soviet Union is dominated by $3
billion of agricultural grain exports in 1989 (up
from $1.8 hillion in 1988, and only $0.8 billion in
1987). Foodstuffs, chemicals, rubber and plastic
products, and machinery are other leading U.S.
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TABLE 4
Top 20 Oklahoma 3-Digit SIC Export Industries®

Average Annual Mumber Firms-
Exparls 1984-86 Emplaymant
SI1C Industry {millians) Patantialt (1987)¢
356  General Industrial Machinery $280 P A7-5446
353  Constuction Machinary 244 w 135.7213
372 Ajrgralt and Parts 49 24-7465
2a1 Patroleum Relining 47 19-2490
a49 Miscellaneous Fabricated Malals 35 P 138-4492
a5 Engines and Turbines a2 B-1873
207 Fats and Oila az u 9- (E)d
an Motor Vehiclas and Equipmant 29 73-9222
20 Meal Producls 29 u 61-30589
344  Fabricated Structural Metal Products 25 W 200-5908
382  Measuring and Conlralling Devalapmant 24 E 281118
an Tiras and Inner Tubas 24 7-5498
407  Miscellaneous Plastic Products 22 P 94-3924
204 Grain Mill Products 21 45-1291
298 Miscellaneous Patroleum and Ceal Producta 18 11-384
a6a Miscallaneaus Electronic Equipment 11 P 2575
a2 Gilass, Pressed and Blown 4 10-312
925  Mizcallaneous Nonmetallie Minerals 3 W 22-605
202  Dalry Producis 2 17-1123
331 Blasl Furnace and Basic Steal 2 P 20-1203

Soutcs: T.0. Singer and E.B. Linar, 'i’algﬂinq Expan Assisiance Programs in the Scinhwasi-Cklahoma.® Repor prapared by The Litan Instiute or Seuhwesain Bell Foundaban,

May 2, 1090

Binchudos anly industies with Falative Standard Eror of the Oklahoma allacatian of iha natianal talali Balaw 10 paroont and nal supprossed dua to disciesure probloms

B Pramiaing Export Potential, WsWatchfist, Us=Unsatiipd Trand, E<Emarging.

Othes Pramising Seeters Include SIG 33, Primary Metal industries, SIC 39, Industial Machinary and Eguipment, and 515 391, Jiwelry, Siver & Plalod Wara.
g first numbar is tha numbat of ssiablishmants and the secsnd i o 1987 mponed emplaymont, Source: County Busihess Paltard, 1487,

dEn‘uﬂu\rm'm [T 250-400,

exports to the Soviet Union while U.S. purchases
from the Soviet Union are dominated by mineral
and chemical products as well as jewelry items and
precious stones. Total imports were only $691,000
compared with $4,262,000 of exports in 1989,

Trade with the six Eastern European Countries
(Bulgaria, Czechoslovakia, East Germany, Hun-
gary, Poland and Romania) was more nearly bal-
anced with $1 billion of U.S. exports and $1.3
hillion imported, Agricultural sales were the larg-
est single category of U.S, exports with important
manufacturing sales in machinery, vehicles, in-
struments, and mineral and chemical products.
U.8. imports were dominated by mineral products,
prepared foodstuffs, textiles, base metals and ma-
chinery and vehicles.

Overall, the pattern of trade follows rather closely
the trade patterns with the advanced market
economies and the rest of the world, U.S. compara-
tive advantage is clearly revealed in agriculture,
aireraft and selected high technology industries.
Technologically specialized and market niche ex-
ports in any statistical category are possible, but
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international trade flows tend to be quite concen-
trated in a relatively few areas.

Opportunities in the Eastern Bloe

The potential for American business in Eastern
Europe in the next few years depends on both the
home country goals, policies, and priorities as well
as U.8. policies toward those countries, Table 7
presents a brief summary of the six Eastern Euro-
pean emerging market economies-Poland, Hun-
gary, Czechoslovakia, East Germany, Romania
and Bulgaria,

Asa group, the Eastern European (EE) countries
represent a market of about 113 million people
with population sizes ranging from 9 million in
Bulgaria to 38 million in Poland. Standards-of-
living are low and variable by Western standards.
Per capita Gross Domestic Product in 1988, for
example, ranged from a low of $6.4 thousand in
Romania to $10.1 thousand in Czechoslovakia and
$12.5 thousand in East Germany. (Corresponding
per capita GNP for 1987 in advanced market econo-
mies range from about $6,000 Spain and Ireland to



TABLE 5
Oklahoma Exports by Country of Destination

Top 20 Markets
1989

Expart Tatal Parcent
Dastination Country (millions) of Tolal
Canada $508.9 36.9
Unlted Kingdom 115.4 7.9
Japan 1128 7T
Waest Garmany 85.9 59
France 58.3 4.0
Mexico 55.0 348
China 49.3 3.4
Auslralia 48.1 ai
Singapara 44,4 3.0
Matherlanda 40.0 o
Belgium/Luxembourg 30.0 20
ltaly 24.1 1.7
Algeria 23.0 1.6
Yugoslavia 17.0 1.2
Korea 16.9 1.1
Taiwan 12.8 0.9
South Alrica 10.9 0.7
Oman a1 0.6
Saudi Arabia 0.6 0.6
Vanezuela 83 0.5
Top 20 Cauntries 1,306.8 8a.a

Bourca: LS. Daparimant of Commarce, Buraau of the Cansus
Capyfight 1000 TRADE INFLO, Waahingtes, D.C,

$18,500 in the U.8. and $21,330 in Switzerland.)12
Hungary has the highest per capita debt, but as a
ratio to GDP the per capita hard currency debt in
Poland and Bulgariais nearing the level of Hungary.
East Germany is the only country in this summary
with a ratio of hard currency reserves to GNP
significantly above one percent. Presumably,
however, the reunification of Germany will alter
substantially the situation of the old East German
territory relative to other Eastern Bloe countries,

As a matter of changing priorities, we ean expect
the historieal dominanee of heavy industry and
military equipment in these countries to give way
to increased emphasis on consumer goods and
medical services, Importation of information and
eapital goods affecting the processes for increagsing
efficiency, productivity and environmental protec-
tion appears to be a necessity,

The priority areas [or imports identified by
Business America, the export promotion publica-
tion of the U.5, Department of Commerce, include;

* Environmental protection equipment
= Telecommunications
s Tourism and services

a6

* Aireraft and parts

=  Banking, insurance, training and manage-
ment consulting

* Nuclear safety

=  [Energy-saving equipment

* Medical equipment and technologies
= Production of consumer goods,

One must, of course, avoid treating each country
according to an average perception. One report by
Jan Vanous, a research director for a Washington-
based consulting firm, PlanEcon, used fifteen fac-
tors “,..including economic-reform prospects, infla-
tion, education, work ethie, political stability, and
democratic tradition”14 to rank and grade the EE
countries for relative attractiveness for foreign
investment. His grades were: “Czechoslovkia and

ast Germany, B; Hungary, B-minus; Poland, C-
plus; Romania, C-minus; and Bulgaria, D-plus.”14

While various systems and alternative goals for
the analysis—exporting va, foreign investment, for
example—would probably lead to alternative
rankings, there are several policy differences among
the six that corporate business planners should
consider. A summary of commerecial relationships,
primarily through association with U.S. and other
world trade programs, according to the 1.5, De-
partment of Commeree, 18 shown in Table 8.

The only nonmarket economies that currently
receive the extremely important most-favored-
nation (MFN) status for payment of U.S. import
duties are China, Hungary and Poland. This sta-
tus may well mean paying a duty of b percent
rather than a rate in the vieinity of 50 percent, or
asimilar ratio for other duties in effect in the early
19305 when the 1.5, tarill was at ils maximum.
Romania had MFN status as recently ag 1988 but
renunciation of that status has not yet been re-
versed. Hungary's MFN status is on an indelinite
basis rather than renewed year-by-vear, Poland's
status was suspended for a time due to political
rensons, but it was reinstated by the President in
February, 1987. The pending status reported for
Czechoslovakia has apparently advanced so that
mutual MFN status is, or soon will be, in effect.15

Generally speaking, economic relations between
the 1.8, and Poland and Hungary are most ad-
vanced, with substantive negotiations with
Czechoslovakia well underway. Animportant law
possibly pointing the way toward future relations
with the mejority of EE countries is the Support for
East European Democracy (SEED) Act of 1989,



TABLE 5
Oklahoma Exports by Country of Destination
Top 20 Markets
1989

Exporl Tatal Parcant

Dastination Counlry (millions) of Tatal
Canada $538.0 36.8
United Kingdom 116.4 7.8
Japan 112.8 7.7
West Germany 85.9 58
Franca 58.3 4.0
Maxlco £5.0 aB
China 48.3 34
Australia 46.1 ad
Singaparo 44.4 an
Matherlands 40.0 27
Belgium/Luxembourg 30.0 20
laly 241 1.7
Algaria 230 1.6
Yugoslavia 17.0 1.2
Korea 16.9 1.4
Talwan i2a 09
South Africa 10.9 .7
Oman 8.1 0.6
Saudi Arabla B.6 0.6
Vanozuala B3 0.5
Top 20 Cauntrias 1,306.8 89.3

Sourca LS. Depariment of Commins, Bursau af tha Consur
CapyrighiD 1900 TRADE INFLC, Washington, D.C

$18,6001n the U.S, and $21,330 in Switzerland.)12
Hungary has the highest per capita debt, but as a
ratio to GDP the per capita hard currency debt in
Poland and Bulgariais nearing the level of Hungary,
East Germany is the only country in this summary
with a ratio of hard currency reserves to GNP
significantly above one percent. Presumably,
howevear, the reunification of Germany will alter
substantially the situation of the old East German
territory relative to other Eastern Bloe countries,

As a matter of changing priorities, we can expect
the historical dominance of heavy industry and
military equipment in these countries to give way
to increased emphasis on consumer goods and
medical services. Importation of information and
capital goods affecting the processes for inereasing
efficiency, productivity and environmental protec-
tion appears to be a necessity.

The priorvity areas for imports identified by
Business America, the export promotion publica-
tion of the U.S, Department of Commerce, inelude:

*= Environmental protection equipment
* Telecommunications
¢+ Tourism and services
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= Aircralt and parts

*  Banking, insurance, training and manage-
ment consulting

* Nuclear safety

* Energy-saving equipment

* Medical equipment and technologies
* Production of consumer goods,

One must, of course, avoid treating each country
according to an average perception. One report by
Jan Vanous, a research director for a Washington-
based consulting firm, PlanEcon, used fifteen fac-
tors “...including economic-reform prospects, infla-
tion, education, work ethie, political stability, and
democratic tradition”13 to rank and grade the EE
countries for relative attractiveness for foreign
investment. His grades were: “Czechoslovkia and
East Germany, B; Hungary, B-minus; Poland, C-
plus; Romania, C-minus; and Bulgaria, D-plus.”14

While various systems and alternative goals for
the analysis—exporting vs, foreign investment, for
example—would probably lead to alternative
rankings, there areseveral policy differences among
the six that corporate business planners should
consider. A summary of commereial relationships,
primarily through association with U.8. and other
world trade programs, nccording to the U.5, De-
partment of Commerce, is shown in Table 8.

The only nonmarket economies that currently
receive the oxtremely important most-favored-
nation (MFN) status for payment of U.5. import
duties are China, Hungary and Poland. This sta-
tus may well mean paying a duty of b percent
rather than a rate in the vicinity of 50 percent, or
a similar ratio for other duties in effect in the early
19305 when the U.S. tariff was at its maximum,
Romania had MFN status as recently as 1988 but
renunciation of that status has not yet been re-
versed. Hungary's MFN status is on an indefinite
bagis rather than renewed year-by-year. Poland's
status was suspended for a time due to political
reasons, but it was reinstated by the President in
February, 1987. The pending status reported for
Czechoslovakia has apparently advanced so that
mutual MFN status is, or soon will be, in effect, 15

Generally speaking, economic relations between
the U.8. and Poland and Hungary are most ad-
vanced, with substantive negotiations with
Czechoslovakia well underway. Animportant law
possibly pointing the way toward future relations
with the majority of EE countries is the Support for
East European Demaocracy (SEED) Act of 1989,



TABLE 6
U.S. Trade with Eastern Europe, China and the USSH
1988
(thousands)
U.S. Exporis LS. Imporia
Enst Easl
Europa China USSR Europa China USSR
1. Liva animals; animal products $ 9723 % 10,452 F 14,068 § 28018 5 3746876 § 3434
2. Vagetable producs 202,343 1,132,775 3,009,412 19,813 07,567 118
3. Anlmal or vegelable fats, olls, and waxes 1,008 271 26,604 1,128 2072 a
4. Prapared foodstufls, baverages, and tobacco 21,455 52,746 389,532 198,323 126,592 25408
5, Minoral produsts 96,411 31,219 20,231 251,769 573.83% 282714
6. Producls of the chemical or allled industries 70,140 926,433 286,234 94,531 270,012 108,804
7. Plasiics and rubbar, and articles thoreof 11,176 227,254 56,249 36,777 267,992 626
B, Hides and skins; laather and anicles theraof;
travel goods, handbags and similar containers 78,660 14,552 2,712 17,922 690,193 14,046
0. Articles of woad, cork, of plailing malerials 8,527 161,451 a0 5,502 138,323 3,863
10. Wood pulp; paper, paperboard, and arlicles thareol 15,329 206,000 22,786 4, B31 58,241 2191
11, Texllles and textile articlas 48,340 417868 10,049 163610 3,241,398 12,736
12, Foolwear, headgear, and artificlal flowars 386 689 &1 65,087 1,061,219 196
13, Aticles of stone or ceramics; glass and glassware 5,795 16,583 2,851 50,326 148,987 4,885
14, Pearls; precious stones and metals; jowelry; coin 2,007 12,030 9,337 3,646 104,464 185077
15. Basa matals and articles of base melal 7127 A66,453 10B,982 125,453 483,133 30,976
16. Machinary and machanical appliances; alecirical
equipment; parls and accessaries thereol 164 661 1,271,502 271,133 63942 1,944,906 2,828
17. Vehlcles, airerall, and ather iransport equipment 165,283 501,353 26,632 B6,561 47458 11,648
18, Optical, phatographic, measuring, and modical ap-
paralus: clocks and walches; musical inslrumanis 39,838 266,032 44,465 8,366 175,841 1,400
19, Arms and ammunition; parts and accessorios thereo 231 1,727 o 1,377 21,196 47
20. Miscallaneous manufactured articles 3,030 a.887 1,425 40,168 1,838,339 83z
21. Warks of ar, collectars pleces and antiques 2512 664 657 3427 15,274 16,335
22. Special classilication provisions 64,867 28,727 4,832 10,262 87,450 4,726
TOTAL .*1 010,758 $5.775,478 34,262,336 $1,312,029 $11,859,172 $690.891
TABLE Y
The Eastern European Economies
1988
East
Bulgaria Czechoslovakia Germany Hungary Poland Romania
Populition
{Milliana) 8.0 15.7 16.6 10.6 asa 231
Girozs National Product
{$ U.5. Billions) 67.6 168.2 207.2 g91.8 2783 151.3
Real Economic Growth Rates
{Parcant Of Increase) 1.8 1.4 1.8 1.1 241 24
Trade And Sorvices Balance
{§ L5, Billians) 0.4 -0.3 0.6 -0.6 0.6 1.6
Foralgn Debt
($ L5, Billions) 6.4 5.6 8.5 16.8 a9.4 1.8
Hard-Curréncy Resanvos
($ LS. Billions: Gald Excluded) 1.1 1.7 8.0 1.5 24 13

Bourca: Nalion's Businees (Aprl 1990): 47
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TABLE B
U.S. - Eastern Europe Trade Relations

Trade Invast
GATT IMF MFN Agrml. Agrmt, TDP GSP arIC EXIM
Poland Yes Yos Yes M/A Yasd Yash Yos Yos Yos
Hungary Yes Yas Yes Yes Ponding®  Yas Yos Yos Yos
Czechoslovakia  Yes Panding®  Pending?  Yes Panding®  Panding' No Planned!  Yes
East Germany No No No Mo No Ne No No No
Bulgaria Pending?  Panding"”  No No No No No Mo Mo
Romanla Yos Yas No Yas Mo No No Mo No

Sourco: Muainais Amsrkcd (Jund 18, 1000): 14,

) 8 Polish Businoss and Econamic Agréemant was signed, s yel 1o ba ratifled by bath counras

blrm wiman| Agraemant with Hurgary has boon piopoaed,
SCrochasiovakla applied to refaln the IME,
rada Agroemaont with Crechashovakin awalis sppreval in balh couniiies
¥ ppasimant Treaty currenlly undar nagotiation,
'ﬂ'mﬂl]m nwalls authanralian 1o apaiato.
@Bulgaria Is an obsorver o the GATT, has formally applied for GATT membaership,
Muigaria has appied fof IMF membership,
GATT = Couniry Is a member of tha General Agresment on Tanfls and Trade.
IME - Country balangs to this Interaalianal Monatary Fund,
WFM = Country recelves Most-Favored-Nation trealment from the United States,

Tradednvestment Agraemant - Uniled Stales hoa signed an agreement with subject country.

TOP - Teade Develapmant Program operatos in subjact country.

GSI* - Counlry rocatvas Ganaralired Bystom of Preferances larifl reaimani from tha United Siates.

OPIC - Overseas Privale invesimont Comporation eporaton In subject country,
Bx-im - Expon-imgant Bank operates in subject country.

This law authorized $938 million for Poland and
Hungary to further their development of “demo-
cratic institutions, political pluralism and free
market economies.” Inaddition, the services of the
Overseas Private Investment Corporation and the
.8, Export-Import Bank were made availablé and
designation of both countries as Generalized Sys-
tem of Preference beneficiaries is now feasible.
Similar etatus can be expected for other countriesa
over the next few years as a resull of negotiations
begun or anticipated.

Congiderations such as these, and local analysis
by U.8. commerce personnel elose to the individual
country markets, have resulted in the selection of
business activities with the best prospects for aue-
cess. These activities are summarized in Table 9,

Strategies for Conducting
International Business in Eastern Europe

As the economies of Eastern Europe shift from a
socialist system with much international trade
negotiated by state trading firms, U.S. firms will
have to orient toward end-users. They must be-
come familiar with the expanding number of de-
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centralized firms with hard currency and more
skillful in marketing and adapting products to the
needs and tastes of these new consumers.

Neither economie history nor theory has much to
gay concerning the path from a rigid centralized
economy toan open, market-directed system. Many
economists recommend a speedy transition, even if
substantial dislocation and unemployment oceur
in the short-run. Domestic reforms must precede
large seale foreign financial assistance and sub-
stantial inflows of foreign capital in order to stabi-
lize the infrastructure, the legal system, a safoty
net of social security and perhaps the whole “way of
thinking” about commercial and political activity
in a demaoeratic, interdependent system. Most ex-
perts expect at least five or so years will be required
to make the preliminary investments and to turn
the tide of the almost inevitable worsening of these
countries’ terms of trade. However, nid flows from
the West may alleviate some of these payment
problems.

More importantly, none of the currencies of the
East European countries are convertible to the
market-economy currencies, so getting paid may
be a challenge. Firms must be ready to reinvest
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profits and recoup their profits over along period of
time. However, some hard currency is being allo-
cated to the purchase of higher priority imports in
several of the Eastern countries.

TABLE S

Best Prospects for Business Opportunities
in Eastern Europe

Czachoslovakia
1989; 1.5, exporis, $54 million

LL.8. importa, $87 million
Elacironics, process conlrols and monitering equipment, compul-
ers, machine tools, and light industrles.
Romanla
1888: U.S. expons, $156 million

U.5. imports, $354 million
Food itams, clothing, eleclronic goods, auto parts, consiruclion
materials, raw materials, anargy-efficlant capital equipment, indus-
trial materals, replacemant parts, and pharmaceuticals.
Paoland
1989: U.S, exponts, $414 millon

U.5. imparis, $387 milllon
Food process and packaging technalogies, pharmaceuticals and
medical producls, construction materials, lelecommunications and
those products and technolagles to improve industrial eHiciency
and productivily.
Hungary
1989: U.S. exporis, $122 million

LS. Imports, $328 million
Industrial automation and process conlrol equipment, telecommu-
nieations equipment, machine tcols, and homae elecironics and
appliances.

German Democratic Republic

1889: U.S. exports, $94 miilion /
LS. imports, $138 million

Madical equipment; chamicals; and compuler, envirenmantal, and

enargy-rolated equipment and tachnology.

Bulgarla

1989: U.5, axports, $181 million

L8, impona, $59 millien
Food pracessing equipment, environmantal prolaction equipment,
consumar goods, transportation equipmant, machine tools, and
alectric powar generatian equipment.

Source:  Exporting News for the Oklahoma Business Communily, Oklakama lnlor
natienal Exporl Sonvices, July 1900, Trada Data from usiness America, Juna 18, 1699,

The U.8. government is, of course, interested in
seeing that more U.S.businesses develop their po-
tential for trade with Eastern Europe. Substantial
offorts are being made to encourage American
firms to find a niche in these markets and begin to
compete, In addition to standard export promotion,
other forms of international business suggestions
are the following:

a8

*  Contract manufacturing in Eastern Eu-
rope as a way toservice Western European
markets

* Licensing technology for the highly skilled,
inexpensgive labor force

* Business associations in complementary
businesses to provide Western marketing,
management and financial techniques

+ Joint ventures with existing firms as an
Eastern FEuropean partner or perhaps a
Western European partner to do business
jointly

* Creation of a new company, especially in
the increasing number of companies allow-
ing full or majority ownership as commer-
cial agreements are being finalized.

Two strategies in particular receive strong rec-
ommendations from many sources for dealing with
the Eastern European markets-trade fairs and
joint ventures. For example, the U.8. Department
of Commerce the recommendation for participa-
tion in trade fairs for new-to-market firms in
Kastern Europe, is as follows:

For centuries trade fairs has been the
entree of foreign traders in the markets
of Enstern FEurope, and they fill the
same role today., In fact, while trade
fairs have traditionally been a prime
mover of commerce in the region, they
will assume even greater importance as
a medium for bringing buyer and seller
together as the dramatic economic re-
forms in Eastern Europe open markets
and ereate new opportunities. Asalways,
they provide a center for communication
with the busineas community of Eastern
Europe, and an admission ticket inlo
these previously restricted markets. 16

As the emphasis on state trading gives way toa
proliferation of companies with new freedom to
engage in international trade, one can expect an
increase in the number of smaller, provincial trade
fairs outside the major eapitals, Participation in
these trade fairs may be a key to U.8. entry into the
$35-40 billion market now serviced mainly from
Western Europe.

For international business other than export
sales, joint ventures are a preferred form of West-
ern investment in Eastern Europe; especially, to
date, in the USSR and Hungary.



Business International summarized the key laws
for joint ventures (JVs) in the Eastern Europe
countries as follows:17

UUSSR: Foreign share up to 99%; 30% taxon JV
profits, with 100% tax holiday for two years after
first dectaration of profit; repatriated profits must
be fully covered by JV’s hard-currency earnings.

Hungary: 100% foreign ownership permitted;
government guarantees full repatriation of hard
currency; for JVs in high priority sectors, 100$ tax
holiday for first five years of operation and 60%
reduction thereafter.

Poland: 100% foreign vwnership; free repatria-
tion of hard currency; 100% tax break on JV profits
for first three years; later, reductions for JVs that
export.

Czechoslovakia: New JV law expected soon.
Foreign partner may own majority share; repatri-
ated profits must be covered by JVs hard-currency

East Germany: New JV law imminent; will set
49% maximum Western ownership, but exceptions
will be allowed on small ventures.

Bulgaria: Foreigner may own majority share;
full hard-cwrrency repatriation allowed; 20% tax
on JV profits.

Romania: Only five JVs registered; foreign
share limited to 49%; 30% tax on JV profits; new
law forthcoming,

Yugoslavia: Foreign share allowed up to 100%;
norestrictions on hard-currency repatriation; profit
taxes vary between republics.”

CONCLUSIONS
AND RECOMMENDATIONS

Recent reports in the business press indicate
that many of the largest American businesses
stand ready to develop markets in Eastern Europe.
One survey revealed that 35 percent of the largest
1,500 U.S. companies had plans for such business
with the most likely destinations being East Ger-
many (48 percent), the USSR (32 percent), Poland
(31 percent), Hungary (27 percent), and Czecho-
slovakia (26 percent).18

The question, of course, is whether those markets
can and will be developed by the smaller Oklahoma
firms and to what extent state policy should promote
that activity.

Some of Oklahoma’s {raditional exports such as
beef, wheat and petroleum will probably not be of
significant interest to the Eastern European buy-
ers. As pointed out by U.S. State Department
analyst John A. Cloud, red meat is still a luxury in
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the Eastern Bloc. Only Poland has historically
bought much wheat, and petroleum flows will be
mainly determined by policies of the USSR, which
has traditionally supplied most of the energy
needs.19

The recent history of Oklahoma trade with the
nonmarket economics, as shown in Table 10, re-
veals low and variable levels of exports heavily
dependenton a few relatively large sales.20 Based
on the survey above, it would be unrealistic to
expect major new Eastern European growth op-
portunities for more than a handful of Oklahoma
firms in the near future.

TABLE 10

Oklahoma Exports to Eastern Europe, China
and the USSR
{ thousands)

1989 1088

849075 . $27983
16,958 - 115,213

Destination Country
China. =
Yugoslavia
USShH.
Bulgaria

‘Czechoslovakia - :
Poland . i
Source: U.S. Department of Commerce, Buraau of the Census
Copyright © 1990 TRADE INFLO, Washington, D.C.

Nevertheless, the overlap of Oklahoma’s most
promising sectors for export growth and the prior-
ity needs of Eastern Burope does indicate opportu-
nities for the most aggressive and best prepared of
state producers and exporters with high quality,
technologically-advanced products. The recom-
mendation to pursue such ventures must be seen
as long-term market development and consider-
able commitment by the management of the pro-
gressive firms will be required to see efforts through
to fruition

Fortunately, Oklahoma’s public sector trade de-
velopment agencies are reasonably well positioned
to support firms with information, language and
market research needs. According to the latest
Annual Work Plan for Oklahoma International
Export Services, the export development arm ofthe
Oklahoma Department of Commerce, several



professionals with linkages to the many federal
assistance programs stand ready to consult with
exporters new to foreign business or new to market
area.2] With additional efforts to ensure assistance
representating firms at the traditional trade fairs
and locating guaranteed export financing, few Okla-
homa firms should be prevented from being able to
take advantage of feasible opportunities in their
product lines.
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