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INTRODUCTION

On April 29, 1982, the Select Committee on Indian Affairs held
an oversight hearing on economic development on Indian Reserva-
tions. This was to be a two part series: the first a hearing on eco-
nomic development issues on Indian reservations; he second to be
a compendium of papers providing an in-depth analysis of barriers
to such economic development. This compendium of papers is the
follow through to the April 29, 1982, hearings.

Since the day I was elected to the Congress, on October 24, 1963,
the continuing word I have received from Indian representatives in
both the House and the Senate has been the need for de, elopment
of reservation economies. The American Indian Policy Review Com-
mission (AIPRC) in its 1977 report to Congress identified economic
development and the desire to achie 6 economic independence as
the number one priority of the Indian tribes and their members.
Both the AIPRC and the 1984 Report of the Presidential Commis-
sion on Indian Reservation Economies stressed the need for such
development and set forth numerous recommendations.

While reservation economies remain for the most part abysmally
lacking, nevertheless there has been progress. Policies have been
put in place or made newly available attempting to meld Federal
initiatives with tribal management and private sector involvement.
Under the Nixon Administration, the Indian Self-Determination
and Education Assistance Act of 1975 and the Indian Finance Act
of 1974 were both enacted. The one provided for contracting of Fed-
eral programs by Indian tribes or Indian organizations, thus en-
hancing local control and management of Federal programs; the
other provided access to capital either through direct loans from
the Federal Government or from private sources through the aegis
of loan guarantee authority up to 90% of a loan coupled with an
interest subsidy to assure that the Indian borrower incur interest
at a rate no greater than that paid by the United States on obliga-
tions of comparable matueity (25 U.S.C. 1464).

For a number of years individual Indian entrepeneurs have had
access to Federal contracting through the Small Business Adminis-
tration's Section 8(a) minority business program, and more recently
the SBA has recognized tribally owned businesses as eligible minor-
ity businesses through this program. This program has been instru-
mental in opening the door to a small number of tribes for Defense
procurement contracts as well as contracts with other agencies.
However, the threat of "graduation" now jeopardizes some of tile
tribal manufacturing and business operations that have been gen-
erated through the program.

Throughout the years Federal grant or loan programs of modest
dimension have been available to Indian tribes. The Administra-
tion for Native Americans, a successor to the 0E0 programs begun
in 1964, provides grants to Indian tribes for social and economic de-
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velopment. With less than $30 million spread throughout the
Indian community, thes:: grants constitute little more than plan-
ning giants or seed money. The Economic Development Administra-
tion at the Department of Labor has provided funds for economic
development purposes. However, the efforts of EDA have yielded
mixed results at bestsome projects proving embarrassing faiiures,
some resulting in genuine success stories.

In addition tribes are and have been eligible for Federal grants
through Community Development Block Grants and Urban Devel-
opment Action Grants at HUD, and are eligible for industrial
grant programs and land acquisition loans through the Farmer's
Home Administration at the Department of Agriculture. More re-
cently, the Department of the Interior has put in place an econom-
ic development grant program designed to provide tribes with
equity capital to be matched with other tribal contribtions which
in turn may be used to attract private sector investment for devel-
'pment of a tribe's resources. This program began in fiscal year
1983 with funding of $10 million.

In recent years tribes and the Indian people have looked increas-
ingly toward their own resources, both human and material, and to
the private sector for economic development. In 1973 the American
Indian National Bank (AINB) was formed with capitalization of
$1.5 million provided lay investment of tribal funds in the bank
stock. By 1982 thirteen tribes had investments in the stock of the
AINB; the net worth of the bank had grown to $2.1 million and
bank deposits of $20.6 million more on hand.

Indian owned businesses have proliferated in the last fifteen
years. According to the "Red Pages: Businesses Across Indian
America" produced by LaCourse Communications Corporation (c.
1985), there are at least 5,179, American Indian owned businesses in
all 50 states whose projected combined earnings are expected to be
approximately $500 million. As noted in this publication, these
businesses appear in virtuallr every area of commercial endeavor:
agriculture, forestry, fishing, mining, construction, manufacturing,
transportation and public utilities, wholesale and retail trade, serv-
ices, and public administration.

The 1982 hearing of the Select Committee on Indian Affairs
graphically illustrates the success of the Mississippi Choctaw Tribe
in establishment of an on-going commercial enterprise in coopera-
tion with private sector initiative. A key element in this success
story was the issuance of an Industrial Development Bond by the
City of Philadelphia on behalf of the Tribe. In the 97th Congress,
Congress enacted the Indian Tax Status Act (P.L. 97-4 I3) recogniz-
ing Indian tribes as governmental units for most purposes of the
Federal Internal Revenue Code. While this Act does not recognize
the authority of tribes to issue Industrial Development Bonds, it
does acknowledge their authority to issue Municipal Bonds. The Ji-
carilla Apache Tribe of Arizona raised $30.2 million through a
tribal bond issue to purchase some 55,000 acres to be used for tribal
economic development purposes, and the Lac du Flambeau Chippe-
was in Wisconsin recently raised some $16 million through a tribal
bond issue to purchase the Simpson Electric Company, a manufac-
turer of electrical test equipment employing a significant number
of tribal members as well as non-Indian workers. The Cherokee
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Nation of Oklahoma is considering a tribal bond issue in the
amount of $70 million for development of a hydroelectric project
and the Navajo Nation is now considering use of tribal bond issues
as a means for funciing.future tribal economic development ven-
tures.

Consideration has been givin to inclusion of Indian reservations
within the Enterprise Zone concept recently before the Congress,
and at least two Indian tribes have taken steps to have their reser-
vations recognized as International Trade Zones as a means of
stimulating their reservation development.

Despite these success stories, it is clear that development of res-
ervation economies continues to be £. number one need. The social
pathology of the American Indian and Native Alaskan manifested
by high drop-out rates from educational systems, high incidences of
alcoholism, poor health, and low self-esteem, can be correlate,' di-
rectly with high unemployment rates stemming from lack of eco-
nomic activity at the reservation or community level.

The compendium of papers that are included in this Committee
Report consider some of the barriers to development of economies
within Indian country. In issuing this Report, it is the hope and in-
tention of the Committee to stimulate new thought and continued
consideration of innovative approaches that might be utilized to
assist our Native Americans in their efforts to raise their econo-
mies to levels commensurate with the rest of the United States.

MARK ANDREWS, Chairman,
Select Committee on Indian Affairs.



SURVEY OF INDIAN ECONOMIC DEVELOPMENT ISSUES

By Alan R. Parker with Charles Trimble

INTRODUCTION

The current Administration has consistently expressed a string
interest in the area of Indian Economic Development. A fedeal
policy supportive of the efforts of Indian tribes and organizations to
identify workable solutions to the deep-seated problems confronting
Indian reservation economies has been articulated. In the face of
severe fiscal constraints, the Administration has established an
economic development initiative designed to demonstrate through
the provision of modest grants, that there are indeed viable busi-
ness development projects in Indian country. Just as importantly,
this initiative represents an opportunity to use government aasist-
ance as an incentive to encourage the development of sound busi-
ness management and corporate organizational structures on the
part of Indian tribes.

Hoy .ver, it is conceded that the economic development programs
intenaed for Initiation in fiscal years 1983 and 1984 will, even with
optimum impact, be seen as quite limited in relation to the per-
ceived need. This raises the pertinent question of what other appro-
priate initiatives should be considered and undertaken, supported
or sponsored by Federal Government policy makers. In initiating
such a proposition, the qualifier "appropriate" is purposely itali-
cized. The reality is that the present Administration has set out
definite guidelines for defining what is appropriate and sound
policy in relation to the federal role in economic development as-
sistance.

Respected commentators, in analyzing the historical record of
federal economic development assistance, reinforce the primary
tenets of the Administration's policy. Namely, that simply "throw-
ing money at the problem," an approach perhaps best exemplified
by the EDA and BIA grant programs of the 1970s, not only failed
to achieve their defined economic development objectives but, in
many cases, made the situation worse. Examples are cited of
project failures which dissipated scarce tribal resources and provid-
ed no return for the federal dollar invested. Expenditure of public
money for public works projects intended to serve as physical infra-
structure supporting economic development projects have been
similarly criticized for poor planning and implementation.

Finally, such past federal efforts may have encouraged spend-
thrift and realistic behavior on the part of recipient tribal organi-
zations, (i.e. "It's only a grant" mentality). The failure of past ef-
forts to come to grips with the underlying causes of Indian econom-
ic under-development has been a constant theme found in the
available literature on Indian Economic Development.

(5)
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Consequently, as the Assistant Secretary has acknowledged, the
tremendous challenge consists in formulating strategies that may

,rve as the basis for federal initiatives which will not only avoid
the mistakes of the past, but are also compatible with current Ad-
ministration policy guidelines and fiscal constraints. This challenge
is only heightened when viewed in relation to the economic condi-
tions currently prevailing in Indian country. The under-developed
economy which characterizes the great majority of Indian reserva-
tions has been severely impacted by the current recession and re-
ductions in federally-supported income and job maintenance pro-
grams. It has been suggested that if only private sector employ-
ment and per capita income attributed to non-federal sources of
production were to be measured, the average Indian country unem-
ployment percentage of approximately 50 percent would increase to
80 percent and average per capita income would lower from $3,500
to $2,000.

Of course, it is probably impossible to srbstantiate such an esti-
mate given the currently available data base against which Indian
country economic conditions are measured. However, the point is a
valid one on most Indian reservations. A viable private sector econ-
omy does not exist and the public sector dominates with predict-
able consequences. In the face of such an imbalance, the cons,msus
recommendation of most economists is to emphasize such develop-
mental needs as physical infrastructure, human resource develop-
ment, and financial stracturing. Because capital is not internally-
generated and accumulated in hiclian country, business develop-
ment enterprises have to look to external sources which place the
multiplying factors off the reservation. Federally-subsidized
income, job maintenance, and administrative expenditures support
the local reservation economy, resulting in what has been labeled a
"patron-client" environment which is hostile to the development of
a true private sector.

Given this brief analysis, the question is logically posed: What
does it make sense for the Federal Government to do'? What role,
or course of actions, would avoid reinforcing the negative aspects of
the past federal role on Indian reservations while encouraging both
tribal ginernments and the private sector to fulfill roles that are
more appropriate to them?

The Federal Government clearly has an on-going responsibility
toward Indian tribes. Current circumstances appear to call for a
leadership role which does not involve inappropriate responses or
actions. The following report attempts to take this analysis and
question as a point of departure. In the process of surveying issues
relevant to economic development categorized under the headings:
"The Federal Role," "The Tribal Experience," "Legal Questions,"
and "Capital and Financing," the report identifies areas which the
Assistant Secretary may consider appropriate for development of
initiatives. It is also very important to point out that the survey is
based entirely on a review of authorities, reports and commen-
taries. Where particular observations, conclusions or recommenda-
tions are stated, reference is made to an identified source in the
form of published reports, studies and other documentation. The
reader will find there is a sizable budy of literature available on
the subject of Indian Economic Development. Much of the material

11



utilized for this report is of relatively recent vintage reflecting both
an increased level of interest in the subject matter and an increase
in the number of individuals who have acquired sufficient expertise
to publish their work.

The fact that a great deal of attention has been directed at these
issues resulting in published materials was of great benefit to this
research endeavor. Moreover, a major objective of this endeavor
was to organize and assemble this material into a single survey
document. Since many points addressed here are simply touched
upon in a brie; -anner, an extra effort vas made to insure accura-
cy in the citations. This should facilitate followup by readers who
wish to explore particular questions in more depth. While this
report attempts to be comprehensive in the sense that an effort
was made lo identify all pertinent issues (i.e., possible appropriate
federal initiatives), no attempt was made to treat any particular
issue in depth.

In summary, we hope the work will prove valuable in its purpose
of reviewing a broad range of possible federal initiatives in econom-
ic development. If it serves as a useful reference tool through accu-
rate citation of authorities and provides a context for the consider-
ation of specific issues, our modest objectives will have been real-
ized.

12



CHAPTER ITHE FEDERAL ROLE

she Federal Government exercises an extraordinary degree of in-
fluence over the total range of factors relating to economic develop-
ment on Indian Reservations.

At least nine cabinet-level departments and three individual
agencies presently have programs affecting Indian people.1 The
major departments with multiple programs relating to Indiana Are
Interior; Energy; Health and Human Services; Agriculture; Hou3-
ing and Urban Development; and Commerce. The Department of
Labor and Transportation also have major programs of importance
to Indians. Along with these, the Department of Justice handles
most of the legal problems affecting Indian rights. The independent
agencies with programs affecting Indians include the Environmen-
'-al Protection Administration, Small Eusiress Administration, and
',he Occupational Safety and Health Re' Commission.

In addition, a number of temporary commissions whose studies
and functions have undoubtedly impacted Indian interests have ex-
isted. They included such organizations as the American Indian
Policy Review Commission, the Commission on Water Quality,
Commission on National Policy on Gambling, and the Community
Service Commissior..2

Thus, any analysis of what may be done under the auspices of
the Federal Government to improve economic conditions and op-
portunities on Indian reservations should properly be conducted
against the backdrop of what is the present role of the Federal
Government. Fortunately, there is no lack of documentation both
as to the existing functions, activities and responsibilities of these
various federal agencies, but also as to their commonly recognized
deficiencies or sl.ortcomigs.3

' American Indian Policy Review Commission, "Fragmentation of Federal Indian Policy,"
Fowl Report, Vol 1, May 17, 1977 (Washington, D.C. Government Printing Office, 1977) p. 247.

2 Ad., p. 248.
'American Indian Policy Review Commission, Task Force Seven, Final Report on Reservation

and Resource Development and Protection (Washington, D.0 Government Pnnting Office 1967).
Other studies include.

General Accounting Office, "More Federal Efforts Needed to Improve Indian's Standard of
Living Through Business Development," (Washington, D.C.: GAO, 1978)

M Udall, 'Indian Natural Resources Development Act of 1979."
General Accounting Office, "Better Overall Planning Needed to Improve the Standard of

Living of White Mt. Apache of Arizona," (Washington, D.C.: GAO, 1975).
General Accounting Office, "Land Management Activities on Three Indian Reservations in S

Dakota Can be Improved," (Washing DC.: GAO, 1475).
General Accounting Of Tice, "Indian Natural Rest,. ices Dpportunities of Improved Manage-

ment and Increased ProduL linty," (Washington, D.C: GAO, 1975).
General Accounting Olice, "Expenditures Benefiting American Indians," (Washington, D.C..

GAO, 1975)
General Accounting Office, "Improving Federally Assisted Business Development on Indian

Reservations," (Washington, D.C: GAO, 1975).
General Accounting Office, "Land Leases on Fort Hall Indian Reservation in Idaho," (Wash-

ington, D.C: GAO, 1974)

(9)
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10

This section of the report will summarize publicly-available infor-
mation regarding the record of these agencies as well as the major
points of pertinent commentaries and studies which have critiqued
the impact of this federal role in Indian economic development.

Bureau of Indian AffairsTrust Management ol Natural Resources
The Congress, whose authority in the felt! of Indian affairs is

based on a legal principle commonly refei red to as the "plenary
power doctrine," 4 has delegated authority to the Secretary of the
Interior "to manage all Indian affairs and all matters arising out
of Indian relations" (Sec. 2 of Title 25, U.S. Code). Insofar as this
very broad authority bears on the federal role in Indian Economic
Development, it is important to keep in perspective the historical
origins of th und'erlying legal-political doctrines upon which this
authority is based. The primary source of this federal power may
be found in the Constitution. The Commerce Clause specifically
refers to regulation of "commerce with the Indian Tribes," (U.S.
Constitution, Art. I, Sec. 8, C1.3) as does the Treaty Clause (Art. II,
Sec. 2, C1.2) and the property clause (Art. IV, Sec. 3, C1.2) has been
interpreted to authorize federal control over Indian lands. This fed-
eral authority was exercised relatively early in the life of Congress
beginning with the first Trade and Intercourse Act (Act of April 18,
1796, Ch. 13, Sec. 4, Stat. 452 -58) and the Trade and Intercourse
Act of 1834 (Ch. 161, Sec. 3, 4 Stat. 729; 25 USC 263). These laws
regulated commercial transactions by which Indians sought to dis-
pose of land or other property in exchange for money, liquor, muni-
tions or ...ther goods.

In more recent times Congress has regulated Indian commerce
by fixing the terms and conditim s of mineral, agricultural and
glazing, and business leases as well as leases for other purposes.
Specific legislation also pertains to sale of Indian timber, contracts
with Indian tribes of tribal members, and the licensing of traders
on reservations.

The Supreme Court, in a landmark 1832 decision entitled Worces-
ter v. Georgia (31 US 515) characterized the relationship between
Indian tribes and the U.S. which resulted crom the assertion of this
broad federal power as "guardian-ward." The Court also interpret-
ed tiAe government's role as constituting a "trust relationship" in
the sense that the U.S. had, by retaining a fee title to Indian lands
and control over their disposition, assumed the responsibility of a
truster

yer the years, the administrati^n of these responsibilities by
the Department of Ii terior involved the appropriation of pu'ilic
funds for mat_agement of Indian property and resources. The
Bureau of Indian Affairs grew into a relatively large bureaucracy
and although its present day budgat is largely allocated toward

U S Congress, Senate, "Fina.icing the Economic Development of Indians and Indian Organiza-
tions," Hearing before Subcommittee on Indian Affairs, May 31,1973

Genera! Accounting Office, "Increased Income Could be Earned on Indian Trust Monies Ad.
ministered by the Bureau of Ind, an Affairs," (Washington, D C GAO, 19721

Joint Economic Committee, Toward Economic Development for Native American Communities,
91st Congress. 1st Season, tea.

' Felix S Cohen's Handbook of Federal Indian Law, 1982 ed "^ource and Scope of Federal
Authority" (Charlottesville, Virginia Michie BobbsMerrill, 1982), pp 217-220

14
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social service functions, a significant percentage is devoted to trust
management, natural resource, and economic development.

FY '83 budget requests for school operations, Indian services, and
management of facilities and general administration under BIA to-
taled $664.3 million. BIA's FY '83 budget for economic development
and employment programs, natural resources development, trust
responsibilities, r nd construction add up to $277.18 million, ac-
counting for approximately 42 percent of the sum allocated for
social services.5

For the purposes of our analysis, it is relevant to note that the
framework of laws and regulations governing administration of
BIA trust management duties, defined broadly, retains the basic
characteristics initially provided by Congress. Namely, Indian
tribes and individual Indian owners of trust property are not au-
thorized to financially encumber or commit trust resources except
with the approval of the BIA and in accordance with the specific
statutes and regulations governing each type of transaction.5 It is
important to note that these restrictions, on alienation and encum
bering of trust property, taken together with federal proscriptions
against state government taxation and regulation of trust re-
sources, have undeniably had the intended beneficial effect of pro-
tecting the Indian lands from being dissipated. Federal supervision
of such transactions has also served to protect Indian tribes and in-
dividuals from being the victims of fraudulent dealings. However,
contemporary commentators also agree that the degree of govern.
mental involvement in such matters has clearly acted as a deter-
rent to the interest of the non-Indian business community and has,
in certain instances, limited the flexibility of the Indian owners. At
least one writer has cited the "bureaucratic morass" involved in
negotiating a ground lease as a major reason dissuading developers
from pursuing rear cation -based projects.'

In addition to ie complexities and time-consuming procedures
involved in negotiating such a lease, the outside investor or joint
venturer is also confronted with the human fact lr in terms of BIA
contract officers and ree'ty specialists who often have no incentive
to expedite their review and action on such a document.5 As those
in the business world know full well, often time is of the essence
and an otherwise good deal can turn cold by the time final BIA ap-
proval is tendered. It is impossible to accurately document the
extent to which such factors have negatively impacted the poten-
tial for sound business opportunities in Indian country. However,
several reports have documented the position held by segments of
the business community that simply the knowledge that doing cer-
tain Kinds of business in Indian country necessitates dealing with
excess government red tape and, perhaps, incompetent officials has

"Select Committee on Indian affairs, US Senate, Budget Views and Estimates for Fiscal
Year 1981. (Washington, D C Government Printing Office, 1982), pp 4-35

6 Felix S Cohen's Handbook of Federal Indian Law. pp 214-216
'John Little, Development Financing Alternatives on Tribal Lands The Lender's Perspective,

NADSAT, (Tucson. Arizona University of Arizona, November 1981)
"General Accounting Office, "Land Leases on Fort Hall Indian Reservation in Idaho," (Wash-

ing-ton, D C GAO. 1974)
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been enough to forego the pursuit of business development possi-
bilities. a

The extent to which this factor has served as a broad-based ob-
stacle to reservation-based business development has not been doc-
umented in the available literature on the subject. Moreover, this
feztor should not be considered in isolation from such other consid-
erations as the uncertain legal protections available (under tribal
laws) for creditors and investors, or the complexities in doing busi-
ness with tribal governments."' (See Chapter Two, "The Tribal Ex-
perience," and Chapter Three, "Legal Questions Relating to Indian
Reservations-Based Economic Development.")

However, it is significant to note that the potential for effecting
positive change in this BIA role to a significant extent may be
found in the administrative discretion of such key governmental of-
ficials as the As&atant Secretary for Indian Affairs. This analysis
suggests that a review of relevant statutes, regulations and proce-
dures pertaining to the "trust management" role from the perspec-
tive of regulatory reforms aimed at facilitating reservation-based
business development could prove to be a very fruitful inquiry. Of
course, such an initiative should involve the close cooperation of
tribal officials as well as representatives of the business communi-
ty.

An illustration of such a change is the legislative proposal re-
cently adopted by the 97th Congress which is designed to make the
Indian mineral leasing law (25 USC 396 et seq.) more flexible.
Briefly stated, the present statute has been interpreted by the So-
licitor as limiting the authority of the BIA to approve alternatives
to a standard mineral lease. The pending bill would authorize a
broad range of joint venture agreements between the tribal or indi-
vidual Indian owners and energy companies, while still protecting
the beneficial aspects of the trust status of the resource and federal
trust management role. In addition to providing a needed flexibil-
ity to the law designed to facilitate development options, the pro-
posed amendments also have the advantage of making possible
tribal equity participation in such ventures. Unlike the leasing ar-
rangement in which the tribal role is that of a passive resource
owner, a joint venture enables a tribe to become an active partner
in the production phase, thereby expanding the benefits of owner-
ship (i.e., increased revenue potential and tax exemptions).

Since the available literature surveyed for this report does not
contain specific analysis of the potential for regulatory reform
across a broad range of issues, it is difficult to provide more specific
examples of areas to examine. Before concluding this section of the
repo-t, however, mention should be made of the significant
progress made in recent years in the Indian forestry area. The
record shows that a cooperative working relationship has developed
between tribal and BIA forestry officials which has resulted in both

Applicability of Enterprise Zones to American Indian Reservations, (Arlington, Virginia.
Charles Trimble Company with Free Zone Authority Services and Karl A Funke & Associates,
Inc , 1982).

" Eric Natwig, 'Institutional Barriers to Financing Development Projects is Indian CAntn-
try," Initiatives in Development Finance Creating an American Indian Development Finance
Corporation, Vol I (Albuquerque, N M American Indian Development Corporation, 1982)
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regulatory reform and enhanced sophistication by Indian forestry
managers."
BIA approval authority over contracts

Distinct from the BIA's natural resource management function is
the requirement that the Secretary of the Interior review and ap-
prove all contracts with Indian tribes or Indians. This requirement
has been codified as Section 81 of Title 25 of the U.S. Code and, in
relevant part, reads as follows:

No agreement shall be made by any person with any
tribe of Indians . . . for the payment or delivery of any
money or other thing of value, in present or in prospective,
or for the granting or procuring any privilege . . . in con-
sideration of services for said Indians relative to their
lands . . . unless such contract or agreement be executed
and approved as follows: . . .

It shall bear the approval of the Secretary of the Interi-
or and the Commissioner of Indian Affairs indorsed upon
;t . . . All contracts or agreements made in violation of this
section shall be null and void, and all money or ether
thing of valLe paid to any person by any Indian or tribe,
or any one else, for or on his or their behalf, on account of
such services. in excess of the amount approved by the
Commissioner and Secretary for such services, may be re-
covered by suit i . the name of the Unit& States in any
court in the United States, regardless of the amount in
controversy . . .12

Originally enacted in 1871, the contemporary application of this
law is apparently confined to contracts involving trust funds. (See
Brown v. U.S., 486 Fed. 658, 8th Cir. 1973) The federal courts have
also concluded that Section 81 is not applicable to a business corpo-
ration formed by an Indian tribe under state law. (See Inecon Agri-
corporation v. 'Tribal Farms, Inc., 656 F2d 498, 9th Cir., 1981.)

Since Section 81 appears to be of limited application, it has not
been singled out in recent commentaries or published reports as
particularly significant in terms of impact on reservation-based
economic development. However, the administration of the law cer-
tainly deserves review in order to determine its potential impact
and whether it should be included in any regulatory reform initia-
tive.

BIA trust funds investment function
Federal law has also charged BIA officials with the responsibility

for investing tribal and individual Indian trust monies. Task Force
Nine of the American Indian Policy Review Commission (-Inducted
wh, - is probably the most recent study of this activity and recom-
mended a number of statutory ana regulatory improvements."

" National Indian Timber Symposium, Treegonomus. Accountability and the M.nagement of
Indian Forest Resources, Final Proceedings of Sixth Annual Meeting (Spokane, Washington.
April 1982).

" U S. Code, Title 25, Section 81, p. 80
" American Indian Policy Review Commission, Task Force No 9, Law Consolidation, Revi-

sion and Codification, Final Report, Vol 1, September 1976 (Washington, D.0 Government
Continued

1?
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However, the focus of their inquiry appeared to be consolidating
and streamlining the law to eliminate duplication and confusion in
the law. It appears that the major deficiencies in BIA's manage-
ment function criticized in the past, i.e., investment practices
which resulted in interest yields which were much less than they
should have been, have largely been addressed."

The relevant laws require that trust funds be invested in govern-
ment securities in order to fully protect the principal. While the
trust beneficiaries may pledge the interest on trust funds as securi-
ty for credit extended by private lending institutions," the princi-
pal of trust fund deposits is not a source of development funds
unless the money is withdrawn from a trust account. It has been
suggested that alternative investment procedures may make possi-
ble the accumulation of an investment pool. This would appear to
be a fruitful area of inquiry with the objective of developing alter-
natives that would offer the same degree of protection for the prin-
cipal while allowing some degree of risk to the interest in order to
enhance the use of trust funds for economic development purposes.
Reportedly, the total am)unt of trust funds now managed by the
BI averages $1.5 billion. The key criteria to identifying viable al-
ternative procedures would be protection of the principal and that
tribal participation is fully informed and voluntary. The invest-
ment pool concept only becomes viable when a threshold deposit
level is reached, thereby making the cumulative interest figure sig-
nificant. However, whether truly viable alternatives are possible
can only be determined if the opportunity is provided to test a
range of ideas.

The Federal Government as developer and creditor
The activities and record of the federal government in adminis-

tering economic development programs have been exteniively cri-
tiqued by both government and private sources. The major pro-
grams that have provided assistance to enterprise development on
Indian Reservations are the Economic Development Administra-
tion, the Small 'Business Administration and the Bureau of Indian
Affairs. The General Accounting Office, noting that by the nature
of the programs, business ventures funded by SBA and EDA gene:-
ally involve greater risks than do typical new bu.iness ventures fi-
nanced through conventional sources, took these agencies to task
for inadequate review and monitoring of Indian business ventures
in a report released in 1975.16

our opinion," GAO stated, "EDA and SBA have not ade-
quately evaluated the feasibility of pruposed business ventures on
reservations before providing financing assistance. In some cases
these egencies did not require the development of all necessary in-
formation to permit a good evaluation of the business ventures'

Printing Office, 1976) pp. 143-144, 303-C11 See also General Accounting Office, "Increased
Income Could be Earned on Indian Trust Monies Administered by the Bureau of Indian Af-
fairs," Washington, D C. GAO, 1972)

" General Accounting Office, "Increased Income Could be Earned on Indian Trust Monies "
"Code of Federal Regulattons 25-CFR-91 13(d) See also Department of the InterLor Depart-

mental Manual 209 DM 8 2 3 and Bureau of Inchon Affatrs Manual 10 -SIAM 3 1 & 3 5D(2)
" General Accounting Office, "Improving Federally Assisted Business Development on Indian

Reservation
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prospects. In other cases the agencies provided financing without
requiring the resolution of known problems.

"Once financing has been provided, EDA and SBA did not moni-
tor the business ventures' operations to promptly identify deficien-
cies in these operations and to provide the assistance needed to cor-
rect them before they became so severe that they caused operations
to be discontinued."17

The Bureau of Indian Affairs assumed a greater role in reserva-
tion economic development with the passage of the Indian Finance
Act in 1974.18 The Act was passed to increase the availability of
funds to individual Indians and Indian tribes for starting or ex-
panding business enterprises on or near reservations. The GAO in
1977 found several program management deficiencies which hin-
dered the success of the Act. According to the GAO, the Bureau,
contrary to stated policy, made direct loans to relending organiza-
tions with continuous high delinquency rates. Furthermore, the
GAO found that loans were made without a reasonable prosy of
repayment. Cited was an example of a loan extended to an Ala-
corporation which owed the Federal Government more than $6 mil-
lion.19

An adequate accounting system was not in place to manage the
increased volume of funds for lending as a result of the Indian Fi-
nance Act. The GAO noted that this deficiency was brought to the
attention of the Bureau two years earlier, but not corrected.2°

Loan files were found to lack the required documentation on
loans made under the Guaranteed and Insured Loan Program.
"Some of the files reviewed were missing plans of operation and
adequate feasibility studied of the enterprises. Most of the files did
not have loan-closing documents, such as copies of notes and collat-
eral." 21

The GAO's review of loans in default indicated a limited evalua-
tion of loan proposals. GAO stated that the Bureau's analyses were
inadequate and relied on evaluations of commercial lenders which
were considered superficial.

Also noted was limited loan servicing by lenders )f guaranteed
loans. The Office of Audit and Investigatior of the Department of
the Interior stated that the Bureau must establish a monitoring re-
porting system, but BIA officials demurred, stating that it lacked
the staff or the funds to do 50.22

Another problem noted by the GAO was that short repayment
terms could impair the objectives of the program. "Short repay-
ment terms create a large repayment schedule in the formative
years of a new business and could possibly be a major factor in the
failure of some businesses."

p 75
I" Indian Finance Act, 25 USC 1451 et seq The act provides authority for the Secretary of the

Interior to administer direct loan, loan guaranty, and business development programs Although
the authorizing authority for the grant program expired in 1978, the direct loan and loan guar-
anty programs for FY '83 are funded at approximately $60 million and g15 million, respectively

" General Accounting Office, "More Federal Efforts Needed to Improve Indian's Standard of
I,iving Through Business Development," pp 31-33

"'bid , pp 33-34
" !bid , pp 34-36
22 Ibid , pp 37-74
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Another major deficiency found by the GAO, as well as the
American Indian Policy Review Commission and the Young Presi-
dents Organization were the limited management and technical as-
sistance provided. (YPO, an international education association,
submitted a report to the Secretary of the Interior in April 1977 on
the operations of the Indian Finance Act.) The GAO noted, for ex-
ample, that of the four defaulted guaranty loans examined, only
one borrower had received technical assistance.23 The American
Indian Policy Review Commission found that BIA staff lacked the
necessary skills to provide meaningful technical assistance. The
Commission concluded that the Agency did not have personnel who
were "appropriate to the requirements of a specialized technical as-
sistance effort. There are no specialized technicians within the
Bureau of Indian Affairs to provide for the rapidly increasing
demand for specific expertise in highly technical areas. The depth
of training aid necessary experience precludes using or retaining
existing personnel, in most cases. The present autocratic organiza-
tional structure is also not flexible enough to permit technicians to
move quickly from area to area."24

The Young President's Organization in a later study stated that
"On each visit, we heard pleas for meaningful technical assistance
and management help. We were unable to identify any case where
the IFA (Indian Finance Act) had provided effective technical as-
sistance, probably because it is available under the IFA Act as a
`last resort' source . . . such assistance was less than useful. A bud-
ding enterprise cannot wait for various government agencies to ne-
gotiate which one can and should provide technical assistance."23

To our knowledge, no follow-up studies have been published re-
garding the credit program in the five years since the 1977
GAO report. Re.eortedly, BIA credit officers, in response to the ear-
lier criticism, have been more conscientious in the project review
process with particular focus on financial analysis of loan applica-
tions. However, staffing levels have not increased and one must
assume that program capabilities in the loan servicing, monitoring
and technical assistance areas have accordingly suffered. It is inter-
esting to note that both the GAO and the American Indian Policy
Review Commission have recommended that all federal financial
assistance efforts directed at Indian-reservation business develop-
ment be consolidated into a single agency. The GAO recommenda-
tion was based primarily on the rationale that such a change
would achieve necessary coordination and efficiency in the use of
public funds." The AIPRC recommendation emphasized the objec-
tive of addressing the structural causes of Indian under-develop-
ment.2 7

23 Ibid , p. 42
" American Indian Policy Review Commission, Task Force Seven. p 129
1 "The Indian Financing Act of 1974," Young Presidents Organization Team Report cited by

GAO, "More Federal Efforts Needed to Improve Indians' " p 43
20 General Accounting Office, "More Federal Efforts Needed to Improve Indians' Standard of

Living . . " p 58.
" American Indian Policy Review Commission, Fznat Report, Voi 1, pp 360-362
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The Federal Government as customer
The potential for expanded business opportunities for Indian

tribes and individuals represented by government procurement of
goods and services was recently recognized at the Senate Select
Committee on Indian Affairs oversight hearings on Indian Econom-
ic Development.28 Witnesses at this hearing pointed out that the
industrial development possibilities associated primarily with
Department of Defense procurement contracts have the particular
advantage of being labor-intensive. The generation of productive
private sector employment opportunities has consistently been
identified as a priority by Indian leaders. Labor-intensive industria
development addresses a critical need on the resemation and the
resulting flow of capital, to the extent it is able to be multiplied
within the reservation economy, has an overall beneficial effect.

Federal law expressly provides for a preference to be accorded
"Indian labor and . . . the products of Indian Industry" in the
1910 Buy-Indian Act (25 USC 47). From a review of the record, it
appears that the Buy-Indian Act was intended by Congress to apply
specifically to the "Indian Field Service" of the Department of the
Interior. This authority has been employed by the BIA to restrict
contracting bids for certain governmental services to firms and er.-
terprises that are entirely owned by Indian individuals and tribes
A recent case decided by the U.S. Supreme Court sheds further
light on the applicability of the Buy-Indian Act. In Glover Construc-
tion Co. v. Andrus (466 U.S. 608, May 1980), the court concluded
that the contract bids for road construction projects could not be
restricted to Indian firms by the BIA. The court interpreted the
Buy-Indian Act to be limited by the Federal Property and Adminis-
tration Services Act of 1965 insofar as certain types of public work
projects, including road repair, are concerned.

In addition to the Buy-Indian Act, Congress enacted in Section
7(b) of the 1935 Indian Self-Determination Act, a preference au-
thority for "any contract, subcontract, grant, or subgrant pursuant
to this act, the act of April 16, 1934, as amended, or any other act
authorizing federal contracts with or grants to Indian organization._
or for the benefit of Indians" (25 USC 450e(b)). There has never
been as far as can be determined, an organized effort to implement
Section 7(b) a3 part of a governmentwide economic assistance
effort. A number of federal agencies which administer programs
"for the benefit of Indians" have reportedly acknowledged the ap-
plication of Section 7(b) to their contract and grant activities but
the full impact or implications of their preference authority has
yet to be systematically analyzed. The difference between the type
of "for the benefit of Indians' activities affected by Section 7(b) and
gcvernmPnt procurements generally, or su.:h as may be undertaken
by the DOD, is significant in terms of the type and scale of busi-
ness opportunities represented. Primarily, the difference may be
characterized as industrial versus social service. However, the po-
tential for significant additional business opportunities represented

" U S. Congress, Senate Select Committee on Indian Affairs, Overscght of Economic Develop
meta on Indian Reservations, April 29, 1982, pp 48-58
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by a systematic, full-scale implementation of Section 7(b) should
not be underestimated.

Although the full implications of the Glover case for Indian pref-
erence in BIA procuremer is will on'v be known over time, it seems
clear that a broader use for this In,:lan preference authority will
require Congressional action. For example, the Department of De-
fense FY '82 Appropriation Act was amended to authorize the use
of the Buy-Indian Act preference on a motion by Senator Peter Do-
minici (R., N.M.). According to recent reports, this amendment will
be withdrawn in the FY '83 DOD bill.29 In the interim, the DOD
Office of Economic Adjustment and Office of Small and Disadvan-
taged Business Utilization examined the question of an Indian pref-
erence policy and, according to reliable information, concluded that
the Buy-Indian Act authority was unnecessary. It was determined
superfluous to the existing preference authority for minority con-
tractors contained in Section 8(a) of the Small Business Act.

As discussed earlier, although the SBA ika) program has had
some success in assisting Indian-owned firms doing business in
major urban centers, its effectiveness in providing business devel-
opment opportunities for reservation-based Indian enterprises has
been minima1.3° Consequently, it would appear that an opportuni-
ty exists for constructive initiatives designed to greatly expand op-
portunities for Indian-owned business enterprises in terms of both
volume and variety. Whether the greater potential lies in legisla-
tively extending the Buy-Indian Act to federal procurement activi-
ties beyond the BIA, or in overcoming the deficiencies and obsta-
cles to effective use of SBA 8(a) preference authority, is a judgment
that can only be made through a more systematic assessment of
the facts and issues.

29 It now appears that the 97th Congr=ss did not act to explicitly repeal the Buy-Indian Au-
thority of the FY82 DOD Appropriation Act A number of Washingtoi, law fans have been pur-
suing legal arguments that this authority for Indian contracting preference by DOD is still
valid The 97th Congress also authorized a Buy-Indian Act preferer,:e in the "Indian set-aside"
for reservation road construction in recent legislation popularly known PE the Gas Tax Act (P L
97-424)

'"Ibid See also US Congress, House Committee on Small Business. Oversight Hearings on
Minority Participation in the SBA 8(a) Program, June 14.1982
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CHAPTER IITHE TRIBAL EXPERIENCE

Any study which proposes to make concrete recommendations for
the improvement of the economic condition on Indian reservations
must be made against the historical backdrop of tribal dependency
resulting from a century of colonial rule under the Federal Govern-
ment. Without this backdrop, it would be understandable for
anyone not familiar with Indian history to arrive at naive conclu-
sions and simplistic solutions.

From the historical point of view, the greatest deterrent to eco-
nomic development and growth in Indian country has been the ;m-
plementation of the manifest destiny doctrine, including the self-
fulfilling prophecy that Indians would disappear through physical
and cultural attrition and make way for U.S. expansion.' Through
much of the 19th Century, including the end of the treaty-making
era to the 1930s, federal Indian policy had been devised to speed up
the process of manifest destiny. The chart below illustrates the con-
tinuity of that policy through the years:

1800 1834 1880 1890 1900 1910 1920 1930 1940 1950 1960 1970 1980
I I I 1 I 1 I I 1 I I 1 I

Indian Wars

Treaties of Cession
Removal Era

A Dawes Act & Severalty Era

The Great Depression
IRA & The New Deal

The Termination Era & Relocation
New Frontier & Great Society Era...

Self-Determination Era...

It is well known that Indian tribes suffered the loss of land rightsin excess of $100 million acres during this period.2 These losses oc-curred through treaties forced on Indian tribes which extinguished
tribal rights to aboriginal homelands. After the Cession of Treatiesdecreed by the 1871 Act of Congress, separate statutes furtheropened up Indian land areas for homesteading. Finally, the 1887
Dawes Act authorized the sale of land to individual Indians.It is not difficult to see how Indian preoccupation with the sur-vival of their tribes and the protection of their lands against these
forces has left little time and resources for development. In fact,

' American Indian Policy Review Commission, The Economics of Indian Country," ChapterSeven, Final Report, Volume I, May 17, 1977 (Washington, DC Government Printing Office,1977) pp 305-307
2 K Kickingbird and K Ducheneux, 100 Million Acres (New York McMillan, 1973'

(19)
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through the 1950s and 60s, the threat of termination drove tribes
regressively deeper into a dependency attitude. In his Indian Mes-
sage of 1970, President Nixon recognized this cause and effect;
". . . the mere threat of termination tends to discourage greater
self-suffh, ;ncy among Indian groups." 3

The periods of New Frontier and Great Society programs
brought federal development assistance to Indian country at un-
precedented levels. However, the inherent inefficiencies and unco-
ordinated administration of those programs took away much of the
potential impact of these financial infusions.4 Accounts of these in-
efficiencies are well-documented in reports of the General Account-
ing Office, the American Indian Policy Review Commission, and
from other private and independent sources.5 It must also be re-
-membered that the years of relative affkence in federal assistance
were also years of massive social upheaval in America, including
Indian reservationsconditions not conducive to development!'

Therefore, the absence of any significant levels of development
on Indian reservations should be understood in the context of histo-
ry; and an historical analysis is in order at the outset of any in-
quiry into the tribal experience at economic development lest one
conclude that the tribal status constitutes an inherent obstacle to
development.

Tribal governments and economic development
An understanding of the experience in relation to econom-

ic development is equally important to an analysis of the federal
role. Since a tribe functions as both the general purpose local gov-
ernment which also owns and controls the tribal resource base, this
issue is particularly complex.

Traditionally, tribal governments have been viewed as public
sector bodies with responsibility for an obligations to tribal mem-
bers, including their economic and social well-being. In another
sense, however, a tribal government may be considered a "quasi

'11.S President, Message, "Transmitting Recommendations for Indian Policy," H B Docu-
ment No 363, 91st Congress. 2nd Session, 1970.

U S Congress, Joint Economic Committee, Toward Economic Development for Native Amen-
can Communities, 91st Congress, let Session, 1969.

American Indian Policy Review Commueion, Task Force Seven, Final Report on Reservation
and Resource Development and Protection (Wash, agton, DC Government Printing Office 1967)
Other studies include.

General Accounting Office, "More Federal Efforts Needed to Improve Indian's Standard of
Living Through Business Development," (Washington, D.C.: GAO, 1978)

M Udall, "Indian Natural Resources Development Act of 1979 "
General Accounting Office, "Better Overall Planning Needed to Improve the Standard of

Living of White Mt. Apache of Arizona," (Washington, D.C.: GAO, 1975)
General Accounting Office, "Land Management Activities on Three Indian Reservations in S

Dakota Can be Improved," (Washington, D.C.: GAO, 1975)
General Accounting Office, "Indian Natural ResourcesOpportunities of Improved Manage-

ment and Increased Productivity," (Washington, D C.: GAO, 1975)
General Accounting Office, "Expenditures Benefiting American Indians," (Washington, D.0

GAO, 1975)
General Accounting Office, "Land Leases on Fort Hall Indian Reservation in Idaho," (Wach-

in D.C: GAO, 1W74).
U.S.1J Congress, Senate, "Financing the economic Development of Indians and Indian Organiza-

tions," Hearing before Subcommittee on Indian Affairs, May 31, 1973
General Accounting Office, "Increased Income Could be Earned on Indian Trust Monies Ad-

ministered by the Bureau of Indian Affairs," (Washington D C GAO, 1972)
Joint Economic Committee, Toward Economic Development for Native American Communities,

91st Congress, 1st Session 1969
Vine Deloria, We Talk, You Listen (New York: Harper and Row, 1973)
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corporation," responsibl for the investment of tribal resources, for
managing those resources for the betterment of tribal members,

for ensuring that long -tern obligations to tribal members can
be fulfilled. Thus, the tribal council has particular financial and
budgetary responsibilities, including:

generating adequate revenue stream
authorizing expenditures
defining capital improvements
mak!ag tribal investments

In a manner typical of most governments these activities are often
done on an annual basis with little or no long-term projection.
Manageme.it of tribal resources is too often viewed as a short-term
venture, with incremental annual decisions where planning is
keyed to the tenure of elected officials.'

This analysis suggests that a productive area to examine for fed-
eral initiatives would be identifying incentives that would encour-
age the separation of tribal management of private enterprises
from the tribal government's public service organizational responsi-
bilities. Such e separation, if combined with other steps, should not
only work to support the ability of tribally-owned business enter-
prises to function on a more business like basis, but should also aid
the tribal govenment to focus more attention toward its govern-
mental functions.

Planning and development needs
As we have seen, prior to the 1960s, few tribal governments had

much in the way of revenue and/or programs, and planning, devel-
opment and management capabilities were not foremost in tribal
council priorities. However, I he rapia increase of federally-funded
programs in the 1960s and 70s and the increasing responsibilities
assumed under PL 93-638 for administration of BIA and IHS serv-
ices placed an immense burden on tribes to improve their capabili-
ties.

In addition, the new challenge to develop the reservation re-
source. to achieve "self-sufficiency 'presumed by most t o mean
adequate revenues for the ongoing economic and social well-being of
the tribal memberships, increases the urgency of tribal govern-
ments to effectively plan and market their reservation develop-ment potential.3

Over the past two decades, a number of federal agencies provided
assistance to tribes for planning and development, among them
0E0, HUD, EDA, and ANA. (See supra, Chapier One, "The Feder-
al Role.") Although management skills and techniques became
somewhat sophisticated over the years, the practices and priorities
of the separate local programs have tended .so mirror those of the
parent federal funding sources. As documented in studies by theBIA and DOL, "federal program management at the tribal level
were generally preoccupied with grant contract compliance rather
than with progress in an interlocking network of programs operat-

"Operational Considerations in the Organization of Indian Business Enterprtses," (Tucson,
Arizona. Office of Arid Land Studies, University of Arizona, June 1981)

U S Congress, Senate Select Committee on Indian Affairs, Oversight Hearing on 'ratan Eco-nomic Development, April 29, 1982.
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ing in tandem with tribal developmental goals." In order to safisfy
the federal funding agencies in their accounting and reporting re-
quirements, and federally-defined goals (often reflecting competh.g
intereqs of tie parent programs), the local tribal programs seldon'
coordinated among themselves toward overall tribal development.

With the massive budget cutbacks in FY '81, federal assistance
for reservation development planning has been decimated and
many tribes are consolidating the various planning-related func-
tiors. Reportedly, many tribes are also subsidizing planning func-
tions with tribal funds. The Administration for Native Americans
in HHS is holding out its rather limited funds as incentive for
tribes and communities to centralize and coordinate their social
and economic development planning. ANA's Social and Economic
Development Strategy (SEDS) program is seen throughout Indian
country as an effective program which initially challenges the
tribe to organize their planning and strategy capabilities, yet re-
frains from bureaucratic interference in the tribes' priorities or op-
erations thereafter.9

However, although the budget cutbacks appear to have eradicat-
ed duplications in tribal planning functions, the need for financial
and technical assistance for strategic, project-oriented planning is
even greater in view of the need to expedite economic growth and
investments for reservation development. Federal as. stance, per-
haps patterned after the successful aspects of ANA's SEDS pro-
gram by targeting specific management and planning needs, should
yield results.

The tribal enterprise
Many tribal governments own and, through various arrange-

ments of council committees and boards of directors, manage enter-
prises of varying degrees of scale. The enterprises range from retail
stores to major resorts, and include manufacturing, lumber milling,
agribusiness, fishing and food processing, and construction.

There are some successful profitable tribal enterprises providing
secure employment for tribal members and generally contributing
to the tribal goal of self-sufficiency. But these are few. At a recent
meeting of the American Indian National Bank (March '82) de-
signed to "showcase" successful tribal enterprises, the common in-
gredients to success appeared to be: (1) management systems that
provided for independence of action from political considerations;
(2) effective marketing strategies; (3) adequate capitalization; and
(4) an established reputation among the buyers and suppliers that
the enterprise dealt with:1°

Tribal enterprise has its fundamental justification and is impor-
tant to the reservation development scheme. Often the tribe is
owner of the lands and resources being exploited in the venture.
And it may be the major investor in the venture. In addition, tribal
enterprises are often the only way to secure needed federal assist-
ance for the reservation development enterprise.

U S. Congress, Senate Select Committee on Indian Affairs
10 Amer ..an Indian National Bank, Indian Ecunomic Develonment. Survival in the 19808,

(Denver, Colorado. AINB, March 1982).
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Most federal agencies or programs, by virtue of the federal trust
responsibility to tribes and the government-to-government eiation-
ship -ith tribes, are restricted from providing dire financial as-
sistance to reservation projects not owned by the see. Although
there are exception: such as the SBA and MBDA wnich target as-
sistance toward individually-owned businesses, their record of par-
ticipation by Indians is marginal. Where their assistance has been
effective, the impact on tribal economies is minimal since the bene-
ficiaries are largely Indian-owned enterprises located in urban
areas. This suggests two areas for attention: first, .modifying the eli-
gibility criteria for federal assistance which, under existing law,
must be provided directly to tribes to make possible directing such
assistance to the tribal enterprise itself; and second, exploring the
possibility of direct assist:. -,ce to tribally-owned enterprises which
is now be 0 pro-2-led to individual Indian entrepreneurs by such
agencies as MBDA and SBA

Tribal ownership and leasing
In contrast t' the marginal and sometimes ill-managed tribally-

owned and operated ini%stry is reservation -bared business devel-
oped under terms of a lease agreement wherein ownership in the
enterprise remains with the outside developer. Tribes and individ-
ual Indians are the beneficial owners of resources held in trust by
the federal government. In the name of a "prudent fiduciary,"
there has existed in the But eau of Indian Affairs a propensity to
support lease arrangements with outside interests to develop
Indian reservati...1 resources, including timber, agriculture, and
energy." Where this attitude has been present, the lease arrage-
ment has been viewed as assuring the most favorable retm - on
Indian resource development ventures since, tho trust relationship
implies as its corollary, incompetence on the part of the Indian
trust beneficiary.

Only in recent years have a few tribes succeeded in negotiating
joint venture agreements to develop natural resources which pro-
vide some of the benefits of ownership to the tribal oartner. In the
minerals development area, federal legislation is 'ow pending
which would enhance tribal joint venturing. (Senate B "l #1894
has passed both the Senate and the House and has been signed by
President Reagan.) But for the great majority of cases, what is
needed is simply a stronger, more skilled bargaining position on
the part of the tribes."

Management of Indian Tribes
The management challenge for Indian Tribes is one of gaining

experience as well as establishing a structure and system of man-
agement that allows for independence of their business enterprise
from political influence and bureaucratic interference. The lack of
high-level management capability has been identified as a major

" American Indian Policy Review Commission, Task Force Seven, Final Report on Reservation
and Resource Development and Protection (Washington, D C Lavernment Printing Office, 1976)See also Lorraine Ruffing, "Fighting the Substandard Lease," American Indian Journal,Volume 6, No. 6 (Washington, D.C.: Institute for the Development of Indian Law, 1980) pp. 2-8.

12 American Indian Lawyer Training Program, Summary of Proceedings on Seminar On
Indian Natural Resource Law and Finance, May 1979 (Oakland, California. AILTP, 1980).
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obstacle to accessing credit and attracting investors." Because
tribal enterprises are established for the development of tribally-
owned resources and involve a majority tribal investment, it is
often difficult to persuade tribal councils to relinquish control to an
independent board of directors or management team.

Difficulties between tribal councils and their business enterprises
may occur in a variety of ways. Typical symptoms of structure-
related operational problems include:14

Enterprises are not being allowed to purchase more goods
for sale because their budget has been exceeded, ever though
this would prevent the enterprise from making additional
sales.
An enterprise is not allowed to lay off tribal member em-

ployers during slow periods to maintain a balanced employ-
ment level, even though the employees may be idle at the
enterprise.
A backlog of work in the tribal accounting office prevents

the enterprise manager from receiving .m-to-date informa-
tion on the business, with resulting operational problems.
The tribal accounting office does not pay bills promptly

enough to take advantage of discounts. This raises costs for
the enterprise and is beyond the enterprise's control.

In addition, tribal councils come under local political pressure to
drain off tribal enterprise profits prematurely for tribal social pro-
grams or for distribution to tribal members as per capita payments,
often at the sacrifice of capital improvements, enterprise expan-
sion, or contingency reserves.' 3

These examples of tribal government/tribal enterprise manage-
ment problems clearly illustrate the inherent conflicts of interest
between political and busincas concerns. Improving the tribal
system to allow adequate separation of business from local politics
is essentially a local matter. However, a tribe can be expected to
respond to incentives from government and private sector partners.
Principal federal programs for tribal economic development assist-
slice are beginning to require, as a condition for federal financing,
that tribes produce evidence that tribal enterprises are insulated
from political influence. Increasingly, Indian economic develop-
ment seminars and conferences are finding the political-influence
link a major impediment to development. Furthermore, a number
of tribes are recognizing the criticism as valid and are putting into
place the governmental and corporate mechanisms to help remedy
the situation.

Image of tribes as business partner by business leaders
Studies over the past few years have effectively defined the prob-

lems that reservations confront in their attempts to attract busi-
ness to access private capital. A recent study on the applicability
of enterprise zones on Indian reservations revealed private sector
perceptions of Indian tribes which stand as impediments to invest-

13 John Little, Development Financing Alternatives on Tribal Lands The Lender's Perspective,
NADSAT (Tucson, Arizona University of Arizona, Novemb'r 19811.

" "Operational ConsideraLions in the Or,anization of Indian Business Enterprise."
" Lorraine Turner Ruffing, "The Navajo Nation: A History of Dependence and Underdevelop-

ment," The Review of Radical Political Ec momics, Volume 11, No. 2, pp 25-43.
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ment and business relocation on reservations." These factors, even
though they may be wi,,..g or do not reflect real situations in many
cases, still provide a rationale for limits to the activities and the
commitments made by businesses on reservation. The factors iden-
tified include:

Lack of Awareness. A significant barrier to economic devel-
opment on reservations is the overall lack of awareness
among business organizations of the opportunities that
might be afforded by Indian tribes and their resources.
Uncertainty to Commitment. Business representatives men-
tioned that many tribes seem uncertain about or even op-
posed to economic development because of traditional values
or fear of adverse consequences of growth.
Propensity to Consume, . t Invest. Some business represent-
atives felt that tribes tended to consume any resources
rather than holding a portion back for investment. This in-
ability to accumulate capital signaled to them that there is a
lack of commitment to projects because tribal capital re-
sources are not offered.
Unstable Political Climate. Because of frequent tribal elec-

tions and the role of the council in business decisionmaking,
business leaders felt that there is a constant level of political
activity that has to be taken into account in doing business
on reservations.
Protra7ted Negotiations. In doing business with tribes, busi-
ness representatives felt that there would be protracted dis-
cussions and negotiations, and were wary of getting into
time-consuming negotiations that might not lead to a com-
pleted deal.
Uncertain Business Relationships. Representatives of firms

are not certain of the conditions under which business is con-
ducted with tribes. This uncertainty pertains largely to
issues of contracts, collateral, taxes, sovereignty and jurisdic-
tion, and tribal courts.
Poor Economic Fundamentals. These relative economic din-
advantages include lack of access, distance to markets, inad-
equate infrastructure, etc.
Shortage of Capital. Many tribes have limited resources
available for investment in projects for economic develop-
ment. This is important, for such investments signal to busi-
nesses that the tribes' commitment to development is serious
and well-intended.
Labor Force Requirements. There are concerns about the
character of the labor force available on the reservations,
with low levels of skills and education in many cases. High
absenteeism and high turnover rates were alai!) mentioned as
barriers.
Bureau of Indian Affairs Intervention. Many businesses felt
that the intrusion of the BIA in any business negotiation is
not helpful and makes dealings with the tribes difficult.

"Applicability of Enterprise Zones to American Indian Reservations, (Arlington, Virginia:
Charles Trimble Company with Free Zone Authority Services and Karl A. Funke Associates,Inc ,1982).
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Having a third party participating in negotiations can
become cumbersome and counterproductive.

This sampling of opinions held by business leaders also suggests
the possibility for federally-sponsored initiatives designed to im-
prove communications between Indian tribes and the business com-
munity. With minimal expense, assistance to arrange open forums
that would bring leaders and technicians from both groups togeth-
er to exchange views and information should prove successful if ini-
tiated at a high-level. This proven method for government action
could be a vehicle to convey attractive business opportunities to the
corporate representatives while informing Indian representatives of
the expectations and business practices which are prerequisites to
sound business relations. In addition, when disputes between repre-
sentatives and tribal leaders arise, the occasion for expert federal
mediation assistance may expedite an appropriate compromise so-
lution, paving the way for a profitable venture that otherwise was
doomed to fail.

Venture appraisal needs
However, the removal of these impediments through corrective

tribal government action or through effective, federally-assisted
marketing is not the entire answer to reservation development.
Nor should these private sector perceptions imply that reservations
are rarely visited or approached by businessmen seeking opportuni-
ties for ventures. Tribal councils, particularly those with energy
and mineral resources, are host to a legion of marketers annually,
some with feasible proposals but most with questionable motives
and prospects. This points up a related difficulty attributed to
tribal government control of business development on the reserva-
tionthe need for better capability to assess venture opportunities.
Reportedly, real opportunities have been lost, and some poor ven-
tures undertaken as a result of inadequate assessment capabilities.
Again, federal assistance targeted at the specific area of need, ven-
ture assessment, has the potential for high yields in terms of reser-
vation -based project development rates of increase.

It is generally accepted that tribal capital investment and busi-
ness development decisions are necessarily part of the tribal gov-
ernmental process and that tribal governments need the best plan-
ning and development capability to make these decisions. Under
any standard of organizational analysis, the distinction must be
made between the policy role involved in reviewing a technical
venture appraisal, and attempting to make active analysis. Tribal-
e'ected officials are best equipped to represent those policy inter-
ests akin to a board of shareholders, weighing the pros and cons of
major investment decisions in terms of broad impact. Assistance to
them should be targeted at such an appropriate level."

"Operational Considerations in the Organization of Indian Business Enterprises."
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CHAPTER IIILEGAL QUESTIONS BELATIW2 TO INDIAN RESERVATION..
BASED ECONOMIC DEVELOPMENT

The unique, fv'erally-recognized status of Indian tribes includes
the following legal characteristics which are fundamental to any
analysis of the potential for development of reservation economies:

Indian tribeq may establish general purpose local govern-
ments which are essentially independent of state law. Tribal
governments are empowered to regulate commercial and
business transactions involving Indians and which take place
within their geographical/political jurisdiction.
Indian lands and natural resources are held in trust by the

Federal Government and as such are exempt from taxation.
Trust property may not be sold or financially /legally encum-
bered except with federal approval.
Indian tribes are immune from suit except when specifically

authorized by Congress.
The following chapter will briefly examine these legal questions

in order to identify their relevance to economic development issues.

Jurisdiction
Under federal law, tribal powers of self-government are derived

from two basic categories, inherent sovereignty and Congressional
delegation. Indian tribes possess certain inherent powers of self-
government which the law recognizes as being based on the quasi-
sovereign status they have enjoyed from time immemorial. Felix
Cohen, the most well-known legal scholar in the 'nienry of Indian
law, summarized the legal theories involved in the concept of in-
herent tribal powers as follows:

Perhaps the most basic principle of all Ind- n law, sup-
ported by a host of (court) decisions . . . is the principle
that these powers which are lawfully vested in an Indian
tribe are not, in general delegated, but rather inherent
powers of a limited sovereignty which have never been ex-
tinguished. Each Indian tribe begins its relationship with
the federal government as a sovereign power, recognized
as such in treaty and legislation. The powers of sovereign-
ty have been limited from time to time by special treaties
and laws designed to take from Indian tribes control of
matters which, in the judgment of Congress, these tribes
could no longer be safely permitted to handle. These statu-
tues of Congress, then, must be examined to determine the
limitations of tribal sovereignty richer than to determine
its sources or its positive content. What is not expressly
limited remains within the domain of tribal sovereignty.
(F. Cohen, Handbook of Federal Indian Law, 122 [1942])

(2'7)
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This fundamental concept of inherent tribal sovereignty contin-
ues to be the logical premise upon which contemporary court deci-
sions and Congressional legislation is based. While Congress has
overall acted more to limit rather than expand tribal powers, it
may clearly delegate pcAvers to Indian tribal governments just as it
regularly does to states and other local governments. For example,
Indian tribes may designate air quality standards under authority
of the Federal Clean Air Act, contract for the delivery of federal
services under the Indian Self-Determination and Education Assist-
ant Act (25 USC 450), or regulate the sale and distribution of liquor
on the reservation (18 USC 116). On the other hand, in the Non-
Intercourse Act, Congress limited the authority of tribes to dispose
of tribal lands and in the Major Crimes Act, the authority of
Indian tribes to enforce criminal laws was significantly E

It is not necessary for purposes f this report to comprehensively
list and comment on the Turrange of tribal powers. Although
there are exceptions, Indian tribes generally possess those powers
which are necessary to fulfill their role as general purpose local
governments.

What is pertinent for this study is a review of existing law to
define the scope of tribal authority to regulate commercial, corpo-
rate and trade activities and the relationship of this authority to
state law, particularly as applied to non-members engaged in com-
merce within the reservation boundaries. As noted above, the ap-
propriate lega, proposition to begin such an inquiry is the principle
of inherent tribal sovereignty enunciated by Felix Cohen in his
1942 treatise, Federal Indian Law. Cohen's analysis, in turn, is
based on the 1934 Interior Department Solicitor's opinion entitled,
"Powers of Indian Tribes," (55 ID. 14) which comprehensively re-
viewed the law as it had developed up to that time. In general, the
Solicitor opined that the Indian tribes' powers of "internal" sover-
eignty are only limited by express acts of Congress and tribes' own
actions, such as may be found in tribal constitutions restricting the
authority of tribal governments. Among other powers, this in-
cludes, "the power to determine the tribes form of government, eli-
gibility for membership, police power over the activities of mem-
bers, charter business enterprises, regulate commercial activity and
to tax members and non-members."

Although the fundamental principle of inherent tribal sovereign-
ty continues to be a viable starting point for such an analysis, con-
temporary court decisions have characterized this principle as a
"backdrop" against which present day disputes are resolved. In
short, the principle of inherent tribal sovereignty has not been re-
garded as disrnsitive of the type of issues contemplated in this sec-
tion. Rather, when one contemplates the legal issues of tribal-state
jurisdictional interaction one is confronted with some of the most
disputed and litigated questions in the field of Indian law.

The courts and Congress have departed from the status of the
law regarding tribal powers of government in Cohen's day in major
ways. Perhaps the most significant action taken by Congress is
adoption in 1953 of a statute commonly referred to as Public Law
280 which transferred a broad measure of criminal and civil juris-
dication over Indian tribes specifically to six states and authorized
all others to assume the same degree of authority. [Public Law 83-
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280 is codified at 28 USC 1360 and 18 USC 1162]. Subsequently, six
additional states assumed varying degrees of jurisidiction over
some or all of the tribes within their boundaries. (A comprehensive
review and analysis of the P.L. 280 experience may be found in
Carol Goldberg's article, "Public Law 280: The Limits of State Ju-
risdiction Over Indian Reservations," 22 UCLA L. Review 535
[1975].)

Public Law 280 expressly exempted from state jurisdiction au-
thority to tax or encumber trust properties or regulate Indian
hunting and fishing rights. However, until the Supreme Court's
recent decision in Bryan v. Itasca County 426 U.S. 373, (1976) it had
been assumed that State P.L. 280 civil jurisidiction included au-
thority to tax transactions involving Indian personal property as
well as regulate land use activities. However, the Bryan case sig-
nificaraly narrowed the scope of state civil authority to "adjudica-
tion" of civil disputes. Moreover, recent case law authority stands
for the proposition that this "adjudication" authority is only con-
current with and not exclusive of tribal civil jnrisdication. (See, for
example, Confederated Tribes of the Colville Reservation v. Beck
[E.D. Wee n.] Dec. 21, 1978.)

In 1968 Congress enacted the Indian Civil Rights Act (25 USC
§ 1301 et seq.) which required that Indian tribal governments
comply with a modified form of the Bill of Rights in the exercise of
their powers of self-government. Although this law was thought to
confer authority on the federal courts to review tribal actions
against the standards set out in the Indian Civil Rights Act, the
Supreme Court's decision in Santa Cora Pueblo v. Martinez, 486
U.S. 49 (1978) limited federal court review to habeas corpus peti-
tions. Consequently, although tribal regulation of business transac-
tions on the reservation are subject to the provisions of the ICRA,
assertion of such nghts are largely constrained to available tribal
judicial and legislative forums. This conclusion was recently af-
firmed by the 9th Circuit Federal Court of Ai.peals in ans-
Canada Enterprises, Ltd. v. Muckleshoot Tribe, 634 F.2d 474 (9th
Cir. 1980). The court correctly interpreted the holding in Santa
Clara Pueblo v. Martinez as only authorizing federal courts habeas
corpus jurisdiction in suits against tribes. A U.S. District Court
ruling had incorrectly used Santa Clara as authority to prohibit
enforcement of a tribal business licensing ordinance against a non-
Indian corporation. The 9th Circuit, recognizing the error, reversed
the District Court thereby affirming both the principle of tribal ju-
risdiction over such matters as well as the limits of federal court
jurisdiction over Indian tribal actions.

Independent of Congressional action, the federal courts have (as
one may have assumed) dealt with state-tribal conflicts not simply
on the basis of the theory of inherent tribal sovereignty. Rather,
beginning with load cases of Williams v. Lee 358 U.S. 217 (1959)
and Warren Trading Post Co. v. Ariz. Tax Comm. 380 U.S. 685
(1965) the courts have adopted dual theories referred to as the "in-
fringement test" and "preemptive federal :urisdiction". Briefly, the
courts examine the tribal-state jurisdictional conflicts to determine
whether the assertion of state power either "infringes on the rights
of Indian tribes to govern themselves," or "intrudes into an arena
of government action that had been preempted by the assertion of
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federal authority." For example, in the Warren case, the federal
Indian trader law, (25 USC 261 et seq.) were viewed as preempting
Arizona's attempt to levy taxes on transactions involving a licensed
Indian trader doing business on the Navajo reservation.

While this analysis is grossly over-simpliiled, especially in light
of more recent cases interpreting Williams and Warreh., the point
is that the results of subsequent law suits dealing w;',.h the clash of
tribal and state authority over commercial and business transac-
tions involving Indians on the reservation will be very unpredict-
able. Even though assertion of tribal authority over such matters
may be upheld in the courts, there is no assurance that such au-
thority will be exclusive of state authority. The trend would appear
to be in the direction of a case-by-case delineation of tribal jurisdic-
tion where evidence of careful tribal regulation along with the con-
nection of the activities to uniquely tribal interests is weighed
against the state's traditional interest in regulating non-Indian ac-
tivities.

Trust status of Indian lands and resources
The legal title to Indian lands and natural resources resides in

the United States as trustee while the tribe or individual owner, as
the case may be, possesses rights of occupancy and use as beneficial
owner. For purposes of this discussion, the basic characteristics
which result from this relationship are that trust la is and re-
sources cannot be sold, conveyed, or otherwise legally encumbered
(e.g., taxed, mortgaged, etc.) without the express approval of the
trustee. Under its Constitutional authority as derived from the
Commerce Clause, Congress may, by statute, terminate this trust
status or authorize the executive branch to approve the sale, lease,
conveyance or development of trust resources. However, in the ab-
sence of an express authorization by Congress, neither the execu-
tive branch nor state or tribal governments are empowered te dis-
pose of or otherwise place restrictions on trust resources. As noted
above, this has been interpreted to include the imposition of feder-
al, state and tribal taxes on trust property and on income directly
derived from trust resources by the beneficial owner as distin-
guished from a lessor or other third party.

Perhaps the best analysis of the trust doctrine may be found in
Reid Chambers' article on "Judicial Enforcement of the Federal
Trust Responsibility to Indians." 27 Stan. L. Rev. 1213 (1975). These
sweeping restrictions pertaining to Indian lands date back to the
actions of the 1st Continental Congress and its passage of the 1790
Indian Non-Intercourse Act which has since been codified at 25
USC 177. Subsequently, treaties between the U.S. and various
tribes have been interpreted as embodying a self-imposed duty of
protection toward Indian lands and resources on the --girt of the
Federal Government.

Over the years, complicated procedures for the sale of lands al-
lotted to individual Indians as well as the leasing of Indian lands
for grazing, agriculture, forestry development, mining, recreation
and other purposes have been codified in federal law and extensive
regulations developed (see, for example, 25 USC 415leases of re-
stricted lands for public, religious, educational, relreational, resi-
dential, business, and other purposes). The Secretary of the Interior
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and his designees administer these laws and regulations through a
network of national, regional and local offices, the net effect of
which is to insure that all Indian land-related transactions are
closely, although not always competently, supervised.

The provisions of Indian trust laws which are pertinent to our
inquiry relate to the terms and conditions applicable to the use of
Indiaa trust land for business ventures. Since only land allotted to
individuals may be sold, and only then under closely regulated con-
ditions (25 USC 404, 405), the use of federal leasing authority repre-
sents the primary alternative for developing of reservation-based
business projects. Assuming that development of a reservation
would involve the construction of buildings and other permanent
improvements to the land, the rights of individual entrepreneurs
and investors in the land and fixtures must be long-term and
secure. Without such security, the financial risk would be simply
too great except for very specialized kinds of enterprises. Relevant
federal regulations (25 CFR 131 et seq.) provide that trust land may
be leased for business purposes but such leases ". . . shall be limit-
ed to the minimum duration, commensurate with the purpose of
the lease, that will allow the highest economic return to the owrar
consistent with prudent management and conservation practic.s,
and except as otherwise provided f o r this section (e.g. 25 years) . . .
unless the consideration for the lease shall provide for periodic
review, at not less thant 5 year intervals, of the equities in-
volved . . . (such leases) shall not exceed 25 years but may include
provisions authorizing a renewal or an extension of one additional
term of not to exceed 25 years, except (a listing follows of reserva-
tions regarding arh:ch Congress authorized a waiver of the 25 yea'
limit, usually for a period not to exceed 99 years)"-25 CFR 131.8.

The leasing regulations go on to provide that improvements
placed on the leased land shall become the property of the lessor
unless specifically exempted therefrom under the terms of the
lease." (25 CFR 131.9) and, ''. . . a sublease, assignment, amend-
ment or encumberance of any lease or permit issued under this
part may be made only with the approval of the Secretary and the
written consent of all parties; (but) the lease may contain provi-
sions authorizing the lessee to encumber his leasehold interest in
the premises for the purpose of borrowing capital for the develop-
ment and improvement of the leased premises. The encumbrance
instrument must be approved by the Secretary." (25 CFR 131.12)

For purposes of analyzing the practical effects of these legal con-
siderations, the following discussions will examine the impact on
development project such as a shopping center complex or industri-
al park.

We assume, for example, that the potential tenants or occupants
of an Indian reservation-based development complex could include,
but not be limited to the following categories:

Individual proprietors, Indian and non-Indian
Tribc lly-chartered or created enterprises in which the con-

trolling ownership interest resides in the tribe
Corporations chartered or doing business under tribal au-

thority but not owned by the tribe
Corporations chartered under other than tribal law doing

business entirely within the reservation
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Subsidiaries, franchises or concessions of corporate entities
whose primary operations and residence are not on the res-
ervation

Regardless of the type of enterprise or the corporate status, the
major obstacle posed by Indian land leasing laws would appear to
be the limited term of years authorized under the law and regula-
tions for such leases. Unless the business is established on one of
the small number of reservations for which 99-year leases have
been authorized, a lease for business purpezzs is limited to 25 years
with a possibility, but not a right, to renew for an additional 25-
year term. While other requirements, such as the surety rule (25
CFR 131.5(c)) appear to be waiveable by the Secretary, the 25-year
term limit does not. This limit would obviously be of greatest con-
cern to business operations requiring significant capital invest-
ments in the form of improvements and fixtures. However, even
smaller businesses where the start-up costs are nominal may be
greatly inhibited if they could not be assured of longer term option
rights.

An additional consideration which could increase the financial
risk involved stems from the fact that a leasehold interest, as con-
trasted with a fee interest, except for special circumstances, is
simply not as useful for purposes of collateral. Lending institutions
and investors are traditionally reluctant to accept a leasehoid in-
terest which is not readily transferable and for which there may be
only a limited market. Although, as a practical matter, the same
limits may apply to fee land within a reservation, lending institu-
tions are much more comfortable with a known quantity, i.e., mort-
gages, assignments and liens.

The above discussion is premised on the assumption that a pro-

rposed
would situated on tribal land compared to al-

tseteci

be
' or fee lands within a reservation. Further, the assumption is

also made that no unusual purposes are contemplated for the land
which would call into play other "trust law" considerations (e.g.,
mineral development on the basis of a joint venture, significant de-
mands for ground water, or public purpose right-of-way, condemna-
tion actions for rail, road or power lines). There would appear to be
several management advantagef, as well as possible tax and juris-
dictional advantages in situating a development on tribal lands.
For example, securing the consent of sometimes multitudinous al-
lotment owners could be avoided and the decisional law would
seem to favor a tribe's legal argument for assertion of exclusive
tribal jurisdiction based on the fact that its vital economic interests
are at stake if tribal (versus fee lands) are involved. (See U.S. v.
Montana, 450 U.S. 544, 1981).

Despite the potential limits on a development project stemming
from the 25-year limit on trust land leases, our preliminary conclu-
sion is that an amendment to trust status law is not called for.
Many tribes have successfully attracted the type of enterprises con-
templated for such a development to reservations under existing
law. It lies within the discretion of federal executive branch policy
makers to facilitate leasing in a development within the param-
eters of existing law. One should be able to validly assume that the
Administration could make it a priority to cooperate with tribal
economic self-sufficiency initiativF4 as represented in such a pro-
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posal and existing law would allow Secretarial discretion in expe-
diting the approval of leases which are part of a development.

Perhaps the most crucial item would be the artful drafting of
provision for an extension of the lease which would favor the lessee
and have the effect of recognizing an enforceable option to renew.
Interior Department officials with extensive experience in such
matters should be consulted on this issue for a more definite inter-
pretation of the provision in question (25 CFR 313.8(a)).

In our view, the available literature on Indian economic develop-
ment trends leads us to conclude that Indian trust land restrictions
as represented primarily in the leasing laws, have not been a major
causative factor of Indian tribal under-development. While these
limits have undoubtedly had some inhibiting effect on potential de-
velopers, investors, and creditors, adequate land tenure rights are
available under existing laws, particularly where the economic en-
vironment for the enterprise in question is favorable and experi-
enced individuals are involved. In short, the suggested trade-off of
taking the land out of trust in order to facilitate or stimulate the
economic conditions simply does not seem justified or necessary
based on the law and the historical record.

Indian tribal sovereign immunity
This section reviews the relevance of the doctrine of sovereign

immunity from suit as it pertains to tribes and tribally-chartered
corporations. When considering pal cicipation in business ventures,
Indian tribes must carefully consider both the benefits and the li-
abilities which flow from such participation. It is the purpose of
this section to review the status of the law, extrapolate a t
from the available judicial decisions, and draw conclusions : to
probable coiaequences and legal ramifications of waiving 1. goal
sovereign immunity to the extent necessary to conduct business
with outside business entities.

The three major aspects necessary for review are:
1. The sovereign immunity from suit of a tribe when it acts as

a government in establishing a development project.
2. The sovereign immunity doctrine as it applies to a tribally-

chartered business corporation and subsidiary tribally-char-
tered corporations operating within the reservation.

3. Application of the sovereign immunity doctrine when a tribe
operates both as a government as well as when it authorizes
the establishment of tribally-chartered business corporations
independent of the Indian Reorganization Act of 1934 (48
Stat. 984; 25 USCA § 461-4'79).

It is a well established principle of law that Indian tribes, as sover-
eign entities, are immune from suit. (U.S. v. U.S. Fidelity and
Guaranty Co., 309 U.S. 506 (1940); Thebo v. Choctaw Tribe, 66 F.
3'72 (8th Cir. 1895); Maryland Casualty Co. v. Citizens National
Bank of West Hollywood, 361 F.2d 517 (5th Cir. 1966); Puyallup
Tribe v. Dept. of Game, 433 U.S. 165 (1977).) Such immunity may be
waived, either by Act of Congress or by the tribe itself under au-
thority of federal law.

Judicial decisions have consistently held that this immunity an
attribute of inherent tribal sovereignty, is not subject to attack so
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long as the tribe, acting as a government, asserts its immunity as a
defense.

Indian nations, as an attribute of their quasi-sovereign-
ty, are immune from such, either in the federal or state
courts, without Congressional authorization. Maryland
Casualty, supra, at 520.

Individual tribal members, however, are not protected by the doc-
trine when acting as individuals, but are protected by the doctrine
when acting in their capacities as tribal employees and officials.
Thus, the status of the sovereign immunity of a tribe is at this
point equal to that enjoyed by states and the federal government.

For purposes of the immunity issue, courts make no distinction
between a tribal government performing proprietary or govern-
mental functior

The fact that the Seminole Tribe was engaged in an en-
terprise private or commercial in character, rather than
governmental, is not material . . . The Supieme Court has
not hesitated to hold the immunity applicable in actions
for liabilities arising out of private transactions. Maryland
Casualty, supra, at 521-22. (Emphasis added.)

Tribal immunity from suit is ;herefore more extensive than that
of states and the Federal Government because tribes have not gen-
erally waived immunity, as many states and the Federal Govern-
ment have, on specific issues. This does nct mean, however, that
tribes are incapable of authorizing a limited waiver of their immu-
nity to induce the participation of non-tribal business firms in a
venture or business relationship.

As we have seen, limited waiver of tribal immunity from suit
may be a necessary prerequisite to a tribe participating in an on-
reservation business venture. The line of cases examined above in-
dicates an absolute immunity of the tribal government, absent af-
firmative tribal, Congressional or other federal waiver. Less clear
from the decisions if, the effectiveness of an aimplied waiver. Fur-
ther uncertainties arise on the issue of express tribal consent. The
question then becomes to what extent may the tribe itself waive its
sovereign immunity from suit.

The Indian Reorganization Act (IRA), supra, served to redirect
the federal perspective on U.S.-Indian relations. Passage of the Act
recognizea the sovereignty which Indian governments inherently
pressed. As such, the IRA was not a grant of power to the tribes,
but a federal reccgnition that those powers of self-government al-
ready existed. It attempted to induce Indian governments to adopt
a limited version of the American Constitutional form of govern-
ment. It has also been interpreted to acknowledge that tribes pos-
sess other governmental powers beyond those enumerated in the
IRA, so long as those powers had not been terminated by either
federal law or treaty.

Section 16 of the Act (25 USCA § 476) authorized tribal councils
to establish constitutions, and allows for tribal input into the Sec-
retary of the Interior's decision-making process when it affects the
rights of the tribe and its members. Section 17 (25 USCA § 477) pro-
vides for the incorporation of a tribe after ratification of a corpo-
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rate charter in a special tribal election. The tribal corporate char-
ter allows, among its enumerated powers, the following:

. . . such charter may convey to the incorporated tribe the
power to purchase, take by gift, or bequest, or otherwise,
own, hold, manage, operate, and dispose of property of
every detvaiption, real and personal . . . and such further
powers as may be incidental to the conduct of corporate
business, not inconsistent with law, but no authority shall
be granted to sell, mortgage, or lease for a period exceed-
ing ten years any of the land included in the limits of the
reservation . . .

An opinion of the Solicitor of the Department of the Interior (M-
36119, February 14, 1952) addressed the issue of the extent of the
power to make and nerform contracts and agreements under Sec-
tion 17 of the Act. The Solicitor stated that:

It seems to be clear that section 17 permits the Secre-
tary to grant to incorporated tribes far-reaching powers
with respect to the conduct of business activities, including
the making and performance of tribal contracts, and that
the Secretary is subject, in this regard, only to the limita-
tions expressly stated in the section . . . (It) is a purpose
of incorporation to provide the means for the conduct of
business activities in a business-like way . . .

It is apparent that the IRA was intended to encourage tribes to
incorporate, and once incorporated, to conduct business activities in
much the same way, and with many of the same powers as any
other business corporation.

The basic theory enunciated in earlier court decisions to the
affect that express Congressional consent is necessary before a
tribe or tribally-chartered corporation may waive its sovereign im
munity has been modified. The underlying rationale for such a
trend is the recognition that Indian tribes are not arms of the Fed-
eral Government, but separate, semi-sovereign governments.

In Maryland Casualty v. Citizens National Bank of West Holly-
wood, supra, the court examined the ability of a tribal corporation
chartered under 25 USCA § 477 to waive its immunity to a limited
extent. Section 9 of the charter allowed the Seminole Tribe to sue
or be sued, but excluded from the waiver the power to levy a judg-
ment, or execute a lien or attachment upon any of the property of
the tribe. Based upon the waiver as well as the rule of liberal con-
struction that doubtful expressions be construed in the tribes' favor
(See Squire v. Capoeman, 35 U.S. 1 (1956)), the Fifth Circuit found
that the tribe was immune from garnishment proceedings, and
thus validated the limited waiver found in the tribal corporate
charter.

In Nameka:on Development Co. v. Bois Forte Reservation Hous-
ing Authority, 516 F.2d 508 (8th Cir., 1975), the Eighth Circuit af-
firmed the decision of the U.S. District Court, Fifth Division, Min-
nesota. The district court concluded that a tribally-created subsidi-
ary corporation may be held liable for a contract violation while
the tribe which authorized the subordinate corporation retained its
sovereign immunity from suit. Basing its decision on the analogy
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that federally-created corporations do not acquire the sovereign im-
munity of the United States unless the law creating such corpora-
tions expressly conferred immunity, the court held that the Bois
Forte Housing Authority could be sued despite the fact that both
the Tribe and the Bois Forte Business Committee, a tribal govern-
ing body, were immune from suit. A tribal ordinance created the
housing authority and included a clause which stated:

The Council hereby gives its irrevocable consent to al-
lowing the Authority to sue and be sued in its corporate
name, upon any contract, claim or obligation arising out of
its activities under this ordinance. (395 F.Supp. at 27)

The court found this waivk.r sufficiently clear on its face to waive
any liability which might otherwise accrue to the tribe. Further,
the court discussed the power of the Business Committee to create
a limited purpose corporation and found that the Business Commit-
tee had that power. Citing Turner v. U.S., 248 U.S. 354 (1919), Felix
Cohen's Federal Indian Law, and Cohen's discussion of Thebo v.
Choctaw Tribe, 66 F.372 (8th Cir. 1895), the court indicated that
either tribal or Congressional consent was necessary before a tribe
may be sued.

Finally, the Court in Bois Forte stated that ". . . the power to
waive immunity is inherent in the power to assert it." 395 F.Supp.
at 28. In its holding that an IRA §477 tribe can waive its sovereign
immunity, the court in Parker Drilling Co. v. Metlakatla Indian
Community, 451 F.Supp. 1127 (1978) reached the same conclusion.
(See also Atkinson v. Haldane, 569 P. 2d 151 (Alaska 1977).

In a number of decisions, courts have held that tribal power to
waive immunity exists as a necessary incident of their ability to
conduct business as a corporate entity. Such a waiver should not be
seen as blanket authority to endanger tribal trust assets. The "lim-
ited" feature of any tribally-proferred grant of the right to be sued
should stop short of any possible encumbrance of trust assets. Such
limited purpose, tribally-chartered or authorized corporations
should be able to effectively enter into a conventional business re-
lationship. Narrowly-drawn tribal waivers of immunity should also
withstand strict judicial and Secretarial scrutiny.

A similar conclusion must be reached when analyzing the status
of Indian tribes which have elected not to organize under IRA.
Today, fewer than 50 percent of all federally-recognized tribes are
IP. ii chartered. Yet, virtually all of these tribes operate tribal gov-
ernments of varying degrees of complexity to the satisfaction of the
Secretary of the Interior and many other federal entities. If it pos-
sesses sufficient "federal attributes," a non-IRA tribe should be
subjected to the same judicial scrutiny as an IRA tribe. By logical
extension of this premise, if it is found to be an effectively func-
tioning tribal government, it must be found capable of exercising
its right to waive, to a limited degree, tribal sovereign immunity.
Consequently, there is little bes:0 to make a distinction: between
IRA and non-IRA tribes for purposes of evaluating participation in
business ventures.

As an alternative to such "waiver of immunity" steps, tribes may
also consider contracting with an insuror to assure liability to the
satisfaction of potential business partners. Tribes chartered under
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the IRA may wish to amend their charters to provide for limited
liability through an insuror as an alternative.

In conclusion, we note that as sovereign, a tribe cannot be sued
when it functions in its capacity as a government, absent an effec-
tive waiver of immunity. A tribe would be totally immune from
quit when it operates as a unit of government in establishing a de-
velopment, unless if effectively and voluntarily consents to a limit-
ed waiver, or otherwise contractually obligates itself to accommo-
date a business relationship. In any event, federal law would ex-
pressly prohibit a tribe from waiving immunity from suit for pur-
poses of exposing to financial risk its trust assets. As a further lim-
itation, any waiver of tribal sovereign immunity may contain an
express proviso that pursuit of any judiciable issue shall be subject
to the exclusive jurisdiction of the tribal court of that tribe, and
that the decision of the tribal court is final.

Although the trend in recent years has been away from a strict
interpretation of the requirement of express Congressional assent
for a limited waiver of tribal sovereign immunity to be valid, there
may still be room for questions on this issue. Courts have been ex-
amining the purposes of the waiver, impliedly considering the equi-
table grounds for allowing a valid waiver, and applying general
corporate business principles to their analyses of the cases brought
before them. The tribe as a business corporation, or certainly as a
tribally-chartered subsidiary corporation has been successful in cre-
ating a limited waiver of tribal sovereign immunity under condi-
tions that demonstrate that immunity has been knowingly and val-
idly waived. The tread in federal cants has also been to downplay
dist' ions between IRA tribes for the purposes of creating tribul-
ly-c.eated, limited purpose corporations. IRA and non-IRA tribes
may be held to the same standards when analyzing the extent of
their powers, including the ability to waive sovereign immunity.
However, without the tool of limited waiver of sovereign immunity,
Indian tribes may bc restricted in their efforts to develop and par-
ticipate in successful business development projects.

In summary, there appears to be a real value in efforts to resolve
legal uncertainties surrounding the question of who has jurisdic-
tion over business and commerce on the reservation which involves
non-Indians. From a business owner's point of view, such uncer-
tainties may serve as a disincentive to commit resources to projects
that MP' be subject to dual taxation or conflicting regulatory
claims uetween state and tribal_ governments. As noted above, de-
elopments in the law appear to be reinforcing the state's tradi-

tional prerogative to exercise authority over non-tribal members
where no tribal or federal interest is involved. However, tribes
have a clear interest in asserting regulatory and taxation authority
which would enhance their economic position as well as enable
them to offer incentives for business development by non - Indians.

It is not difficult to justify a federal interegt in resolving these
legal uncertainties through supporting the tribes in creating an
economic climate favorable to private enterprise development.
Thus, a worthy initiative which the administration may wish seri-
ously to consider lies in the area of tribal business law develop-
ment. Nearly all tribes lack the most basic business licensing, in-
corporation and regulatory laws which would protect the legitimate
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creditor, investor and consumer interests of Indian and non-Indian.
Such law development, if coupled with adequate enforcement capa-
bilities, could not only create a favorable environment for private
enterprise growth on reservations but also strengthen a tribe's
legal position in the face of competing or conflicting state govern-
ment jurisdictional assertions. Cr course, careful consideration
needs to be given as to how federal assistance and support in this
e- ea could be accomplished most effectively and with economy of
resources.
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CHAPTER IVCAPITAL AND FINANCING

Nearly all informed observers and commentators have identified
the difficulty in accessing capital as an overriding problems inhibit-
ing economic development in Indian country. This includes devel-
opment capital as well as commercial financing for business
projects. For ail but a few economically-advanced tribal communi-
ties, the accts to and integration with financial markets is simply
non-existent.' However, although "accers to capital" is a problem
with consensus priority in all sectors of Indian economic develop-
ment advocacy, the more fundamental problem is the absence of fi-
nancial structure which would allow for capital formation within
Indian communities.

Little credit intermediations or savings institutions of any kind
exit within Indian reservations. There are virtually no savings and
loan associations, mutual savings banks, finance companies, invest-
ment companies, real estate investment trusts or insurance compa-
nies. Thus, capital flows out of the reservations to the non-Indian
"bordertowns," and is not multiplied within the reservation econo-
mies. The sometimes large demand deposit accounts of tribal gov-
ernments or tribal programs are necessarily handled in off-ret i...a-
tion banks, and millions of dollars in Indian trust funds are invest-
ed Li. 'ley markets throughout America. If tribal governments
and incl. viduals are depositing, conducting payment transactions,
and investing in money market instruments via financial institu-
tions outside of reservation economic systems, it follows that there
are few opportunities whereby savings can accumulate indigenous-
ly.

Recent studies addressing the problems of tribal economies, par-
ticularly those of Sioux Indian economist Robert W. McLaughlin,
who has characterized the reservation as a "capital desert," are at-
tributing the phenomenon to the pervasive dependency of reserva-
tion life on publicly funded subsidies and the non-bank intermedia-
tion of federal assistance program administration.2 These factors
must be taken into account to fully comprehend the Indian reser-
vation economic situtation.

Eric Natwig, in his report on Institutional Barriers to Financing
Development Projects in Indian Country, discussed the reservation
economic contexts:

' John R. Brown, "Report on the Economic De-,e Jpment Needs Assessment Survey," Inita-
lives in Development Finance: Creating an Arne van Development Finance Corporation, Vol I
(Albuquerque, New Mexico. American Indian I evelopment Corporation, 1982). See also Ameri-
can Indian Policy Review Commission, Task Force Seven, Final Report on Reservation and Re-
source Development and Protection (Washington, D.C.: Government Printing Office 1967)

2 American Indian Policy Review Commission See also Robert W Mci aughlin, "Notes on
Indian Economic Development," Ft. Yates, North Dakota. Standing Rock Sioux Tribes, March
1982 (revised draft)

(39)
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Generally, Indian reservations are located on lands
which possess marginal resource bases remote from major
markets. Indian management skills are underdeveloped;
entrepreneurship of any significance is only recently
emerging. Physical infrastructure is underdeveloped or
nonexistent. Capital accumulation has been very limited
and capital is unevenly distributed among tribes.3

Reportedly, even when tribes have established fairly sophisticat-
ed shopping centers to serve reservation markets, many people
(particularly federal employees who comprise a significant portion
of the reservation markets) would do their weekly shopping off the
reservation to take advantage of the availability of liquor, bowling
alleys, golf courses, and other amenities not found on most reserva-
tions. Of course this consumer behavior pattern is also found
among non-Indian rural communities.

Accessing credit and commercial financing
Commercial lending institutions have reportedly operated on the

premise that there are extraordinary financial risks involved in
commercial lending to reservation-based business enterprises. Al-
though sources and amounts are limited, individual Indians have
been much more successful in securing funds through commercial
lending insitutions near the reservations than tribal enterprises;
and consumer credit has far outweighed business loans to individ-
ual Indians. Availability of such financing is hindered by two un-
certainties from a commercial lender's perspective: (1) trust status
of most real property and (2) jurisdiction of debtor and security in-
terests.*

Commercial lenders require collateral for their loans. The lack of
authority for tribes or individuals to use their lend, their main
asset, as security, requires that they most pledge other assets. Pri-
mary sources of collateral that lenders have indicated they will
accept are certificates of deposit assigned to the bank or ass.Ign-
ment of lease rental income collected by a third party. However,
even if such sources of collateral were pledged, ofir-4ervation lend-
ers perceive reservation-based loans as risky for :'air reasons.
Banks fear that in the event of a loan default, they- 'ocourse may
be limited. If the tribe which is reqaestivg r loan has not organized
to the extent that it has a corporate charter, cannot "sue or be
sued," and a bank therefore could not reer-,..sr a potential 'toss
through legal action in court. Furtherraore, off -reservation lenders
who are not tribal members, arP apparently reluctant to press
their claims in tribal courts as they feel they would be at a disad-
vantage in tribal proceedings.

Among other problems noted by lenders is the expense of servic-
ing loans to reservation Indians. These costs include those relating
to the distance of reservations from tending institutions and the ad-
ditional time required to properly monitor loans where manage-
ment problems may be perceived tc he at issue.3

3 Eric Natwig, "InstittiLlmal Barriers to Financing Development Projects in Indian Country,"
Initiatives in Development Finance: Creating an American Development Finance Corporation,
Vol. I (Albuquerque, New Mexico- American Indian Development Corporation, 1982) p 3

(bid, p 11-12.
5 End, p 12
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For the reason noted above, loans to reservation Indians are gen-
erally considered to be high risk loans. In order to minimize risk,
banks have required up to 100 percent federal loan guarantees. Be-
cause the bank s exposure has been reduced to only the administra-
tive time taken to process loans, it has been reported that the
banks had no incentive to properly monitor these loans, and this
contributed to project failures. An official at the Bank of America
stated that in light of the substantial reduction in federal loan
guarantees, it was likely for his bank that loans to Indian ventures,
among other minority loans, would be curtailed.6

While commercial-lending institutions' reluctance is justified in
part, a major cause is a perception in the industry that is based on
misinformation or on lack of knowledge of alternative ways to
secure such financing.

The American Indian National Bank (AINB) has specialized in
reservation based financing for Tribal enterprises and has pio-
neered a number of lending techniques that offer promising alter-
natives.? Naturally, AINB's small size and distance from the reser-
vations has limited its ability to expand financing service. Howev-
er, it may be appropriate for the ndministration to consider spon-
soring an information service directed at the banking industry to
encourage their willingness to extend credit to Indian enterprises
based on proven lending techniques that are viable alternatives to
conventional forms of collateral and security interest protection.
Development financing

Sources of equity or development financing are urgently needed
to complement commercial lending to Indian country. Business en-
terprise start-up costs need to be financed in ways that will not
overburden the project during development phases. It has been
pointed out that commercial banks are not appropriate to finance
development projects, which require long-term financing because
banks, in order to maintain liquidity, primarily loan for the short
term.8 According to Nancy Barbe:

Banks provide the least desirable form of financing for a
small growing firm. They provide only debt, the amortiza-
tion of which reduces the ability of a small firm to reinvest
profits and grow. FurthEnnore, shorter term financing
sharply increases the debt service demands on a firm pre-
cisely at the time when their demands for capital are the
greatest, further constraining the growth of small firms. 9

"Venture capitalists," who provide longer-term investment cap-
ital, specialize in high-risk ventures and it would appear that this
is a much better suited form of financing for reservation ventures.
However, venture capitalists favor high technology, high return
ventures with extremely fast growth potential with sound manage-

6 , quoting "Personal communication with Cecil Byrd, Vice President, Bank of America,
Los Angeles, California, April 13, 1981

7 American Indian National Bank, "Guidelines for Tribee and Tribal Businesses on Obtaining
Bank Financing," Indtan Economic Development Survival in the 1980s. (Denver, Colorado.
AINB, March 1982)

Eric Natwig, p 13.
'Ibid, citing Nancy Barbe, "Financing Rural Business. An Analysis of Sources of Long-Term

Capital " Paper prepared for the National Rural Center, March 1980, p 9
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ment. Reservation enterprises are generally conventional in nature
and are thus less attractive. Experiences management is perceived
to be lacking. Also the remoteness of reservations place them at a
disadvantage in attracting venture capital, as venture capitalists
generally concentrate on firms located close to their 0:fices so they
can maintain close advisory relationships with the enterprises they
finance.'°

Tribal funds constitute a source of development financing which
has been used successfully by a small number of tribes endowed
with significant income producing natural resources. Forestry and
mineral resource development in particular has produced a source
of tribal funds on some reservations which has been invested in
Indian-owned business enterprises providing jobs and leveraging
additional capital from private sources. The experience gained by
such tribes as Warm Springs, Navajo, Yakima, Jicarilla, Apache,
Shoshone, and others, to name only a few, is worth examining
closely. Where such capital has been soundly managed and invest-
ed, a true measure of success has been gained. Unfortunately, the
investment record of even "resource rich" tribes is not free of fail-
ure and the level of pressures of distribute such income to the
tribal membership through per capita payments can be dificult to
withstand. Moreover, there is a natural reluctance on the part of
elected tribal officials to expose scarce capital resources to the risks
associated with developing enterprises. As discussed earlier in this
report (see Chapter I11"The Tribal Experience") tribal officials
perceive a need to appraise project proposals in a more effective
manner. Even if tribal funds can be successful leveraged to induce
private sector investment, they are quite limited in relation to the
need and once committed to a project they naturally lose their
liquid status."

These development finance investment ccncerns raise the ques-
tions of whether the selection criteria used to evaluate Indian eco-
nomic development projects in the past has been adequate to meet
the need. In a recently published work by Indian economist Dr.
Ronald Trosper, it is suggested that the record of project develop-
ment in Indian country reveals a preoccupation with narrowly-de-
fined financial feasibility evaluation criteria and that this accounts
ii. l'arge measure for the relatively high failure rate." Basing his
analysis in part on the experience gained in less developed coun-
tries where economic conditions are strikingly similar to Indian
reservations, Trooper c^ncluded that effbdive project selections cri-
teria must be much more lophisticated and comprehensive. That is,
economic development in Indian country must be based on an accu-
rate economic profile of the reservation that realistically identifies
growth potential and also takes social cost-benefits into account.
The Albuquerque -based American Indian Development Corporation
has recently been engaged in field research to test Trosper's work
through analysis of actual project proposals on selected reserva-
tions. The objective is to develop a workable model that can be

", (bid , citing Nancy Barbe, pp. 4-6.
" John R Brown, "-Report on the Economic Development Needs Assessment Survey
11 Ronald L Troeper, "Guidelines for Project Evalu :tam on Indom Reservations, Initiatives

in Development Finance Creating an American Indian Development Fin, -ce Corporation, Vol II
(Albuquerque, New Mexico. American Indian Development Corporation, 1)82)
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used on a practical level by business development specialists This
suggests that an appropriate initiative for consideration by the ad-
ministration would be to explore possibility of applying such
project selection criteria methods to federally-financed assistance
programs.

Public financing
A proven method of economic development financing that has re-

cently been the focus of attention in Indian .affairs is the use of
local government revenue bonds. States, counties and municipali-
ties have marketed tax exempt revenue bonds to generate develop-
ment funds that can be used to underwrite physical infrastructure
costs associated with industrial parks, manufacturing plants, utili-
ties, etc. The recently enacted Tribal Government Tax Status Act
authorized Indian tribes to offer tax exempt bonds on a par with
States and state government subdivisions but restricted the typef
of activities to be financed to essential public purpose functions."
That is, the law explicitly withheld authority to offer Industrial
Development Bonds.

It is probably too early to evaluate the impact of this limitation
and since the concept of tribal government revenue bonds is so new
to the Indian economic development field, it is premature to assess
the viability of this public financing mechanism. A conventional
source of repayment by local governments for such bonds has been
property tax levies or income generated by the activity to be fi-
nanced given the limitations on a tribal tax base (i.e., trust proper-
ty within a reservation is exempt from tribal taxes). Tribes will
have to identify other forms of secure income in order to attrs,*
investors for tribal bonds. Notwithstanding such limitations, it
would seem appropriate for the administration to explore the possi-
bility of sponsoring an information program that would address for
an Indian and non-Indian audience the practical and theoretical
questions related to Tribal government revenue bonding potential.

The American Indian Development Finance Corporation proposal
A review of the literature on Indian Economic Development

issues would not be complete withou;:. reference to the proposal to
establish an American Indian Development Finance Corporation
(AIDFC). The American Indian Development Corporation, a non-
profit Indian organization based in Albuquerque, New Mexico, has
sponsored and coordinatr'd an extensive 4-year research effort cul-
minating in the AIDFC proposal. This research was initiated for
the purpose of assessing a major recommendation of the American
Indian Policy Review Commission. Namely, that a development
bank type of institution can be estaolished to address the need for
development capital which was said to exist throughout Indian
Country.

As noted earlier in this report, studies on Indian economic devel-
opment problems, particularly those conducted by the GAO have
uniformly questioned the ability of federal financial assistance
agencies effectively to meet Indian business development nezds.

'3 U S Congress, House of Representatives, "Indian Tribal Governmental Tax Statue Act of
1982." P L 97-473, Title 11 of Tax Treatment of Periodic Payments, pp 4-K
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There would appear to be a consensus that government adminis-
tered economic development assistance Efforts suffer from inherent
constraints and inefficiencies in relation to the private market
mode of operation. There appears to be equal agreement regarding
the converse of such a proposition. Namely, if Indian owned busi-
ness enterprises are to succeed, they must be able to survive in the
private economy. Thus, financial assistance and capital investment
directed at Indian business enterprise development can only be ef-
fective if it relies on the principles underlying the operation of a
private sector economy.

The study conducted by the American Indian Development Cor-
poration entitled, Initiatives in Development Finance: Creating an
American Indian Development Corporation is based on this funda-
mental assessment."

Recently published as a two-volume series, this study documents
the experience gained in the Indian economic development field
and concludes that in the critical area of access to private develop-
ment capital and commercial financing, the obstacles that exist in
Indian Country can only be overcome on a meaningful scale if an
institutional approach is taken. Their analysis relies in large meas-
ure on the lessons learned in development finance by the it orld
Bank family of institutions but also analyzes the experience base of
domestic development corporations and private, venture capital
firms. The absence of a true private sector end financial structures
on most reservations, the jurisdictional uncertainties confronting
lenders and investors, unique land tenure and ownership issues,
the lack of business management skills on the part rf the local in-
digenous population and unique cultural considerar4 are circum-
stances which characterize both Indian country a le so-called
less developed countries (LDC's) wherein a vi ealth experience
has been gained by the World Bank. Of course, the primary focus
of the World Bank has been to provide financial and technical as-
sistance designed to make it possible for the LDC's to access inter-
national financial markets and private investors.

The American Indian Development Finance Corporation is de-
signed to approach the problem of access to capital and financing
in a manner which is tailored to the unique conditions which exist
in Indian country. The actual design of the institution, its proposed
functions, operating principles and organizational structure are dis-
cussed in Volume 1, Part 7 of the AIDC report. This paper was
principally developed by Dr. Lorraine Ruffirg, an economist with
extensive experience it Indian economic development who is pres-
ently employed with the United Nations in Geneva, Switzerland.
During the course of its research on the ATDFC proposal the AIDC
consulted with a wide range of specialists in the development fi-
nance field as well as Indian business development practitioners
and economists. In this process it was concluded that it was u like-
ly that such as institution could ever be established by relying ex-
clusively on private investments due to the inability to offer a com-
petitive rate of return on investment, at least over the short and

"American Indian Development Corporation, Initiatives in Development Finance Creatim
an American Indian Development Finance Corporation. Vol I (Albuquerque, New Mexico
American Indian Devehnment Corporation. 1982)
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intermediate term. Moreover, the ability to combine tax incentives
and guarantees in its investment and borrowing functions has been
deemed necessary for its operational viability and would only be
possible if the institution were delegated such authorities by gov-
ernment action. Consequently, the AIDFC proposal calls for a fed-
erally chartered institution with the proviso that it be operated on
private market principles.

Finally, the rationale that an institutional approach is necessary
to achieve significant progress in accessing private capital for
Indian economic development is based on the proposition that an
AIDFC type of institution could mobilize capital investment and
capital structuxing on a scale that would not otherwise be possible.
If approached on a project by project or reservation by reservation
basis, progress in this critical area will necessarily be quite limited.
As noted earlier, Indian tribal organizations have a great need for
capital and technical expertise in the areas of project appraisal and
financial IN .ckaging. In addition, the non-Indian business communi-
ty is often at a loss in determining how to apnroach a business re-
lationship with Indian tribes. An institution possessing the needed
capital, expertise and ability to communicate with the business
community regGrding Indian business development opportunities
and relationships on a sophisticated level would perform both a
necessary function and serve in a valuable role.

The AIDFC proposal is presently under serious consideration as
a legislative initiative in a number of key congressional offices and
there is some prospect that it will be introduced early on in the
98th Congress. The proposal was also strongly supported on a joint
basis by the three major National Indian organizations in testimo-
ny before the U.S. Senate Select Committee on Indian Affairs
during oversight hearings on Indian economic development, April
29, 1982.' 5

it is suggested that the administration closely review the back-
ground report on the AIDFC proposal prepared by the American
Indian Development Corporation in the event that congressional
action is initiated. In addition, this report contains extensi e and
substantial analysis of the issue of Indian access to private capital
and financing which was prepared by highly qualified researchers
which should prove to be of value to administration officials whose
responsibilities relate to this critical area.

" U S Congress, Senate Select Committee on Indian Affairs, Oversight of Economic Develop-
ment on Indian Reservations, April 29, 1982, pp 48-58 .
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APPENDIX

MAJOR FEDERAL ASSISTANCE PROGRAMS THAT IMPACT THE ECONOMIC
DEVELOPMENT OF AMERICAN INDIANS

NOTE.Much of the following information on the major U.S. de-
partments that fund programs to aid the economic development of
American Indians is derived from: U.S. Congress. Senate Select
Committee on Indian Affairs, Federal Programs of Assistance to
American Indians, by Richard S. Jones, Congressional Research
Service. Washington, D.C.: Government Printing Office, June 1981.

Appropriations and other data have been updated according to
the latest information available.

DEPARTMENT OF AGRICULTURE

Farmers Home Administration
Purposes: Various loan and technical assistance programs ranging from assisting

Indian farmers and ranchers to bemme owner-operators of family farms; to make
the best use of land and water resources; and to obtain decent, safe and sanitary
dwellings and related facilities.

1982 fiscal year appropriation: $43.7 million (excepted level);' $12 million (Indian
Land Acquisition Loan Program).'

1981 fiscal year appropriation: $42 million (general levels of assistance); $3.5 mil-
lion (Indian Land Acquisition Loan Program).

DEPARTMENT OF COMMERCE

Economic Development AdministrationPublic works impact projects
Purpose: To provide immediate useful work to unemployed and underemployedpersons in designated project areas.
1982 fiscal year appropriation: $8 6 million (6% to American Indians of $130 mil-lion total).
1981 fiscal year appropriation: $9.9 million (4% co Ar.-,erican Indians of $259 mil-lion total).

Miiority Business Development Agency
Purpose. To provide assistance to existing and potential minority businesses andbusiness persons.
1983 fiscal year appropriation. $1 4 million (inter-agency agreements betweenMBDA, BIA, ANA).

DEPARTMENT OF ENERGY

Council of Energy Resource Tribes (CERT1interagency cnntract
Purpose: To assist tribes with energy resources to develop their energy resources

in ways consistent with their respective values and priorities.
1982 fiscal year appropriation: $1.5 million (funding from DOE, ANA, and RIM.
Energy production by Indian resource tribes in cafe idar year 1981.2 1981 fiscal

year: C,caf, 22,286,125 tons; Uranium, 2,442,873 tons; Oil, 22,944,904 barrels; Natural
Gas, 119,482,985 mcf.

' These figures immesent an estimate of the total amount of financial assistance provided toIndians through a variety of FmHA programs This information was provided by Mr Stuart Ja-
mieson, coordinator for Indian Activities, Intergovernmental Aff um, Department of Agricul-
ture

2 Estimates of energy production were provided by the Indian Affairs office at the Departmentof Energy
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DEPARTMENT OF HEALTH AND HUMAN SERVICES

Administration for Native Americans
Purpose: To promote the goal of economic and social self-sufficiency for American

Indians, Native Hawaiians, and Alaskan Natives
1981 fiscal year appropriation. $28 million (continuing resolution to 3/15/83): $26 3

million, financial assistance grants; $700,000, training and technical assistance; $1
million, research, demonstration and evaluation.

DEPARTMENT OF HOUSING AND URBAN DEVELOPMENT

Indian Housing Program
Purpose: To assist the local Indian governments to provide decent housing in their

areas, where the needs have been exceptionally great.
1982 fiscal year appropriation: $18.55 million (3,016 units).

Community development block grants for Indian tribes and Alaskan Native villages
Purpose: To promote sound community development by improving the housing

stock; providing community economic development of Indian communities.
1988 fiscal year appropriation. $30 million.
1982 fiscal year appropriation: $30 million (112 tribes)

Urban development action grants
Purpose: To assist distressed communities which require increased public assist-

ance and private investment to alleviate physical and economic deterioration. As-
sistance will be made available for economic revitalization in communities with pop-
ulation out-migration or a stagnating or declining tax base, and for reclamation of
neighborhoods, having excessive housing abandonment or deterioration.

1988 risen! year appropriation: $100 million (25% of %400 million total to Indians
and cities under 50,000).

1982 fiscal year appropriation: :1.1 million (Grant to YaWapai-Prescott tribe)

DEPARTMENT OF THE IN .-RIOR

Bureau of Indian Affairs
Indian timber (forestry) production

Purpose: To work with Indians to protect, develop, utilize and improve the Indian
forests to yield the highest obtainable economic and social benefits for the Indian
owners, with appropriate attention to the public interest

1983 fiscal year appropriation: $25,537,000.
1981 fiscal year: $72,610,068 (total receipts from cash sales, contract and paid per-

mits). Note: BIA holds approximately 10% for administrative fees
Indian agricultural production

Purpose: To conserve and promote Indian use of Indian-owned lands to yield the
highest economic return consistent with sustained yield land management princi-
ples and the fulfillment of the rights and aims of Indians

1983 fiscal year appropriation. $22,651,000.
1981 fiscal year: 54.5 million (total acreage estimated in agriproduction); $727 4

million (estimate provided for gross sales of all products).
Indian minerals production

Purpose: To gather mineral resource data with which to help Indian landowners
and the Department of the Interior to make more prudent decisions regarding
Indian mineral resource development.

1983 fiscal year appropriation. $8,266,000
1981 fiscal year: $269 million (receipts from total mineral production) NOTE See

Energy Production under "Department of Energy "
BIA employment assistance

Purpose: To provide adult vocational training and job placement assistance to
Indian and Alaska Natives in order to promote economic self-sufficiency for tribal
and Alaska Native people and their governments

1983 fiscal year appropriation: $27,514,000.
!982 fiscal year appropriation: $27,120,000
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BIA business enterprise ,levelopment
Purpose: Provides conditional grants to Indian tribes for initiating business devel-

opment of natural resources, encouraging non-federal investments, and promoting
sound business principles.

1983 fiscal year appropriatio $11,046,000 (includes $5 million for Economic De-
velopment Initiative)

1982 fiscal year appropriatic t: $8,389,000.

DEPARTMENT OF LABOR

Native American Employment and Training Program (CETA)
Purpose: Provides employment, training and related services to Native Americans

who are unemployed, underemployed or economically disadvantaged.
1983 fiscal year appropriatum $90 million total (continuing resolution to 3/15/83):

$68.9 million, Title 3 (classroom training, work experience); $3 8 million, Title 4
(year-round youth); $12.7 million, Title 4A (summer youth); $4.6 million, Title 7 (pri-
vate industry initiatives).

DEPARTMENT OF TRANSPORTATION

Indian Highway Safety Program
Purpose: To assist Indian tribes in financing highway safety projects. These

projects are designed to reduce the number of traffic accidents and the resulting fa-
talities, injuries and property damage within reservations.

1988 fiscal year appropriation: $450,000 (estimate).
1982 fisca! year appropriatwn $439,375.

Formula grant assistance to non-urbanized areas.
Purpose: Provides for capital costs and operating costs exclusively for non-urban-

ized areas under 50,000.
1988 fiscal year appropriation: $30,250
1P42 fiscal year appmpriation $699,137.
1. fiscal year appropriation: $1,275,889.
Noi Total funding for this program from '79 FY to '83 FY totals $2,050,130.

SMALL BUSINESS ADMINISTRATION

Economic opportunity loans for small businesses
Purpose. To provide loans up to $100,000, with a maximum maturity of 15 years to

small businesses owned by low income or socially or economically disadvantaged
persons

1982 fiscal year appropriation: $129.8 million (3,099 Indian businesses)
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nance Corporation Vol II Albuquerque, New Mexico American Indian Devel-
opment Corporation, 1982 Contains guidelines which constitute criteria which
AIDFC would use to select investments in Indian country Takes modified ap-
proach to applying traditional techniques, such as social accounting matrices
and social cost-benefit analysis
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THE AMERICAN INDIAN DEVELOPMENT FINANCE
CORPORATION IN THE CONTEXT OF FEDERAL INDIAN LAW

By Eric D. Eberhard

INTRODUCTION

This paper presents a genera' discussion of the special federal/
Tribal relationship; the barriers encountered in Indian economic
development; and the cc rnpatibility of tir... American Indian Devel-
opment Finance Corporation (AIDFC) with federal Indian law.

THE FEDERAL/TRIBAL RELATIONSHIP

The Indian Tribes have long been regarded as having a unique
and special relationship with the federal government.

The United States Constitution provides that the Congress shall
have the power to regulate commerce "with le Indian Tribes".
Art. I, Sec. 8, Cl. 3. From the very beginning of the federal govern-
ment, the Congress has recognized the special relationship with the
Tribes. Thus, the first Congress in 1789 enacted the Northwest Or-
dinance which declared:

The utmost good faith shall always be observed toward the
Indians; their lands and property shall never be taken
fr,,in them without their consent; and in their property,
ri_Ihts and liberty they shall never be invaded or distr bed,
unless in just and lawful wars authorized by Congress; but
laws founded in justice and hum...nity shall, from time to
tir ), be made, for preventing wrongs being done to them,
and for preserving peace and friendship with them. 1 Stat.
50, 52; Article III of the Northwest Ordinance.

In 1790 Conv.ss enacted the Non-Intercourse Act, 1 Stat. 137, 25
U.S.C. § 177 wt....:h protected Indian lands from dives1ment except
through federally negotiated treaties. This Act has been judicially
determined to establish 4 fiduciary obligation on the part of the
United States to protect Indian lands. See, Joint tribal Council of
the Passamaquoddy Tribe v. Morton, 528 F. 2d 370 (1st Cir. 1975)
and United States v. Southern Pacific Transportation Co., 543 F. 2d
676 (9th Cir. 1976).

Over the years, detailed articulation of the federal 'Tribal rela-
tionship has come from both the a igress and the deal cot' cs.
In Cherokee Nation v. Georgia, 30 U.S. (5 Pet.) 1 (1831) the Sur ..me
Court determined that the Tribes E. re "domestic dependent na-
tions" and that their relation,hip "to the Unite' States resembles
that of a waru to his guardian." Id. at 17. In Worchester v. Georgia,
31 U.S. (6 Pet.) 515 (1832) the Supreme Court reaffirmed the status
of the Tribes as self-governing entities and further held that the

(53)
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laws of the State of Georgia had no applicability on the Cherokee
reservation.

The fundamental legal principles enunciated in Cherokee Nation
and Worehester continue to for.n the legal foundation of the feder-
al/Tribal relationship. Tribes retain those sovereign powers which
the Congress has not limited or otherwise taken away. Merrion v.
Jicarilla Apache Tribe, 9 Ind. L. Rept. 1001 (U.S. Sup. Ct. 1982). An
attribute of Tribal sovereignty is immunity from suit. Santa Clara
Pueblo v. Martinez, 436 U.S. 49, 58 (1978). Tribes have full author-
ity to govern themselves, subject to such restrictions and excep-
ticr 3 as the Congress may impose. Id. Lost state laws are not ap-
plicable to reservation Indians while they are on the reservation.
Williams v. Lee, 358 U.S. 217 (1959). Congress has enacted laws pro-
viding for enforcement of state law on reservations where the Tribe
cor Bents to state jurisdiction. 25 U.S.C. §§ 1321 and 1322.

' 'he Congress hes also enacted a wide range of laws intended to
pry t.. ct Indian., and their property while at the same time promot-
ing economic self-sufficiency. Thus, most Indian lands and re-
sources are held in trust by tr.- United States for the benefit of
Indian Tribes and individuals. Contracts, liens or other encum-
brances on Tribal or individual trust property are void without
proper federal approval. See, for example, 25 U.S.C. §§ 81, 177 and
391-4'5d. Commerce and trade between Indians and non-Indians is
regu ad by federal law. See 25 U.S.C. §§ 261-264. The courts have
required the Department of Interior to promulgate regulations to
govern the conduct of trade between Indians and non-Indians on
federally established reservations. Rockbridge v. Lincoln, 449 F. 2d
567 (9th Cir. 1971).

In Alaska Pacific Fisheries v. United States, 248 U.S. 78 (1918)
the Supreme Court held that among the purposes for the creation
of Indian reservations by the Congress are the need to safeguard,
make self-sustaining and advance the dep, dent Indian nations.
This same principle found its most recent expression in the case of
Merrion v. Jicarilla Apache Tribe, Eh pm. In upholding the inherent
sovereign power of the Jicarilla Tribe to impose a severance tax on
non-Indians involved in the extraction of oil and gas from the res-
ervation, the Court found that the Tribal tax would promote the
self-sufficiency of the Tribe. Id. at 100C-1004

The federal government exercises wide authority over Tribal and
individual Indian funds derived from the use or sale of trust prop-
erty. See 25 U.S C. §§123, 155, 157, 158, 160, 161, 161a, 162a. The
federal courts have held that the United States has a fiduciary
duty to mar -cfe Indian funds in a manner which will yield maxi-
mum retut Cheyenne-Arapahoe Tribes of Indians of Oklahoma v.
United Staves, 512 F. 2d 1390 (1975) and Manchester Band of Pomo
Indians, Inc. v. United States, 363 F. Supp. 1238 (Cal. 1973).

Pursuant to Acts of Congress, the Department of the Interior has
promulgated regulations governing the use and management of
Indian lands and resources. Regulated activities include mining,
forestry, irrigation, oil and gas development and rights-of-way for
all purposes. 25 C.F.R. Subchapter K. The Interior Department also
regulates the use and investment of Tribal and individual Indian
funds. 25 C.F.R. Subchapters I and J.
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In order to promote economic self-sufficiency among Tribes and
individual Indians, the Congress has established and the Secretary
of Interior administers a revolving loan fund. 25 U.S.C. § 482; 25
C.F.R. Parts 91-93. During 1974 the Congress enacted P.L. 93-262,
the Indian Financing Act. 25 U.S.C. §§1451 et seq. This Act was in-
tended to promote Indian economic development through the provi-
sion of loans, loan guarantees, interest subsidies and insurance.

From the foregoing overview of the federal/Tribal relationship,
we can conclude that the federal government exercises direct fidu-
ciary authority over Indian lands, resources, finances and economic
matters. Tribes are sovereign entities which are generally free
fron-. state regulation and jurisdiction. As sovereigns, Tribes enjoy
immunity from suit and posssess the necessary legal authority to
be self-governing. Congress may regulate the extent and exercise of
Tribal sovereignty.

BARRIERS TO INDIAN ECONUMIC DEVELOPMENT

AIDC has thoroughly documented numerous barriers to Indian
economic development. In part, needed capital does not flow to In-
dians becaufar. of the condition of reservation economies. Most reser-
vations are remote from market centers and are comprised of mar-
ginal lands. Indian entrepreneurial and management skills are
generally now well developed. Virtually all reservations lack neces-
sary infrastructure and internal capital. These economic factors
have accounted for the failure of many economic development
projects in Indian country.' Federal efforts to promote Indian eco-
nomic development, such as the Indian Finance Act, have general-
ly met with failure due to inadequate project review and monitor-
ing, administrative deficiencies, inadequate technical assistance
and insufficient funding.2

The special federal/Tribal relationship has also resulted in the
t..eation of certain legal barriers to Indian economic development.
The trus!- status of Indian lands and resources generally trans
that they cannot be pledged as collateral. This fact, coupled with
Tribal sovereign immunity and the lack of state jurisidiction on
most reservations, has reportedly led most private or commercial
creditors to avoid investments in Indian economies.2 These legal
barriers are perceived to create additional risk and uncertainty for
private and commercial investors.

Notwithstanding the perceptions of investors, it should be noted
that all of the legal barriers to Indian economic development can
be surmounted through careful and knowledgeable preparation of
investment and financial agreements. For example. leasehold mort-
gage interests or certificates of deposit may be used in place of land
and resources as collateral for loans. Questions involving the appli-
cability of state laws to reser ,ation based activities can be antici-

' See, Natwig, E Initteives in Development Finance Institutional Barriers to Financing De-
velopment Projects in Indian Count? (AIDC 1981)

21d Gene-al Accounting Office, More Federal Efforts Needed to Improve Indians' Standard
of Living Through Business Development", Report to Congress, February 1918

'Collins, R., Debt Enforcemeni In Indian Country (AIDC 1982,, - - - - -, Legal Problems of
Financing on or Near an Indian Reservation and Possible Solutions (American Indian National
Bank 1980) and Little, J , Development Financing Alternatives on Tribal Lands; The Lenders
Perspective. (University of Arizona 1981).
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pated and resolved during negotiations in order to reduce the credi-
tor's perceived risk and uncertainty. It is also posoible and advisa-
ble to anticipate and resolve problems which may arise from Tribal
sovereign immunity.'

COMPATABILITY OF ATDFC WITH FEDERAL INDIAN i.u.tW

A. PURPOSE, ORGANIZATION AND POWERS OF AIDFC 5

As proposed, the AIDFC would seek to address the known bar-
riers to Indian economic development by mobilizing both the neces-
sary capital and technical assistance. Although AIDFC would only
make its services available to profit making ventures, a key eligi-
bility requirement would I.- a determination by AIDFC that a par-
ticular venture will contribute to the economy of a Tribe or Tribes.
Thus, borrowers would have to demonstrate the capacity to repay
financing, generate income and jobs, develop Indian resources and
provide needed goods and services to Indian communities.

AIDFC would have the capacity to provide and coordinate the
use of long-term capital, working capital, technical assistance and
training for Indian businesses. Further, the AIDFC would be an in-
dependent institution in which loan and assistance decisions are
based on objective project selection criteria. It would have the fi-
nancial support of the federal government, Indian tribes and the
private business and financial community. In order to provide for
the full participation of all of these parties and to provide AIDFC
with the necessary capacity, the AIDFC would be a mixed owner-
ship federally chartered corporation. The AIDFC would also be
exempt from federal and state taxes to enable it to reinvest all net
income not paid in dividends.

The equity capital for AIDFC would come from the sale of
common stock to the federal government, Indian tribes and private
sector businesses. In addition, the federal government would
extend a long term, low interest loan to the AIDFC. Other AIDFC
capital would be derived from portfolio sales and earnings. Finally,
the AIDFC would raise capital through the sale of debt instru-
ments such as bonds and notes. In order to enhance the market-
ability of AIDFC debt instruments, bondholder's interest earnings
would be exempt from taxation; federally chartered commercial
banks would be authorized to purchase the debt instruments; the
federal government would guarantee AIDFC debt and the debt in-
struments would be suitable for use by commercial banks in satis-
fying federal reserve requirements. The AIDFC charter would es-
tablish a ceiling on the allowable debt/equity ratio.

AIDFC would be governed by an eleven member Board of Direc-
tors elected by the stockholders. Sales and purchases of AIDFC
stock would be regulated to ensure representation of Indian, feder-
al and private sector stockholders. Indian control of AIDFC would
be assured through majority representation on the Board of Direc-
tors.

' Collins, R , Debt Enforceme-t I'. Inclugp Country (AIDC 1982).
The following description of AIDFC is lerived from my review of Ruffing, L, Initiatives gn

Development Finance. (AIDC 1981)
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The AIDFC would provide a wide range of financial services to
promote Indian business development, financial structuring and
c...sital formation. Long term venture capital would b provided in
the form of equity, with AIDFC retaining the option to sit on the
Board of Directors of the enterprise to ensure proper management.
The AIDFC would establish upper limits on the size of its equity
position in any one enterprise; the share of AIDFC's equity and
loans in a project's total cost; and on the proportion of AIDFC total
funds invested or loaned to any one enterprise. Further, the AIDFC
would diversify its investments among different types of projects
such as natural resources, agriculture, light manufacturing and
commerce. Among the eligible borrowers would be tribal govern-
ments, tribal community development corporations, tribal enter-
prises, Indian cooperatives, partnerships, corporations and individ-
uals.

To complement its direct loan and equity investments, the
AIDFC would be able to provide loan guarantees and to engage in
cofinancing with existing financial institutions. The AIDFC would
also be able to assist its borrowers with brokering and underwrit-
ing services. In other words, the AIDFC would serve as the finan-
cier, investor, lender, packager, guarantor, underwriter and broker
for Indian enterprises.

B. AIDFC AND FEDERAL INDIAN LAW

eased upon the foregoing description of AIDFC's purpose, organi-
zation, and powers, I believe that it would be entirely compatible
with the special federal/Tribal relationship. Moreover, Ir do not be-
lieve that it woule in any way alter the basic doctrines of federal
Indian law. Nothing contained La the AIDFC proposal would oper-
ate to diminish Tribal sovereignty or the trust status of Indian
lands, resources and funds. Tribal powers of self-government would
not be diminished. The doctrine of Tribal sovereign immunity
would also be unaffected. In fact, if AIDFC can successfully accom-
plish its purposes, then it appears that the Tribes could reasonably
expect that their sovereignty and powers of self-government would
be enhanced over the long term.

In the context of prior Acts of Congress which were intended to
regulate and promote Indian economic development, AIDFC ap-
p Pars to be a logical extension. Through its ability to provide loan
guarantees ane afinancing, AIDFC sb:Itlid be able to attract pri-
vate capital for investment in India.. economies. With its reliance
on objective project selection criteria and its status as an independ-
ent federal corporation, AIDFC provides a suitable vehicle for the
effective and secure investment of both public and private capital.
This is also evident from the ability of AIDFC to provic:e a flexible
array of financier: services combined with necessary technical as-
sistance. Thus, the AIDFC addresses the institutional barriers to
Indian economic development which have plagued earlier efforts,
such as the Indian Finance Act and the Revolving Loan Fund. As
proposed, AIDFC would be a significant step toward attainment of
Congress long standing goal of fostering self-sufficient Indian
economies.
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Because AIDFC will deal exclusively with Indian borrowers, it
will have the expertise and capacity to address the legal barriers to
Indian economic development on a case by case basis. In addition,
AIDFC would be in a position to assist Tribes in marshalling other
resources for the development of laws and legal systems designed
to promote and enhance development of self-sufficient reservation
economies.

For the Tribes and Indian individuals, AIDFC should provide des-
perately needed access to investment capital. It is not without some
risk. Tribes and Indian individuals are required to become stock-
holuers before they are eligible for AIDFC's services. In addition,
borrowers would be expected to post collateral. AIDFC would, how-
ever, be in a position to allow flexibility both as to the required
types and amounts of collateral. Questions of sovereign immunity
would necessarily be handled on a case by case basis, as would ju-
risdictional and state law issues. This would be accomplished
within the context of existing federal Indian law through proper
preparation of financial agreements. In other words, AIDFC would
provide access to new capital without any diminishment of the spe-
cial federal /Tribal relationship.

It should also be noted that AIDFC appears to be compatible
with those state laws with which I am familiar. To the extent that
AIDFC may do business in any particular state, there will be a
need to comply with "Blue Sky" laws and other laws regulating
business activities. I see no reason why this cannot be accomplished
by the AIDFC. Moreover, AIDFC's compliance with applicable state
laws should not in any way interfere with or diminish the special
federal/Tribal relationship.

CONCLUSION

As proposed, the AIDFC is well suited to promote the develop-
ment of Indian economies. It, will provide a secure method foe pri-
vate and commercial capital to be invested in Indian owned busi-
nesses. Through careful project selection and the provision of st.le-
quate capital and technical assistance, AIDFC will be able to -m-
hence 'he opportunities for successful development and growth of
Indian businesses and economies.

I believe that the proposed AIDFC would further the special rela-
tionship between Tribes and the federal government. It would ad-
vance the Congressionally and judicially declared goal of promoting
Indian economic self-sufficiency. As proposed, it would neither di-
minish the sovereign immunity of Tribes and their powers of self-
government, nor would it result in any diminishment of the trust
status of Indian lands and resources.
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INSTITUTIONAL BARRJERS TO FINANCING DEVELOPMENT
PROJECTS IN INDIAN COUNTRY

By Eric Natwig

INTRODUCTION

The extent of underdevelopment American Indian reserva-
tions has been extensively documented in a number of studies pre-
pared for the Congress over the past decade.1 American Indians
living on Indian reservations have endured the highest unemploy-
ment rates and the lowest family income levels to be found any-
where in the United States: According tn the Bureau of Indian Af-
fairs, the average rate of unemployment on rtsservat:ons with a
population of 100 or mole is 36.8 percent. Acccrding to the 1970
Census sample of 115 Indian reservations,2 5f,.3 percer.., of the
Indian families living on these reservations had incomes below the
poverty level. A recent survey of selected reservations conducted on
behalf of the American Indian Development Corporation in 1980 3
indicated a lack of significant improvement in the material condi-
tions of reservation Indians from the conditions which existed a
decade ago.

Out of the several efforts to understand and alleviate American
Indian poverty has come a general agreement that the develop-
ment of reservation-based economic enterprises, especially those
linked to reservation resources, is the basis for providing reserva-
tion Indians with increased employment opportunities, and depend-
able sources of income. Although the reservations with resources is
quite limited, there seems to have emerged a concensus in Indian
country that increased demand for, and increased prices of, reser-
vation resources, now make it possible to establish a number of en-
terprises, which were previously not economically feasible. Further-
more, some tribes have gained over the past decade increased inter-
nal capabilities in project identification, planning and analysis.

A number of recent reports have dealt with problems encountered in promoting enterpnse
development and difficulty in obtaining capital on Indian reservations The Joint Economic
Committee (1969) published a compendium of papers dealing with development prospects and
problems, development programs and plans, and th, Indian resource base. The General Account-
ing Office (1975) prepared a report which discussed the effectiveness of federal efforts to improve
economic conditions on Indian reservations, the problems encol,"tered, and the opportunities to
improve these efforts A second report by GAO (1978) determined that more federal efforts were
needed to improve Indians' standard of living through business development The Amenlan

Policy Review Commission (1976) sponsored a report by its Task Force oi. Reservation
and Resource Protection and Development which explored issues arising out of increased tribal
involvement in the development of their reservations in light of federal governmert policies and
programs.

2 Data from th, 1980 Census are not yet available, even in preliminary form, below total
counts, according to the Census Bureau

3 John R Brown, "Preliminary Report on the Economic Development Needs Assessment
Survey," prepared for the American Indian Development Corporation, 1980
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As market conditions for reservation resources have improved
and internal capabilities have increased, the inability of tribes to
assemble adequate capital to finance their development projects
has become more acute. The reasons for this have to do with the
unique economic and institutional environment of Indian country
and the inadequacy and constraints of capital provided by tradi-
tional commercial sources and federal categorical grant programs.4
And, in light of the recent budget cuts proposed by the Reagan Ad-
ministration, it seems likely that access to the principal sources of
equity and debt capital will be severely curtailed.

It is the purpose of this paper to document the above assertions
from the existing literature on Indian economic development. In
order to provide guidance to efforts '13 design a new institutional
approach to financing American Indian enterprises, it is necessary
to understand why existing institutions are either inadequate or in-
appropriate to provide the amounts and kinds of financing and
technical assistance required so that enterprises may succeed in
ths reservation environment.

The next section describes the economic context of reservation
development, and the third section the institutional context. The
sections provide reasons Indians find it difficult to finance their de-
velopment. The fourth section identifies and discusses barriers to
capital acquisition from traditional private sources. The fifth sec-
tion presents findings of government reports on the record of feder-
al assistance to Indians. The sixth section provides concluding re-
marks and presents findings of the economic development task
force of the American Indian Policy Review Commission on the
need Fir an Indian development finance institution.

THE RESERVATION ECONOMIC CONTEXT

Generally, Indian reservations are located on lands which possess
marginal resource bases remote from major markets. Indian man-
agement skills are underdeveloped; entrepreneurship of any signifi-
cance '..s only recently emerging. Physical infrastructure is under-
developed or non-existent. Capital accumtilatior has been very lim-
itsd and capitr! is unei. enly distributed among tribes.

Marginal, remote land base
History tells of the past takings of Indian lands by white settlers

and the federal government. Indians, time and again, were forced
off those lands that offered economic potential onto isolated reser-
vations far removed from emerging population centeri. This is
brought up not to excoriate the federal government for past sins:
but rather to indicate why the task of establishing truly profitable
businesses on reservations is so difficult. As reported by the Ameri-
Lan Indian Policy Review Commission, "the problem of reservation
development stems from the fact that the lands remaining in
Indian hands are in large part sub-marginal in terms of their re-
source base, and are therefore, ur.ti to to support the ever ircreas-
ing Indian population. In addition, tile relocation of Indians to iso-

' American Indian Policy Review Commission, Task Force Seven, "Final Report to the Ameri-
can Indian Policy Review CommissiJn", 1976, page 119 This report is hereinafter referred to as
AIPRC
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lated reservations has resulted in their being far removed from the
major regional economic centers of the United States and thus
placed at a locational disadvantage in terms of industrial develop-
ment." 5

However, notwithstanding the fact that many reservations are
resource poor and isolated, some reservations have benefited from
the increased demand for their raw materials as they have de-
creased in supply and increased in price nationwide. Some reserva-
tions are exporters of raw materials and importers of manufac-
tured goods. But, on those reservations where there are significant
resource extraction activities, there is no significant vertical inte-
gration from these primary activities. And, retail trade and serv-
ices are typically underdeveloped leading to significant leakage of
dollars off reservations.

Undeveloped management and entrepreneurial skill,-
The management skills and entrepreneurial talent necessary to

fully capitalize on what resource opportunities there are, in short
supply. The Policy Review Commission noted that "the full scope of
manpower skills which will be required to manage fully Indian
controlled reservations include large numbers of highly skilled pro-
fessionals, technicians and managers," 6 such skilled professionals
do not now exist in sufficient numbers. Managers can be trained,
but management skills are acquired through experience. Most res-
ervations currently possess few opportunities for apprenticeship po-
sitions where these skills can be obtained, and if a tribal member
goes off the reservation to acquire management experience, his/her
skills are lost to the tribe.'
Lack of phys:cal infrastructure

Inman reservations have underdeveloped physical infrastructure.
On Indian lands, there are fewer roads per square mile, fewer
houses with plumbing, electricity or telephones than on the lands
immediately adjacent to reservations. As a result most economic
activity involving reservations residents takes place in "border-
towns' which have improved facilities, making it extremely diffi-
cult for tribes to provide commercial goods and services for their
own internal markets.

Inadequate internal capital
The principal sources of tribal funds for development are accu-

mulated trust funds and annual revenues from tribal resources.
Trust funds originate from claims awards, sales or lease of tribal

land, minerals, timber, water and interest from investments and
funds in the U.S. Treasury.8 As a result of widely differing re-
source endowments, trust funds are not evenly distributed; in fact,
few tribes have sufficient trust funds to capitalize their develop-
ment projects, even if they had control over the funds to do so. The
control of tribal trust funds rests with the Bureau of Indian Af-

5 Ma . page 130
6 lbsd , page 110
' Ma , page 111
" Ibtd , page 74
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fairs, which historically has been extremely conservative with the
management and investment of tribal funds. Presently, the Branch
of Investments of the Bureau of Indiai Affairs "can invest tribal
trust money only in financial investments which are fully guaran-
teed."9 This constraint, imposed administratively, has interfered
with the placement of funds. According to the American Indian
Policy Review Commission, this has hindered tribes from establish-
ing banking relationships N rith local banks as "small banks are not
always able to accept tribal trust money because (small local banks
do) not have the resources to accept it. Therefore, the bulk of trust
funds are deposited in large financial centers" 10 in banks which
are not intimately familiar with reservation conditions.

Because the revenue base of tribal governments is so precarious,
tribal officials are naturally reluctant to risk the meager resources
they have. When interviewed on this subject, "most tribal chair-
men said that they lacked the expertise (to invest their funds) and
that their people wanted their money 100% guaranteed." 11 It
should be kept in mind that constraints on investment apply only
to tribes with furds; few tribes have sufficient trust funds to be a
significant factor in their own development.

The other source of tribal funds is rents P -id royalties from re-
source development which is accumulated on an annual basis.
These revenues are limited as they are, for tne most part, derived
from leases which have been executed before tribes realized the
true value of their resources and were able to negotiate terms
which reflect market values. Because of the extreme immediate
needs of their people, the great majority of tribal resource revenues
have gone to governmental and social services, and therefore few
tribes have sufficient capital from revenues to invest in their own
development.

Similarly, Indian individuals for the most part do not have suffi-
cient equity to capitalize small businesses. The financial demands
of large extended families make it extremely difficult for individ-
uals to accumulate savings. Furthermore, land lease provisions
which require that fixed capital revert to the land at expiration of
the lease Jo not allow individuals to build up transferable equity
investing in fixed capital.

THE INSTITUTIONAL ENVIRONMENT

In addition to the economic disparities between Indian and non-
Indian communities, there are certain aspects of the legal and ad-
ministrative structures on reservations that are significantly differ-
ent from the legal and administrative structures of most communi-
ties in the United States. These are largely outgrowth of the
protective devices that have been placed around Indians by the fed-
eral government, and the institutional adaptations to these devices.
These differences have to do with the ownership and use of land
and resources in Indian reservations and in the functions and
powers of tribal governments and the federal government.

9 Ibid., page 75
'° Ibtd
' ' Ibid , page 76
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Land status
The United States holds 48 million acres in trust for tribes and

11 million acres of land in trust for individual allottees. The trust
status of land was established by treaties and subsequent Acts of
Congress and Presidential Executive Orders. The trust status of
lands means that L._ land cannot be sold, but in practice, tribal
governments may grant use rights in the form of long-term leases
subject to the approval of the federal government. Ordinarily, the
Bureau of Indian Affairs is authorized to approve leases, but on oc-
casion the Secretary of the Interior has retained the power of ap-
proval for himself. For purposes of economic development, the com-
plexity of Indian land ownership and control always creates uncer-
tainty and substantial delay and adds to the cost of doing business
in Indian country.

Tribal sovereign immunity
Federal law holds that Indian tribes are sovereign but dependent

nations. As such, federally recognized Indian tribes are generally
immune from suit. It has been Congressional policy "not to sanc-
tion suits upon contracts or other causes of action at the instance
of private parties. In respect to their liability to be sued by individ-
uals . . . they have been placed by the United States, substantially
on the plane occupied by the States under the eleventh amendment
to the Constitution." 12

Tribes can, however, waive their immunity from suit. Provisions
in the Indian Reorganization Act permit tribes to adopt a constitu-
tion and by-laws and to create a separate business corporation to
vest all or part of a tribe's assets. A tribe can adopt a "sue and be
sued provision" in its corporate charter, but the exercise of such
,nust be limited only to the collateral assigned. However, certain
tribes have not organized to the extent that they have corporate
charters. In these cases, tribes can stand on sovereign immunity
and are immune from suit.'3
Jurisdit 'ion 14

As sovereign but dependent nations, reservation Indians have
the right to make their own laws and be governed by those laws.
Some tribes have established judicial systems; their courts hold
sway over civil matters. While there are provisions in the U.S.
rode which give certain states civil jurisdiction over Indians, in
much Indian case law, state laws have no applicability on reserva-
tions. In a case argued before the Supreme Court in 1959, the Court
held that State courts lacked jurisdiction to hear a case involving a
non-Indian trader who was attempting to collect from two reserva-
tion debtors. The court ruled that a debt collection suit could only
properly be brought in tribal court.

2 Thebo v Choctaw Tribe of Indians. 66 F 372 (8th Car 1895) cited in American Indian Na-
tional Bank, "Legal Problems of Financing on or Near an Indian Reservation and Possible Solu
tams," hereinafter referred to as AINB Paper prepared for the American Indian Development
Corporation, October 1980

'1 A1NR, page 4
" Eric Eberhard, "Legal Problems Affecting or Restricting Economic Development Activities

lit Indian Country" Paper prepared for the American Indian Development Corporation, April
1978, pages 9-11 This paper provides a review of major Indian case law on the subject
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Taxation and public debt
In exercise of their sovereign powers, some tribes have estab-

lished tax codes. These codes are generally patterned after similar
state or f?deral taxes. But the establishment of tribal tax codes is
not the same as collecting the taxes. Several tax cases are now
being litigated where corporations, principally energy companies,
contend that, because they cannot participate in tribal government
affairs, they are subject to taxation without representation. The
issues surrounding Indian taxation are highly complex and no
Indian government has been able to finance itself through tax-
ation.

Tribes have attempted to raise capital by means of public aebt
instruments. While tribes have the ethority to issue public debt
instruments (revenue, general obligation or industrial bonds),
under current law any such bond issues would not be tax-exempt.
While there are currently efforts underway to secure tax-exempt
status for Indian tribal bonds, their marketability is in ques :ion be-
cause tribes are an unknown entity in the bond marketplace. Fur-
thermore, tribes have not established taxation programs of suffi-
(-lent scope to generate the revenues to repay the bonds.

Tribal governments as promoters of economic development
The financial basis of many tribal governments apart from feder-

al programs have typically been royalties from resource leases.
Except in rare cases, these revenues have not oeen sufficient to
cover operating expenses. Tribal governments provide a wide range
of services to their people without an adequate tax base. Further-
more, the levy of state taxes on what few firms there are, place
tight limits on tribes' abilities to establish a revenue base from tax-
ation. Tribes then, unable to fund themselves sufficiently through
royalties and taxation, are being forced to fund themselves through
profits.

Tribes typically have had very limited control over the manner
in which their resources have been utilized, in part because of the
way in which past treaties and leases have been negotiated and the
manner in which the Bureau of Indian Affairs has administered
the trust responsibility. Tribes must establish control over their re-
sources if they are to prevent the further exploitation of their re-
sources with only limited return to tribes that has occurred in the
past. Tribes must establish ownership control so that development
decisions are consistent with tribal goals.

For the most part there is only a very limited private sector on
reservations Indian individuals typically have neither the capital
nor the ei...rtise to build a reservation economy by themelves.
Tribal governments must rush into the breach for only tribes are
able to organize the resources for a development program of the
scale necessary to significantly improve reservation conditions.
This does not mean, however, that tribes should preempt entre-
preneurial members who are capable of establishing smaller enter-
prises on their own. The successful implementation of a develop-
ment program must be led by the tribe, built around the uncom-
mitted resources still in its control, in partnership with individuals
to fashion a viable diversified tribal economy. As Indian tribes and
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Indian individuals have reached this stage in their economic devel-
opment, they are finding the accessing of funds with which to fi-
nance their development projects more difficult. The next section
discusses the source of development capital and the difficulties en-
countered in apply these to reservation-based projects.

BARRIERS TO CAPITAL ACQUISIT.ON

Private lenders are reluctant to lend to reservation-based ven-
Lures. Most commercial bankers do not consider -servations to be
viable lending markets; one banker commented that his bank loans
primarily out of a sense of corporate social responsibility in order
to promote community goodwill.' 5

Collateral
Lenders require collateral for their loans. The lack of authority

for tribes, or individuals, to use their land, their main asset, as se-
curity, requires that they must pledge other assets. Primary
sources of collateral that lenders have indicated they will accept
are certificates of deposit, or the interest on certificates of deposit
assigned to the bank or assignment of lease rental income collected
by a third party. However, even if such sources of collateral were
pledged, off-reservatkii. lenders perceive reservation based loans as
risky for a number of reasons. Two legal problems banks face in
lending, as noted by the American Indian National Bank," center
around tribal sovereign immunity and/or jurisdictional disputes.
Banks year that in event of a loan default, their recourse may be
limited. If a tribe has not organized to the extent that it has a cor-
porate charter, it cannot "sue or be sued" and a bank therefore
could not recover a potential loss through legal action in any court.
Furthermore, off -reservation lenders who are not tribal members,
are reluctant to press their claims in tribal courts as they feel they
would be at a disadvantage in tribal proceedings.

Servicing costs
Among other problems noted by lenders is the expense of servic-

ing loans to reservation Indians. These costs include those relating
to the distance of reservations from lending institutions and the ad-
ditional time required to properly monitor loans where manage-
ment problems may be perceived to be at issue.

Perceived high risk
For the reasons noted above, loans to reservation Indians are

generally considered to be high risk loans. In order to minimize
risk, banks have required 100% federal loan guarantees. Because
the banks' exposure has been reduced to only the administrative
time taken to process loans, it has been reported that the banks
had no incentive to properly monitor these loans, and this contrib-
uted to project failures. An official at the Bank of Arne*ica stated
that in light of the substantial reduction in federal loan guaran-

"Personal communication with Paul Klores, Vice President, Valley National t7. ak, Phoenix,
Arizona, April 15.1981

18AINB, pages 4-8
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tees, it was likely that for his bark, that loans to Indian ventures,
among other minority loans, would be curtailed.17

It has been pointed out that commercial banks are not appropri-
ate to finance development projects, which require long-term fi-
nancing because banks, i i order to maintain liquidity, primarily
loan for the short term. 'Banks provide the worst form of financ-
ing for a small growing firm. They provide only debt, the amortiza-
tion of which reduces the ability of a small firm to reinvest profits
and grow. Furthermore, commercial banks general]) do n.it provide
long-term loans. Shorter-term financing sharply increases the debt
service demands on a firm precisely at the time when their de-
mands for capital is the greatest, further constraining the growth
of small firms." 18

Venture cap:':alistb, who provide longer-term investment capital,
specialize in high risk ventures and it would appear that this is a
much better suited form of financing for reservation ventures.
However, venture zapitalists favor high technology, high return
ventures with extremely fast growth potential with sound manage-
ment. Reservation enterprises are generally conventional in nature
and are thus less attractive. Management is perceived to be lack-
ing. Also the remoteness of reservations place reservation ventures
at a disadvantage in attracting venture capital, as venture capital-
ists geaerally concentrate on firms located close to their offices so
that they can maintain a close advisory relationship with the en-
terprises they finance.19

Lack of Information
The sale of securities has been suggested as the best, but least

accessible source of financing for businesses in rural areas.2° A
recent study noted, "The inadequacy of current data possessed by
tribes about their reservation economies," 21 and lack of detailed
project analysis. The sales of securities require much information
about reservation economic environment and investment opportu-
nities, but typically, investors feel that the reservation environ
ment is too risky, partially because of this lack of information.

THE RECORD OF FEDERAL ASSISTANCE

Lacking sufficient internal capital and effectively cut off from
conventional sou.. ces of private financing, Indians have found
themselves almost totally dependent upon the federal government
as their primary source of capital for development. Since the
1950's, the federal government has provided capital in the form of
categorical grants, subsidized loans, loan guarantees and interest
subsidies. The record of the federal programs providing assistance
to reservations has been mixed, and the impact of federal assist-
ance has been diminished according to several major Congressional
studies 22 conducted over the past decade, because a number of de-

"Personal communication with Cecil Byrd, Vice President, Bank of America, Los Angeles,
California, April 13, 1981

'" Nancy Barbe, "Financing Rural Ilumness An Analysis of Sources of Long-Term Capital "
Paper prepared for the National Rural Center March 1980, page 9

° Ibid.. pages 4-6
2° 'bid pages 6-7
2' Brown, page 1.
22 These studies were previously cited in note 1, above
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ficiencies in the administration of thee:. programs, including inad-
equate project review and monitoring and inadequate technical as-
sistance, and because of the inat.4,-iquate level of funding. The eco-
nomic program of the Reagan Ad-t..inistration proposed to severely
cut back, time in certain cases Foolish, the funding for programs
which have provided the major assistance for reservation economic
development. In light ot this, it would not make sense to present a
program-by-prnctrt m review, for some of the prob'itms noted and
recommendation- proposed, would now he moot. However, the
major points are assembled below.

Inadequate project review and monitoring
The major programs that have provid. t assistance to enterprise

development on Indian reservations are the Economic Development
Administration, the Small Business Administration and th-,
Bureau of Indian Affairs. The General Accounting Office, noting
that by the nature of the programs, business ventures funded by
SBA and EDA generally involve greater risks than do typical new
business ventures financed through con lnticeei sources, took
these agencies to task for inadequate review and monitoring of
Indian business venture".

"In our opinion," GAO stated, "EDA and SBA have not ade-
quately evaluated the feasibility of proposed business ventures on
reservations before providing financing assistance. In some cases
these agencies did not require the development of all necessary in-
formation to permit a good eva:- .ion of the business ventures'
propects. In other casea the agencies provid,c1 financing without re-
quiring the resolution of known problems."

"Once financing has been provided, EDA and ST.A_ jud not moni-
tor the business ventures' operations to promptly identify deficien-
cies in these operations and tc provide the assistance needed to cor-
rect them before tiey became so severe that they caused operations
to be discontinued." 23

Administrative deficiencies
The Bureau of Indian Affairs assumed a greeter role in reberva-

tion economic development with the passage of the Indian Finance
Act in 1974. The Act was passed to increase the availability of
funds to indh :dual Indians and Indian tribes for starting or ex-
panding 1, Adiness enterprises on or near reservations. The GAO, in
1977, found several program management deficiencies which hin-
dered the success of the Act. According tc the GAO, the Bureau,
contrary to stated policy, made direct loans to relending on aniza-
tions with continuous high delinquency rates. FurthPrmore, the
GAO fund that loans were made without a reasonable prospect of
repayment. Cited was an example of a loan extended to an Alaskan
corporation which owed the Federal Government more than $6 mil-
lion."

23 General Accounting Offices, "Improving Federal Assisted Business Development on Inman
Reservation." Report to the Congress, June 1975, page 75

24 General Accounting Office, More Federal Efforts Needed to Improve Indians' Standard ot
Living Through Business Development " Report to the Congress, February 1978, pages 31-33.
This repo.. is hereinafter referred to as GAO 09781
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An adequate accounting system "as not in place to manage the
increased volume of funds for lending as a result of the Indian Fi-
nance Act. The GAO noted that this deficiency was brought to the
attention of this Bureau two years earlier, but not corrected.25

Loan files were found to lack the required documentation on
loans made u..,:er the Guaranteed and Insured Loan Program.
'Some of the files reviewed were missing plans of operation and
adequate feasibility studies of the enterprises. Most of the files did
not have loan-closing documents, such as conies of notes and collat-

28

The GAO's review of loans in default indicated a limited evalua-
tion of loan proposals. GAO stated that the Bureau's analysis were
inadequate and relied on evaluations of commercial lenuers which
were considered superficial.

Also noted was limited loan servicing by lenders of guaranteed
loans. The Office of Audit and Investigation of the Department of
the Interior stated that the Bureau must establish a monitoring re-
porting system, but BIA officials demurred, stating that it lacked
the staff or the funds to do so 27

Another problem noted by the GAO was that short repayment
terms could impair the objectives of the program. "Short repay-
ment terms crated a largt repayment schedule in the formative
years of a new business and could possibly be a major factor in the
failure of some businesses." 28

Inadequate technical assistance
Another major deficiency noted by the GAO, as well as the

American Indian Policy Review Commission and the Young Presi-
dent's Organization 29 were the limited management and technical
assistance provided. The GAO noted, for example, that of the four
defaulted guaranty loans examined, only one borrower had re-
ceived technical assistance." The American Indian Policy Review
Commission found that BIA staff lacked the necessary skills to pro-
.ride meaningful technical assistance. The Commission concluded
that the Agency did not have personnel who were "appropriate to
the requirements of a specialized technical assistance effort. There
are no specialized technicians within the Bureau of Indian Affairs
to provici for the rapidly increasing demand for specific expertise
in highly technical areas. The depth of training and necessary ex-
perience precludes using or retaining existing personnel, in most
cases. The vrescmt autogralic organizational structure is also not
flexible enough to permit technicians to move quickl; from area to
area." 31

The Young President's Organization in a later study stated that
"On each visit, we heard pleas for meaningful teranical assistance

28 Ibid, pages 34.
28 Ibid., pages 34-36
" Ibid., paws 37-38

lb.d.. pages 38-40
2'. In the Spring of 1976, members of the Young Presidents Organization, (YPO), a national

organization composed of corporation presidents under the age of 40, studies the operat.eil and
administration of the Indian Finance Act and its impact on reservations for the BIA and thy.
Secretary of Interior

38 GAO (1978), page 42
" AIPRC
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and managei...ent help. We were unable to identify any case where
the IFA (Indian Finance Act) had provided effective technical as-
sistance, probably because it is available under the IFA Act as a
`last resort' source . . . such assistance was less than useful. A bud-
ding enterprise cannot wait for various government agencies to ne-
gotiate which one can and should provide technical assistance."32
Insufficient funding

Regarding the inadequate level of funding the Policy Review
Commission stated why federal efforts to date have not been suffi-
cient. "The problem is not that federal efforts have failed to
produce any economic development on Indian reservations, but
rather that the rate of economic development has not kept pace
with the rising level of need associated with both the rising Ameri-
can Indian population and the rising cost of the average level of
living of all American people. For example, while some increases in
American Indian employment have occurred as a result of econom-
ic development efforts on Indian reservations, the rate of increase
in employment has not kept pace with the rate of increase in the
American Indian labor force, with the result being increasingly
higher rates of unemployment among American Indians. Similarly,
there have been some increases in American !Alan per capita
incr me, but the rate if increase in these per capita incomes has not
kept pace with either the rate of inflation or the rate of increase in
the average American per capita income, with the result that the
disparity between non-Indian and Indian per capita incomes has
been increasing in both real and relative terms. Indeed, the rate of
increase in the poverty level of income has been faster than the
rate of increase in American Indian incomes, with the result that
more, rather than fewer American Indians are li-ring below the
poverty level.' 33

It may rot be reasonable to assume that the problems outlined
above, an effectively be scIved by a federal agency operating with
limited staffs on tAnnual appropriations, especially in view of the
rece-' zuts in 1.he federal budget propos?cl by the Administration.
A recent anal3sis 3 4 of the cuts L eveals that, the budget will result
in no more funds available from EDA in Fiscal Year 1981 for tribal
projects and planning because of a recession of two-thirds of the FY
'81 funds for Indian programs. All economic development grants,
loans and loan guarantees provided to tribes by EDA, the Commu-
nity Services Administration and the Farmers Home Administra-
tion will be term iLlated by FY '82 and plannini support for eco-
nomic development 't rill cease in FY '83. It is clear that federal
funds, which were previously inadequate, will be woefull;7 inad-
equate.

" YPO, page 14
33 AIPRC, page 131
"Council " Energy Resource Tribes, "Highlights of Reagan Budget Revisions" Memoran-

dum, 1981.
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THE NEED FOR AN INDEPENDENT DEVELOPMENT FINANCE
INSTITUTION

As shown in the previous discussions, the unique economic and
institutional conditions of Indian country have created a situation
where development capital for reservation-based economic ventures
is difficult .6o assemble. Indian tribes and Indian individuals do not
have sufficient equity in the form of savings or excess revenues to
capitalize their projects. Because of protective devices placed
around Indian reservations, Indians experience great difficulty in
accessing capital and credit from private financial institutions.
Lacking internal capital and cut off from private capital and credit,
tribes are almost totally dependent upon the Federal Government
for development capital. Yet, historically, the administration of
these funds has diminished their impact; and the level of funding,
previously insufficient, is now about to be significantly reduced.

The need for economic development in Indian country persists.
Based upon the preceding discussion, what is required is a new in-
dependent and autonomous institution which consolidates the eco-
nomic development tinctions previously performed by agencies
soon to be curtailed or abolished. This institution should be struc-
twed to provide improved technical assistance, project evaluation,
loan review and monitoring to increase the success of development
projects in Indian country.

Findings of the American Indian Policy Review Commissior,
In 1976, the American Indian Policy Review Commission's Task

Force on Reservation r.nd Resource Development and Protection
recommended that all development-related federal funding for Indi-
ans be consolidated into a independent American Indian Develop-
ment Authority (otherwise called the American Indian D-welop-
ment Finance Institution), which institution would be authorized t4
make all necessary grant and loan commitments for the entire du-
ration of multi-year comprehensive development plans prepared by
Indian tribes. The Commission determined that what was ne.ded
was a "new orientation" for Indian reservation development, and
that federal funds should be administered so that they "are spent
in the right places at the right time and on the causes of under-
development, rather than on the symptoms. Rather than spend tng
funds for providing housing for those who cannot afford it, and
training for jobs which do not exist, these funds should be spent for
reservation re ources and industrial development and the neces-
sary infrastructures to sustain this." 35

The Policy Review Commission proposed that the "mechanism to
administer this new program is an American Indian Development
Authority (AIDA) created by Congress as an independent Federal
agency. It shall be the function of AIDA to provide Indian reserva-
tions with technical assistance funding and development capital to
prepare and implement comprehensive development plans. Initially
it shall coordinate, and eventually consolidate all development :e-
lated federal funding for Indians from current categorical grant
programs." "

" AIPRC, page 1:41
"Ibid, page 132
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The Commission conchal:A that this "approach to reservation de-
velopment will make economics work for Indians rather than
against them. This is the American Indian version of a model ap-
plied with some success in other under-developed economies. By
pursuing development in a manner which emulates the way in
which successful development has taken place elsewhere, reserve.-
tions should be able to reach the necessary threshold 1e'.' 1s of eco-
nomic activity which will make possible a self-generating, self-sus-
taining economy." 37

The creation of an American Irdian Development Finance Insti-
tution, in light of the economic policies articulated by the current
Administration, should be seen as an opportunity to demonstrate
that the administration is now charting a course for development
of Indian economies through a partnership arrangement. And that
this new arrangement will enable tribes to overcome government
dependence by focusing on investments which will maximize the
rate of return on capital and contribute positively to the capital
structuring and formation process of Indian country.
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ESTIMATION OF CAPITAL NEEDS FOR AN AMERICAN
INDIAN DEVELOPMENT FINANCE CORPORATION

By Ronald L. Trosper

INTRODUCTION

Those working on the development of an American Indian Devel-
opment Finance Corporation in several meetings discussed the
question of determining the Indian capital need. Two methods of
estimating capital requirements for an AIDFC have been proposed.
One is a "macro" and one is a "micro" approach. The macro ap-
proach would take aggregate data on the Indian population and on
the national economy to calculate the capital needed either to close
an income gap or to remove high rates of unemployment. The
micro approach would collect a list of feasible projects from reser-
vation planners in an attempt to estimate the current supply of
projects for such an institution.

This paper takes the macro approach. It used to be common in
development planning to use capital-output and capital-labor ratios
in planning. Neither technique is perfPA, and both could be criti-
cized for unrealistic assumptions and lack of detail. But if the goal
is modest, to obtain a ballpark estimate of need, perhaps the exer-
cise is worthwhile. One must Emphasize that the calculations pre-
sented in this paper are intended only to establish the general
magnitude of need for one type of capital among Indians.

The first macro method uses a capital-income ratio to calculate
the additional capital needed to support additional income. The
second uses a capital-labor ratio to estimate the additional capital
needed to provide additional jobs. In the first approach, one calcu-
lates an income gap that needs filling; in the second, one estimates
the number of needed jobs.

It would be desirable to make the calculations for 1980, the year
just past. But one must recognize that there is a lag in the publica-
tion of data. The Bureau of the Census has only just begun to issue
its reports from the 1980 Census. National data on Indians from
the Volume I series will be available soon, but not yet.

As sr. alternative, calculations in this paper are based upon data
from 1969. This has several advantages. First, one can use informs-
tior, from the 1970 Census of Population to obtain baseline esti-
mates of American Indian income, population, labor force partici-
pation, and unemployment. Although it probably undercounted In-
dians, and although it used self-identification, the 1970 Census re-
mains a more reliable source than estimates of income and unem-
ployment from the Bureau of Indian Affairs. If our eventual audi-
ence is Congress, estimates based on Census sources will be easier
to defend.

(73)
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A second advantage of using 1969 is that John W. Kendrick's
book, The Formation and Stocks of Total Capital (2), provides a
comprehensive statement of the capital stock of the United States
in 1969.

A third reason to use 1969 is that the economy was in a position
of full employment, prior to the troubles of the 1970's. The national
unemployment rate averaged 3.5 per ent in 1969 and 4.? in 1970.
Thus, all Indian unemployment in 1969 and 1970 can readily be as-
sumed to be "structural" rather than "cyclical" unemployment.'
In addition, CETA did not exist; if one bel;eves that many CETA
jobs are a form of welfare rather than produAive employment, use
of data prior to CETA omits any reduction in nnemployment due to
CETA jobs. One could consider using data on Indians in the Survey
of Income and Education, a survey conducted in the spring of 1976.
Because the economy was coming out of a recession at that time,
that data would impart Lua upward bias to observed unemployment
as an estimate of structural unemployment among American Indi-
ans. The national unemployment rate in April 1976 was 7.6 per-
cent. It has averaged 8.5 percent in 1975.

For these three reasons, therefore, estimates of the capital re-
quirements for an AIDFC are made using 1969 data. These esti-
mates are then extrapolated to 1979 using a price inflator to take
account of changes in the value of the dollar and a population
growth factor to take account of changes in the number of Indians.
When the 1980 Census data are available, the estimates can be up-
dated using its results for income, labor force participation, and un-
employment.

INCOME AND POPULATION DATA, 1969

Table 1 presents data on Gross National Product, Net National
Product, National Incone, and Per. anal Income from the National
Income and Product &counts (NIPA) for 1969. When divided by es-
timated national population in 1969, the result gives several meas-
ures of income per capita. The table also gives estimates of per
capita income from the 1970 Census. Census data is based upon the
population of April 1, 1970, and the income reported for that popu-
lation in 19gQ. One needs to use the Census data in order to com-
pare American Indian income to national income. But one needs to
use the NIPA data for 1969 for comparisons to Kendrick's capital
data. Fortunately, NIPA's Personal Income corresponds closely to
Census income.2

Census data on personal income reveal that American Indians
received about half as much income per capita in 1969 as did the

' Cyclical unemployment is caused by recessions, which occur when general demand for goods
and services is below the capacity of the economy to produce them Structural unemployment is
caused by factors unrelated to the level of general demand Two examples are discrimination
and geographical immobility

2 The Census definition of income 1.1 closest to the Personal b come concept in the National
Income and Product Accounts These accounts are produced by thci Bureau of Economic Analy-
sis in the Department of Commerce NIPA's Personal Income includes imputed rent for owner-
occupied housing, which is omitted by the Census The NIPA data also provide better ea:r.Nates
for property and transfer income, which tend to be underreported in the Census As shown by
Table 1, the difference qmonnts to 531 per person, using the Census population data This is
the difference betweer $3670 and $3139 The population figure in row five, 203,210,000, is from
the Statistical Abstract and is the Census number rounded to five significant digits
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nation as a whole. The exact value is $1573/3139, which equals
.6011. Applying the ratio of per capita incomes in the 1970 Census
to the 1969 NIPA Personel Income per capita ($3703), it appears
that for all Indians a gap of (.0511) X ($3,693) $1,856 existed in
1969.

Tab!e 1 gives two sets of population figures. One is the national
--,-)pulation for 1969. The other is the national population figure in
Lace 20 percent count of the 1970 census, a- ' the corresponding
figure for American Indians. Three different population counts are
available in the 1970 Census, a full count, a 20 percent sample, and
a 1E percent sample (5). The respective counts are 792,730; 763,594;
and 760,572. The calculations presented below are based on the 20
percent count. If one wishes to adjust them to the full count, the
totals should be multiplied by 1.038. Average figures should not be
adjusted.

TABLE 1. INCOME AND POPULATION DATA, 1969 AND 1970

Total /aloe l969
Collars I a Rens POPULIII011 1%9 Value per capita

Bureau of Economic Analysis

GNP 2 $953 5 3 201385,000 $4,645
NNP 2 853 1 2h1,385,000 4/36
National Income 2 767 9 201.38:000 3,813
Personal income 2 745 8 201,385,000 3,703

Do 2 745 8 203,210,000 3,670
Bureau of the Census

Per capfla Income, 1969
Nation 4 203,212,877 3,139
Amencan Indrans 5 763,594 1,573

' tosnOMIC Repoli of the President, January 1918 table 13-11

2 Often "Men Used State tomme is compared tc that nl uthe wunbes, iiirP n the income measum used 6NPminus depreciation Ammer
In, business eqial Net National Product NNP minus indirect business taxes equals National Income To ao from National Income to Personal learne
raw., ;.:.erai steps The man ones se to subtract undistrkuteo corporate profits and social security taxes. and to add trans* payments Betas
xe m Footnote 3 Table 8 -11

Statistal abstract of the tinned States, 1974 p 5
1.1 S Bureau of the Census, Census of Populace 1910 General weal and ECCOXMC Nder:stns. Final Report PC(11-C1. tinned rates

Summary Table 94
'US Bureau of the Census Census of Peolatan 1970 Sublect Reports. Fine, Report PCM-1F. American Mans. Tables 1 and 9

The full count for American Indians and Alaskan Natives has
just become available for 1980 ('7). The population was 827,268 in
1970; in 1980, 1,418,195 American Indians, Eskimos, and Aleuts
were counted. This represents an increase of 71 percent. Some of
the increase is due to a natural population g. vth, some is due to a
better count of Indians, and some may be due tc additional num-
bers of Indians and Alaskan Natives identifying themselves. The
combination of these factors is unknown. Whether the data in 1970
is a biased or an unbiased estimate of true levels of ircome and em-
ployment in 1970 is also unknown. In the following calculations,
1970 data is taken as an accurate estimate of average income, un-
employment, and participation rates for Indians. Population total
values are scaled upward by 1.71 in order to project the results to
1980. This should adjust simultaneously for all the factors which
account for the changes in the population count between 1970 and
1980.

7 /
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CAPITAL IN 1969

Much of the income gap can be attributed to different levels of
ownership of "capital" by Indians compared to the whole nation.
Kendrick (2) ambitiously attempts to estimate the net value of all
capital, human as well cs nonhuman. He adopts a four-fold classifi-
cation; tangible nonhuman, intangible nonhuman, tangible human,
and intangible human. Examples of tangible nonhuman capital are
the equipment, inventories, and structures of a factory. Intangible
nonhuman capital is knowledge gained from research and develop-
ment. Tangible human investments are the costs of rearing chil-
dren to age 14; intangible human investments are education and
training, health maintenance, and migration.

Kendrick estimates the amount of each of these four types of in-
vestment for three sectors: Persons, Business, and Government.
Table 2 is a reproduction of his summary table for 1969.3 In 1969,
the total net value of capital in the United States held by all sec-
tors was 6,920.4 billion dollars. This figure was obtained by adding
all past investments and subtracting estimated depreciation of each
type of capital. For the purposes of estimating figures for an
AIDFC, we are interested in just part of this table, estimated tangi-
ble capital held in the business sector. This figure, $1,252.1 billion,
is the appropriate figure because we have viewed the AIDFC as ap-
plicable to directly productive investments undertaken by Indian
individuals, businesses, and governments.

It may be surprising to discover that tangible business capital is
only 18 percent of all capital in the United States, and only 41 per-
cent of all tangible nonhuman capital. The per capita income of the
United States is supported by a wide variety of capital. Similarly,
an AIDFC, oriented toward creation of tangible business capital,
cannot close the entire income gap between Indians and others in
the United States. Human capital must also be created and uti-
lized.

TABLE 2 NET NATIONAL CAPITAL OF THE UNITED SATES, BY TYPE AND SECTOR, 1969

woos of current dollars)

Nation Persons Business Governments

Nonhuman 3,220 5 1,103 0 1,3065 811 1

tangible 3,035 6 1,091 5 1,2521 692 0
Land 686 8 174 3 393 7 118 8
Strictures 1,3761 515 9 423 0 436 3
Equipment

(Military)
617 4

U46 8)
231 c, 230 7 102 7

(146 8)
Inventories 355 3 117 3 203 8 34 2

Intangible 184 9 11 5 54 4 119 1

human 3 699 ^ 2,695 9 5 834 5

tangible 1,146 1,146 9
Intangible 2,553 0 1,549 0 169 5 834 5

Education 2,267 3 1,3341 162 4 770 9
Health 241 7 175 0 5 0 617

3 He also provides summary tt.bles for 1929 and 1948, as well as numerous bn akdowns of the
data for every year between his benchmark years
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TABLE 2. NET NATIONAL CAPITAL OF THE UNITED STATES, BY TYPE AND SECTOR, 1969Continued

[Billions of current dollars]

Nation Persons Business Governments

Mobility 43 9 0 2 0 19

Totaldomestic 6.920 4 3.798 9 1,476 0 1,645 6
Net foreign assets 69 2

Totalnational 6,989 6

Source John W Kendrick The formation and Stocks of Total Capital, (New York Columbia University Press, 1976) p SI

Using the 1969 total population of the United States, the value
per capita of business tangible nonhuman capital is $6,217. The
value of income per capita in 1969 is $3,703. The ratio of these
numbers, the capital-income ratio, is 1.679.4

Table 3 presents two important ratios which will be used in sub-
sequent sections. The first is the capital-income ratio, 1.679. The
second is the ratio of tangible nonhuman capital in the business
sector to the total employed non-governmental civilian labor force
in 1969. This ratio is $19,058.

CAPITAL-INCOME RATIO METHOD

Table 4 presents the calculation of capital needs in 1969 using
the capital-income ratio. There is a gap of $1,856 per person be-
tween Indians and non-Indians in 1969, as reported in Table 1.
Multiplying this gap by the capital-income ratio of 1.679 from
Table 3 gives a capital value of $3,115 per person. Since Indian pop-
ulations was 763,594 according to the 1970 Census (20 percent
count), the total capital need in the business sector was
$2,379,000,000 in 1969.

It remains to transfer this estimate to 1969. First, an adjustment
in prices is needed. The price index for gross private nonresidential
investment is appropriate. Prices for these goods increased 1.978
times between 1969 and 1)79 ((1), Table B-3; (9)). In 1979 prices,
therefore, the capital need for the population in 1969 was 1.978
times $2,379,000,000 or $4,405,000,000. The final adjustment is to
multiply by the increase in counted population, 1.71, for a total es-
timate of $8,050,000,000.

4 Those accustomed to capital-output ratios will be surprised, for such ratios are commonly
assumed tl range around 3 This larver number usually derived by adding up all tangible
nonhuman capital If this is done for ill three sectors using Kendrick's data, and GNP is used as
a measure of output, the resulting ratio in 303o 6/935.5=3 2A, which is above the csual ratio
because so much govern,nent capital and all i psumer durables are included

7d
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Table .1 National capital-income and capital-labor ratios, 1969
Item Value

(1) National net tangible nonhuman capital, business sector, 1969 $1,252,100,000,000
(2) National personal income, 1969.. .. $745,800,000,000

Ratio, (1)/(2) (cppital/income) ... . . . ... . i 679
(3) Total civilian employment, 1969 .... . . .... ... . .. 77,902,000
(4) Government wage and salary workers . . .... 12,202,000
(5) Total number of nongovernmental workers, 1969 ((3)(4)). . . ... 65300,000

Ratio, (1)/(5) (capital/labor) $19,058

Sources John W Kendrick, The Formation and Stocks of Total Capital. New York Columbia
University Press, 1976, p 51, (2) Economic Report of the President, January 1978, Table B-17, (3)
Ibid , table B-27. (4) Ibml, table B-34

Table 4 Indian capital needs using the capital-income ratio method
Item Value

National per capita personal income, 1969. $3,703
x Ratio of Indian to national per capita income, 1970 Census.. 501
= Per capita income gap.
x Net national tangible nonhuman capital per dollar of personal

income, 1969.

$1,856

1.679
= Capital needed per person ...... ... $3,116
x Indian population, 1969 $763,594
= Capital needed, 1969 ...................... . $2,379,000,000
x Price increase, 1969-79, for nonresidential fixed investment ... 1.978
= Capital needed in 1979 prices .. .......... .... ..... ........ .......... ... ... $4,706,000,000
x Increase in count of Indians, 1970- 80........ 1.71
= Estimated capital need, 1979 ........ .......... .. .... ............. ........ . $8,046,000,000

Assuming, therefore, that Indians did not gain upon the national
average per capita income during the 1970's, that the Indian data
in 1970 represents average income level for the population which
was later enumerated in 1980, and that the capital-labor ratio re-
mained unchanged between 1976 and 1980, we have a total estimat-
ed need for business capital of $8 billion dollars.

CAPITAL-LABOR RATIO METHOD

Table 3 gives an average amount of business sector capital of
$19,058 per worker in 1969. This number will be combined with an
estimated number of jobs needed in 1969 to provide a seconi, lower,
estimate of capital need in 19e9. The estimate is lower than the
one in section 4. One reason is that no upgrading of the capital per
already employed Indian worker is allowed for in this procedure.

Table 5 gives the percentages which are used to obtain an esti-
mated "job gap" in 1969. The first column gives national labor
force participation and unemployment rates for all males and fe-
males as reported in the 1970 Census of Population. The second
column gives the proportions for American Indians. Because unem-
ployment is cyclical phenomenon, it is important to use data which
applies to the same period of time for both the nation and Indians.
In this case, the period is the week before the census day, April 1,
1970.5 Indians have a lower rate of labor force participation for
both sexes; this rate is based upon the population 16 years old and
over. Once in the labor force, Indians experienced higher rates of
unemployment than did the nation as a whole.

5 11 , Census data applies to late March, 1970 Kendrick's capital data apply to 1969 Al-
though the two do not match exactly, they are close enough for providing ballpark estimates,
which is the gm r this paper

80
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TABLE 5.LABOR FORCE PARTICIPATION AND UNEMPLOYMENT RATES PERSONS 16 YEARS OLD AND

OVER, APRIL 1,1910

M races American
Indians

Males

Civilian labor force participation
759 621

Unemployment rate

females
039 116

Civilian labor force participation 413 353
Unemployment rate 052 102

US Bureau of the Census, Census of Population 1970, General Social and Economic Characteristics, Final Report PC(I)-CI, United States
Summary, Table 90

U S Bureau of the Census, Census of Population 1970 Subject Reports, Final Report PC(2)-If, Ammon Indians, Table 4

An estimate of jobs needed can be derived by applying the na-
tional rates of participation and employment to the Indian popula-
tion. Since the data is taken from the 20 percen. count of the
census, the estimated population from that count is used here.
Table 6 demonstrates the calculation. National rates are applied to
the Indian population; then actual Indian employment is subtract-
ed from the estimate of Indian employment at national rates. This
leads to an estimated shortfall of 55,874 jobs.°

TABLE 6.EXPANDED INDIAN LABOR FORCE, 1910

Males females

Total civilian population ,o years old and over' 212,108 233,266
x National labor force participation rates (table 5) 7590 4133
= Expanded labor tome 160,990 96A09
x National rate of employment 9610 948
= Employed Indians at national rates 154,711 91,396

Actual Employed Indians
116,467 73,766

= Needed jobs at national rates 38,244 17,630

Grand total 55,874

' US Bureau of the Cam , Census of Population 1970 &tied Reports, Final Report PC(2)-1f Amman Indians Table 4

This calculation has taken into account the phenomenon of the
"discouraged" worker, the person who leaves the labor force be-
cause of the lack of jobs. All of the difference in national participa-
tion and Indian participation rates is attributed to this reason. In
this way, some of the rationale behind BIA data is taken account
of; the BIA includes persons not at work and not looking for work
in its estimates of unemployed persons. In 1970, the BIA reported
that the national unemployment rate was 28.6 percent for all Indi-
ans and 41 percent for reservation Indians ((3), Table 3). The BIA's
unemployment rate is larger than the conventional rate by defini-
tion. The conventional rate counts only those actively seeking work
as unemployed; the BIA counts as unemployed all those not at
school and not at work who are of working age. If one were to use

6 Since national rates have been applied, some Indians would still be unc,.. dyed if all these
jobs were found The figure in the text 18 the number of unemployed and discouraged workers
above national rates One could use the high rates of unemployment in the 1976 Survey of
Income and Education to test this figure For all Indians in the lower 48 states. 35,613 females
and 37.030 males were looking for work. During that recess_on year, more Indians were out of
work than the text estimates the job gap was in 1969
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the BIA's definition of unemployment, the discouraged workers
would be included in the labor force and the unemployed. One can
therefore calculate the implied unemployment rate of Table 6 with
the BIA definition. For males, the unemployment rate would be
27.8 percent; for females it would be 23.2 percent. These figures are
quite close to the BIA's figure for all Indians in 1970.

Table 7 ;A dsents the estimation of needed capital based upon a
capital-labor ratio method. The number of needed jobs, 55,874, is
multiplied by the national average level of capital per worker,
$19,058. This gives an estimate of $1,065 million in 1969. Applying
the price inflator of 1.978 and the population growth factor of 1.71
gives an estimate of $3.6 billion in 1979.

Table 7.Indian capital needs using the capital -labor ratio method
Item Value

Number of additional jobs needed, April 1, 1970... . . .......
x National net tangible nonhuman capital per nongovernmental

worker, 1969 ........ . ........

$55,874

$19,058
= Needed capital for additional jobs, 1969 . $1,065,000,000
x Price increase, investment goods, 1969-79 1.978
= Needed capital in 1979 dollars $2,106,000,000
x Population growth, 1970-80 1.71
= Needed Capital in 1978, capital-labor ratio method ..... $3,600,000,000

We have therefore estimated that the capital needed in the busi-
ness sector to move Indian employment to national levels in 1979 is
about 3.6 billion dollars. A number of assumptions underline this
estimate. First, we have assumed that the number unemployed and
discouraged workers are 1.71 x 55,874, which is 95,544 workers in
1979. Second, we have made no correction for the positive net in-
vestment per worker which occurred in the business sector between
1969 and 1979. (To make thin correction would require considerable
effort.) Since significant positive net investment occurred, our esti-
mate is too low on this account. Another reason this method gives
a low number is that no provision for increasing net capital per
worker for already employed Indian workers is ass:med. Yet a
fourth factor is that 1969 and 1970 were years of high employment.
Recent years have seen much more reported unemployment. Un-
employment, by reducing the number of workers, increases the
amount of capital per worker, for unemployed machines are not
subtracted from an estimate of net business capital. Thu 3, when
data become available to compute capital per worker in 1979, the
number may be high compared to our estimate. Fifth, CETA was
implemented in the 1970's; by providing public sector jobs, CETA
lowers reported unemployment. When 1980 Census data are avail-
able, the effect of CETA will have to be kept in mind.

CONCLUSION

This paper has presented two alternative estimates of the capital
needed in 1979 by American Indians to bring their business sector
up to national levels. Using a capital-income ratio, the need is ap-
proximately $8 billion. Using a capital-labor ratio, the need is ap-
proximately $3.6 billion. In both cases, the type of capital is net
nonhuman tangible capital in the business sector, namely, equip-
:,ient, structures, inventories, and land. This approach has ignored

82
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other types of cr.pital which Kendrizk identifies, awl which are also
needed in Ism lien communities.

Tal)le 2 of this paper reproduced Kendrick's data for 1969. Only
18 percent of all capital in the United States is tangible capital
held by the business sector. Persons and governments together own
more tangible nonhuman capital than does the business sector. The
value of all human cap',Lal in the United States, according to Ken-
drick, exceeds the value of all nonhuman capital. This paper's at-
tention is restricted to only a orti?ri of the total types of capital
which are important. Additions to the stock of tangible capital in
the Indian business sector should be accompanied by investments
in other types of capital to be fuiiy successful.

Of the two approaches, the capital-income approach is the more
comprehensive, for it implicity involves upgrading the quantity of
tangible nonhur.-. 'n capital per Indian person, rather than per
Indian unemployed worker. Since some Indians are employed at
jobs with below avei age capital per worksr, the income approach
gives a larger estimate.

Both approaches assumed that average ratios are good esti; sates
of marginal nes. For instance is it safe to assume that the capital
needed per adeitional --orker is the same amoun4 as the average
capital per worker now employed? Since capital i,gilued at histcri-
cal cost underest. lutes its replacement cost, Kendrick's figures
may be too low. See (16) for P discussion of this. Therefore, the esti-
mates of this paper are also too low as far as this aspect is con-
cerned.

Several more steps are required to turn an estimate of general
capital need into a recommendation for the capitalization of an
American Inzlian Development Finance Cor..zation. S,me factors
should be taken into consideration in trent nming ti.,:se numbers
into ar, amount for a nem institution. The geographical location of
Indian e' ounities and enterprises to be aided is one such issue;
the it this paper are fo: Indians residing both on and of
reservations. f he ability of Tr.dian communities to develop good
projects, and the ability of a new institution to evaluate and fund
such projects will set one upper Emu, on the rate of growth of tht,
enterprise. There will be a period of learning early in the life of a
new institution. Another limit to growth will be fl ,e amounts avail-
able from the federal government and othe, rources, both for the
American Indian Development, Finance Corpor, tion and for the
projects which it sponsors. For these reasons, the scope of this
paper nut include converting a macro estimate of capital need

, a recommendation for the -apitalization of sa .ew institution.
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INITIATIVES IN DEVELOPMENT FINANCE

By Lorraine Turner Riefing

INTRODUCTION

American Indians and Alaskan Natives experience poverty and
unemployment to an extent unequalled by any other group in
America. They are among the poorest Americans. Rural Indian
income per capita is $3,246 c tipared to the US average $8773
(1979).' Indian unemployment on reservations is approximately 40
percent as compared to the US average 6 percent (1979).2

The causes of such unparalleled poverty and -inemployment hat e
been widely studied beginning with the Merriam Report in '928.
Although the origin of such poverty 's strongly connected tc the
loss of land under the allotment policy, failure to build strong res-
ervation economies upon the remaining kind is also a contributor
to contemporary poverty. A recent thorough examination of Indian
economic conditions found that, reservation development under
Indian direction is held back because Indians lack effective control
over their land and resources, have limited access to long-term cap-
ital, and have developed few managerial and technical skills.3

The combination of such obstach z has greatly limited the estab-
lishment of reservation-based ent.: rprises that employ Indians.
While various income-maintenance programs have alleviated ex-
treme poverty, such programs have bred dependency and social dis-
integration nd nave failed to help Indian communities attain self-
sufficiency.

The purpose of tills paroi is to explore specific ways of promoting
Indian business development g;ven the political, legal ar_' econom-

' In 1969 the ratio of rural non-fa. m Indian inconr., pee capita ($1147) to national income per
capita ($3139) was 37 This ratio. .27, was applied to the 1979 persoial income per capita, $8773,
to derive the ..orresponding figure of $3246 for rurri Indian income per capita Personal income
per capita is from the Bureau of ?,conomic Analysis, US Dept of Commerce, 1979 These fig-
ures will be revised once the 1980 U.S Bureau -1 Census figures are available

2J R. Brown, "Preliminary Report on the Economic Development Needs Assessment Survey,"
American Indian Development Cerrnratie,i, Albuquerque, N M , 1920: and BIA "Local Esti-
mates of Resident& Indian Populatir and Lai, ttr Force," April 1979

American Indian Policy Rev' o n , Task Force Sever., Final Report or Reservation
and Resource Development -1,ngton, DC.. USGPO, 19761 Other studies in
dude Gereral Accountir More Feel,.:. Efforts Needed to Improve Indian's Standard
of Living Through Blair,. dopment," Washington. 19:8; M Udall, Indian Natural Re-
sources Development Act , b ," General Accounting Office, "Better Overall Planning Needed

Improve she Standaid of White Mt Apache of Arizona," Washington 1975, "Land
Management Activities on Three Indian Reservations in S Dakota Can 9e Improved," Washing-
ton 1975; "Indian Natural ResnurcesOpportunities of Improved Management and Increased
Productivity," Washington 1975; ' Expenditures Benefitir.g American Indians", Washington,
1975, "Improving Federally Assisted Business Development on Indian Reservations," Washing-
ton 1975, "Land Leases on Fort Hall Indian Reservation it Paho," Washington 1974; U.S Con-
gress Senate, "Financing the Economic Development of Indians and Indian Organizations,"
!leering befoi, Si committee on Indian Affairs, May 31, 1273, Gr.-eral Accounting Office, "In-cr ed Incorr e Couto Be Earned on Indian rrust Monies Administered by the Bureau of Indian

s," Washington 1972; Joint Economic Committee, Toward Economic Development err
Native American Communities. 91st Cong lst Session 1969
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is environment in which these enterprises must function. Although
economic development is more than t siness development. it
cannot occur witho at it.' While the federal government has had
some success in providing Indian reservations with a minimum
amount of infrastructure, health-care and educational facilities, its
efforts to promote productive enterprises on a si Tnificant scale
have failed. isecause the need for Indian business development is so
acute, this paper focuses almost exclusively on ways and means to
en,-.3urage it.

The paper considers various remedies for the maul obstacles to
business development: lack of access to cauital and the lack of
Indian managerial skills. As a background for understanding the
conclusions and recommendations presented here, Section II briefly
examines why existing institutions and programs have failed to
provide access to capital aad management training.

Lack of access to bng-term capital and absence of managerial
skills are rather common obstacles to economic development in
rural areas and Third Work: countries. The third and fourth sec-
flora of the paper analyze various domestic and foreign develop-
ment finance programs and institutions which have been created to
facilitate thi. flow of capital and the acq ..isitjon of skills. It identi-
fies the structural and operating characteristics which have con-
tributed to their success.

The fifth ctsotion discusses the most appropriate structure, source
of funds, use funds and operating policies for an American
Indian develoi. lent finance institution taking into account the
unique legal and economic environment in which the institution
will function. A glossary is attached which defines Ell technical and
financial terms used in this working paper.

Economic development is a broad term which is usually defined as an improvement in the
population's well being or living standards One indicator is the level of productive Income per
capita Economic development can he achieved by investing in education, on-the-job training,
health, in infrastructure such as roads, ports, railroads, electricity and telecommumcatio and
in busine.is enterprises Thus, investment in business enterprises is just one element r, promot-
ing ecenomic development

8t3
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CHAFFER INEED FOR A NEW DEVELOPMENT FINANCE INSTITUTION

This section briefly assesses the record of various federal pro-
grams, commercial institt.tions and tribal governments in provid-
ing long-term capital and management assistance for Indian busi-
ness development. A more comprehensive review can be found in
"Institutional Barriers to Financing Development Projects in
Indian Country," written for the American Indian Developm ant
Corporation.

Federal programs
Between 1966 and 1980 various federal agencies provided funds

for business development in the form of categorical grants, direit
loans, loan guarantees and interest subsidies. Most of this aid we s
given in a piecemeal, uncoordinated fashion which greatly a;min-
:shed its impact. Most projects were funded in the absense of feasi-
bility studies, or objective project selection criteria. In addition the
federal agencies did not adequately monitor the project or provide
training and management assistance.

The General Accounting Office, the Department of Interior's
Office of Audit and Investigation and numerous consultants' stud-
ies have evaluated the impact of various business development pro-grams.

The largest and most significant programs were run by the Eco-
nomic Development Administration (EDA) and the Bureau of
Indian Affairs ',BIA). Both were sverel criticized by the General
Accounting Office (GAO) in 1975 and again in 1978 for not under-
taking adequate feasibility studies, for not providing needed techni-
cal assistance to new businesses and for not monitoring their
projects.5' 6

GAO was hoPeful that, with the passege of the Indian Financing
Act in 1974, the BIA's ability to finance reservation economic de-
velopment would be signifi,:antly enharv-ed. The Act increased the
revolving loan fund by $50 million, provided $200 million in loan
guarantees and $10 million per year in busine-s grants for three
years. Unfortunately, the authorized funds were never fully appro-priated.

TABLE I STATUS OF THE INDIAN FINANCING ACT

Item
Appropriated

Number protects disbursed Per protect
(millions)

Revolving loan funds
311 $63 2 $220,000

Loan guarantees
110 65 8 600.000

Grants
1,511 231 (5.000

5 Eric Natwig, "Institutional Barnett, to Financing Development Projects in Indian Country"
(19N1,

6 Gi-s0. op Cif p 29 f 197st
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Those funds which were released did not have the intended
impact for a number or reasons.

First, many loans and loan guarantees were ,even without feasi-
bility studies or even assurance or repayment. Second, the BIA
lacked an automated accounting system to keep track of loans.
Third, commercial lenders did not properly service the loans and
they shortened repayment periods to ten years or less, thus impos-
ing an increased financial burden on new businesses during the
crucial start-up phase.

The grant program provided equity capital to Indian businesses.
Given the absence of any qualitative selection criteria, most of the
grants were made on the basis of political pressure rather than as
part of the package for financing business development.'

Commercial institutions
It is commonly believed that c, imercial banks are a source of

development capital. However, the terms and conditions of moat
commercial bank financing in the U.S. are inappropriate for long-
term development projects. Commercial banks have little venture
capital and they rarely make long-term loans.

In addition to the lack of long-term capital there are legal bar-
riers which prevent commercial banks from lending to Indian
tribes and individuals. Commercial banks must obtain acceptable
collateral which Indian clients can rarely provide due to the trust
status of Indian land. Commercial institutions have sometimes ac-
cepted non-trust assets such as future sales revenues; assignment
of lease income or; certificates of deposit; leasehold interest mort-
gages8

Such devices do not deal with the barriers cated by aibal sov-
ereignty and jurisdiction. In case of default tri governments are
reluctant to have disputes settled in non-triba ,ourts or allow non-
Indians to enter reservation land to repossess assets. Nor do non-
Indians like to be subject to tribal jurisdicti _ n and only the more
adventuresome will accept the use of unique forms of collateral.

Even if short term capital were appiapriate and there were no
legal barriers, commercial banks lack adequate information about
reservation investment opportunities and are unable to identify
viable projects or perform feasibility studies.

Another obstacle which prevents commercial banks from lending
to Indian people is the banks' inability to provide the necessary
ethnical assistance. While many Indian ventures promise high

-ates of return, they involve u usual technical or managerial prob-

7 ibid
"A useful device called the teasel 'd interest mortgage is infreq ently used by commercu..

banks Some federal lending agencies use this device which is a lien on the physici I assets and
not on the trust property and further gives the tripe the first right of refusal in case of default
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terns which raise the bank's perceived level of risk. Risk can be re-
duced by proper project appraisal, technical assistance, monitoring
and follow-upall of which are too expensive for commercial banks
to provide.

Indian sources of capital
Frequently mentioned sources of investment capital are tribal

trust funds and annual revenues from tribal resources. The trust
funds are very unevenly distributed among Indian people. The fed-
eral government, as trustee, requires that the Branch of Invest-
ments, BIA, invest tribal trur+ money in financial investments
which :.re fully guaranteed. Even when the tribal governments ex-
ercise control over these funds they usually prefer to invest in risk-
free government securities because their revenue base is both
meager and precarious. For some it it their only source of revenue.
Other sources of tribal investment funds are annual rents and roy-
alties from resource development. However, such resource rents
are unevenly distributed among tribes. Many tribes use the bulk of
the funds to pay for tribal government and some social services. A
few very rich tribes do invest portions of their resource rents in
reservation development.

There is now a move in Ctu ., ess to allow tribal governments to
issue tax-exempt bonds as do states and n. aicipalities. Even if this
privflege were granted there are still problems arising from the
marketability of tribal tIonds and the restricticns on the use of
bond proceeds.9

Conclusions from past initiatives
Given the dismal record of federal programs and the inability of

commercial banks and tribal governments to provide long-term
capital, it is apparent that a new, independent financial institution
is needed.

This new independent institution would be a source of equity
(venture! capital, long-term loans and technical assistance. It woulci
finance viable profit-seeking enterprises. It would seek out those in-
vestment opportunities which would have maximum impact on
Indian communities in the form of income and employment. Be-
sides coordinating the provision of equity, loans and technical as-
sistance on an objective basis it could also arrange co-financing.
The participation of commercial banks could be encouraged by
guaranteeing the project loans thus eliminating the need fc r collat-
eral.

Difficult issues such as the appropriate cornorate form which
would allow both Indian control and the role of the federal trustee,
methods of capitalizaton, use of funds, organizational structure and
operating policies will be deferred until after the most relevant do-
mestic and overseas models of development financing have been re-
viewed in Sections II and III.

9 Restrictions on bona proceeds include who may use the proceeds and for what purpose For
example, industrial development bonds are restricted in size to $10 million and all proceeds
must be used for the development of land and property Also off -reservation activity is limited to
"pure.as2 marketing or similar activities which are directly related to the onreservation
activity
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CHAPTER IL-DOMESTIC PROGRAMS AND INSTITUTIONS FOR
DEVELOPMENT FINANCING

This section examines a few domestic attempts to Establish insti-
tutions to provide development financing. The review is selec tive in
that it focuses on the most recent and relevant initiatives which
might provide useful lessons in setting up a development finance
institution for Indian business development.

National initiatives
The 1970's were marked by a high rate of unemployment among

certain groups: minorities, youth and unskilled workers. Often
these groups were trapped in the decaying inner cities or were
stranded in remote rural areas. To alleviate such structural unem-
ployment a number of measures were proposed to rebuild the pri-
vate sector economies of distressed urban and rural sectors. An es-
sential element in this renewal effort was the creation of a Nation-
al Development Bank. The bank was to have provided long-term
capital to expand oe start new private businesses in distressed
areas. While such a bank could have stimulated business invest-
ment, it was designed in such a cumbersome way that Congress
was not convinced it could achieve its objectives. The bank was to
have been an interagency institution directed by the Secretaries of
Treasury, Commerce and Housing and Urban Development. It
would have enco iraged the growth of private enterprise by the use
of $8 billion in grants, $934 million in taxable development bonds
and a $1 billion liquidity facility for the purchase of existing loans.
The bill was introduced in 1978 and never got out of committee
largely due to the ambivalence of Congress regarding the c. .ration
of a new institution with such an awkward management struct .

In contrast another component of the redevelopment straegy,
the Urban Development Action Grant (UDAG) was passed in
record time precisely because Congress did understand what was
involved (i.e., the creation of a new categorical grant program for
urban renewal).

After the concept of the national development ban', was scuttled,
a move was launched to beef-up the Economic Development Admin-
istration (EDA) by rewriting its basic legislation. Regional and com-
munity development had been an important concern of the federal
government since the 1960's. Probably the most significant piece of
legislation in this respect was the Public Works and Economic De-
velopment Act of 1965 which created the EDA.

The intent was to dramatically increase the financial capacky of
EDA enabling it to do what the national development bank was
supposed to have dom. Instead of creating a new financial institu-
tion, the Secretary of Commerce was to have been given the au-
thority to expand on a massive scale, direct loans, interest subsi-
sides and loan guarantees to private businesses which would gener-

(89)
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ate employment in distressed areas. The financial assistance was tobe used for land, plant, equipment and working capital and repay-
ment of debts. Aid was to be granted based on employment effects,
the degree of distress in the area, and the level of private sector
equity investment in the project.

The sponsors requested $570 million annually for the direct loans
and interest subsidies and a limit of $1.8-2.5 billion for the guaran-
tee program. Such an expansion in federal lending cauF01 a juris-
dictional problem between the congressional public wot. a col :nit-
tee and the banking committees. The jurisdictional dispute got tile
National Public We-rIcs and Economic Development Act (1979) off
track and another initiative died in a cozierence committee.

It is doubtful that this large increase in federal loans alone could
have successfully promoted area redevelopment. Key omissions in
the legislation were the failure to provide equity funds or a way to
strengthen local managerial and technical capacities. Eligibility
criteria were too broad and critics recommended that they be t;ght-
ened in order to narrow t irget areas and give special consideration
to new (less than 10 years) and small (less than $50 million in
sales) enterprises. Interest subsidies were seen by some as seldom
useful and often abused since the problem of small businesses in
distressed areas is often access to capital, not its cost. Loan guaran-
teve were to be used in preference to direct loans and the experi-
ence of the Small Busineas Administration and the Indian Financ-
ing Act suggested that loan guarantees unduly reduced the risk to
the participating commercial banks with the result that they did
not have an adequate incentive to monitor their loans.

Concurrently with these initiatives to promote urban and rural
development there occurred other attempts to create development
finance institutions. In 1978 a bill was introduced to create a Na-
tional Rural Development Bank. It was felt that the Rural Develop-
ment Act (1972) was insuffic -t to provide for the capital needs of
rural development projects. e bank, a federally chartered instru-
mentality, wa.; to be a per, .anent rural development investment
and financial institution. It would issue stock to be purchased by
the Secretary of the Treasury, borrowers and joint-venture co-spon-
sors." The bank could also sell tax-exempt bonds but the federal
government was not liable for its debt instruments. Any member of
the Federal Reserve System could buy and sell the bank's bonds,
debentures and similar obligations. The bank would provide equityfinancing and loans as well as engage in discounting, rediscount-
ing, refinancing and purchase of the loans from rural financial in-
stitutions. (See Glossary.) The bank could also guarantef P.nd
insure rural development loans, buy and sell securities it ha ,,aar-
anteed and invest funds not needed in its financing operations.
Rural residents, agricultural producer organizations, cooperatives,
industrifl and commenial enterprises, quasi-public bodies, Indiantribes and local governments were eligible for financing assistance.
The funds were to be used for enterprise development, public
works, community services or facilities, cooperatives and man-
power training. Consequently, the concept of rural development ex-

"Joint-venture sponsor is an eligihle sponsor who joins with the Bank 1n making a joint-yen.
tire equity investment -n a rural development protrt
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tended beyond business investment but it was felt that the reel em-
phasis would be on public facilities.

A new financial institution %Es created called the National Co;t-
sumer Cooperative Bank in 1978. Inflation and unemployment had
severely reduced the p irchasing power of certain groups (the elder-
ly, the poor, the inner-city resident). Consumer cooperatives were
seen as a way of increasing competition. narrowing price spreads,
raising the quality of available goods and services and strengthen-
ing the economy in general. The purpose of the Bank is to promote
the growth of relf-help, not-for-profit consumer cooperatives and a
limited number of producer cooperatives by providing financial and
technical assistance. While the Bank's mandate is not business de-
velopment, it had a number of interesting structural features and
operating rules. The Bank started as a chartered mixed ownership
government corporation. The fifteen-member board was initially ap-
pointed by the President; eight from government agencies, one
from small business and six from the general public. In 1981 the
federal government stepped up the process of withdrawing from
the Bank. The existing three Board members remained, nine more
Board member.: were elected and three federal board members
chosen by the President were seated du. ing 1982. 7:!-?, corporate
powers of the Bank include the power to make and to service loans,
to extend guarantees, to furnish financially-related and technical
services. To obtain capital the Bank can issue stock and debt obli-
gations (notes, bonds, debentures). The debt obligations may not
exceed by more than a fac nr of ten times the paid-in and surplus
capital (debt/equity= 10/1).

Initially, the debt obligations were not guaranteed by the U.S.
but could be issued to the Secretary of the Treasury. The equity
capital of the Bank consisted of three types of stock: Class A pre-
ferred stock worth $300 million to be purchased exclusively by the
U.S.; Class B common stock to be purchased by borrowers; Class C
common stock to be purchased by organizations eligible to borrow,
foundations, trusts, or charitable funds or public bodies. Borrowers
buy Class P stock with part of the face value of their loans (1-
10 %). This gradual purchase of cooperative stock by the borrowers
has lorg been used in the Farm credit System. Class A stock was
entitled to receive dividends and was to be redeemed and retired as
soon us possible. While the federal government N as a stockholder,
the Bar! s income was exempt from state taxation. As mentioned
earlier the federal government has accelerated the process of wh.:
drawing from the Bank. The Treasury is no longer obligated to buy
stock (Class A). The Bank has taken out a long term loan (due
1999) to redeem existing federal stock. Henceforth, there will be
only two kinds of stock for sale: Class B and C. With the redemp-
tion of Class A stock more Board members were chosen by Class B
and C shareholders as mentioned earlier.

The U.S. Treasury Department oppposed the establishment of
the Bank c- the (,rounds that efficient cooperatives could obtain
credit and that the Bank would therefore encourage inefficient co-
operatives. It also objected to the fact it was obligated to buy the
Bank's debt instruments. Treasury conducted a survey of existing
consumer cooperatives and fowl(' that its assertion about efficient
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cooperatil es having access to credit was not true. Whereupon it
dropped its outright opposition.

The terms of Bank loans are extremely generous-40 years with
a fit --year grace period. Interest on loans is variable and covers
the cost of money to the Bank, administrative expenses, reserves
and technical assistance for the loan. Loans must be approved by a
committee composed of the President, Chief Loan Officer and Di-
rector of Self-Help Development and Technical Assistance. Criteria
for loan selection include competent management, sound organiza-
tional financial structure, income greater than costs and ability to
epay.
The Bank is also allowed to establish regional offices thus over-

coming the restrictiors against branch banking. A separate Office
of Self-Help Development and Technical Assistance has been set up
for cooperatives which do not qualify for Bank loans. The Office
can give capital grants and interest rates subsidies. It can also pro-
vide more in-depth technical assistance and staff training.

The Bank got off to a slow lending start due to organizational
problems. The Secretary of Treasury refused to purchase Class A
stock except on an "as needed" basis. This meant that virtually all
the Bank's capital from Class A shares was "Callable" rather than
paid in. Consequently, the Bank was not able to benefit frc'm the
investment of surplus funds and depended on annual appropria-
tions to cov'r administrative costs.

With the .arly withdrawal of the federal government all areas of
Bank operations are being cut backregional offices, technical as-
sistance, lending, and staff.

TABLE 2.NATIONAL CONSUMER COOPERATIVE BANK

1978-81 1982-

legal status

Sources of funds

Debt/equity ratio

Uses of funds

Terms

Type of xtnrty

Mixed-ownership government corporation

Class A :lock purchased by Treasury, Class B

stock purchased by borrowers, Class C stock

rJrchased by organizations eligible to borrow
10/1

Direct loans, guarantees

40 years, 5 year grace penoi, interest variable

Promote growth of self-help, net-for-profit con-

sumer and producer co-ops

Private corporation

Cass B stock purchased by borrowers, Class C

stock purchased by organizations eligible 'o
borrow

10/0
Direct loans, guarantees

40 years, 5 year grace period, interest vanaule

Promote growth of self-help, not-for-Red pro-
ducer co-ops

Regional initiatives
Besides the various national attempts to provide development fi-

nancing, a number of regional finance corporations have been cre-
ated. Among the most interesting examples are the Kentucky
Highlands Investment Corporation (KHIC) and the Massachusetto
Community Development Finance Corporation (CDFC).

Massachusetts Community Development Finance Corporation"
The Massachusetts Community Development Finance Corpora-

tion (CDFC) is a non-profit organization which invests in job-creat-

" C Sussman, The Massachusetts Community Development Corporation Legislation aid An
notation, Center for Community Economic Development, Washington, DC, 1979
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ing projects (enterprises) sponsored by local community develop-
ment corporations. It took almost two years of i itense study and
lobbying to establish the institution. It is a public corporation in
that the governor appoints itd board of directors: three are state of-
ficials, two are experts in finance, three are from community devel-
opment corporations in target areas and one is from organu.ecl
labor. However, CDFC is financially independent since it has t",e
power to invest any of its funds held in reserve and borrow money
by issuing tax °xempt revenue bonds and notes up to $30 million.
The debt/equity ratio is 3/1.

The corporation was initially capita'' zed when the state pur-
chased $10 mil'ion in non-voting common stock by using the pro-
ceeds of a state tax-exempt bond issue. The state is responsible for
par ing the bond premium and principal. This method of initial cap-
italization has provided $10 million which is currently invested at
16%. The income generated covers administrative overhead and
project preparation as well as increasing investable funds.

CDFC has provided $3 million in equity and loans for 17 projects
in its portfolio. Its equity participation is limited to 49% of the
project's total equity. CDFC cannot contribute more than 10% of
its capital plus surplus to any one community development corpo-
ration. The local community development corporation must also
have an equity stake in the project so that it can exercise some
control over it. CDFC recently announced its latest project: the es-
tablishment of a plant which prints personalized stationery. CDFC
will contribute $50,000 in equity (25% of the common stock) and
give a $75,000 loan. The local community development corporation
and the local bank will also provide financing.

CDFC has a staff of five professionals (3 MBAs; 2 urban plan-
ners) and two secretaries. It takes CDFC approximately nine
months to put together a projed. Each professional is currently
handling three or more projects. CDFC managers feel that six
projects would be the maximum load per project officer not only
due to lengthy project preparation but also due to tittle-consuming
monitoring procedures such as sitting on the enterprise's board, re-
viewing monthly financial records, etc. The most serious problem
CDFC had in starting up was the lack of good proposals. There was
an overestimation of the number of bankable projects. CDCs simply
did not have the managerial and technical skills to put together
viable enterprises and cheap money does not necessarily make the
venture viable. CDFC managers feel that technical assistance is ex-
tremely important for the success of the venture. When asked if
technical assistance costs didn't weigh heavily on CDFC, the man-
agers replied that they could be included in the loan repayments if
lecessary. For example, if CDFC spends $10,000 over six months to

prepare a project it could then increase the face value of the loan
from $250,000 to $260,000 and if the loan is paid back over a long
enough period, the early cash flow position of the new business is
not jeopardized by the technical assistance costs.

CDFC does have a technical assistance arm, the Co.-nmunity Eco-
nomic Development Assistance Corporation (CEDAC). However, its
existence is precarious since it depends ox annual state appropria-
tions. Yearly administrative costs and CEDAC's technical assist-
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ance costs are approximately 5% of CDFC's paid-in capital and fr..r-
plus and 20% of loans and equity outstanding.
Kentucky Highlands Investment Corporation

KHIC is a non-profit community-based venture capiLal company
founded in 1971 and is governed by a 19 member board who repre-
sent community and low-income groups. KHIC's capital comes from
various grants, prineipally the Office of Economic Development of
the Community Services Administration. Net worth in 1980 was
$5.68 million. KHIC operates in a nine-county area of southeastern
Kentucky. The population of 180,000 is comprised of poor and un-
skilled people. KHIC invests in new or expanding manufacturing
or production firms using low techr

Presently, it has 11 business ventures in its portfolio which
employ over 400 people. KHIC has invested $3.3 million in debt
and equity while outsiders have provided another $6.2 million." A
good example of KIIIC's financing is Outticftr Venture Corporation,
a manufacturer of tents and recreational equipment. In 1972 KHICpurchased a 25% common stock stake for $100,000 and a 6-year
14% subordinated debenture for $20,000. Four years later in 1976 it
purchased a $250,000 two-year 11% suoordinated debenture and a$130,000 20-year mortgage participation to help OVC with expan-sion financing." Loans range between $50,000 and $600,000. To
make money on its equity investments KHIC would eventually
have to sell its equity shares. However, KHIC feels it is under no
complusion to dispose of its investments since they are made with
a view to a substantial holding period. It may be difficult to find
buyers for the stock of small, unknown companies located far from
financial centers. KHIC is also required to register its investments
under the Securities Act of 1933.

As part If its on-going development activities, KHIC established
three subsidiaries. Mountain Ventures, Inc is a for-profit invest-
ment company licensed by the Small Business Administration as a
Small Business Investment Company and is owned 91% by KHIC.
Kentucky Highlands Real Estate Corporation is also a for-profit
real estate development company owned 100% by KHIC. During
1980 KHIC established one more business development arm: New
Ventures Capital Corp. Beginning with a capital base of $750,000 it
will make smaller less equity-oriented investments than KHIC and
will back area residents. KHIC has decided that the best and long-
est lasting solution to the area's underdevelopment will come from
the increased business success of the entrepreneurs of the area and
it is New Venture's goal to tap this resource.

According to some the single most crucial element in KHIC's suc-
cess is the abgity to identify and attract good entrepreneurs with
sound businctis plans. KHIC employs Venture Founders, Inc. to
locate and screen entrepreneurs and gives the best ones technical
assistance in development business plans. KHIC also provides on-
the-job training in accounting and record keeping. It reviews

12 Kentucky Highlands Investment Corporation, Annual Report, 11,80B Daniels and L Innovations in Development Finance The Council of State Plan
I.Mg Agencies, Hall of States, 444 North Capitol St , Washington, D.0 , 1979, p 146
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monthly financial statements and monitors progress. KHIC has a
professional staff of 11.

In evaluating its contribution to area development, KHIC devel-
oped a measure which defines "return" as the amount of new tax
revenues and welfare savings produced by KHIC investments. This
yields an annual return of 18.7% on the public funds invested in
KHIC.

Conclusions from domestic programs
The following weaknesses in existing and proposed programs and

institutions were evident. First, the fact that some could not make
equity investments or give technical assistance limited their effec-
tiveness. Second, when technical assistance was offered it was
through a separate institution which create i coordination and
funding problems. Third, in some instances the institutions overes-
timated the number of bankable projects and hqd problems dis-
bursing funds. Fourth, when the institutions had no investr,ble sur-
plus capital, they depend on annual appropriations to cover ct. t.s
rendering their very existence precarious.



CHAPTER IIIINTERNATIONAL INITIATIVES IN DEVELOPMENT
FINANCING

The search for possible models of development finance institu-
tions led Indian people almost immediately to the World Bank.
While much can be learned from the long (1945-1981) evolutionary
history of the World Bank, one must bear in mind that internation-
al development banks are very special institutions. Their member-
ship is unique in that it is composed of developed and developing
countries. These nations contribute both paid-in and callable cap
ital in the form of "subscriptions" which allows them to vote and
receive financial assistance, but the World Bank is under no obliga-
tion to pay them dividends. Probably more relevan, are the devel-
opment finance corporations which the World Bank has promoted
in Third World countries ice 1951.'4 This section will give a brief
sketch of the World Ban. group and then 'nook at a few develop-
ment finance corporations in the Third World.

The World Bank Group: Early Years: International Bank of Recon-
struction and Development

The common objective of the Group is to help livir 7 standards in
developing countries by channelling financial resources from devel-
oped countries to them. The International Bank for Reconstruction
and Development (IBRD) had its origin in the Bretton Woods Con-
ference (1944) which also created the International Monetary Fund.
The early emphasis was on post-war reconstruction and not or de-
velopment. In fact the first four loans were to developed counaies.
Only after the Marshall Plan was in r .ace did the emphasis shift to
development.

Early IBRD loans (1950's-1960's) were mostly for capital infra-
structure: ports and power stations, road and railways and telecom-
munications." Today :BRD finances a wider variety of activities
which include education, health and family planning. The terms of
IBRD loans are variable: 5-10-15-20 years, a five-year grace period,
interest rates which cover IBRD's cost of borrowing an adminis-
trative overhead, and limited in size to meet all or part of the for-
eign exchange requirements of the project. If the loan LI made to a
non-government enterprise, repayment of the interest and princi-
pal must be guaranteed by the borrower's government. Over the

14 Though these instititutions are conceptually interesting, and Indian development finance
corpoi anon would have to function in a totally different environment More limited land base,
varied geography and tribal traditions, and the existence of reservation economies within a
larger nation-state economic system

'5 E Mason, The Wor id Bank Since Bretton Woods. (Brookings Institution Washington, DC ),
1973, p 134
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years IBRD has been able to increase the impact of its direct loans
by co-financing.'6

IBRD's use of funds and its ability to extend long -tern; loans at
reasonable interest rates depend directly on its source of funds.
IBRD's original capital ($10 billion) was subscribed by its member
countries. Twenty percent was eventually paid-in and eighty per-
cent was callable.'7 However, its lending operations were and are
financed primarily by its own borrowings in world capital markets.
Bonds and notes floated in these markets are backed by that por-
tion of the callable capital which is really "callable" and converti-
ble.

Gaining access to the U.S. money markets was probably one of
the most crucial factors in the IBRD's success. U.S. investors in the
late 1940's regarded both foreign investments avid the new institu-
tion with some suspicion. They wondered if the IBRD would be
managed efficiently. As soon as the IBRD installed an experienced
management team, it was able to float its first I. ond issues (1947
$100 million and $250 million).

There was also the problem of gaining access to some sources of
long-term capital such as pension, insurance companies' and state
savings and loan associations' funds. The early presidents of the
World Bank spent a great deal of time convincing states to amend
their "Blue-Sky" laws to allow these financial institutions to buy
World Bank bonds and notes. (See Glossary.)

Confidence was bolstered by the establishment of a conservative
1/1 debt /equity ratio. Bank borrowings were thu3 limited to 100%
of the unimpaired subscribed capital, reserves w d surplus. This
was and is a very low gearing ratio which gives the IBRD little le-
verage. Dependency on world capital markets made the IBRD, ac-
cording to some critics, an overly conservative institution. To
assure repayment of its loans and inspire confidence it developed
complex procedural safeguards in the granting of loans, it limited
the uses of loans to specific projects with adequate rates of return
and it required the modifiration of the borrowers' national econom-
ic policies if necessary.

International Development Association (IDA)
By 1961 many developing countries had reached a point where

they could no longer service any additional loans on IBRD's terms.
In a sense they were "loaned-up". The International Development
Association was established to provide assistance for the same pur-
poses as the IBRD but on softer terms: 50 year loans or credits, 10
year grace period, no interest but ap annual service charge of
0.75% on the disbursed portion of each credit. For poor countries
with an income per capita of less than $625, credit worthiness de-
termines whether they will receive an IBRD loan or an IDA credit.

Co-financing refers to any arrargement whereby funds from the World Ban._ an associated
with funds provided by other sources outside the borrowing country in financing of a particular
project Co-financing partners are (a) official sources (government, their agencies), (b) export
credit institutions, and (c) private financial institutions World Bank, "Co-Financing", August
1980 See Appendix II for data on co-financing.

"Callable is used in a very special sense Usually all capital is callable until It is paid -in In
the case of the World Bank capital can only be called in the event the Bank cannot meet its
obligations to note and bondholders
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While IDA is considered the soft loan window of the Bank group, it
subjects projects to the same rigorous appraisal procedures as the
IBRD. IDA is supported by member countries' contributions and
transfers of profits from IBRD. It is important tG note that while
the institutions share most procedures and all staff, there is a clear
separation of the hard loan funds from the soft loan funds.

In the opinion of some experts the creation of IDA transformed
the World Bank from a banking institution that financed viable
projects to a development institution that transfers resources on a
large scale on a project basis from developed countries to develop-
ing countries.18 (See Appendix III for the World Bank Financial
Record 1971-80).

International Finance Corporation (IFC)
Though it has not been mentioned thus far, IBRD and IDA lend

for the most part to national governments or to enterprises whose
loans are guaranteed by national governments or to enterprises
whose loans are guaranteed by national governments. In 1956 the
IFC was estal-lished to promote the growth of private productive
investment and to assist enterprises which contribute to economic
development. Membership in the Bank is a prerequisite for mem-
bership in IFC. As in the other institutions funds are contributed
by member countries. IFC may also borrow from the World Bank
for use in its lending operations so long as the IFC's total borrow-
ings do not exceed four times the unimpaired subscribed capital
and surplus (debt/equity ratio-,4/1). The IFC, as IDA, is separate
legally and financially from the IBRD. The IFC also has its own
operating and legal etaff but draws upon the Bank for administra-
tive and other services.

Unlike the Bank, IFC makes both loans to and equity invest-
ments in private enterprises without government guarantees. This
flexibility allows the Corporation to provide financiai assistance
suited to the needs of each project. Its equity stake is limited to
25% of the project's total equity. IFC never invests alone; it expects
i.o mobilize private capital not replace it. Consequently. total IFC
equity and loan capital must be less than 50% of the value of the
project A key operating principle has been the sale of its loan in-
vestments to private financial institutions. IFC is able to revolve its
funds oy such sales.

The Corporation invests in enterprises that can provide an ade-
quate financial return on IFC's investment and an adequate eco-
nomic return to the borrowing country. IFC loans normally run for
a term of 7-12 year3. Amortization usually occurs in semi-annual
or quarterly payments after a grace period. Interest rates vary but
generally equal commercial rates. IFC funds may be used for for-
eign exchange or local currency expenditures to acquire fixed
ass...ts or meet working capital requirements.

The following table gives some idea of the group's annual level of
activity. Administrative costs of the World Bank group run be-
tween 3-4% of the financial assistance they extend.

'" Nason. p 227
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TABLE 3 WORLD BANK CROUP ACTIVITIES IN 1980

Total subscribedNumber or :,neual loans Number Admintsttative. cost
capital accumulatedprotects equity pcolesse nal stall (millions)
eatnings tbilkons)

IBRD 144 $7 644 2 474 $1919 $39 950
IDA 103 3 838 140 3 2 893
IFC 55 681 205 26 4 441

Source World Bank Annual Report 1980 p 8 8 194 nod International Finance Corpotauon Annual Report 1980 p 2

Again it is helpful to summarize those characteristics of the
World Bank Group which would be desirable in an American
Indian development finance institution. Of the three institutions,
the IFC probably is the most relevant model for an institution
which would promote Indian business development. The IFC makes
equity investments and loans to private enterprises which promote
economic development and promise ar. adequate rate of return. It
receives contributions from member countries and borrows from
the World Bank which borrows on the world capital markets. Its
debt/equity ratio is 4/1. The IFC never invests alone and it orga-
nizes co-financing. IFC loans are medium-term. Interest rates vary
but generally commercial rates are charged.
The project cycle19

Contributing to the World Bank's ability to raise funds world-
wide is the fact that such funds are always invested in sound
projects. Project-lending is the main business of the Bank. Conse-
quently, the Bank has developed over time rigorous and compre-
hensive procedures for project promotion, development, selection,
implementation and evaluation. An analysis of these procedures
will indicate the necessary scope of operations for any institution
which engages in project financing.

The entire process of project financing starts with project identi-
fication. Developing countries and Bank staff identify projects
which will promote the growth and development of the borrowing
country. The Bank assumes an active role in this first stage of the
cycle to insure a timely flow of well-prepared projects. Some devel-
opment experts feel, however, that if the same staff is involved
both in project identification and project appraisal, it will tend to
lower the quality of their project appraisal. One should remember,
however, that the projects are selected by the Executive Directors
not by the operations staff.

Three aspects are important in project identification. First the
project must be consistent with a coherent development strategy.
Second, the project must provide benefits commensurate with the
costs. Third, the borrower must be credit-worthy. Only after these
three issues have been favorably resolved does the process enter
the second stageproject preparation.

Formal responsibility for project preparation rests with the bor-
rower. In practice the Bank often helps borrowers to furl financing
to technical assistance for this preparatory work. Under exception-
al circumstances the Bank does preparatory work itself. A project

9 W C Baum, The Project Cycle," Ftnnnce & DevelopmentDec 11175
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b -ief is prepared for each project describing the objectives of the
project; the specia, issues involved; the probable timetable; techni-
cal, institutional economic and financial conditions necessary for
achieving project objectives. Critical to project preparation are fea-
sibility studies which compare the costs and benefits of the alterna-
tive technical and institutional designs. Once the Bank is satisfied
that the project brief describes a basically sound and worthwhile
project the third stage can beginproject appraisal.

The project is subject to four different types of appraisal: techni-
cal, institutional, economic and financial. The technical appraisal
examines project design and engineering, the physical scale, layout,
location of facilities, choice of technology, cost estimates and
impact on surrounding environment. The institutional appraisal
checks the soundness of the organizational structure and the avail-
ability of skilled management. The economic analysis calculates
the project's rate of return using social cost/benefit analysis. Only
projects which have both a satisfactory financial and economic rate
of return will be selected. Last is the financial appraisal which
builds upon the technical and economic appraisals A financing
plan must be put together since the Bank only covers a part of
total project costs. The Bank will try to find others who are inter-
ested in co-financing. Projections must be made of balance sheets,
income statement and cash flow. The Bank must be certain that
revenue will be sufficient to meet debt service payments.

If the project is technically sound, it will produce a reasonable
economic rate of return, and a financing plan can be agreed upon,
loan documents are drawn up. After this the project proceeds to
the last stageproject implementation. The borrower bears sole re-
sponsibility fcr implementation which includes setting up the orga-
nization, the ti aining of staff and hiring of managers. However, the
Bank closely supervises the implementation and often renders or
arranges for technical assistance because the benefits of the project
can only be realized if the project is properly implemented. The
Bank staff makes frequent site visits and reviews reports on project
execution, costs and financial status. Once all Bank funds have
been completely disbursed, the level of supervision declines and the
staff writes a completion report. This report is then passed on to
the Operations Evaluation Department which conducts an ex-post
audit.

Development finance corporations: regional and national
Regional banks are intermediate between global institutions such

as the World Bank Group and local institutions such as national
development finance corporations (DFCs). The outlook of a regional
bank is necessarily regional and it finances projects which might
lie beyond the reach of national DFCs such as international natu-
ral resource projects.

One inotivating factor in the creation of the early regional banks
was the feeling of developing countries that the World Bank was
overcentralized and did not give them sufficient voice.20 However,

20 H S Bloch, "Regional Development Financing," International Organization, Vol XXII, No
1, 19fiS, p 1S3

The World Bank has since reorganized its departments along "regional" lines
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the regional banks adopted the World Bank's procedures and terms
of lending.

The Asian Development Bank (1967) is a partnership of both de-
veloped and developing nation and had an initial authorized cap-
ital of $1100 million. The African Development Bank (1965) is a co-
alition of developing countries only and had an initial authorized
capital of $250 million.2' The advantage of these regional banks is
by acting jointly developing countries increased the amount of
long-term development finance they could obtain beyond what they
could have obtained individually.

One of the earliest and most innovative activities of the World
Bank was its promotion of national development finance corpora-
tions. The World Bank could not directly fund small productive en-
terprises. Therefore, it promoted financial intermediaries through
which it could channel funds to small businesses. Since 1951 the
World Bank group has contributed $7.3 billion to over 400 develop-
ment finance corporations (hereafter DFCs).

Currently, the World Bank Group's average annual commitment
to DFCs is between $1-1.5 billion which is spread over thirty or -a
loans, credits and equity contributions. The DFCs have proven
be a highly efficient means of assessing investment needs and of
allocating investment resources. The loans to DFCs are the most
productive ones in the group's portfolio in terms of the stimulus
they give to economic and social development.22

'fhe next few pages review some characteristics common to
DFCs. These characteristics are demonstrated by development fi-
nance corporations in Korea and the Ivory Coast which are dis-
cussed in greater detail below.

Before looking at development finance corporations in Korea andthe Ivory Coast, it is helpful to review some characteristics
common to most DFCs. One could describe a DFC as a vehicle for
promotion and capital mobilization for productive enterprises.
DFCs finance private, public or mixed productive enterprises. The
average asset value of DFCs' clients is between $100,000 and
$300,000.

The ownership of DFCs can be private, public or mixed. In some
circles there is a selective preference for private corporations since
it is believed that a private corporation in certain circumstances
will be more fully integrated into the market system and removed
from political decision-making while carrying out "public" respon-
sibilities. When World Bank experts were asked what impact own-
ership has on the corporation's performance they unaminously
denied that this was a significant factor. The more important de-
terminant was the presence of a strong management team. A
public corporation just as a private corporation needs operating au-
tomony and complete freedom in project selection.

The DFCs supply of investable funds can come from either equity
contributions or borrowings. Generally DFCs have been launched
with funds provided by local governments and international public
institutions such as the World Bank. Both have supplied equity

21 Bloch, p 184
22 B Knapp, "National & International Support for Development Banks," in UNIDO, Develop-

ment Ranking In the 1980's United Nations New York, 1980
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and loans. In many cases the government has given low interest
long-term loans which are subordinated to other debt. Such loans
are sometimes called "quasi-equity." The acquisition of quasi-equity
greatly increases the leverage of DFCs. A usual rule of thumb for
an initial debt/equity ratio is 3/1that is the DFC's total borrow-
ings are limited to three times its capital and surplus. As the insti-
tution matures and its performance improves, the ratio is relaxed
to 4/1 or higher. In a few cases, it has been allowed to go to 10/1,
when the DFCs track record and current financial situation is a
strong and healthy one, the World Bank would be disinclined to go
beyond that, although it is not altogether inconceivable. A 3/1
ratio means there is $3 million in debt and $1 million in equity. If
say $1.5 million in quasi-equity is combined with the $1 million
equity, debt can increase to $7.5 million and still maintain the 3/1
ratio.

In actual practice new DFCs have found it difficult to borrow in
the financial markets. In many developing cnuntriL3 the domestic
markets are not well-developed because of low savings rates and
lack of savings institutions. In some cases the government com-
pletely absorbs whatever credit 1.3 available to finance its budget
deficits. The ability to borrow in international markets is imo-oved
by the DFC's size, the quality of its portfolio and the general tredit-
worthiness of the country.

The local government can do many things which enhance the
DFC's ability to borrow. It can guarantee the DFC's debt instru-
ments. It can allow the DFC to issue convertible bonds (the inves-
tor converts bonds to stock when it is to his advantage). It can
allow the DFC to discou'.t its loans at the Central Bank. If the gov-
ernment encourages the development of local capital markets, a
DFC will be able to sell its own share.; as well as make sales from
its portfolio.

DFCs engage in a wide variety of activities.23 They make
medium and long-term loans and supply venture capital (equity).
The DFC's total equity position should not excf..sed the (equity in-
vested in it). DFCs rarely take a controlling interest in any enter-
priseit is usually limited to less than 50%. There are also limits
on size of the DFC's total investment (equity + loans) in any one
venture.

DFCs also under:.rite securities and provide guarantees. DFCs,
like the World Bank, engage in pi -lect identification, preparation,
appraisal, implementation and evaluation. They select projects
based on financial and economic criteriathe financial rate of
return must be sufficient to generate the cash needed to repay the
loans and/or pay dividends. DFCs do not extend loans on terms
more favorable than are available elsewhere. Subsidized or cheap
credit merely gives the wrong signals. Interest rates are related to
the opportunity cost of capital. They must cover the DFC's own
cost of borrowing, reinvestment, payment of dividends and a re-
serve for defaults.

Earnings from equity and loans are essential if the DFC is to sur-
vive and grow. It cannot always depend on grants/loans from the

2' World Bank, "Development Finance Companies," Sector Policy Paper, April 1976 ---,
"Operations Evaluations Report Development Finance Companies," July 1974
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World Bank or the government. Potential investors look at the
DFC's return on net wcrth when making an investment decision.

The following brief case histories illustrate the foregoing discus-
sion on ownership, sources of funds, and uses of funds as well as
survival and growth techniques.

Korean Development Finance Corporatton 24

The Korean Development Finance Corporation (KDFC), created
in 1967, is privately owned. Its shareholders include among others
the IFC, German Development Corporation, the Bank of Tokyo, the
Industrial Bank of Japan, domestic insurance companies, commer-
cial banks, securities companies, private corporations and individ-
uals. The World Bank group has contributed over $281 million in
loans and equity. The total value of share capital and reserves is
approximately $41 million (1979). With a debt/equity ratio of 9/1,
total borrowings are in the neighborhood of $370 million. Total
assets are approximately $465 million.

The KDFC invests only in productive, well-managed enterprises
in the private sector. It gives high priority to manufacturing and
processing activities which are for export or are import-substitutes.
It expects a minimum rate of return of 15%. A UNIDO study re-ports that KDFC rations its credit among projects with the requi-
site rate of return according to the borrowing firm's credit stand-
ing. Such conservative behavior might be justified by the need tobuild up a sound portfolio and inspire confidence in order to
strengthen the revolving character of its funds Evidently, KDFC's
strategy is paying off. In 1979 KDFC made a 20% after-tax profit
on its average net worth (share capital plus retained earnings).

It will not assume more than a 25% stake in any enterprise. It
usually invests a minimum of $200,000 and a maximum of $2 mil-
lion. Its nominal interest rates seem high-17-18% (1978)unless
one takes into account the interest rate structure in the country
and the current inflation rates, which sometimes exceed 25%. Ma-
turities vary between 8-12 years on local currency loans. It re-
quires collateral for its loans such as the plant and equipment.

KDFC professional staff numbers 96 and administrative expenses
were 1% of average total assets (loans and equity investments). The
financial expenses were 8.2% of average total assets.

The World Bank Group evaluated ten KDFC projects after its
first seven years of operation. The economic rate of return25 on
these projects was 30%. Seven were very successful and three were
doing poorly. These had not been properly evaluated and suffered
from cost overruns, a fall in prices and difficui.ies in forecasting
market supplies.

Ivory Coast Industrial Development Bank
The Bank was started in 1965. Ownership is mixed, 50% private

and 50% government. Among the shareholders are Caisse Centrale
de Cooperative Economique, Chase Manhattan Overseas Banking
Corporation, Lazard Freres and the IFC. Share capital and reserves

"UNIDO, Financial Resources for Industrial Projects in Deceiving Countries, March 19782S The economic rate of return is the rate of return Lo the country which includes the finan-
cial return to the entrepreneur, foreign exchange savings and employments benefits
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amounted to $13.6 million (1979). The debt/equity ratio is 6/1 so
total borrowings i:ould reach $84 million. Total assets or loans and
equity investments in productive enterprises are $113 million.

The Bank invests in private industrial enterprises. It takes an
equity position as well as placing securities and bonds. Equity is
limited to 25%. Its medium -term loans are 7 years and long-term
are 10 years or more. Interest rates vary between 9.5-11% (1978). It
expects a minimum rate of retu-n of 10%. The Bank also provides
technical assistance to establish management structures in small
and medium-sized companies. It appoints a representative to the
board of directors where it has an equity interest and sends an ob-
server in the case of loans. Between 1965-1967 it had 201 clients or
49% of the total businesses in the Ivory Coast. 232 projects were
approved and 29,000 new jobs were created.

In 1979 net profits were 10% cf average net worth. It had 32 pro-
fessional staff members and administrative costs were 2.6% of total
assets. Financial expenses were 5.7% of total assets.

Table 4 contrasts the main characteristics of the World Bank
group with the DFCs. The World Bank group has access to the
international financial markets because its debt instruments are
guaranteed by part of its callable capital and its portfolio is well-
managed. DFCs are largely dependent on the local government and
public financial institutions for funds. DFCs are more highly lever-
aged. DFCs offer a wider range of financial services on terms simi-
lar to the IFC. Like the IFC, the DFCs invest directly in productive
enterpriscs though DFCs are able to serve smaller businesses than
the IFC.



Lenal Status

Sc,rces of Funds

Debt/Equity ratio

Dses of Funds

:)1Pc of Activity

TABLE 4

Summary Description of the World Bank Group and Development Finance Companies

WORLD BANK GROUP

ICRD

(1946)

OWNED BY MEMBER COUNTRIES

Subscriptions from members
Borrowing from capital

markets
Earnings from portfolio
Sales from portfolio

1/1

IFC

(1956)
IDA

(1961)

Direct loens to member cov.

and enterprises

Project finance for inra-
structure, healtr,
education, agriculture,
industry

'erms 20 years (max), 5 year
grace period

Interest rate covers
Bank's cost of borrow-
ing plus 0.5%

Government guarantee
sometimes required

Contributions from members
Borrowing from the Bank
Earnincs from portfolio
Sales from portfolio

4/1

Contributions from members
Transfers of profits from icpn

Equity investmnts P. direct Credits to member coy.
'_oans

Project finance for ,rivate
Productive enterprises

7-12 years

commercial interest rate,
no government guarantee

Projec. finance for infrastructure
health, education, agriculture,
industry.

50 years, 10 year grace
no interest
0.75% annual service fee



Legal Status

Sources of Funds

TABLE 4

(continued)

DFCS

Private, public or mixed

Capital from shareholders:
private & public

Grants from government
Quasi-equity from government
Loans from public financial institutions
Borro'iing from capital markets with govern-

ment incentives: tax exemptions, guarantees
Discounting loans at Central Bank
Earnings from portfolio
Sales from portfolio

Debt/Equity Ratio 3/1 at start-up; up to 10/i for mature
institution

Type of Activity Project Finall:e for Productive Enterprise

T'..!rms

Uses of Funds

5 - 10 year maturities
interest rates are commercial
collateral: assets of the business
other criteria: creditworthiness of borrower

Direct loans
Equity investment

Loan guarantees
Underwriting securities/bonds
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CHAPTER IV-PROPOSAL FOR THE AMERICAN INDIA N DEVELOPMENT
FINANCE CORPORATION

Section II of this report reviewed the desirable features as well
as the d' iciencies of existing national programs and institutions in
providinz, capital and technical assistance for Indian business de-
velopment. To facilitate Indian access to capital it is necessary to
create a new special-purpose institution such as an Indian develop-
ment finance corporation. To be effective it should have the follow-
ing characteristics:

First, the institution must be able to offer long-term capital in
the form of equity investment and direct loans to business enter-
prises.

Second, the institution must be able to raise its own equity cap-
ital as well as debt. Debt can be raised via tax-exempt and/or guar-
anteed bonds.

Third, during its early years the institution needs to be able to
invest its surplus funds in order to generate a stable income.

Fourth, it should be a mixed-ownership federal corporation in
order to allow the participation of both government and benefici-
aries alike.

Fifth, interest rates should be high enough to cover the institu-
tion's costs as well as earn a reasonable rate of return.

Sixth, if the population to be served is dispel ad, regional
branches should be established.

Sections III and IV examined alternative models of development
finance in order to identify essential functions, operating guide-
lines and organizational structures. This concluding section, out-
lines the purpose, functions and structure of the American Indian
Development Finance Corporation (AIDFC). It draws upon the les-
sons learned from past policies and successful models of develop-
ment finance reviewed in sections II, III and IV to describe some of
the conditions necessary for AIDFC's sucess, the institutional
nature of the corporation, sources of funds, uses of funds and oper-
ating guidelines.

The creation of such an institution will require legislation in
order to cvercome the barriers to capital access and capital forma-
tion in L. 'ian country. Legislation is also needed to ensure federal
participation in AIDFC's initial capitalization and management.

Purpose
The purpose of the American Indian Development Finance Cor-

poration is to promote the economic development of Indian commu-
nities by mobilizing both the capital and the technical assistance
necessary for Indian business development. It shall also encourage
the development of other financial structures which will further fa-
cilitate the process of capital formation. The degree of underdevel-
opment and dependency which characterize Indian communities re-

(109)
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sults from the lack of development of viable, self-sustaining produc-
tive activities which could generate income and employment. The
American Indian De-.flopment Finance Corporation shall provide
capital and technical assistance to those profit-seeking enterprises
which will have the maximum impact on Indian communities as
well as the capability of repaying any financing. The impact of
these enterprises shall be measured in terms of their ability to gen-
et ate income and jobs, to develop Indian resources, to provide
needed goods and services and to contribute, in general, to the well-
being and stability of the Indian community. Possible examples Jf
profit-seeking enterprises are those exploiting and processing natu-
ral resources, those engaging in agricultural activities, those engag-
ing in light manufacturing, and those selling retail and wholesale
goods and services. This list is not exhaustive but merely illusrm-
tive. AIDFC shall not finance capital infrastructure, health or du-
cation but shall facilitate outside assistance if such infrastructure
is directly related to and required by the profit-seeking enter-prise.26

Those eligible to apply for AIDFC assistance are tribal govern-
ments, tribal enterprises, tribal community development corpora-
tions, Indian co-operatives, Indian 81- ' roprietorships, partner
ships and corporations provided they t:1,:t the above criteria and
the tribal government equity contribution which will be discussed
shortly.

Some essential conditions for successful operation
The American Indian Development Finance Corporation must be

a multi purpose institution. That is, it must promote, ppraise,
fund, implement, monitor and provide technical assistance to
projects which have the potent:al to advance Indian business devel-
opment, financial structuring and capital formation. As section II
demonstrated the major "Ruse of the failure to promote Indian
business development is the lack of co ordination of the essential
ingredients: long-term capital, working capital, technical assistance
and training. The provision of these essential ingredients will be
centralized in and co-ordinated by the American Indian Develop-
ment Finance Corporation. This does not meat that AIDFC will
have an exclusive monopoly on these services. Indian tribes and
A'askan natives will still have access to any number of other
sources of financing and technical assistance so as not to become
too dependent on any one source including AIDFC. Indeed, AIDFC
would promote diversification particularly through its co-financing
activities (to be described later).

AIDFC must also be an independent institution in which project
decisions will be based on objective selection criteria just as in any
other financial institutio-. Since AIDFC must generate income to
cover administrative expenses, pbf bondholders, increase the
supply of investable funds as wel. as pay stockholders, it must be
run efficiently arid be free from bureaucratic delays.

AIDFC must have the support of the federal government, Indian
tribes and the private business and financial community. The par-

26 Capital infrastructuie includes roads, water and disposal systems, power and light systems,
telecommunication
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ticipation of each of these groups is necessary for AIDFC's creation,
survival and growth. AIDFC is best viewed as a joint venture in
which each partner's participation is essential.

Federal participation is crucial not only because of the necessity
to provide for the initial capitalization but also to provide for the
efficient development of Indian r atural and human resources.
Since trust assets such as land, tim )er, water and minerals will be
involved in the development of some Indian enterprises, it will be
necessary to have close federal cooperation. Some projects will re-
quire infrastructure and/or training which only the federal govern-
ment can provide. Federal participations in AIDFC is entirely con-
sistent with the federal government's role as trustee.

Indian tribes must participate if the institution is to have any
credii:lity since AIDFC's purpose is to promote Indian business de-
velopment, financial structuring and capital formation. Only their
active involvement in ownership and management will ensure that
AIDFC functions for the benefit of Indian tribes rather than for its
own or another interest group's benefit.

Participation by the non-Indian business and financial communi-
ty is one way to obtain equity capital, management skills and tech-
nical expertise.

One of the most fundamental conditions for AIDFC's success is
the ability to raise funds in the capital markets. Initial funding
will probably be insufficient for AIDFC's task in the long run.
Therefore, ATDFC must have the possibility to raise funds external-
ly as the need arises. These four essential features or conditions
suape the recommendations which follow.
Type of institution

In order to allow the participation of the above three groups, the
American Indian Levelopment Finance Corporation should be a
mixed ownership federal corporation. Such a mixed ownership fed-
eral corporation would have as its members, the federal govern-
ment, Indian tribes, and the private sector including non-tribal
Indian businesses and individuals, non-Indian businesses, financial
institutions and individuals. The members would control AIDFC
through its board of directors. The federal government would be
entitled to one representative; Indian tribes, six representatives
and the private sector, four representatives.

TABLE 5 AIDFC BOARD OF DIRECTORS

Members
Numb, of

boar' seats
Term

Feder, l Government
1 5 years

Tribes 6 5 years
Private sector 4 5 years

Since new legislation is required for this institution, it would be
beb, to create a tax-exempt mixed-ownership federal corporation,
that is, the earnings or income of AIDFC would be tax-exempt. The
tax-exempt status would allow AIDFC to reinvest all net income
not paid in dividends in the development of Indian enterprises.
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There are precedents for such an income tax-exemption. Among
the previously "exempted" organizations are: area redevelopment
corporations which provide loans to purchase land and facilities to
alleviate unemployment in designated redevelopment areas (Reve-
nue Rule 64-187 CB 1964-1, 187); organizations making loans to
induce businesses to locate in an economically depressed area in
order to alleviate unemployment (Revenue Rule 67-294 CB 1967-2,
193); Alaskan Native Regional Corporations are exempt for 20
years (Alaskan Native Claims Settlement Act).

Since AIDFC falls within the general category of "public-pur-
pose" development corporations its income should be eligible for
such an exemption. Exemptions could also be granted in the legis-
lation from state taxation which is usually done when the federal
government participates in an institution. An income tax exemp-
tion could also be extended to the bondholders and stockholders of
AIDFC which would make its financial instruments more attrac-
tive.

Sources of funds: equity and debt
The American Indian Development Finance Corporation could be

capitalized by equity contributions and by borrowing or issuing
debt Jbligations. The survey of national development finance insti-
tutions in Section III revealed that an adequate equity capital base
is crucial for the survival of such an institution in the early years.
Equity capital must be reinvested in order to create an income
stream which covers administrative expenses, emergencies and
project investments. The ability to invest equity capital in financial
markets is necessary because project investments will not generate
early returns due to grace periods and the inevitable start-up
phase.

The amount of financing AIDFC could extend to Indian enter-
prises is direct] related to the amount of its own equity capital.
Therefore, the Arger its equity base, the more impact it will have
on the Indian . immunity.

As DFCs all over the world, a large part of t.IDFC's initial equity
capital would have to come from the federal government. The
equity capital could be in the form of both equity contributions and
quasi-equity. Quasi-equity is a long-term, low-interest subordinated
loan. It is called "quasi" equity because AIDFC would have the use
of the funds over a long period (say 30 years or more) at very low
cost (say 5% per annum). Consequently, these f....itg can be regard-
ed more like equity than debt. Quasi-equity also diminishes the size
of the government's permanent stake in AIDFC. There is also the
possibility that the federal government's entire stake could be in
1.: 3 form of a long-term, low-cost loan. However, this would severe-
ly limit AIDFC's equity position, impose the burden of repayment
prematurely, and limit the amount of debt AIDFC could raise in
capital markets.

Indian tribes and Alaskan natives will be risking their physical
and financial resources in AIDFC sponsored proje.lts. Nevertheless,
investment bankers and World Bank experts, who were consulted
on this proposal, indicated that Indian tribes and Alaskan natives
should be willing to contribute to the capitalization of AIDFC. They
felt that the federal government and the private sector would be
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more apt to buy AIDFC stock if tribes and Alaska natives also
bought stock.

It is unlikely that AIDFC will be able to rely to a large extent on
the private sector for equity capital in the early years. In fact until
AIDFC hires a good management team, invests in a number of suc-
c....-sful projectsin other wordsestablishes a track record with a
consistent rate of return, the private sector will have little interest
in AIDFC's stock since it would have no assurance of capital gains
or even dividends.

A possible incentive for the private sector to buy common stock
lies in the fact that it allows the private sector to participate on a
preferred basis in Indian development projects. Private sector
stockholiAers could be given preference in co-financing and joint
venturing to develop Indian projects. Additional incentives could be
given by the federal government such as an investment tax credit
equal to the value of stock purchased and a tax-exemption on any
dividends as previously mentioned.

Method of initial capitalization
This section describes one method to initially capitalize AIDFC.

The figures used vastly underestimate the total amount of capital
required for Indian business development which has been calculat-
ed in a separate background paper.27 Instead, the figures are relat-
ed to the amount of equity capital the new corporation could effec-
tively invest in productive projects during its first five-year phase
which is limited by absorptive capacity and start-up procedures.

In the first five years it is thought that AIDFC could effectively
process at least $10 million worth of projects per year. This would
not be the total value of the projects but merely AIDFC's own con-
tribution. This is based upon an estimated 10-15 projects per year.
The figure of $10 million was derived from examining the 1979
records of the BL'It Revolving Loan Fund." It was found that many
loan requests for productive enterprises ranged between $500,000
and $1 million each.

AIDFC's equity capital would come from the sale of common
stock. Earli share of common stock would have an initial par value
of $500. Initially, one million shares would be authorized. In the
first five years, approximately 275,000 shares would be issued.

The federal government would be asked to make an equity con-
tribution of $40 million and a long-tern, loan of $35 million (quasi-
equity) which Congress would initially appropriate and distribute
over a three-year period. The choice of $100 million federal contri-
bution is related to AIDFC's necessity to be able to invest surplus
funds to generate revenue to pay for administrative costs, technical
assistance and emergencies as previously discussed. It is also relat-
ed to AIDFC's ability to efficiently design and initiate 10-15 devel-
opment projects a year which would entail a capital outlay of $50

27 See Ron Trooper, "Estimation of Capital Needs for an American Indian Development Fi-
nance Corporation " Total capital requirements range from $3 to $8 billion depending on wheth-
er the capital/labor or capital/income method is used

'a In any case the American Indian Development Corporation proposes to undeilake a survey
which will identify the actual projects which are bankable and meet the eligibility criteria,
Pending completion of the survey, It is estimated 'hat $10,000,000 could be invested by AIDFC
per year, Since capital requirements range between $3-8 billion
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million during the first five-year period. The size of AIDFC's ab-
sorptive capacity is based on the experiences of other domestic de-
velopment institutions to find and initiate good, bankable projects
in their initial start-up years." In the first year the federal gov-
ernment would contribute $25 million or 100,000 shares at $250 per
share on behalf of the approximately 500 existing federally-recog-
nized Indian tribes, state-recognized tribes and Alaskan natives.
This would automatically give each tribe and Alaskan natives an
equity stake of $50,000 or 200 shares of common stock. The federal
government would also extend a $35 million loan to AIDFC. The
loan would be for 30 years at 5% with a 10-year grace period. In
the second and third years, the federal government would make ad-
ditional equity contributions of $20 million in each year and this
would represent its equity stake of $40 million or 80,000 shares of
common stock.

Each federally- or state-recognized group would be required to
match the federal contribution of $50,000. In the case of very small
tribes or resource-poor tribes, a special formula based on their
actual revenue-generating ability would be devised by the Board of
Directors of AIDFC to determine the equitable size of their match-
'ng contribution. The rationale for the required match is that each
tribe or Alaskan natives will obtain equity in the AIDFC; it will
increase its and AIDFC's leveraging potential; and it will allow
them to enjoy the privilege of full participation as discussed below.

Those matching the federal contribution would have purchased
shares of common stock at $250 per share.3° While all 500 tribes
and Alaskan natives would be common stockholders and entitled to
receive dividends, only those tribes and Alaskan natives who
matched the initial federal contribution would be entitled to elect
the tribal board members and to receive AIDFC assistance. In
other words, all 500 Indian tribes and Alaskan natives would par-
ticipate in AIDFC but only those tribes and Alaskan natives who
contributed matching funds would enjoy full participation which
includes ;ong-term loans and technical assistance. Those who con-
tributed matching funds would be encouraged to buy additional
common stock at $500 per share.

Three tribal board seats would be reserved for those exceeding
the initial $50,000 federal match and they would elect these three
directors to the AIDFC board. The remaining three tribal repre-
sentatives would be elected at large by those Indian tribes/Alaskan
natives who had matched or partially matched the federal contri-
butim. In any case, each tribe or Alaskan natives would be eligible
to vote for only one set of three representatives.

Finally, the private sector would be invited to purchase common
stock at $500 per share." However, a ratio of 60/40 would be

29 Refer to Mass CDFC, for example
" While the par value would be $500, Indian tribes and Alaskan corporations could initially

buy common stock at below par value during the first five years The $50,000 contribution by
the federal govern,nent on behalf of Indian tribes would be sold at $250 to equal 200 shares
Likewise, the matching contribution of $50,000 made by Indian tribes would be sold at $250 to
equal 200 shart s

" The private sector consists of tbc non-tribal Indian businesses and individuals, non-Indian
businesses, financial institutions and individuals
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maintained between the outstanding shares of tribal common stock
and private common stock.32 No individual private shareholder
would be allowed to acquire more than 5% of the total outstanding
private common stock. Table 6 illustrates one possible outcome of
this method of initial capitalization.

At the end of the first year, the government would have no
equity position in AIDFC since its contribution would have been
transferred to the tribes and Alaskan natives. It would have con-
tributed $35 million in quasi-equity. The tribes and Alaskan na-
tives would have acquired an equity position worth $32.5 million
and would own 125,000 shares. The private sector would have an
equity position of $7 million and have acquired 14,000 shares (see
Table 6).

TABLE 6 ESTIMATED INITIAL CAPITALIZATION PURCHASE PRICE, SHARES, AND EQUITY VALUE

Equity owner
Purchase

pica Pei
share

Number

shares
Equity value

Percent of
initial

uptake-
tom

Federal Government

Eou ity $500 80,000 $40,000,000

Quasi-equity (30-year loan. 5 percent, 10 -year grace period) 0 0 35.000,000

Total 75,000,000 53

Tribes and Alaskan Natives

Federal Government equity contribution for tribes and Alaskan Natives 250 10n 300 25,000,000

Tribal and Alaskan Native match of federal contribution' (100 tripes x

$50,000) 250 20,000 5.000,000

Tribal purchase of additional shares 2 (50 tribes x 50,000) 500 5,000 2,500,000 23

Total 125,000 32,500,000

'rivate sector

Pnvate sector purchase of shares 500 70,000 35.000,000

Total '0,000 35,000,000 25

Grand totals 275,000 142,500,000 100

. This example assumes that 100 of the 500 federally recognized tribes and A,--van Natives voll make the match in the first year

' This exam* assumes that of the 100 tubes and Alaskan Natives who actually make the match, 50 of them sod i also buy additional shares

At tht.. end of the five-year period, the federal government would
have contributed $40 million in equity capital and $35 million in
quais-equity and have acquired 80,000 shares of common stock. It
would also have contributed $25 mii.ion in equity on behalf of
tribes and Alaskan natives. Indian tribes and Alaskan natives
would have an equity stake of $32.5 million and 125,000 shares of
common stock. The private sector would have contributed $35 mil-
lion and have acquired 70,000 shares of common stock or 25% of
the total shares held by non-federal participants (see Table 7).
During the initial five years, tribes would have the opportunity to
purchase common stock at $250 per share up to the $50,000 match.
Thereafter, the cost of each share would be $500.

32 The federal government is not included in this ratio, but individual Indians and Alaskan
natives are counted as "private" participants
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TABLE 7 CAPITALIZATION AT END OF YEAR 5

[Dollars m minronst

1

Equity owner, year
Equity Shares Equity

2

Shares t quily

3

Shares Equity

4

Shares Equity

5

Shares

Total

Equay Shares

federal Government equity $20 40.000 $20 40 000 $40 $80,000
Quasi-equity $35 0 35

Total 35 0 20 40,000 20 40,000 75 80,000

Tribes and Alaskan Natives

Federal contribution 25 0 1:10000 25 0 100,000
Tribal match 5 0 20.000 5 0 20000
Additional purchases 2 5 5000 2 5 5000

Total 32 5 125.000 32 5 125,000

7 14000 7 14,000 14,000 57 14,000 $7 14,000 35 70,000
Prorate sector equity 7

Total 7 14.000 7 14,000 7 14,000 7 14,000 7 14,000 35 70,000

Grand total 65 5 139.000 27 54,000 27 54,000 7 14,000 7 14,000 142 5 275,000

Cumulative total 92 5 193,000 247,000 126 5 261,000 133 5 275,000

Thu, capitalization method assumes that the federal contntertion n fixed and is rotated at the end of the 3rd year
this table also assumes tribes make their contribution in the first year only for illustrative purposes tribes ran make their equity contribution for the life of the instrtuton and would probably do so in reality
Thus tattle also assumes that the Prwate Sector makes equal equity contributions during the first 5 years for illustrative purposes
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Beginning with the sixth year, Indian tribes and Alaskan natives
would pay $500 per share to make their match or to purchase addi-
tional shares above the match.

Federal common stock would be non-transferable because the
government needs a permanent stake in AIDFC to ensure its legal
role as trustee. Tribal and private stockholders who wished to sell
their shares would give AIDFC the right of first refusal. Tribal ant
private stockholders would be able to transfer or sell their stock to
similar stockholders, tribal, private to private, and to one another
provided the 60/40 ratio of tribal to private and the 5% concentra-
tion limit were maintained. Tribes could buy or trade all the pri-
vate common stock they desired.

Enabling legislation for AIDFC would prohibit the use of proxies
by AIDFC stockholders. This would ensure the most active partici-
pation of AIDFC stockholders. Similarly, voting trusts would be
prohibited to ensure both Indian control and full participation by
all stockholders.

Debt
AIDFC's equity capital must be supplemented by borrowing, that

is through the sale of such debt instruments as bonds and notes.
Again there would be little interest in the financial markets in
buying the debt instruments of this new corporation unless the fed-
eral government provides specific incentives such as:

(1) guaranteeing AIDFC's bonds, that is backing them with
the full faith and credit of the U.S.,

(2) exempting the bondholders' interest-earnings from federal
taxation in the same way that interest income from various
fora., of municipal; and state bonds are now exempt,

(3' allowing federally chartered commercial banks to buy
AIDFC's debt instruments,

(4) allowing AIDFC's debt instruments to be used to satisfy
federal reserve requirements.

It would also be necessary to obtain state permission to allow fi-
nancial institutions such as pension funds, insurance companies,
state chartered commercial banks and savings and loan associa-
tions to buy AIDFC's debt instruments. That is AIDFC must seek
on a state-by-state basis an exemption from state "Blue Sky" laws.
Without these incentives and exemptions, it is doubtful that
AIDFC would be able to market its bonds. If AIDFC could not sell
in the financial market, one recourse might be to sell its debt to
the Federal Financing Bank as do other federal agencies.

Debt/equity ratio
Initially the debt/equity ratio should be quite conservative, say 3

to 1. The ratio could be relaxed by the board at some future date
depending on AIDFC's performance. However, some ceiling should
be set in the legislation, possibly 10 to 1.

Given a debt/equity ratio of 3/1, AIDFC's initial capital struc-
ture would resemble that contained in Table 8.

lie
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TABLE 8 AIDFC INITIAL DEBT/EQUITY AND CAPITAL STRUCTURE

iln moons of U S dollasj

Debt (3( tqudy (II Source of equity

Version A (quasi-equity is counted as equity)

Version B (quasi-equity is not counted as equity)

$32 5 Tribal

10 Private sector

0 Federal Government

39 5

350 Federal Government (quasi-
equity)

Total debt/equity$2235 745

32 5 Tribal

10 Private sector
0 Federal Government

118 5 39 5 Total debt/equity

Source Table 6 for equity and quasi-equity figures

After the five year period AIDFC's capital structure might reach
the proportions shown in Table 9 below.

TABLE 9 AIDFC 5 YEAR DEBT/EQUITY AND CAPITAL STRUCTURE

lin moms or US doges)

Year 5 Debt (3) Equity (1) Source of equity

Version A (quasi-equity is counted as equity)
$32 5 Tribal

35 0 Private sector
40 0 Federal Government

107 5

35 0 Federal Government (quasi-

elltutY)

$427 5 142 5 Total debt/equity

Source Table 7 foe equity and quasi -equity figures

Note If the Federal Government s quasi-equity were counted as debt equity capital would be reduced to $102 5 million and allowable debt to$301 S million

Use of funds: financial services
The scope of financial services would be as comprehensive as pos-sible to promote Indian business development, financial structuringand capital formation. As most development finance corporations

AIDFC would supply both long-term venture capital in the form of
equity and medium-term capital in the form of loans. AIDFC wouldtake an equity position by purchasing preferred or common stockin the Indian enterprise. Whatever AIDFC's equity stake in theIndian enterprise, it should have the option of sitting on the boardof directors to ensure proper management. Necessarily, upperlimit?, should be set on the size of the equity position AIDFC takes
in any one enterprise (say up to 25% of the total equity contribu-
tion from all sources); in the share of AIDFC's equity and loans inthe total project cost (say up to 50%, see Table 10); in the p:.opor-tion of AIDFC total funds invested or loaned to any one enterprise
(5%). The exact percentages would, of course, be determined on acase-by-case basis. The effect of these limitations on AIDFC's in-vestment strategy is illustrated in Table 11
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TABLF 10

AIDFC/BURROWcR EQUITY /DEBT (Project Cost) EXAMPLES

PITJECIL

$25,0

100,000

AIDFC

L
(50%)

Total Equity/Debt
(Project Cost) To

AIDFC

(-5%) t$ 75,0001

Tribe

Individuals
Others

(54%)

_DEBT'

AIDFC

(50%)

(46%)

Tribe

Individuals
Others

Total Equity/Debt
(Project Cost) To

Tribe, Individuals, Others

rPer71;t1,Cast

FEM:777

15800,00D

= 1$800,000!

LEQUITYI

1$150,0001

(10%) (90%)

AID C

1014T0i,

Tribe

Individuals
,Others

PROJECT B

(60%) 15385,0001 (40) 5265,003 =

AIDFC Tribe
Individuals
Others

(F0%) 1$400,000oI

1

Total :quity/Debt
(Project Cost) To

AIDP:

(50%)

Total Equity/Debt
Project Cost) To

Tribe, Individuals, Others

118

i800,0001

=fifitn0C1)
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TABLE 11 AIDFC PROJECT INVESTMENT STRATEGY'

[AIDFC total equity plus debt equal $100 million] 2

Project A Project

Dollars

B Project

Dollars

C

Dollars
Percent of
total dollars

Percent or
total dollars

Pricer of
total dollar

AIDFC equity contribution $1,250 000 25 $2,500,000 25 $2,500,000 17
AIDFC loan 1,250.000 25 2.500.000 25 2,500,000 17

Total AIDFC participation 2,500,000 50 5,000,000 50 5,000,000 34
Borrowersequity and/or 3 other sources

of funds 2,500,000 50 5,000,000 50 10.000,000 66

Total project cost 5.000,000 100 10,000,000 100 15,000,000 100
Percent of AIDFC's total equity and debt

invested in any one project 2 5 5 5

Smested upper binds AIDFC Equity partapabso In each protect/enterprise may be no to 25 percent of total M01,ct cost 0a0 ban
Participation in each

to
may be up to 50 percent of total protect cost However, ego.), and loan participation In each project/entelme may up to SO Porcellt of Protect s cost AlDfC equity and loan participation m any one protect is limited to 5 percent of AIM s total

In

and debt

4, AIDFC total Orly and debt is assumed to to $100 mdlion for the purposes of simplifying the illustration

One objective of such an investment strategy is to ensure that
AIDFC limits its exposure in any one enterprise. In addition it
would be undesirable for AIDFC to assume a dominant position in
an Indian enterprise since 'this would limit participation by others.
Besides limiting its exposure in any one project or enterprise,
AIDFC's board should decide whether to diversify its investments
among different types of projects (i.e., natural resources, agricul-
ture, light manufacturing, commerce) to reduce risk or to specialize
in one area initially and expand to others as it gains expertise.

Equity investments are very important to new enterprises be-
cause they eliminate the burden of regular interest and principal
repayments in cases where cash flow is not yet adequate. AIDFC
loans would be subordinate to other debt so enterprises could lever-
age additional private debt. Maturities for AIDFC loans would vary
between short and medium term.

AIDFC's split between equity/loans to enterprises is dictated by
the sources of AIDFC's funds. The more equity capital AIDFC has,
the larger can be its equity financing to projects. Its ability to
extend loans depends directly on its own ability to borrow.

AIDFC's loans would be in the form of lines of credit to Indian
clients. As they submit invoices for approved purchases, they would
draw down their lines of credit. Procurement procedures would be
specified by AIDFC to ensure that the funds achieve maximum
impact. AIDFC should take the responsibility for putting together
the financial package for the project. AIDFC would encourage com-
mercial banks such as the American Indian National Bank and
others to become co-financing partners. AIDFC would give loan
guarantees and use linked-deposit strategies to encourage their
participation. AIDFC would never invest alone, it expects to mobi-
lize capital not replace it. It would be necessary to charge a fee for
all services including guarantees since AIDFC would be a profit-
seeking institution.

The fact that AIDFC would supply investment information, a
loan guarantee to the co-financing partner and give technical as-
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sistance to the project should diminish the traditional reluctance of
commercial banks to lend to Indian businesses since such actions
reduce risk.

AIDFC could eventually underwrite tribal bonds and stacks or
ph-, them directly thus reducing the tribes' cost of SEC registra-
tif.,n, under-writing fees and management.

Interest rates should be set at levels which covei AIDFC's cost of
borrowing, its administrative costs, reserves for default and rein-
vestment. AIDFC should not subsidize interest rates since interest
subsidies often divert capital to marginal enterprises. Collateral
may or may not be required. If good project appraisal techniques
are used, the need for collateral diminishes since the real security
is the viability of the project itself. Loans and equity investments
will be monitored on a monthly basis and follow-up assistance
given if the enterprise get, into difficulties. In sum AIDFC will be
an investor, lender, packager and broker for Indian enterprises.
Organization structure

Quite naturally the organizational structure of the corporation
follows from its purpose and functions. Among the most important
entities would be the stockholders, the board of directors and the
president. Since AIDFC's work can be divided into at least five dif-
ferent categories it would need at least five departments to handle
project development and selection, project evaluation and audit,
technizal assistance and training, financial operations, and portfo-
lio management. Since Indian people are widely dispersed, AIDFC
should be decentralized. The establishment of regional branches
would not be a problem since AIDFC would be a corporation and
not a bank. These regional offices could be set up after establish-
ment of the central organization.

Stockholders

The stockholders would consist of each of the Indian tribes and
Alaskan natives, the federal government and private investors who
held equity in AIDFC. They would meet once a year. They would
receive the annual report of the corporation and would approve the
broad policy recommendations brought before them by the board of
directors.

Board of directors
The board would be composed of one federal representative. six

tribal representatives, four private sector representatives. The
president of AIDFC would be a non-voting member, whose attend-
ance would be at the discretion of the board. The board would meet
quarterly.

Board members would be elected to five year terms except in the
first round. The federal representative would serve at the pleasure
of the President of the U.S. Half of the Indian representativ,s (3)
and private sector representatives (2) would be up for election after
the first three years of A1DFC's existence. The remaining half
would serve the full five-year term. Election cycle would occur as
follows:
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TABLE 12 ELECTION CYCLE

"ears

0 3 5 8 10 13 15

Repiesentatives

Tribal

3r
32

Pr. ate

2

2

Elect

Elect

Elect

Elect

Elect Elect

Elect Elect

Elect Elect

ELI Elect

f TO as/Alashan Natives exceeding the Federal match

2 Tribes/Mahan Natives meeting aN or part of the Federal match

As other boards AIDFC's Board of Directors would formulate
general policy and evaluate the performance of itIDFC. It would
have the following responsibilities:

(1) A more precise formulation of how Indian enterprises
cotild have "maximum impact" on Indian communities.

',2) Setting the debt/equity ratio.
(3) In coordination with stockholders, deciding on the issue of

new stock.
(4) Selection of AIDFC's president.
(5) Evaluation of AIDFC's performance.
(6) Preparation of annual reports to the stockholders.
(7) Approval of regional offices.

The President

The chief executive officer of AIDFC would be the president. The
president would serve at the discretion of the board of directors.
The president would implement the board's decisions and be re-
sponsible for the daily operation.= of the corporation. The president
world select the vice-presidents who would, in turn, select their de-
partment directors.

As most presidents he/she would organize a top management
committee composed of the vice-presidents of the corporation and
others. Among the committee's most important functions would be
the initial project selection based on recommendations from the
project development department. These recommendations would, of
course, be based on the project sel.i:tion criteria designed by the
staff and approved by the President. It would be better to have ini-
dial project selection in the hands of a ,:ximmittee in order to dimin-
ish political pressure on the president and to ensure the proper ap-
plication of the project selection criteria. The committee could also
review and give advice on projects in 'rouble.

The president would evaluate ea oh department's performance.
The president and comptroller would sign the actual loan docu-
ments after the project was approved. The president might make
certain financial decisions such as when to offer a new bond issue
or stock issue or make sales from the corporation's portfolio. The
president could also set limits on technical assistance.
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Project Development Department
This department :uculd be in charge of project identification,

preparation, appraisal and implementation The World Bank proce-
dures in this regard (See Section IV) would be adapted to the heeds
of AIDFC. Table 12 summarizes each phase of the project cycle and
identifies the respoasible party.

Project identification includes identifying potential profit-seeking
enterprises. Before this can be done project promotion must be un-
dertaken. Project promotion entails a study of the local economy
and a preliminary selection of potential projects based on pre-feasi-
bility studies. This function might be best left outside AIDFC and
in the hands of tribal governments and Indian business develop-
Anent organizations (BDOs). This would ensure that AIDFC does not
become involved in internal tribal affairs. After examining the pre-
feasibility studies, AIDFC could indicate which projects should be
subjected to further examination or a full-scale feasibility study.
AIDFC could assist th' borrowers by providing guidelines and
project preparation loans for the feasibility studies. In some cases
AIDFC might undertake the feasibility studies itself.

These studies would then form the basis for the next stage
proj,tt appraisal (See Table 13). The exact appraisal and selection
techniques are the subject of another study aria so will not be dis-
cussed in detail here. Preference would be given, however, to
projects which had the required competent management and sound
organizational and financial structures. Part of the project apprais-
al is a financial appraisal under which a financing plan would be
drawn up. This would be negotiated between AIDFC staff and the
Indian recipient. The decision to finance the project would be made
by the top management committee and approved by the board.
Once the project is approved co-financing could be finalized.
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TABLE 13

The Project Cycle

TASK
RESP ENTITY

' BANK CASE

1. Pro,_ct Identification
(Promotion)

general survey of economic
conditions and opportunities

pre-feasibility studies of
specific projects

2. Project Preparation

project brief which describes

the objectives, principal
issues, timetables, identifies
alternatives

feasibility studies which in-
clude

- technical
- institutional

- eco ,mic
- financill aspects

3. Project Appraisul (Selection)

comprehensive review of the
feasibility studies esp. the

- technical
- institutional

- economic

- financial aspects

RESPONSIBLE ENTITY
AIDFC CASE (suggested)

Bank Sta" + Borrowers + Others
International organizations, 'A
Development Program

Borrowers hive the primary resnonsi-
bility;

Bank staff maz provide help and
financic' assistance thru 'ts
Project Preparation Facility (loans)

Bank staff + outside consultants
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Indian borrowers + BDOs

Indian borrowers + BDOs

AIDFC staff may provide guidance
and financial assistance in the
f, m of a project preparation loan
or AIDFC can do the feasibility
study itself

ATOFC staff + outside consultants



4. Project Negotiation

amendment of appraisal report

negotiation of loan document

approval and signing of loan

document

5. Project Implementation

setting up the organization
(if necessary)

training staff

construction

supervision

- progress reports
- gradual disbursement of
funds

6. Project Evaluation (ex-pcst)

audit A inspection

review of completion

-Eport

field renew

comnletion report by

borro urs

Bank staff + Borrowers

Bank staff + Borrowers

Executive Directors + Borrowers

Borrowers implement

Bank staff supervises 6 monitors

Bank Operations Evaluations Dept.

24

AIDFC staff + Indian Borrowers

AIDFC staff + Indi.n Borrowers

Top Management Committee,
President A Comptroller for
approval

Borrowers implement + BOOs

AIDFC staff supervises A
monitors

AIDFC Evaluations Department

C71
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Technical assistance and training
If technical assistance and training are necessary to ensure the

viability of projects, they shoald be co-ordinated by a separate de-
partment. At least three types of technical assistance can be distin-
guished:

(1) technical assistance in project preparation, that is in the
preparation of feasibility studies,

(2) technical assistance when the project is in trouble and re-
quires remedial action to protect AIDFC's investment,

(3) technical assistance for project implementation, that is
training in certain skills necessary to run the enterprise.

Since these activities are very expensive, AIDFC would not be able
to undertake all of them. particularly the third. Instead, AIDFC
would work together witl. BDOs and others to provide the techni-
cal assistance nec ssary for project preparation and the training
for project implementation. The department would help BDOs and
others put together courses on an "as needed" basis. These courses
could be organized through ousiness and vocational schools.

The department would also be in charge of helping projects in
trouble. Again BDOs or a special consultants' team would be sent
to diagnose the problems and recommend remedial action. Such co-
operation among AIDFC, BDOs and other would minimize techni-
cal assistance costs. AIDFC would, however, have to include its cost
of techr ical assistance in its loans or levy a special service charge.

Project Evaluation and Audit Department
While the project is in the implementation stage, the project de-

velopment department would monitor monthly financial state-
ments and progress reports. Once the project is operational and all
funds disbursed a project completion report would be submitted to
the Project Evaluation Department. This department would evalu-
ate ex-post whether the project has achieved its objectives and if
not, why. Learning from past failures and successes would be im-
portant for AIDFC's bin vival and growth. This unit would also
audit AIDFC activities so the board could assess AIDFC's overall
performance.

Comptroller's Department (loan operations)
This department would draw up the loan documents and arrange

loan guarantees as well as co-financing when necessary. It would
be in charge of disbursements and collections. Indian borrowers
would receive lines of credit which could be drawn upon after sub-
mittal of invoices for approved expenditures. The Comptroller's De-
partment would control types of expenditures based on procure-
ment regulations. Use of local contractors and supplies would be
encouraged so long as they meet specifications on quality and
price. The department monitors projects once they are operational
by examining financial statements and progress reports. If a
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project runs into difficulties, the comptroller would alert the tech-
nical assistance department.

Treasury Department (portfolio management)
This department ranks in equal importance with the project de-

velopment department. It would be in charge of sales of AIDFC
stocks and bonds, payment of dividends, investment of surplus
earnings, purchase of equity in projects, underwriting tribal bonds
and securities, and sales from its own equity and loan portfolio.

Surplus funds are extremely important for operations, invest-
ment and emergencies. How well this surplus is invested could
make or break AIDFC. It is crucial to match the maturities and in-
terest rates of AIDFC's borrowed capital with its loaned capital.
One cannot borrow short and lend long. The president of AIDFC
will have to be involved as well as the Comptroller's Department in
Treasury operations because they are too important to be left to
the treasurer alone.

Regional offices
Given the dispersion and diversity of Indian tribes and Alaskan

natives and their resource bases, it would be necessary to set up
regional offices. The regional offices would be instrumental in ful-
filling the tasks of the project cycle. For example, they could en-
courage tribal governments and BDOs to identify potential
projects. Then, they could assist them with the preparation of feasi-
bility studies by arranging project preparation loans with the cen-
tral office. The regional offices would forward the feasibility studies
to the central office for appraisal. Once the project met all the se-
lection criteria, negotiations could begin involving the borrowers,
regional and central office staff. The regional offices would also be
responsible for mobilizing private local capital to fiaance the
project. Once the president and comptroller signed the loan docu-
ment, the regional offices would participate in implementation, su-
pervision and monitoring. They could albo arrange for training
with the central office.

Personnel
Little has been said about the type of employees AIDFC would

need. Before describing their skills it is important to state that the
corporation should be free of civil service requirements. This would
give it the flexibility it needs in hiring and firing. To ensure conti-
nuity of operations five-year contracts could be offered after a pro-
bationary period except for the president who will serve at the
pleasure of the board of directors.

The project development department would need economists and
MBAs; project evaluation would need economists, MBAs, CPAs and
lawyers as would the comptroller's department. Treasury would
need investment bankers, brokers, security analysts. Technical As-
sistance and Training would need MBAs, CPAs, and educational
specialists.
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Since salaries constitute 60% of the administrative expenses of
many development finance institutions, it would be advisable for
AIDFC to hire people with general backgrounds (MBAs, etc.) and
hire specialists (engineers, marketing analysts) on an "as needed"
basis.

For the top management positions only seasoned executives with
experience in investment banking, financial management and eco-
nomic development should be considered.

12 'i



OUTLINE OF PURPOSE AND CHARACTERISTICS OF AIDFC

1. Purpose: mobilize capital and technical assistance for Indian
business development; promote financial structuring and capital
formation.

2. Eligible Borrowers: tribal governments; tribal community de-
velopment corporations; tribal enterprises; Indian individuals;
Indian proprietorships; Indian partnerships and corporations;
Indian co-operatives.

3. Types of Eligible Activities: profit-seeking enterprises/projects
including those exploiting and processing natural resources, those
engaging in agricultural activities, those engaging in light manu-
facturing, those selling retail and wholesale goods and services.

4. Type of Intitution: independent federal institution (but free of
civil service).

5. Legal and Tax Status: mixed-ownership federal corporation
(tax-exempt); stockholdersfederal government, Indian tribes, pri-
vate sector.

6. Sairce of Funds:
Equity: federal government; tribes; private sector; (incentives:

dividends tax-exempt, purchase of shares receives an investment
tax-credit; private sector receives access to information and prefer-
ence in co-financing and joint venturing).

Quasi-Equity: long-term, low interest loan.
Debt: bonds and other debt instruments (guaranteed by federal

government; income on bond is tax-exempt).
Other: sales from portfolio; earnings on portfolio.
Debt/E4uity ratio 3/1 initially; 10/1 maximum.
7. Uses of Funds and Financial Services: Equity investments (lim-

ited to 26% of total project equity). Loans equity + loans limited
to 50% of total project cost). AIDFC's total equity + loans to any
one enterprise would be limited to 5% of AIDFC's total equity +
borrowing. Interest rates on loans (sufficient to cover AIDFC's costs
plus earn a reasonable rate of return). Maturity on loans (variable).

Other Services: Loan guarantees for co-financiers; financial pack-
aging; underwriting.

8. Other Functions: Technical Assistance and Training.
9. Organizational Structure. See next page.

(1291
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ABBREVIATIONS

BIABureau of Indian Affairs
EDAEconomic Development Administration
FFBFederal Financing Bank
GAOGeneral Accounting Office
IBRDInternational Prink for Reconstruction & Development
ICIDBIvory Coast Industrial Development Bank
IDAInternational Development Association
IFCInternational Finance Corporation
KDFCKorean Development Finance Corporation
KHICKentucky Highlands Investment Corporation
MCDFCMassachusetts Community Development Finance Corporation
NCCBNational Consumers Cooperative Bank
OMBOffice of Management & Budget
SECSeoirities & Exchange Commission

GLOSSARY' OF FINANCIAL TERMS

Advised line of credit
Term for a credit facility confirmed 'n writing as to the terms and conditions

under which the bank is prepared tc grant credit It can be (1) good until can-
celledthe bank may terminate the line of credit at will and, prior to such termina-
tion, the beneficiary may draw at will; (2) annual reviewthe line is good for one
year during which the beneficiary may draw at will, (3) as offeredthe bank must
be consulted prior to each drawing
African Development Bank

Formed in 1964, the ADB had 46 members las of 31 December 1976), all from
Africa. Its functions are to help provide development canital for Africa The head-
quarters are at Abidjan Ivory Coast.
Arbitrage

In general buying (or borrowing) in one market and selling (or lending) in an-
other.
Asian Development Bank

Formed in 1966, the ADB had (as of 31 December 1977) 42 members, including the
UK, the U.S., and 12 other Et'ropean countries, in addition to 28 Asian members. Its
functions are to help provide development capital for Asia. Its headquarters are in
Manila, Philippines

Blue sky
A U S. term for state laws (as against federal laws) regulating the issue and sale

of securities They contain provisions designed to protect the public from securities
frauds.
Bond

(1I An interest-bearing certificate of debta written contract by the issuer to pay
the lender a fixed principal amount at a stated future date and a series of interest
payments until the bond matures

12) Also used to mean a guarantee or indemnity A "performance bond" is a sum
of money payable, usually by a bank, if a contract is not performed

Brokerage
Con.mission charged by a broker to clients on whose behalf they have acted

Callable capital
That part of a "company's capital" which is not yet "oaid-up" and on which the

company's directors can call for payments to be made
Certificate of deposit (CD)

A CD is a "negotiable instrument" in "hearer form" It certifies that a sum of
money has been deposited with a bank. The crucial factor which distinguishes it
from a bank deposit is that it can be re-sold on the "secondary market " Thus, if an
investor believes he can spare some funds for six months, he cpn buy a CD which is

' The glossary was adapted from Julian Walmsley, a Dietionam of International Finance
!London Macmellan Press Ltd 1, 1979
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due for payment at the end of that time knowing he can re-sell it if he unexpectedly
needs the money earlier The CD market began in 1961 in the U S. when a true
"secondary market" for CD's was set up
Co-financing

Term for financing a country carried out in parallel by institutions such as theWorld Bank or IMF and commercial banks.
Calle teral

A term for securities or other property pledged by a borrower as security for aloan.

Collateralized loan
The tv-m for a loan granted to a customer upon the pledge of (1) liquid assets,

e.g , registered shares or stock, bonds, or 12) illiquid assets (mortgage on a building,etc.). If the borrower is unable to repay, the lender sells the coliateral.
Commercial paper

"Promissory Notes" normally having a maximum maturity of 270 days, sold by
companies or institutions to raise cash for working capital purposes. In the U.S.,commercial paper ig a major borrowing instrument for first-class borrowers. It doesnot require registr .tion with the SEC. A company can sell its commercial paper to
dealers, or it may ?lace the paper directly in the hands of investors by using its ownnetwork of contracts. The Market has been in existence for many years but grewrapidly in 1965-70 (from $9.3 billion to $40.9 billion) when its growth was checkedby the collapse of the Penn Central Railroad, at a time when the latter ...cl largeamounts of commercial paper outstanding The total now stands at around $80 bil-lion.

Credit rating
In general, this term refers to the quality of a borrower's reputation. More specifi-cally, it is used to refer to a systematic .svaluation of a borrower's financial condi-tion by an agency which specializes in this function The two best-known bond

rating agencies are the U.S. firms of "Moody's" and "Standard & P.'sr's
Credit risk

In general, the risk that a debtor will not repay.
Crowding-out

Term denoting public sector (government) borrowing so large that the privatesector is starved of funds The argument runs: "the public sector is insensitive tothe cost of funds, and has unimpeachable creditworthiness, so can easily borrowwhen the private sector may not be able to afford to " But the public sector mayequally be sensitive to the political cost of driving up interest rates, and it expendi-
ture may assist private sector financing by improving corporatp eRqh rinwq
Debenture

An acknowledgement of indebtedness. Usually given by an incorporated company,
but can be given by anyone. It is usually given under seal, and usually accompaniedby a charge on the assets of the borrower A debenture may be issued in the form ofstock by a quoted company on the Stock Exchange
Debt-service ratio

Payments made by a country to service its foreign debt, i.e , interest paymentsand repayments of "principal" as a percentage of the country's export earnings
Precise definitions vary The "debt" usually includes public sector debt and publiclyguaranteed debt
Discount

To purchase (.,r sell a bill, note or other commercial paper after deducting the
amount of interest that will accumulate before it matures
Dividend

Profit paid to its shareholders by a company
Equity-capital

The portion of a corporation's assets, all or part, that :s owned by the holders of
common and preferred stock
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Federal Financing Bank
A corporate instrumentality of the U S which is subject to the general supervi-

sion and direction of the Secretary of the Treasury It was established by the Feder-
al Financing Act of 1973 to coordinate, reduce the costs of, and efficiently finance
federal agency and federally-guaranteed obligations. The FFB is authorized to pur-
chase any obligation which is issued, sold or guaranteed in whole or in part, by a
"federal agency"defined in the Act as any executive department, federal estab-
lishment, corporate or other entity established by Congress and at least partially
owned by the U.S. Government.

Gearing
A European term for the relationship between equity capital and fixed interest

capital The American term is "leverage." After deducting interest on a debt, profits
are available for dividends on the equity. Thus the effect of high gearing is to make
It more uncertain that dividends can be paid, ble if the debt is financing profitable
business, dividends can grow more than proportionately.
Industrial revenue bonds

A term for "revenue bonds" deriving their earnings from an industrial facility.
Leverage

A term for the proportion of debt to equity in a firm's capitalization After deduct-
ing interest on debt, profits are available for dividends on the equity. Thus, the
effect of high leverage is to make It more uncertain that dividends can be paid, but
if the debt is financing profitable business, dividends may grow more than propor-
tionately.

Liquidity
Generally, the ease with which an asset can be turned into money. The more

quickly an asset can be encashed and the smaller the risk of loss in so doing, the
greater its liquidity. For example, one could arrange assets in an order which might
include cash, Treasury bills, gilt-edged securities, equities, commodities, and proper-
ty, in descending order of liquidity In monetary discussions, the term liquidity is
often used to refer to the aggregate of money and "near money."
Loan guarantee

The undertaking of responsibility by one for another person's loan or generally to
assure that it will be repaid The original debtor is still liable for payment but, in
case of default, the maker of the guarantee can be called upon.
Management fee

A fee charged by a bank for managing a credit or bond issue.
Matunty

When an obligation has been entered Into for a specified period of time. it is said
to have a maturity of that period; e.g , if a deposit is placed with a bank for an
agreed period of three mcaths, it is said to have a maturity of three months. The
maturity date of a bond is the final date by which it must be repaid.
Municipal bond

A bond issued by a municipality The term normally refers to U.S. issues These
fall into two classes' general obligation bonds, backed by the "full faith and credit"
(and the taxing power) of the issuer, and "revenue bonds" backed by specific reve-
nues

a Note
(1) A financial instrument consisting of a promise to pay (i e a Promissory Note)

rather than an order to pay (such as a bill) or a certificate of indebtedness (such as
a bond) (2) If a bill of exchange is dishonored bv nonpayment or nonacceptance, it
may be handed by the holder to a notary to be noted.
Paidup capital

Part of the subscribed or issued "capital" of a company which has actually been
paid for by shareholders If the total capital autnorized by the shareholders exceeds
the paid-up capital, the remainder is said to be "uncalled " If there is no uncalled
capital, the company's capital is said to be fully paid.
Paper

Generic term for Treasure, bills. CD's, qovernment and corporate securities, etc
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Par
Refers to the nominal value of a security If a share is issued with a face value of

1 pound and is subsequently traded at that price. it is said to stand "at par "
Par bond

A term for a bond selling at par, in line with prevailing new issues or estimated
going yield rates
Primary market

Term referring to securities markets The primary market is the market for new
security issues; e.g , particpants consist of all those to whom newly issued securities
are sold. Subsequent transactions in the security are said to take place in the "sec-
ondary market."
Prime rate

A term for the rate of interest at which a bank will lend to its most favored or
"prime" customers
Principal

The face amount or par value :4 a debt, ex,luding interest or premium.
Private placementdirect placement

A method of borrowing by selling "bonds" or other financial instruments such as
shares to a limited group of investors. The distinguishing characteristic of such a
sale or placement is that no advertising is undertaken to sell the bonds or shares.
The American private placement market is the largest in the worid and is an ex-
tremely significant source of long-term capital, up to 30 years.
Project finance

Strictly, finance satisfying the following conditions: (1) It is used solely for the
purchase of machinery, equipment, and know-how relating to a specific project, (2)
Its maturity is related to the ability of the project to generate sufficient cash flow to
repay the loan.
Project line

Term for a "line of credit" made available to finance a particular project
Quasiquity

A very low-cost loan or a free grant, a long-term loan (30-40 years), su linated
to other deut or to real equity.
Rediscount

The discounting of commercial paper that has previously been discounted.
Refinancing

Floating a new issue of securities to obtain funds to retire existing securities. The
object may be to save interest eosts to extend the maturity of the loon or hoth
Reserves

Term covering funds held against possible future contingencies
Security

(1) Something deposited or given as assurance of the fulfillment of an obligation.
(2) Written evidence of ownership, creditorship, especially, a stock certificate.
Securities and Exchange Commission (SEC)

The agency responsible for ensuring that new securities issues comply with cer-
tain requirements, and for the proper administering of the securities industry in
general
Senior

A term for debt which ranks ahead of other debts
Stock

Stocks, preferred or "common," are the units into which a company's equity is
divided

Subordinated
Term which refers to a promise to pf..y which cannot legally be fulfilled until pay-

ments on certain other obligations have been mare and any other conditions defined
in the "indenture" have been met These other obligations are said to be senior to
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the subordinated obligation For example, in the case of an unsecured bond issued
by a bank, repayn ent may be guaranteed on a subordinated basis, as far as any
claim to repayment is subordinated to the claims of the bank's depositors and its
secured creditors, but ranks pan passu with other unsecured claims
Surety bond

A "performance bond" given by a surety company (normally1 guaranteeing to a
buyer that the seller will perform his duties
Treasury bill

Treasury Bills entitle the holder to a payment of a fixed amount at a fixed date.
They ensure the financing of the government's cash requirements. Offerings are
made weekly at the "auction "
Treasury bond

A coupon security of the U.S. Treasury which generally carries a maturity of
more than 10 years. There is a statutory limit of 4 25% on the coupon rate of Treat -
ury Bonds, though issues are regularly made at higher coupons under an exemption
procedure

Treasury note
A coupon security issued by the U S. Treasury with a maturity of not less than

one year nor more than 10 years (filling the maturity range between Treasury bills
and Treasury bonds). These notes are available in minimum denominations of
$1,000 in either bearer or registered form.
Underwriter

(1) In insurance, the employee of a company who is authorized to bind the compa-
ny in respect of an insurance risk

(2) A person who, when an issue of securities is being made, agrees with the issuer
to buy or find buyers for those securt`ies whirh are not taken up by the public. Al-
ternatively, he may agree to buy the entire issue in the first instance. It is normal
for certain underwriters to act together in a "syndicate", whose membership may be
stable over time, or which may vary according to the type of issue involved.
Underwriting fee

A fee payable to the members of the underwriting syndicate of a particular securi-
ty issue It is often a percentage of the spread (between the price at which the syndi-
cate buys the securities and the price at which they are resold to the public) which
accrues only to members of the syndicate in proportion to the amount of the issue
they have underwritten.
Variable-rate CD's

Introduced ir. the U.S. in 1975, this is a "certificate of deposit" with a normal
minimum maturity of 360 days Its interest rate is pegged by the issuing bank at a
specified spread over the bank's current rate on 90-day CD's and is adjusted every
90 days. The device is an attempt to raise longer-term funds for the bank while par-
tially protecting the investor against swings in interest rates.
Venture capital

Money invested for equity in a new company or project For some reason we apply
the tern^ risk capital to all stocks whether new or old companies, but, when the
company is new and the risk is decidedly higher, we give it the more glamorous
name of venture capital
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GUIDELINES FOR PROJECT EVALUATION ON INDIAN RES-
ERVATIONS, AN APPLICATION OF COST-BENEFIT
ANALYSIS AND SOCIAL ACCOUNTI1,G MATRICES

By Ronald L. Trosper

INTRODUCTION

The need to have projects analyzed in a thorough and responsible
way on Indian reservations caused this paper to be writtei-.. Al-
though many projects succeed in part, because of good design, many
development projects are hastily put together and fail for reasons
that should be foreseen. In addition, some projects which succeed
are marginal ones, raising doubt about the wisdom of undertaking
them. This paper is intended to aid those who evaluate potential
business or economic development projects on Indian reservations.
Because such analysis is complicated, it is difficult in one work to
cover all of the material which is applicable. Since there are other
books and services which describe standard or traditional project
analysis, the approach taken here is to show the modifications
which can be made in order to apply traditional techniques in the
context of Indian reservations. Each of the three sections of the
paper deals with issues which make project analysis on reserva-
tions different from many other contexts in which investment op-
portunities are evaluated.

For instance, one obstacle to increases in the material well-being
of Indians is uncritical adoption of assumptions about business or-
ganization derived from Anglo-American society. Most people
trained in standard American colleges and graduate schools need
to be aware of some of the possible differences between Indian cul-
tures and other ones. Procedures or practices that seem normal in
American culture are not examined as critically as are other issues
in courses at such schools. It is of course dangerous to be too dog-
matic on this subject; not all Indian communities are the same, just
as there is substantial variation within America outside of Indian
reservations. The second chapter of this work reviews many of the
cultural and institutional conditions which affect projects located
in Indian communities. The question of business organization is
one of these. Another is the influence of the federal government in
the regulation of land use on Indian reservations.

A second major issue is the structure of reservation economies.
As a reeult of the special circumstances of Indian reservations, the
sources of income and the structure of production on Indian reser-
vations are often unusual. For instance, there are important trans-
fers of income from the federal government to individual Indians
and to tribal governments. Althou*h these transfers are similar to
those received by other communities, they are very large in rela-
tion to other sources of income. Another special characteristic of
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Indian resource development is the presence of non-Indian individ-
uals and corporations in key sectors. Often, non-Indians are in pow-
erful economic positions either because of their own investment or
because of leases obtained for the exploitation of Indian-owned re-
sources. As a result, it is important to be able to examine the struc-
ture of reservation economies and to be able to understand the re-
lationships between potential new production and current econom-
ic structure. One way to do this is to construct a table, called a
social accounting matrix, that shows the transactions among the
parts of a reservation economy. A social accounting matrix can also
be used to examine issues about the distribution of income among
tribal members.

A third major issue :s the role of government in promoting eco-
nomic development in Indian communities. The federal govern-
ment and each tribal government is concerned about the welfare of
Indians. The role of the federal government is sometimes ambigu-
ous, since in many situations the federal government has respond-
ed to pressures from non-Indians to impede Indian economic devel-
opment so that others might use the available resources. Tribal
government is much more obviously concerned about economic de-
velopment. Although most communities in the United States con-
sider both social and private aspects of economic development
policy, Indian governments are particularly inclined to consider the
total impact of new projects upon their communities. Social cost-
benefit analysis is well-suited to guiding decisions aimed at obtain-
ing good returns from the investment of limited capital. The
nature of social cost-benefit analysis is to attempt to combine the
private and the public costs and benefits of a project in judging
whether or not a project is a good one. Although the narrowly ma-
terial focus of cost-benefit analysis must be recognized as a limita-
tion, application of the technique to appropriate situations should
aid the selection of good rather than poor projects.

Recognition of the need for such analysis came about during con-
sideration of means of solving the capital shortage problem on
Indian reservations. The American Indian Development Corpora-
tion was set up to examine the wisdom of creating an American
Indian Development Finance Institution. Since such an institution
would need to have a system of project evaluation for Indian com-
munities, the American Indian Development Corporation commis-
sioned this manuscript. Although the original motivation for this
work would be for use by development finance institution, the re-
sults should also be useful to any organization ,vhich sets out to
promote business enterprise in Indian communities.

The outline of the work is as follows. It has three parts. The first
part is the second chapter, which reviews the literature relating to
institutional characteristics of Indian communities and Indian res-
ervations which might affect the success or failure of business en-
terprise. The second part is the third chapter, which introduces the
idea of social accounting nvIttices using a fictional example of ..
social accounting matrix. Three examples are presented, each of
which is a more complicated version of its predecessor. The first is
a four by four matrix. The second social accounting matrix is the
ten by ten example. The third matrix has twenty sectors which are
consistent with the ten sectors of the previous two examples.
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The third and longest part consists of chapters 4, 5 and 6. These
chapter., illustrate social cost-benefit analysis. The fourth chapter
presents a fictional example of an agricultural project on a reserva-
tion. The project is analyzed from several points of view: (1) the
return to capital, (2) a tribal analysis, (3) a federal analysis, and (4)
analysis by an Indian development finance institution. Then the
impacts of the project upon a reservation economy are illustrated
using the ten by ten social accounting matrix from the second
chapter. The fifth chapter presents an example of a manufacturing
project. Each of the same points of view are presented. The impacts
on the reservation economy are calculated using the twenty by
twenty social accounting matrix of the third chapter. The sixth
chapter analyzes a natural resource project in some of the same
ways that the agricultural and manufacturing example were evalu-
ated. It does not compute the impacts of the project using social ac-
counting matrices.

The reader need not read this work from start to finish. Each of
the three parts are fairly separate. Even though social accounting
matrices (from chapter 3) are used in the final sections of two of
the social cost-benefit examples, those sections are independent of
the earlier parts of each of those chapters, and can be skipped.

Since +h15 is a long work, some guidance about its purpose and
its level of sophistication is needed. The eventual goal is to make
this document usable by non-economists. Tkc present version is too
complicated in parts of chapters 4 and 5; additional work is needed
to separate the difficult sections into an appendix. For this reason,
the reader should not feel that he needs to understand all of what
. flows. In particular, the analysis of the impacts of a projec. upon
a reservation economy through use of the data in a social account-
ing matrix requires application of some complicated procedures.
Readers should not feel that they need to understand the methods
used to derive results; rather, the purpose of reporting the results
is to show how such an analysis can be used to see what changes
might occur on a reservation as a result of a new economic activity.
Actual use of the proposed methods of deriving impacts is not well
enough explained at the end of chapters 4 and 5 to allow readers
without further training to apply the ideas themselves.

Another problem is that discounted cash flow analysis is not pre-
sented in detail prior to use of it in social cost-benefit analysis.
RL .ers may wish to refer to textbooks on capital budgeting that
explain the principles. Chapter 4 begins with a brief review of the
traditional principles of discounted cash flow analysis and the
modifications needed for social cost-benefit analysis.

The application of the following types of analysis involve the ap-
plication of a materialistic value system to evaluation of different
options. Materialistic values are only one type of values which can
be used for guiding choices among options. Therefore. ii, is ger-
maine to clarify some of the objections which have been raised to
this type of evaluation. There are at least five district value ap-
proaches to the valuation of a person's or a group's options. They
are (1) materialistic, (2) libertarian, (3) nationalist or ethnic, (4) tra-
ditional, and (5) scientific. A person may be interested in applying
several of these simultaneously, and in evaluating tradeoffs among
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them. It is helpful, however, to consider each of them separately
without claiming that one of them is a subset of another.

A materialistic evaluation examines the material products of an
action and attempts to value these outputs. Goods and services
which are exchanged for money in market places are the primary
examples of material products, and the prices of these products are
an example of values for them. Other material outputs exist which
are not necessarily traded in market places. For instance, some
people value a trip to the wilderness, clean air, or a pleasant view.
These are often regarded as "public goods" which require some
degree of governmental action in order to provide them. These
public goods are a type of material good, although they are not ma-
terial in the sense as is a loaf of bread.

A libertarian, or democratic, evaluation examines the conse-
nuences of an action upon the individual liberty of people. Many
philosophers and social commentators place individual liberty
above material possessions. John Rawls' recent book, A Theory of
Justice, concludes that a just society is one which sets up institu-
tions which maximize the liberty of persons in the society. Any
action that increases material well-being at the price of reducing
individual liberty is to be rejected. The Constitution of the United
States is an attempt at such a society, because the Bill of Rights
sets out standards that courts apply for the protection of individual
liberty. Some of these standards undoubtedly raise the costs of eco-
nomic activity, but the cost is seen as acceptable.

Nationalistic goals are those which focus upon the powers of a
group to control its destiny. If the group controls a nation, then ac-
tions which increase the power of the group are nationalistic. If the
group is not a nation, but a part of one or more countries, then ac-
tions to support the power of that group are often called ethnic.
For example, the activities of the French-speaking people in
Canada to increase their power within Canada is an ethnic or a na-
tionalistic movement. Similarly, efforts by particular Indian tribes
in the United States to increase their control over activities on
their reservations or among their members are examples of the ap-
plication of shared ethnic goals.

Traditional v .lues are most often expressed as religious ones.
Those who apply traditional values to activities evaluate the
"moral" value of the activity according to some set of values which
has been inherited from earlier generations and which establish a
system of evaluation based upon tradition.

Finally, scientific values rank activities based primarily upon
their contribution to knowledge. Scientists are interested in ex-
panding man's knowledge of the way in which natural and human
activities occur. Any increase in knowledge is valuable in and of
itself. Knowledge is defined by scientists as theories capable of em-
pirical verification through observation or experiment.

Often these value systems are applied to different types of activi-
ties and never come into conflict. But other situations show such
conflict. An example of such conflict is the refusal a many tribal
governments to cede tribal jurisdiction over civil cases should that
be needed to assure non-Indian developers the security they need
to operate a business on the reservation. Another example of the
conflict occurs in regard to native languages. Since business is con-
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ducted in English, a strong incentive exists to learn and use Eng-
lish. Yet many Indians devote resources to using and preserving
their native language. Furthermore, many Indian communities
value certain lands for religious reasons and are not willing to use
the land for commercial purposes. Conflict betwe-n environmental-
ists and developers is usually a conflict among materialistic ends
and is not an example of the conflict of religious and materialist
value systems.

This work applies the logic of a materialistic set of values. Since
enough people value such ends (at least partially), there is 'iced for
systematic application of technical tools for increasing material
goods. But there is no desire to present the analysis of this work as
a universal or generally applicable method of :analysis. Readers
who are not solely concerned with maximization of material ends
will not totally agree with what :.-_,1lows. The author recognizes that
other values may predominate in certain cases, making careful cal-
culation of the net social benefit in materialistic terms irrelevant.
Although one could attempt to example methods of chosing
projects when other types of values are applicable, such a study is
beyond the scope of this undertaking. Therefore, this work only
considers other values in relation to their effects upon material
goals, and this discussion occurs primarily in the next chapter.

1 3 j
c-



CHAPTER I-INSTITUTIONAL ANALYSIS

Social, cultural, and political obstacles to economic development
may exist on Indian reservations. This chapter considers some of
the major institutional factors which might affect projects. Exami-
nation of obstacles to economic development is both dangerous and
useful. It is dangerous because obstacles are tricky; some are not
obstacles, some are possible benefits, and some are irrelevant. It is
useful because institutional factors need to be taken into account.
Even if an alleged obstacle can be circumvented, it needs to be un-
derstood in order to be avoided.

Unfortunately, it is easy to fall into dogmatism in discussing
noneconomic or cultural barriers to economic development. This
chapter is not intended to set down hard and fast rules which can
be applied to particular circumstances. Rather, the goal is to con-
sider these issues and assess their relative importance. A conflict
exists between the general purpose of this book, to provide "guide-
lines" for project evaluation, and the limited available knowledge
about institutional issues. Not much is known about the interac-
tion of market issues and institutional issues in the development of
enterprise on Indian reservations. Everyone has favorite opinions
about these interactions. Consequently, one purpose of this chapter
is to challenge commonly held perceptions. It would be an error to
attempt to substitute the author's own pet opinions for others; yet
adoption of an entirely neutral position is difficult. Therefore, the
text which follows is a critical review of the literature on institu-
tional issues, in which the author does: n o t hide his own conclusions
about the right answers. Strongly stated interpretations should
challenge the reader to examine the issues and 1.'s own preconcep-
tions.

Instead of a set of rules, therefore, this chaptr provides a check-
list of factors to consider in evaluating a prop project. There
are seven general topics. The first iL tf e attitudes of acme Indians
about the proper exercise of authority w*.%iin their communities.
Based upon the experiences of a few two common ...assump-
tions should be closely examined.

One of these is that Indian should have all the management po-
sitions in their enterprises. It may be convenient for non .Indians to
manage daily operation in which race to face orders must be given
to Indian employees. An Indian would be uncomfortable in that po-
sition. Indians could exercise ultimate authority through a board of
directors. A second common resumption is that community meet-
ings should be used to achieve consensus on development activities.
This method of obtaining agref...nent is questioned.

The next part deals w.th generosity. It questions the widely held
view that duties to one's friends and relatives inhibits entrepre-
neurial activity among Indians. Generosity may be a sign of com-
munity strength which asserts itself most clearly when a communi-

(143)
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ty is poor due to other reasons such as a small land base or dis-
crimination.

The third section deals with a crude model of the welfare system.
This view suggests that programs of public assistance discourage
development of independent small sources of income. Consequently,
to obtain the support of recipients, an economic development policy
must offer large improvements which move them out of the welfare
system altogether.

The fourth section considers the issue of patron-client political
systems. Such systems operate through factions made up of patrons
and their clients. Four of the arenas in which patron-client behav-
ior are possible exist in Indian country. Of particular importance
are the imbalances in power positions between officials in the BIA,
program administrators, and tribal councilmen.

The next section deals with one of the land tenure problems on
reservations: the management of tribal trust land held in common.
This is a long section because the issue is complex. Many non-Indi-
ans, unfortunately, have a tendency to blunder when discussing
common property. They immediately recommend a private proper-
ty system. There are analytical and historical objections to such a
recommendation. The analytical objection is that other choices
exist besides open-access management and private property man-
agement. The historical objection is that the rhetoric of private
property often served as a cloak for taking Indian land. This makes
Indians suspicious that the rhetoric will again serve the same pur-
pose.

The sixth section lists some of the reasons that the costs of man-
aging and coordinating economic production are perhaps greater
for Indian entrepreneurs than for non-Indians. Although some pos-
sible sources of high transaction costs are listed, there is no at-
tempt to determine if the real magnitudes are much different from
thos. of non-Indian entrepreneurs.

The seventh and final section examines the assumption that the
rate of saving is deficient on Indian reservations. Because there is
no data on the issue, one cannot know at this time if low savings
rates are a real problem. The section simply assembles the argu-
ments which have been made for and against the assumption and
reaches no conclusion.

A. AUTHORITY

This section discusses confPct which arises because of some
Indian attitudes toward the exercise of authority and suggests one
organizational innovation which may reduce such conflict. It then
goes on to examine a second common organizational action which
fails to op -rate effectively in some Indian comm itiea.

In the first case, a reluctance by Indians to give direct orders to
each other is en obstacle to be circumvented. In the second, a popu-
lar American method of achieving group consensus is itself a possi-
ble obstacle which should be used with great caution.

The Anglo-American firm is organized as a hierarchy in which
the formal command structure is from the top down. It has been
suggested that this undemocratic structure is nut acceptable in
some Indian communities.
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In his book reporting his experiences with the Fox Indians of
Iowa, Fredrick Gearing discussef. the ways in which one group of
Plains Indians deal with authority:

I had early sensed a certain discomfort among Fox men
in positions of apparent authcrity, i.e., as members of the
Fox tribal council. It seemed possible that these, and Fox
men generally, were reluctant to move into positions
where they seemed to be above their fellows, instructing
them or deciding matters for them. . . . In conversation
Fox eyes rarely met, and Fox spoke in a low voice. In
formal and informal discussions sentiments were ex-
pressed with "They say . . . .", not "I believe . . .". And if
others disagreed, their expressed sentiments were coun-
tered not directly but by cautious .mplication. Fox avoided
appearing to stare at another, say, vho passed down the
road. Fox stringently avoided open argument or violence
with fellow Fox, failing in this only under severe provoca-
eon or when they were drunk. Similarly, in their jobs a
few Fox were foremen and the like, but not comfortably or
very effectively when their crews were made i'p of other
Fox. In those forms of organization where formal positions
of leadership were reeuired (as for the Pow-wows), the men
who were elevated to these positions typically were able to
exercise unusual caution so as not to appear to direct; even
so, their lives were difficult.'

This description of Fox attitudes toward authority does seem to
be a widely shared attitude among Indians, for example, Robert
Bigart, another observer, writes,

Possibly the most distinguishing feature of Indian socie-
ty is the degree of independence allowed an individual.
Among the Sioux, for example, Erikson found that "every
educational device was used to develop in the boy a maxi-
mum of self confidence, first by maternal generosity and
assurance, then by fraternal training" . . . . Spindler and
Spindler . . . note that psychological testing results from
Indian groups generally indicate strong individual auton-
omy. Indian seek advice from others but customarily em-
phasize reaching the a'tuel decision independent of out-
side pressure. Indian social values prize personal independ-
ence over dor-inance. Only in those few cases wl.ere the
welfare of others is seriously threatened will Indian socie-
ty reluctantly condone forcing an adult to take any
action. 2

Consider an Indian community which values circumspection in
the way that Gearing and that Bigart suggest. Suppose this com-
munity is considering establishing a factory which needs a high
degree of coordination among workers. If this coordination is to be
accomplished, someone is going to have to tell others what to do on
a daily basis. But no member of the community wants to give

' Gearing (19704 pp 33-39
2 Bigart (19721, p lliil (citations omitted)
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orders. A conflict between the requirements of the factory and of
the community exists. For the factory to operate in the community,
something has to change; some innovation in either factory man-
agement or tribal values is needed.

Bigart recommends that factories of this sott change their meth-
ods. His suggestion is to move in the direction of worker-manage-
ment:

Instead of supervisors making all of the production deci-
sions, the workers could meet and help in the assignment
of production quotas; thus the quotas could take into con-
sideration differing individual needs and industriousness.
The workers could be kept informed of plant problems and
their advice could be solicited on impending decisions.
This, combined with encouraging the workers to invest
part of their wages in stock in the plant, could contribute
toward a situation where supervisors would work with the
Indian employees instead of simply giving orders.3

These suggestions would only partly solve the problem posed.
Worker control of production decisions still requires that the group
determine what each Indian is to do; this may be too much exercise
of authority over individuals. Bigart and Gearing both suggest that
unanimity is required in group decision-making among Indians.

Another possibility is to hire a non-Indian as manager. This non-
Indian would coordinate the activities of Indian workers. He would
give direct orders i.o Indians. He might be disliked for doing so, al-
though he would not himself be bothered by giving orders. A
number of Indian-owned enterprises have placed non- India"- ;- -Lie
position of manager. General policy is determined by an Indian
board of directors while the manager gives direct orders. This may
be the innovation which solves the dilemma that no member of the
community wants to tell others what to do. A person not under-
standing the nature of the innovation here might object to appar-
ent non-Indian power over Indians, and suggest that an Indian be
trained as manage'. This could, however, be a mistake, for an
Indian manager would be circumspect about giving orders.

The Arapahoe Ranch of the Wind River Reservation provides a:
example of the use of a non-Indian manager in a position whic
Indians would r :,:. accept. Loretta Fowler (1973) summarizes her de-
scription of the internal organization of the ranch as follows:

For example, the tribe hires an experienced, university-
trained manager and places him under the authority of
tribal leaders who make all important policy decisions.
The manager is a white than who is not subject to pressure
from relatives and tribemen, and this labor-management
problems are minimized without compromising the Arapa-
hoes' hard-won authority over the ranch operation. Fur-
thermore, though maximum efficiency is held secondary to
other Arapahoe priorities, as an Indian enterprise, the
ranch is able to lease grazing land more cheaply than
ranches owned by non-Indians, which helps to compensate

' Digart 119721, p 11S5
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for the expense of concessions made to those tribal prior-
ities which detract from the productive capacity of the
ranch. This combination of factors operates to make the
ranch financially successful despite the lack of rigid adher-
ence to the principles of scientific management. In fact, in
the context of Arapahoe control over its operation, the
very success of the ranch may serve to encourage a view of
the enterprise as a feat independent of non-Indian tutelage
and somehow immune to criticism from non-Arapahoes.

. . . the ranch innovation is an outgrowth of how Arapa-
hoes conceive of the kinds of adaptions that are both ac-
ceptable to the tribe and capable of improving reservation
living conditions to the level felt desirable by the Arapa-
hoe. In this sense, the ranch history can be viewed as a
process of adaptation of Arapahoe definitions and strate-
gies of economic development. . . . While the concept of a
white manager was initially resisted, gradually such cul-
tural differences came to be exploited in such a way as to
aid in the emergence of the ranch as both a financial suc-
cess and a distinctly Arapahoe accomplishment 4

Fowler's article covers the history as well as the organization of
the ranch. The Arapahoe Ranch originated as a Bureau of Indian
Affairs imposed enterprise. The BIA set it up and exercised firm
control over it. Although tribal leadership has opposed the use of
federal judgment funds to set up a ranching enterprise in 1940,
within ten years the Arapahoes began moves to take over the
ranch rather than to eliminate it. Part of ' reason for this may
have been the political rivalry between :ii ipahoe and the Sho-
shone and the Wind River Reserve On. . . 1948, the Arapahoe
gained control over the ranch.°

There are other examples of Indians setting up tnterprises with
Indian control over general policy and non-Indian control of day to
day management. The Elmo Road Corpore'on of the r'lathead Res-
ervation functioned well with such a structure.° The tribal farm of
the Sisseton-Wahpeton Sioux Tribe began with a non-Indian man-
ager, although they later placed an Indian in that position.' Sever-
al of the lumber mills on Indian reservations have non-Indian oper-
ations managers.

The lesson of this example is that an apparent conflict of values
which would seem to prevent develc-nnent of successful enterprise
can be circum-ented through organizational innovation. Successful
Indian enterprises need such innovation so that Indian communi-
ties can avoid the apparent paralysis of community activity which
develops when a non-Indian organizational structure is imposed.
Successful Native innovations may involve the use of features
which on first examinrtion seem unworkable. Non-' lien manag-
ment seems wrong to those accustomed to too much BIA control
over Indian activities. But if the non-Indian manager is carrying

' Fowler (19731, pp 462-464
Fowler 11973), pp 450-453

6 Moyer 119721, pp 67-75
7 Norton, Easter, and Roe 119801, p 69S
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out the policies of Indians, then the circumstances are quite differ-
ent.

There is another startling implication of the ways in which some
Indians treat authority. Indians may not like to contradict each
other openly, particularly not in large public forums. The implica-
tion is that community meetings are not a good method of commu-
nity action. But a common Anglo-American approach to communi-
ty mobilization is to hold large group discussion.

In his book on the Quechan Indians, Robert Bee argues that
meetings encouraged by federal officials served to increase rather
than decrease community tension through exacerbating conflict
among factions.° Michael Moyer, in his work with an Indian com-
munity in Western Montana, also reports that community meet-
ings failed to be of any help in achieving consensus about what de-
velopment activities should be undertaken. Members of the com-
munity told him not to hold meetings, and he heeded their advice.°

In some Indian communities, the activities of non-Indian commu-
nity organizers or other individuals seeking change in a communi-
ty's economic life may be ineffective or e. 311 harmful. The problem
is that the methods used to obtain a community's agreement on a
type of development may cause conflict and increase community
tension.

Of course, particular economic development or community activi-
ties which are not acceptable to a community have little chance of
success. But how does one go about obtaining community agree-
ment or consensus? Personal contact or the use of small group
meetings might be a way to explain a program or to obtain the
opinions of community members in order to assure that the com-
munity accepts a new program. There are alternatives to large
group meetings or an attempt to obtain support through votes
which need only a majority to pass.

Not all Indian communities are hostile to large group meetings
to resolve conflicts. Among the Tonawanda Seneca of New York,
the traditional Iroquois political structure remains substantially
intact. At the community level, the Chief's Council makes all major
decisions. Since each chief is elected for life, the chiefs cannot and
do not use an electoral campaign to discover the community's opin-
ion. Rather, they use personal contact and community meetings.

mbers of the community make their opinions known at the
meetings, so that the chiefs will know what is felt. In their official
roles, each chief is very cautious about voicing a definite opinion at
a meeting until an agreement is reached. But others in the commu-
nity speak out forcefully. A general reluctance to speak up in large
meetings as shown among some other tribes does not exist among
the Seneca Indians.

Two conclusions can be reached based upon these examples. The
first is that an ostensibly bad idea, non-Indian management or co-
ordination of production activities, can be a good idea. The second
is that an ostensibly good idea, community group decision-making
in formal meetings, can be a bad idea.

" Bee (1981) pp 108 and 114
Moyer (1972), pp 57-59
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Successful pursuit of economic development on Indian reserva-
tions will need and will cause innovations in organization. Those
who analyze projects will want to collect more examples of good
and bad organizational experiences in order to be able to assess the
organizational aspect of proposed projects. Those interested in es-
tablishing enterprises on Indian reservations should avoid inflexi-
bility based upon preconceived notions about how Indians organize
economic behavior and should expect surprising solutions to appar-
ent institutional problems. Given the variety of Indian cultures, an-
swers for one community may not apply to others.

B. KINSHIP AND GENEROSITY

Although generosity exists in all ethnic groups, it is convenient
to link together the norm of generosity and the ties of kinship such
as those in Native American communities. In considering possible
obstacles to economic development, the following question is impor-
tant: Does the need to be generous inhibit an Indian entrepreneur's
ability to accumulate capital?

One can find various answers in books on the economic condi-
tions of Indians. In describing the economy of the Pine Ridge Res-
ervation, Raymond DeMallie observes,

. . . because of the reality of extended kinship ties, an
individual finds that any money which he accumulates is
not his own. The moral system of kin relationship de-
mands that an individual share with his relatives or be
branded as a sell-out to the White man's way. There is
little doubt that this is one contributing factor to the
greater relative economic poverty of full-blood households
as contrasted with mixed bloods, who have adopted White
American economic values.'°

DeMallie is stating a commonly held view: because of duties to rel-
atives, Indians are unable to accumulate a surplus.

Francis Jennings expresses a miated viewpoint in attempting to
explain the failure of Indian economies to prosper from trade with
Europeans as much as European economies seemed to benefit from
trade with Indians during the colonial period. Indians provided furs
to Europe, and Europe provided tools and guns to Indians. Jen-
nings asks the question, "Apart from the incessant demographic
erosion of disease and war, what traite in Indian culture made the
trade itself so deleterious?" His answer is as follows:

In a sense one can say that the Indian universally failed
to acquire capital because they did not want it. Thereby
they sacrificed status as well as opulence and incapacitat-
ed themselves for assimLation to the dominant European
society except as laborers, fighters, or small peddlers. In
this respect the cultural values of Europeans proved as un-
alterable as the Indians'. Despite the loftiest sentiments of
morality and religion, Europeans have never been able or
wil;ing to devise a secure place in their midst for persons,
other than those in holy orders, who care nothing about

I" DeM Ale (1978), pp 298-299
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wealth. Nor have the Americans of European extraction
been willing even to leave Indians alone so long as the
latter occupied land that could be turned into wealth. Iron-
ically it has been the Indian's egalitarianism and generosi-
tytraits much admired in European culturethat
doomed him to the lowest echelon of the European social
structure. This is a far cry from the mythical attributes of
laziness and shiftlessness. Perhaps there was a certain no-
bility about this savage after all."

Jennings proposes that egalitarianism and generosity are an ex-
planation for the decline of Indian economies during the colonial
period.i 2 DeMallie proposes that generosity explains the relative
poverty of fullblood compared to mixed blood Ogla la Sioux.

These assertions appear persuasive for several reasons. The logic
appears unassailable: what could be more natural than the fact
that claims by one's kin, or an egalitarian ethic, prevents the accu-
mulation of capital? After all, isn't saving and the desire to save
the main reason for the economic growth of Europe in the modern
period? The facts also appear consistent. Indians readily admit to
being generous. Indians are poor. It seems to follow easily that the
admirable trait of generosity has caused poverty. Ora can be pro-
Indian and hold this view.

So, on one hand the logic is appealing. Generosity certainly
would harm saving, and saving certainly is the cause of economic
growth. Indians, therefore, have failed to have economic develop-
ment because they have failed tc .ccumulate capital. And, as we
extend the lessons to project evaluation, we must examine the
effect of low savings rates upon the success of a project. The dan-
gers might be that a community would consume the capital bor-
rowed from a development finance institution, rather than pre-
serve and expand the capital.

But the logic can be attacked and the facts are not consistent
with the hypothesis. Generosity exists among Indians, and certain
types of capital accumulation may be unfeasible in Indian commu-
nities because of egalitarianism and generosity. It does not follow,
however, that capital accumulation is not possible, or that capital
will be dissipated by all Indian communities. One needs to examine
other aspects of a project to determine if generosity is a problem.

This belief that Indians are generous has a reciprocal belief
(among Whites) that Indians exploit one another through the shar-
ing ethic. Indians, in response, criticize Whites for stinginess and
greed; Indian poverty i2 due to such greed in the form of taking
land. Both Indians and Whites have what Braroe (1975) calls a
"moral universe" which explains daily affairs in a community on
or near a reservation. Members on each side interpret events in a
way that praises their behavior and their values. Therefore, argu-
ments about Indian generosity and White greed cannot be purely

" Jennings (1976), pp 102-104.
" Jennings points out that the joint-stock company and the bureaucratic modern firm are

methyl!' of accumulating capital For him, the joint-stock company is the consequence of acquan-
nye values. It might be a force of its own, however. Another hypothesis would that the corpo-
ration is a method of imposing capital accumulation upon society. and that without it the accu-
mulation present today in capitalistic societies would be much less See Margin' (1973)
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academic. One must recognize the social role played by these theo-
ries. It is important to examine Indian-White relations on and near
reservation' from Braroe's point of view to see what lessons are
available to assist in project analysis. It is important not to forget,
however, that man / people's acceptance or rejection of the theory
may have little ti do with either logic or evidence, but may be
based upon the use of the theory to validate or invalidate day to
day contacts between Indians and Whites.

The theory can be attacked with the following question: if it is
important to be generous, isn't it also important to be able to be
generous? Surely a person with a large surplus of commodities is
more able to be generous than a person with less? A selfish person
certainly would cease accumulating capital if he had to share the
profit. But a generous person would be happy to share the profit,
and therefore would be motivated to increase the available surplus.
In addition, he would be able to expla.-- to his relatives that the
invested portion of the surplus this year would enable him to be
more generous next year. If his prediction is true, then his rela-
tions will not criticize him for saving. They will benefit from the
surplus, and he will benefit from their appreciation of his ability to
produce.

The argument can be attacked from another direction. If a
person is generous in sharing his surplus, can he not also expect
generosity in return? If so, perhaps the kinship group would be
particularly effective in mobilizing its resources for economic activ-
*ty under the leadership of a member of the extended family. If the
social return is to be shared, perhaps the investment can also be
shared.

Both of these arguments against the "generosity" theory of pov-
erty are not new. A.O. Hirschman used them in reviewing a simi-
lar literature that asserts that traditional kinship ties in all non-
European societies inhibits capital accumulation." Hirschman
cites evidence that families help as often as they hurt capital accu-
mulation.

Even though there is no general reason to suppose that generosi-
ty is a bather to economic growth wherever it c:curs, one still
cannot dismiss the possibility that it is a barrier in certain circum-
stances. Consider the small band of Cree Indians described by
Braroe in his book, Indian and White. They are a "fullblood" com-
munity in a marginal economic position as laborers for a prosper-
ous ranching economy. They are "typical fullbloods" for many rea-
sons: they are generous, they practice the Sun Dance, they retain
their traditional naming system, they do not intermarry with
Whites, and so on. Are they poor because they are generous among
themselves? It is hard to say yes, since they have many other possi-
ble reasons for being p,,or. They are nontreaty Indians with very
little land. The Canadian Indian Affairs Bureau has done ale to
help them. They speak English poorly and have little access to key
information and education needed to work in the surrounding com-
munity, which is also made up of ranchers who appear to discrimi-

'31-lirschman 119711, p. 319
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nate against the Indians in many ways. They are in a position of
very little economic or political power.

Suppose, therefore, filet one were to imagine this community ap-
plying for assistance in the form of a proposed enterprise. What
would be the institutional problems with such an enterprise, as-
suming that it is favorable project when standard social cost-bene-
fit analysis is applied? Would generosity be one of the main prob-
lems? Probably not. "Anglo" cultural assumptions direct ones at-
tention to the potential difficulties caused by generosity. The fear
is that the "exploitation" of frugal Indians by their kin will inhibit
saving and economic growth. This fear itself diverts attention away
from other tangible issues such as powerlessness and discrimina-
tion. This tendency is reinforced by the fact that the generosity
ethic is more important, the poorer and weaker is a community.
This makes it more visible and available to divert attention from
other actors.

The alrection of causality proposed by DeMallie, that generosity
causes poverty, should be reversed. Poverty strengthens generosity.
A consequence for projects is that success probably depends more
on overcoming obstacles other than a generosity ethic. But the ab-
sence of selfishness should also be taken into account in facilitating
the operation of a new economic activity.

C. THE WELFARE SYSTEM

Many Indians receive welfare payments from the federal govern-
ment and from local governments. This suggests that institutional
aspects of "welfare dependency" needs to be examined for obstacles
to project development. Eligibility to receive welfare depends upon
need in most welfare systems in the United States. Need follows
from physical infirmity, lack of work, being unable to work, having
to raise young children, or even lack of wealth. One can summarize
many eligibility requirements as "asset tests;" in order to receive
welfare, one must own assets whose value is below some limit.
Therefore, if one has some assets, there is a temptation to use up
the assets in order to become eligible. Hence, saving is discouraged
and dissaving is encouraged. Perhaps as a result of this reasoning,
many societi- - create counter incentives. In America particularly,
society discourages welfare recipiency by stigmatizing the welfare
recipient. Since the recipient is unworthy of protection, the welfare
agency is given great power over the personal affairs of the recipi-
ent and his family. From this powerless position, the recipient
must accept whatever interference the government agencies under-
take. Consequently, most welfare recipients would rather not be on
welfare; but they have no better option."

What is the consequence of this welfare model for projects?
People on welfare find little benefit to having just enough income
to become ineligible for welfare. One must have a program that

"This theory is illustrated b, the Reagan administration's approach to reducing welfare ex-
penditures The eligibility of the working poor, those with enough skill to find a iob, is reduced,
while a "safety net" is supposed to remain in place for those without income Consequently,
many of the working poor have to reconsider their decision to work. Since working causes a
reduction of welfare, some economists have pointed out that the working poor have large "effec-
tive taxes on their wage Income.
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moves people well above the welfare system. If the prospect is that
the increase in income is small, it would be reasonable for the wel-
fare recipients to regard the program with suspicion and to offer
little cooperation. The reasonable welfare recipient should require
that programs to help him out of welfare should offer a realistic
chance of success. Success should be defined as a secure life well
above the welfare eligibility level.

One can imagine ingredients of an unwise program. It gives wel-
fare recipients enough wealth or income to remove them from the
welfare rolls, hut then fails, putting them back on. The net effect
on their income over a period may be negative if welfare eligibility
is difficult to obtain for a period after it is lost.

Further, failure will be used to justify permanent stigmatization
of an individual or a community as permanent welfare recipients.
Thus, some observers suspect that those who run welfare programs
discourage successful escape from welfare by their clients. This has
been said of the BIA, certainly, and also of other welfare programs.

The incentives of such a system discourage accumulation of
assets, since asset ownership reduces welfare eligibility. These in-
centives also discourage work, since the loss of welfare acts as a tax
on work. Since the economic incentives of welfare are anti-work
and anti-saving, society offers non-economic mechanisms to keep
the welfare rolls small, and to get people back to work. If this
model applies to Indian reservations, it may provide some insight
into Indians' response to programs which ostensibly benefit them.

A reservation that is tightly in the grip of a welfare situation
may require many related projects in order to move the population
far away from the welfare margin. The danger of failure may make
the people of the reservation uninterested in projects which have
prospects for only marginal returns.

D. PATRON-CLIENT POLITICS

Robert McLaughlin suggests that patron-client political systems
in Indian communities may present obstacles to the success of
projects and to economic development generally. , :nce the poten-
tial for patron-client relations is great on Indian reservations, this
source of problems could be important. On the other hand, strong
patron-client ties may themselves not be an obstacle. The problems
may arise from the goals pursued by patrons, which are partly de-
termined by structural factors on reservations. For instance, some
tribal leaders at present may pursue grants or contracts with the
federal government as a means to provide jobs for their friends.
The work done with the grant may or may not be beneficial to the
whole community. This behavior can be criticized; but the cause of
the problem may not be the close ties between a patron and his cli-
ents; it may lie instead with the federal policy of self-determination
through contracting. With a different set of choices, patrons and
their clients might pursue other more productive goals.

A "patron-client system" is a political or social institution which
is characterized by many ratron-client relationships. A "patron-
client relationship' he the following characteristics. First, it is a
direct, personal tie between two persons. Second, time is a differ-
ence in the relative power positions of the two; the patron is the
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;,erson with the greater power. Third, there is an e-change be-
tween the two persons. bsually, the patron provides material goods
or income to the client, while the client provides support (such as
in an electoral system) or gratiturl- Fourth, the relationship per-
sists c er time; as a result, ea,n person builds up expectations
about the behavior of the other, and these expectations can become
duties. These four characteristics are all needed for a relationship
to be described as a "patron-client" relationship.15

Four possible areas of the development of patron-client systems
are: electoral politics, colonial situations, welfare delivery, and bu-
reaucracies. Th. potential for development of patron-clientism
exists in each of these arer as. Whether or not such a system devel-
ops depends on cicumstai.ces and upon the choices made by poten-
tial patrons and clients.

For instance, in a patron-client electoral system, support for par-
ticular leaf -rs is based upc.in the delivery of goods or income direct-
ly to clients by the patrons. Leaders who sa cessfully gain office
provide jobs to their followers. Each politician will be identified
with a faction. The supporters of such politicians have patron-
client relationships with him. They may also, have kinship or other
relationships with him which reinforce th( personal nature of the
patron-client tie. His success in an elect' r. is expe,ed to be fol-
lowed by provision of patronage to his clients. The patronage usual-
ly takes the form of government jobs, but it may also be delivery of
government services. Some non-anglo ethnic groups in American
cities constructed political machines using patron-client ties. There
is a considerable literature describing the operation of these sys-
tems. The anglo value involves an appeal to the idea of "common
g :ed." Politicians are supposed to support policies that have their
effect in an impersonal rather than a personal way. Therefore, tf
"bass" system of city management is often criticized for using im-
proper techniques. It is too per inal. But many do recognize that
of active practitioners of this method do provide a way to effective-
ly run a city.16

A patron-client system can develop in colonial situations because
of the differential power relations between the external colonial
power an the domestic political leaders. Although they cannot be
independent, by cooperating with the colonial authorities, local
politicians can obtain needed results from the colonial patrons. A
network of patron -.rent relations can develop. The distinguishing
feature of colonial power relations is that the clients has :3 less
power relative to the patrons than in electoral systems. The patron
needs votes in electoral systems; therefore, the redistributive
nature If the electoral system is probably greater than the colonial

" The book, Friends. Followers. and Fact 7rts A Reader in Political Clientel . (Schmidt,
Goasti, Lande, and S4,,,tt, 1977), provides a useful collection of theory and case st s on pieron-
chentelism

A distinction must be made P party Jrg..nization which supports candidates and delivers
votes for them may also deliver se -rtes and jobs to its memws when its candidates win elec-
tions If pe. mai loyalties are much less important that. loyalty to the party as an institution,
then an electoral system made up of one or more such parties is not a patron-client electoral
system Politicians in electoral system can obtain support other ways In presidential elections,
television advenising is a way in which candidates appeal to voters, by describing the policies
which they will follow President Reagan promised a tax cut, and delivered The tie between
him and h. anpporters in regards to *hat goal ;as not the tie of a patron to his client
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one. Elections force patrons tc compete and to deliver to potential
clients.

A welfare system could become a patron-client system if patron-
client relations develop between social workers Or program admin-
istrators and clients. The welfare recipients are potential "clients"
and the welfare workers, representing society, are potential "pa-
trons."

Patron-client relations can also occur in bureaucracies. "Old boy
networks," if they are characterized by patron-client ties, can de-
velop into patron-client systems. The patrons are the higher-level
blreaucrats who provide good jobs ar d other benefits to their cli-
ents. In - eturn, the bureaucratic patrons obtain loyalty from their
followeri. A system of competing groups can develop, in which the
various patrons maneuver for advantage in the bureaucratic heir-
; rchy. The existence of regional offices of relatively equal power in

. bureaucracy, as in the BJA, probably encourages such factional
le: elopment.

In Indian affairs, all four of these arenas exist for the develop-
ment of patron-client system:: In the welfare system, we have de-
livery of service6, directly to clients, through AFDC, food stamps,
BIA programs, and the other locally-based form.3 of assistances.
Being personal and regulated by eligibility rules, these welfare pro-
grams are not as susceptible to patronage as the program assist-
ar such as EDA grants, HUD housing, and other community
se. vice subsidies. The local offices of such programs can each
become the basis of action for patrons operating within the tribal
community. Followers of these patrons would obtain jobs adminis-
tering the programs and receiving benefits from the programs. The
programs at the federal level are supposed to operate through ob-
jective rules to be followed in the allocation of benefits; if these
rules prevail, this type of welfare patronage may not develop.
Patron-clicnis ties may dominate, howeve Perhaps on some reser-
vations intense competition rather than cooperation has developed
among local program officers, an ; other political leaders have not
been able to counteract the unfortunate factional conflict with re-
sults.

Within thr federal delivery system, the local head of a program
can become a client of a member of the federal agency which sup-
ports the program. Thus, in relation to his clients, the reservation
program manager is a patron; in relation to the federal bureaucra-
cy, he is a client. To the extent that federal money is distributed
based upon personal connections rather than objective criteria, the
potential for patron-client ties are greater.

Thus. welfare system as a source of patron-client , elation-
ships col be important on Indian reservations. Another source is
the asymmetric power structure of a "colonial" situation. For in-
stance, the Bureau of Indian Affairs exercises the Interior Secre-
tary's trust responsibility over individually and tribally held trust
land. Both of these offer the potential for the local superintendent
to develop a set of patron-client ties.' 7

1 7 I recall being surprised upon hearing some older Iiidians on my reservation speak of cer-
tain Indian agents with fondness They recalled obtaining per capita payments and other assist-

Continued

52-546 0 - 86 - 6
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Regarding the management of tribal land, the relationships
among superintendents, elected tribal officials, and tribal members
is potentially much more complex than that between agents and al-
lottees. Part of the relationship stems from colonial powers held by
the local superintendent. The concept of "trust tribal land" dates
from the Collier era, which also was the origin of the Indian Reor-
ganization Act. Elected tribal councils obtain some influence over
the use of tribal land. But they usually must obtain the approval of
the local BIA office for their actions. Perhaps in some circum-
stances the local superintendent can become a patron of particular
politicians, allowing them to provide support for their clients while
obtaining cooperation in return. Such tribal councilmen would
become patrons of their faction, and clients of the superintendent.
The structural basis exists for such a pattern. Perhaps some of the
complaints about IRA governments is evidence that just such sys-
tems have developed on some reservations.

Gary Anders (1980) points out that the colonial context and the
welfare system together "has, over time, given rise to a structure
of dependency through the formation of a comprador Indian elite
and . . . these groups now condition the development alternatives
open t the tribes." In one case, a "small ruling class has been able
to effectively gain control over the tribe's resource base and trans-
form the formerly self-sufficient . . . ti ibal economy into one which
i3 completely oriented towards using the existence of Indian pover-
ty as a means of securing lucrative government anti-poverty grants
that eventually wind up in the hands of the local white contrac-
tors, merchants, and businessmen." Consequently, types of change
that appear to challLnge the ruling elite are opposed by them.

It is quite belicvable that everyone on a reservation might come
to believe that only patron-client clusters can obtain any benefits,
either on a reservaticn or within the Bureau of Indian Affairs. In-
dians and federal officials would come to share a similar political
culture, in which reward is associated with successful r -,tion as a
patron in serving followeis, or as a rollower giving support and loy-
alty to a patron. An electorally-based patron-client system can de-
velop without cooperation from or manipulation by the local agent.
A ruling coalition of tribal politicians could support their followers
by opposing rather than by cooperating with the local superintend-
ent. Individuals may find themselves as patrons in certain contexts
and clietits in others.

Is pervasiveness of patron-clientelism a good or a bad thing? Al-
though some may unequivocally say, "It's bad," there is reason to
equivocate. For the people concerned, is there a better alternative?
One would rather have some friends and supporters than none.
Certainly the level of uncertainty in Indian affairs is high. One
does not know how long a program will last. Things are done arbi-

ance from agents active during the application of the allotment policy. How strange that the
administrators of allotment would be recalled warmly' This could be the res'due of a patron-
client relationship, since the Indian agent had been in a very superior power position, it may
have been reasonable for allottees to treat him as a fatherly "patron" rather than as an antago-
nistic "went' It would be easier also for the rgent to regard himself in a paternal rather than
an exploitative position Thus the Indian would obtain slightly betver decisions than could be
obtained by outright opposition I also recall that several of the older superintendents I have
met seem to be friendly, open, grandfatherly typeshardly the ogres one might thirk from the
popular view of the BIA Thid at consistent with their operating as "patrons on a reservation
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trarily. To the extent that there are objective standards, they are
inconsistent. Further, they are seldom followed. Perhaps this is
overstating the situation, but many might agree that uncertainty is
pervasive in Indian affairs. In such an environment, individuals
need allies that will provide long term cotiperation whatever the
particular circumstances. The trust that is built up, cmong a fac-
tion and its leader may be one of the few sources of certainty and
effective action in an otherwise thoroughly unpredictable ., ituation.

What, then, is the implication of patron-clientelism for produc-
tive projects? Must patron client relations be attacked and trans-
formed, or can they be used to enh,Lnce the success of projects?

One argument against the value of patron-client ties in projects
goes as follows. Patrons such as trIal councilmen or federal offi-
cials must provide jobs their clients. Therefore, any project will
be forced to employ as many people as possible, and probably more
people than can be employed and still make a profit. The rule is
"Maximize the number of jobs!" This objective can be found in 25
CFR § 80.8, in the regulations for Indian business development, as
follows:

§ f 0.8 Priority Criteria
The following priority will be used in selecting economic

enterprises for grant funding:
(a) First priorit. First priority will be given to economic

enterprises located on a reservation that will:
(1) Utilize Indian resources, both natural and human.
(2) Create the highest rsttio of Indian jobs to the total

amount ci dollars to be invested, including market value
of materials and equipment contributed to the project.

(3) Create the highest ratio of income to a tribe or its
members in relation to the total amoun of dollars to be
invested, including market value of materials and equip-
ment contributed to the project.

(4) Generate the most non-Bureau financing.
The shortsightedness of the regulation is part of the problem.

The BIA says it judges a project on the "number of jobs provided."
Over what time period? Are these one-year, two-year or ten-year
jobs? Given the uncertainty which affects patron-client systems, a
patron perhaps has fulfilled his obligation when he provides a job
in an unprofitable project. But would he not obtain even more sup-
port if he provides permanent employment? Perhaps the bureau-
crat, looking to prove success during a particular fiscal year, would
rank permanent and temporary jobs provided as equal. But a tribal
politician might be aided by the provision of permanent jobs i a
profitable enterprise rather than temporary jobs in an unprofitable
one.

On a reservation with substantial unemployment, there is no
necessary inconsistency between patron-client goals and the goals
of social profitability. Perhaps the strategy for a Development Fi-
nance Institution would be to develop trite, is which distinguish
projects according to the extent to which they operate to transform
a patron-client sy Arm fiom a short-term to a long-term attitude.
There are other valuable things for patrons to deliver to tribal
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members besides jobs: protection of land, control over the education
of children, and the independence of tribal government for federal
pressure and control.

E. COMMON PROPERTY

Land tenure is one of the most complicated institutional issues
affecting economic development on Indian reservations. In spite of
this, there are very few studies of the impact of land tenure sys-
tems on economic activity Pt the present time on reservations."
Some major issues have been identified: fractionated heirship on al-
lotted reservations, extensive leasing of both tribal and allotted
land to non-Indians, overgrazing and other types of overuse on land
with open access, and acc. ss to water.

Although a full treatment of obstacles to development eminating
from iand tenure questions would be useful, such a large study is
not appropriate in this work. But the topic cannot be ignored. This
section deals with one of the most important land tenure issues:
The practice of offering Indians a choice between one of two unac-
ceptable options, private property or open-access management.
Many of the present 'and tenure problems on reservations result
from attempted or successful imposition of one or the other of
these two systems. The obstacle here is conceptual. Alternaives to
these two options need to be developed or recognized. This section
only explains the objections to these options. It does not investigate
alternatives.

Open-access management of a resource gives everyone free and
unrestricted access to it. Private property management of a - --
source divides it up and gives owners private and exclusive use oftheir share. I rntil recently, these have been the only two methods
of managing land in the United States. And at a conceptual level,
these are the only two methods that can be imagined by most
Americans.

The objection to open-access management is that it leaks to ex-
cessive use and even destruction of a resource. An examination of
American history suggests that many resources in the United
States have been destroyed through overhunting: coastal fishing
grounds, the buffalo, the passenger pigeon are all examples. Most
state governments have instituted some methods of control which
limit free and open access to fish and wildlife by hunters in order
to forestall the consequences. Although these necessary policies
represent e: Jartures from pure open-access management and arenot privat property systems, tk conceptual domination of the two
extremes remains.

Indians have a particular and perha,A3 unique objection to pri-
vate property systems: his' ,rically, such systems have accompanied
the dispossession of Indians from their land. There are also other
problems with pure private property systems. One is that land use
is not always independent; air and water pollution and communica-
ble diseases cannot be handled with such a system. Another is that

" Imre Sutton lists a number of case studies in his bibliography (Sutton, 1975, pp 80-88) Fewof these are very analytical in the sense that the technological or economic issues are exploredalong with the cultural dimension Sutton points out that many also do not describe the actualtenure institutions very well (p 87)
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inequality in wealth can develop and may not disappear. The
Indian problem may be an example of this.

Ironically, although there is very little evidence that Indians
ever managed their resources with open-access management, the
typical justification for such dispossession is that they have done
so. The following subsection reviews the historical experience of In-
dians in order to illustrate their objections to private property
management of their land. The subsequent subsection disrasses the
pros and cone of cpen-access management at greater length.

Common property and American Indian history
The following section, a review of historical issues relating to the

purported treatment of land as "common pi operty" by Indians, is
not directly relevant to issues of project analysis. But since history
is always relevant, this digression is worthwhile in further explain-
ing the inevitability of misunderstanding between Indians and
Whites on the subject of private and common property systems.

Indian societies which did not have problems have sometimes
been accused of having them. An example is Henry Dawes' charge
that the Five Civilized Tribes in Oklahoma were not going to
progress because they held their land in common. In 1885, he told
the Lake Mohonk Conference:

The head chief told us that there bras not a family in
that whole Nation [one of the Five Civilized Tribes] that
had not a home of its own. There was not a pauper in that
Nation, and the Nation did not owe a dollar. It built its
own capitol . . . and it built its schools and its hospitals.
Yet the defect of the system was apparent. They hz got
as far as the!, can go, because they own their if A, in
common. It is Henry George's system, and under that
there is no enterprise to make your home any better than
that of your neighb'rs. There is no selfishness, whicl, is at
the bottom of civilization. Till this people will consent to
give up their lands, and divide them among their citik.ens
so that each can own the land he cultivates, they will lilt
make much more progress.'°

Dawes' opinion of the Cherokee land tenure system was untrue;
but he used the common property analysis to justify allotment.
Since allotment under the Dawes Act devastated the Indian lend
base, Indians' response to a discussion of common property is
almost automatically conditioned by memories of the rhetoric used
by proponents of allotment. Since most analysis of common proper-
ty problems leads to a recommendation that a "private property"
system be set up, Indians' suspicions have a rea3onable basis. Leon-
ard Carlson provides documentation of the effect of allotment or
Indians in his book, Indians, Bureaucrats, and Laud: The Dawes
Act and the Decline of Indian Farming.

Dawes' reference to an inconsistency between "Henry George's
system" and private property is analytically inco-rect; one can
have Henry George's system and have private property, as shown
by local governments throughout the United States toaay. George

'9 Otis i1973), op 10-11
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(1879) himself claimed no inconsistency between private property
and his proposed tax system [p. 405]. The difference between
today's property taxes and George's proposal is that George pro-
posed a single tax at 100 percent of the value of site rent alone. Im-
provements would not be taxes.

Dawes was probably also incorrect in his facts, for the Five Civil-
ized Tribes, and the Cherokee in particular, were farmers. Crop-
land was held for exclusive use by the individual. The Cherokee
Nation forbade individual Cherokee from selling land to outsiders;
but this was a technique to preserve ter-'torial integrity rather
than e% idence that the Cherokee used land under a "common prop-
erty" system. Under America's system of expansion, purchase of
land by non-Indians reduces the tax base and jurisdiction of the
Indian government. A purchase of land operates as a cession of sov-
ereignty; therefore, tribal governments reasonably insisted that all
sales have their approval. Such ruk---d are not proof that Indians
managed internal property rights as common property systems.
But the policy of the Cherokee to require that the Nation approve
all sales has been taken as evidence that Indians owned their land
"in common" in the sense that they prat ticed a common )roperty
system internally. This is an incorrect inference.

Perhaps a charitable explanation for Dawes' statement is that he
was merely repeating fi standard line of the nineteenth century
about Indians. People believed then that Indians made inefficient
use of wild resources because they lived from the hunt rather than
from farming. Since evidence about actual Indian land manage-
ment has not yet been assembled, the debate remains unresolved.
Certainly in regards to management of fisneries, the Indians of the
Pacific Northwest did not destroy salmon runs by overfishing
them. It is non-Indian society which has had difficulty efficiently
managing the salmon fishery.20

Thus, the historical problem in discussing private vs. common
property systems is that Indians are suspicious of the private prop-
erty language, and the common property language is associated
with the nineteenth century ideology which was used to justify the
taking of Indian land. Even clear evidence that Indians were
making good use of the land, as reported by Dawes himself, was
not enough to shake the grip of the ideology. Jennings (1976) ex-
plains the colonial origins of the 19th century ideology that justi-
fied the taking of land from Indians.

Within White society, the invention of the concept of "private
property" is believed to be one of the main causes of economic
growth. Individualism and private property are intimately connect-
ed. The rise of the bourgeoisie in Ene and is often connected to the
enclosing of common lands and the conversion of the "commons"
into private property. This once done, the argument goes, social
profit became positive and capital accumulation could occur. This
ethnocentric theory of modern economic growth has been explained
by Douglass North and Robert Thomas in The Rise of the Western
World: A New Economic History. They summarize the argument as
follows:

2° See Crutchfield and Pontecorvo 1979)
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Growth will simply not occur unless the existing eco-
nomic organization is efficient. Individuals must be lured
by incentives to undertake the socially desirable activities.
Some mechanism must be devised to bring social and pri-
vate rates of return into closer parity. Private benefits or
costs are the gains or losses to an individual participant in
any economic transaction. Social costs or benefits are those
affecting the whole society. A discrepancy between private
and social benefits or costs means that some third party or
parties, without their consent, will receive some of the
benefits or incur some of the costs. Such a difference
occurs whenever propert, rights are poorly defined, or are
not enforced. If the private costs exceed the private bene-
fits, individuals ordinarily will not be willing to undertake
the activity even though it is socially profitable."

The body of their book illustrates ways in which the Netherlands
and England managed to establish private property rights, while
other countries such as Spain and France failed to do so. The argu-
ment continues with the assertion that further development and ef-
ficiency will follow if all instances of common property are reduced
to private property.22

One difficulty with this rosy explanation for economic develop-
ment is that tiie enclosing of the common in England also accom-
plished a transfer of property from those who could use the
common to lords who obtain exclusive ownership to the land after
the enclosures. No compensation was paid to those who lost their
rights.

Indians have come to be suspicious of private property systems,
because the allotment policy was imposed on Indian reservations
with a rallying cry that the virtues of private ownership of land
were going to be given to Indians. But Indians saw that their huge
land holdings were divided up among them using a small amount
of land per family. The rest of the lend was then declared "sur-
plus" and transferred to non-Indians, usually through the home-
steads. And individual Indians did not obtain control of their allot-
ments. Nor were they able to use their allotments under a fair
market system, for non-Indians sought ways to obtain the land
cheaply.

These points show that common property systems and private
property systems have long histories. Indians wore not the first to
find that a private property theory was used to take their land.
English peasants had a similar experience. North and Thomas, and
others subscribe to the theory that only private property rights are
clearly defined. Others are vague, and for this reason inefficient.
There is a common strand of thinking between the economists' ar-
guments that private property is the key to growth and Senator
Dawes' belief that "selfisl- ess" is the basis of civilization. There
also are close ties to the non-Indians who regard Indian generosity
as the key to failure by Indians in economic life.

21 North and Thomas (1973), pp 2-3
"North and Thomas (1973), pp 157-158
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This bundle of common analysis is all taken from people with
the same cultural normsindividualism, private property, and so
on. It is easy to label this analysis as ethnocentric, and thereby to
dismiss it. A better route is to label it ethnocentric, and then un-
derstand that such analysis might be correct within the society
which spawns i: If a people can oniy operate on "selfish" motives,
then that people had best arrange its institutions to accommodate
those motives.

One difficulty for Indians historically has been that Indians have
been unable to exclude non-Indians from their land. Indian econo-
mies in frontier conditions were often based to a great degree on
resources which non-Indians treated as open access resources. For
instance, hunting was an open access activity among colonists, as
was fishing. As the colonies expanded, settlers placed heavy de-
mands upon such open access resources, and ?radian economies suf-
fered as a result.

A consequence of the treatment of Indian resources as common
property to settlers as well as Indians is that Indians have had to
struggle with their non-Indian neighbors to establish the point that
Indian property is not property open to all. A major impetus
behind the formation of Montanans Opposed to Discrimination on
the Flathead Indian Reservation occurred when the Confederated
Salish and Kootenai Tribes instituted a permit system for access to
tribal land. Non-Indians living near tribal trust land opposed
paying even a nominal fee for recreational use of tribal land. They
regalled such an exercise of tribal property rights as discrimina-
tion against them. This attitude is a natural result of the historical
treatment of Indian land as open access land on the frontier.

The federal government's conflict of interest in holding land "in
trubc" for Indians derives from the fact that the federal govern-
ment is the representative government of the settlers, not the
Indian. This may not be the place to go into the reasons that the
federal government took a preeminent role in the allocation or
transfer of land from Indians to citizens of the United States. One
major reason was to minimize litigation among non-Indians with
competing claims; the non-Indian with the federally-approved deed
owned the land, not the non-Indian N.ho purchased from the "true"
Indian owner. Another reason to have federal approval of land
transactions with Indians wa3 to keep peace with Indians.
Common property as a carrell: issae

&onomists describe a "common property resource" as one in
which large numbers of people or firms have free and open access.
In addition, there are no regulations which limit any one person's
amount of access. A separate idea is that of "communal land" or
"community land," also described as "commons" and "common
property." Many societies wath such land do not manage it with a
system of open access. Rights to use the land are limited, and com-
plex institutions control the problems which can develop. Following
American practice, economists often ignore the web of rules which
a society uses, and assume that absence of European-type private
property rights is evidence that open access is the management
system in use.
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Carlisle Ford Runge (1981) has provided an analytical review of
the literature on this subject. He points out a mistake often made
by advocates of private exclusive property rights. Such advocates
tend to ignore the possibility that communities can solve the
"common prooercy resource" problem without use of private prop-
erty systems. Such advocates reduce a choice among three options
(open access, common property, private pi operty) to a choice be-
tween two (open &Tess, private pro2erty). He summarizes his argu-
ment as follows:

Some economists argue that the proper solution for
overgrazing a common range is to internalize its costs by
making the public aspects of the range private. Instituting
a scheme of such rights, if they are properly enforced, will
create a market in the private rights to graze. This ap-
proach has led Demsetz, among others (Cheung, North and
Thomas, Furubotn and Pejovich) to argue that the mere
existene of common property rights over a scarce resource
will lead to a tragedy of the commons because of the fail-
ure to internalize the social costs of grazing the last head
of cattle. They argue that the enforcement of private use-
rights to t:-e resource will yield Aternal costs to each user
equal to benefits in tot.11 and at the margin.

There are three things wrong with the analysis. First,
it does not distinguish between situations of open access
(in which the main difficulty is unrestricted entry) and
those of common property. This view implies the inevitable
overexploitation of common property, an historically false
position (Dahlman, 1980). Second, it treats the common
property externality as if each individual's choices are in-
dependent of their expectation of others' choices. Thus,
cost functions for each cattle owner are assumed separable
in their arguments. Third, and most important, because in-
dividuals are assumed to act independently, the property
rights paradigm abstracts from the crucial problem of each
person s uncertainty about the actions of others.

Runge goes on to explain all three errors. The first one is dealt
with by citing examples of communities which have managed
common property without incurring the problems which Demsetz
and others predict. The second and third are analytical ones which
explain the mistakes made by the advocates of exclusive private
property rights. He points out that the nature of the interdepend-
ence among the potential users of a common property resource is
more complex than Demsetz and others assume. Each user cannot
determine his best strategyi.e., Um- umber of cattle to graze
without knowing what other users will do. The private property al-
vocates tend to assume that each user's decision is easy to deter-
mine.

Runge also suggests that observed overgrazing problems among
traditional grazing communities occurs when the communities' in-
stitutions fall apart, due to excessive population growth, technologi-
cal change, or changes in climate 23. Political action by outsiders in

2' Runge, p r,O4
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a colonial context, as well as competition with immigrants, could
also account for observed overgrazing problems. Therefore, over-
grazing itself is not evidence that functioning common property in-
stitutions fail to manage the resource correctly.

This is the context in which to interpret the contribudon of the
two articles by iinson and Libecap.24 They point out the results
of range management on Indian reservations in which the colonial
contextregulation by the BIAhas limited the ability of users of
the range to develop acceptable common property arrangements.

Johnson and Libecap have two separate but related arguments.
The first is that the grazing land on the Navajo Indian Reservation
is presently managed as an open-access system. More on this below.
The second is that the methods followed by the Bureau of Indian
Affairs in trying to improve range management systems ou Indian
reservations in the Southwest have not succeeded because he per-
ceived rights of those using tribal range lands were not dealt with.
Included in the list of reservations for which the Bureau failed to
deal with overgrazing is the Navajo experience.

Consider the management problem facing an Indian tribe on an
established reservation. What kind of property rights system devel-
ops on tribal land on a reservation after the federal government
has agreed to the boundaries of the reservation? It appears that
some members of the tribes establish herds and become users ofthe range. A problem arises once the herds grow large enough to
strain the capacity of the range. How is the problem to be solved?
We must note that the large herd owners will be among the well-
to-do on the reservation. We do not know to what extent tradition-
al demands on the rich in a tribe cause them to redistribute their
wealth.

One solution would be for the political leaders of the tribe to ar-
range a management system of by mediating disputes among the
ranchers and envious members of the tribe. But the history of
Indian land tells us that few tribal leaders would be able to ar-
range matters without interference from the agent or the superin-
tendent. At the end of the nineteenth century, there was not time
to work matters out because the allotment policy was hanging over
all reservations. After the end of the allotment policy, the Indian
Bureau had maintained a powerful position through use of the
Indian Reorganization Act and no land management system could
be arranged without its approval.

Thus, on a reservation with substantial land holdings after the
end of the allotment policy, the Bureau would have to be consulted
about any land tensure system. Libecap and Johnson assert that
the BIA has not followed a policy which recognizes any right of
large herd-owners to compensation should a new range manage-
ment system reduce their access to the range.

The issue of increased transaction and political costs in-
curred by goi ernmental agencies when prior claims are re-
jected has received little attention from economists. This
may be due to the frequent acceptance of existing arrange-
ments by the U.S. Government in assigning formal rights.

24 Libecap and Johnson 119801 and Johnson and Libecap (1980)
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Conflict between squatters and the Government in the
19th and early 20th centuries was largely avoided because
the law recognized existing claims as valid. That occurred
for mineral, agricultural and water claims on public land.
In those three cases, the Federal Government gave occu-
pants preferred status in granting formal (fee title) proper-
ty rights.

This pattern, though, has not been followed in U.S.
Indian policy. At the present time the Federal Govern-
ment holds title Indian land, and formal use rights, where
they exist, are granted to individuals through the Bureau
of Indian Affairs and local tribal councils. In assigning
grazing rights, the BIA has emphasized the equal distribu-
tion of tribal land. :n the process it has rejected existing
claims of large herders where they have been associated
with severe overgrazing and where their holdings have
been deemed unequal. Large herders have established in-
formal control of range land on many southwestern reser-
vations through prior appropriation and continued use. Ac-
_ordingly, the assignment of formal grazing rights by the
Bureau of Indian Affairs with its equalitarian criteria has
involved uncompensated reduction in the land holdings of
large herders. Resistence and conflict have resulted, in-
creasing the costs to the Bureau of establishing and Pnfore-
ing formal rights structures. These higher costs have re-
tarded the development of formal property rights to range
land on reservations where prior claims have been consid-
ered unequal. Their absence has led to severe overgrazing
and low livestock-based income.25

Johnson and Libecap appear to feel the claim existing herders may
have should either be recognized and transformed into "formal
rights structures" or compensation should be awarded. Since the
land is tribal land, the Bureau feels such recognition is unwarrant-
ed. Others, including some tribal members, may also not agree that
such "preemption" of tribal land is a good policy."

Johnson and Libecap do not examine the Indians' prior property
rights systems. Many of the examples in their comparative article
are drawn from the Pueblos, whose land holdings predate the Euro-
pean presence in the Southwest. Perhaps use rights among the
Pueblos have a more formal history than the BIA or Johnson and
Libecap consider.

Johnson ano Libecap are belies ers in the ultimate superiority of
ate property as a land tenure system. They therefore err in

failing to see virtues in alternatives, and in being willing to accept
some of the questionable aspects of private property, particularly
the injustice of the original allocation of property.

While the economic analysis of overgrazing in their Navajo arti-
cle may be quite reasonable and even correct, the policy recommen-

"Johnson and Libecap (1980), p 333
28 A very are controversy occurred in the United States over the practice of "preemption" in

exp,nsion of the frontier A preemptor was a settler who occupied land illegally prior to its
being opened for settle.nent. The controversial policy was to recognize such settlers as legal
owners Johnson and Libecap seem to feel no controversy was involved
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dation is net. It repeats the earlier error of the BIA in enforcing a
technological solution without respect for the wis; ..'s of the current
users of the land and without consideration of other options. Libe-
cap and Johnson (1980) examine the evidence and reach the conclu-
sion that the Navajo range is once again overstocked and over-
grazed. It had been in that condition in tl e 1920's; the BIA con-
ducted a stock reduction problem in the 1C,d0's that was much dis-
liked by the Navajos. The authors review that history, and con-
clude that the consequence of the experien^e was to make it diffi-
cult for the tribal government to regulate ove.fgrazing when it took
the function from the Bureau. Their argument is a standard one
for present-day advocates of private property systems. It has an
extra twist, namely that the presence of small herds increases the
costs of enforcing exclusive use. This fact increases the problems
created by the forced reduction, which reduced large herds more
than it reduced small cnes. As Spicer pointed out in 1952, the use
of force to change the r operty system of a large group of people
can cancel any beneficial effects that the change may have for
technological reasons. The grazing of sheep was the primary source
of income for the Navajo in the 1930's. The program merely re-
duced the number of sheep on the range; there was no attempt to
provide substitute ;ncome sources.

What is the proper strategy in managing the Navajo Range?
They assume that fences is what would be required to enforce pri-
vate property rights, and further argue that large units would be
needed in order to reduce the costs of fencing the land, managing
the herds, and having access to water. They seem to be arguing
that the many small herders should be removed from the range,
with large herders taking over. Although the problem is complex,
surely repetition of earlier mistakes should be avoided. Further,
non private-property management systems should be consider-A.

What are the implications of this discussion of common property
for project analysis? There seem to be at least three lessons. First,
there is the negative implication from economic theory, as ex-
plained by Runge: private property rights are only one of several
means of managing a community's land. Other rules can be and
have been used.

The second lesson is that private property rights will not be pop-
ular with Indians. Thus, it is fortunate that options exist. Despite
Senator Dawes' claim about progress, Indians have found that pri-
vate property systems were set up in a way that lead to the trans-
fer of land from Indians to non-Indians. In addition, evidence exists
that some Indian tribes preferred to spread the benefits of the land
more evenly that occurs under private property systems. Also, cur-
rent federal law makes tribal land common property, and that fact
must be dealt with.

The third lesson is that complicated land-use arrangements preb-
ably need to be worked out for many projects. First impressions of
land tenure situations will probably lead to an opt....,istic view of
the ease of solving them; but the conflicting interests of the BIA as
trustee and various factions in a tribe surely cannot make land
policy easy. In addition, historical experience makes Indians suspi-
cious of the schemes that most non-Indians think of first, namely
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private property systems. rluch systems have been set up unfairly
and with force.

F. TRANSACTION COSTS

One factor that may inhibit establishment of Indian enterprises
on Indian reservations is high costs of organizing and conducting
business. For instance, the process of leasing land fora tribal
member can be full of many delays as he obtains approval from the
tribal council and the BIA. These are "transaction costs"the
costs of finding workers, capital, land, purchasers for products, and
materials to use. These transaction costs can sometimes overwhelm
small enterprises. One of the complaints about the recent increase
in regCatioi. oy the federal governmentfor the environment, for
affirmative action, for worker safety, for consumer healthis that
these regulations increase the cost of doing ousiness. Part of the
extra cost the purchase of better equipment, the use of more ex-
pensive techniques. Another part is the filing of forms for govern-
ment approval. That part is an increase in transaction costs. Every
business must deal with transaction costs; cities have zoning laws,
there are liability issues that require insurance, sometimes bills
must be collected through use of lawyers or collection agencies.

Such costs are often overlooked; but they can become burden-
some. If a firm is in a competitive field, with no advantages of loca-
tion or special access to inputs, an incretze in transaction costs can
divert resources from the production of goods or services, threaten-
ing profits.

This section will discuss some of the ways in which transaction
costs might be greater because of the special position of Indian res-
ervations in the American political system. The focus is upor those
transaction costs which are caused by the BIA and by jurisdictional
problems between state and tribal governments. Some other issues
can be examined from the point of view of transactions costs. The
problem of common property is classified by many as a topic within
the field of transaction costs, because the problem of open-access
can be seen as an example of high costs of communication among
the users of an open-access resource. The problem of federal con-
flicts of it ,,erest is a transaction cost issue. For instance, if water
rights are in dispute, the transaction costs of acquiring water is
very highespecially if the competing user is a federal water
project. But these extreme examples will not be included here.

It is convenient when discussing transaction costs to distinguish
three aspects of a transaction: (1) collecting information, (2) negoti-
ating agreements, and (3) enforcing agreements. One then discusses
the ways in which the BIA and jurisdictional conflict increases the
costs of each of these parts of a transaction.

These costs are most evident in factor markets. The ranking
seems to be that transaction costs are very high when Indians deal
in the land market, less high in the capital market, and less high
still in the labor market. These qualitative judgments will be de-
fended in this section by examining the legal environment in which
Indians do business. Unfortunately, few data are available to deter-
mine if the costs identified here are significantly greater than simi-
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lar costs for other entrepreneurs. The c:-,'.lowing discussioz. is orga-
nized by type of market, beginning with the land market.

The land market
Tribal governments and the enterprises which they create face

extra transaction costs of all three types in land markets. Tribes
must bear two types :-.f infcuanation costs which are greater than
those borne by normal landowners in the United States. First, in-
ventories are under the control of the MA. Ala ugh the b'ireau
should be a source of subsidy for estimating the value of resources
contained on Indian-owned land, the operative effect can be to
raise barriers in obtaining resource surveys. For seismic explora-
tion, for instance, a poorly written or r^orly enforced contract can
limit Indian access to key oil and gas 4..ata. This could make it ex-
pensive for Indians to obtain the information needed to develop the
resources at the best time for Indians.

Second, the BIA's land records are in sorry shape in some parts
of the country. "Land Records and Title Documents," 25 CFR § 120,
is one of the shortest parts of the regulations, signifying the small
in.portance the Bureau gives the issue. This poor system of record-
keeping compounds tha difficulties caused by large amounts of land
in heirship status. The dispersion of heirs makes it :pensive to
find the owners of allotments.27 This expense, in turn, makes use
of heirship land more difficult.

Negotiation costs are also higher than normal for tribal enter-
prises. To acquire land, tribes -at surmount high barriers if the
desired land is held either in lee simple or in allotted status. The
Bureau becomes involved in both cases. tril I may hold land in
fee and pay taxes, although few tribes wish to do that T place fee
land back in trust requires the the land not be encumbered and
that the Bureau approve. To - squire allotted lana, the tribe must
use the services of the Bureau to negotiate with the individual
owners and to have the land appraised. Both steps can be ve, y
time-consuming.

Once a tribe has the land to use, further extra negotiation costs
exist because the Bureau must approve all uses of tribal land held
in trust and because tribal land is held in coram,n by a tribe. It is
difficult to identify the appropriate non-Indian institution with
which to compare the Indian situation in older to determine the
magnitude oi the Bureau's impact. Corporations have an autocratic
structure which does not compare to tribes. State and local govern-
ments have representative m !chanisms which may be more compa-
rable. But such governments do not run businesses. The constitu-
tional approach in the U.S. is for such governments to t' nsform
state-held land into privately-held land The goverr.nent partici-
pates in the economic return to that land through properly taxes.

Individual Indian entrepreneurs must deal with both tribal and
federal land-use regulation. On the Navajo reservation, ft.- in-
stance, Reno describes the process as foliows:

Land can be obtained for a business site through proce-
dures prescribed by the Tribe and the BIA. An applicant

" L -,;onf (1976b)
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for land on which to establish a business must first obtain
the approval of filo chapter grazing committee and the
consent of the recognized user. These approvals obtained,
must work through a series of farther approvals by BIA,
PITS, and tribal offices, covering various aspects of envi-
ronmental protection, business feasibility, legal compli-
ance, and land use. The Advisory Committee of the Tribal
Council gives the final tribal approval to these leases for
land use; in addition, BIA approval is required on all land
transactions.

This process is lengthy and the applicant is beset with
delays and frustrations. The procedure is therefore an ef-
fective restraint on business development."

Enforcement costs are high for Indians. In past years, though
less at present, the federal government has freely taken Indian
land with little or no payment. Elements of federal confiscation
exist on some reservations even today; the re -ent experiences with
federal and state dams are good examples." Trespass is another
problem. Some neighbors of Indian reservations have difficult" dis-
tinguishing between federal laid and land held by the federal gov-
ernment in trust fcir Indians. Nor does the federal government en-
force the private rights of Indians over their land v-ith the dili-
gence state governments enforce the rights of other private la-Ad
owners.

Protection against confiscation and trespass are only two of
many types of encoevement costs. Once a tribe has signed a contact
for the use of land, the enforcement of the terms of that contract
are left to the BIA in the first instance. Tribes could take the other
party into court on their own if they wish. The case for higher
than normal enforcement costs must rest on poor police action by
the Bureau. News reports and hearings in 1980-1981 focused atten-
tion on an example of this, irregularities in enforcement of oil and
gas leases on the Wind River Reservation.

Capital markets
There is little additional expense for Indians in acquiring infor-

mation about the sources and uses of capital. There are Additional
costs, however, when Indians negotiate contracts for borrowing or
lending capital and when they enforce those contracts.

Tribal enterprises face time delays, uncertainty of regulation,
and iiiit-of-pocke costs in capital markets because of BIA powers.
As lenders, tribes need Bureau approval or major investment of
tribal funds.3° The history of poor porde() management by the
Bureau has been exposed in a series or retiorts by the General Ac-
counting Office [for instance, ComptroFer General of the U.S.
(1972)]. The right of the Bureau to control tribal harveri- of timber
is Lir:other example of Tndian weakness in controlling their own
capital. As boi , owers, Indians also must acquire Piireau approval
and MUFt negc,iate with lenders in an envi. 'nment of 3ubstantic.1
uncertainty about what appi opriate contract clauses may be.

R8 Reno (19811, p 21
29 Sutton (19751, pp 16o-171
" Pnce (1973), p 717
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The negotiation proc,;ss must be influenced by the high costs
which exist for enforcing credit contracts. These costs arise for two
reasons. First, state jurisdiction over contracts is not available and
no low-cost substitute appears to exist." Indian governments could
substitute for this vacuum in civil enforcement law, but face high
set-up costs due to their small scale.

Of these costs faced by tribal enterprises, only the enforcement
costs problem is serious for individual Indians. Federal approval
Dower over tribal contracts does not apply to the negotiation proc-
ess for individual Indians. They may face discrimination by banks,
however, based on stereotypical views of Indian competence and be-
cause of jurisdiction problems.

The labor market
The high rates of unemployment among Indians seem to imply

that they ;ace high costs in finding employment. But it is difficult
to identify any legal basis for such costs. There is evidence that
some employers have stereotypical views, which would raise infor-
mation and negotiation costs above that of whites. But, it should
not raise them above the costs borne by other nonwhites such as
Blacks. Yet Indians have a higher rate of unemployment than do
Blacks. The answer to this puzzle may lie in two areas.

(1) High transaction costs in the land and capital market reduce
the level of economic development on reservations, creating a local
long-run problem of insufficient aggregate demand. Tren- action
costs are like tariffs in this context. The desire of Indians to
remain on reservations rein:orces this effect.

(2) Indians face high transaction costs in the human capital
Imo ket. The federal government has interfered with the right of
Indians to acquire the education they wish rather than the educa-
tion desired for them by others. This lack of education and subse-
quent training places Indian workers in a pc,sition similar to that
of other low-skilled indiv.duals in the United States, who also have
diffi employment problems. Perhaps the costs facing those non-
Indb.n workers and the transaction costs facing Indian workers are

similar. 'The unemployment problem for Indians is actually a
combinatior of an education problem aril a problem of general eco-
nomic development, with the second having the greater impact.

In conclusion, there are reasons to suspect that higher transac-
tion costs affect tribal en'erprise, individual enterprise, and wage
work for Indians. Such possibilities should be examined in evalua-
tion of projects, particularly projects which involve small business
activity by Ind an entrepreneurs. More data I.: needed before the
quantitative significance of these considerations can be assessed.

G. SAVINGS

The general impression among non-Indims is that Indians,
either as individuals or as a group, do not 1,..ovide sufficiently for
the future. It is often further asserted that this failure to save is a
cause of poverty. There is much evidence, however, to suggest that
Indians care a great deal about the future of their communities

Mudd (19721
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and their families. The first standard applied to tribal leaders is
that they successfully protect the land against further transfer out
of the community. Indians emphasize the provision of education for
their children. One of the main unifying issues in pan-Indian poli-
tics is that Indians should control the education of their children.
The motivation is partly to protect Indian culture against non-
Indian culture; but the greater motivation is to protect Indian stu-
dents and to encourage their development. These two issues, the
protection of the land and the protection of children could not be 30
important if Indians were unconcerned about the future. It is
therefore pai adoxical that failure to save is widely regarded as
both a fact and a problem in Indian economic development.

The paradox is partly caused by the abundance of reasons for In-
dians not to save. Indian generosity is said to decrease the desire to
save. The constraints of a governmental welfare system is said to
discourage accumulation of property. Patron-client electoral sys-
tems may encourage tribal voters to desire per capita distribution
of judgment funds rather than tribal investment of such funds. Ex-
ternal effects in the use of land due to open-access problems may
reduce the incentive to maintain and to upgrade the quality of the
land. Investment itself by a tribe might be seen as a common prop-
erty resource, thus causing a free rider problem. Uncertainty about
federal control over trust property may also induce Indians to
invest less in trust resources; the reason is that strh investment
would transfer income from full control by Indians to shared con-
trol with the federal government. Finally, Indians are poor, and
the rate of saving among the poor is widely believed to be lower
than that of the rich.

All of these speculations require an answer to this question: How
much do Indians now save? A search through a number of books on
Indian economic conditions reveals no data on the question of sav-
ings or savings rates. One study did report results of a survey; but
two problems with the study mean that the numbers reported are
not reliable enough to be quoted.32 It is extremely difficult tc
obtain good data on the amount or the rate of saving of any popu-
lation. Consider two approaches. One is the household survey;
households are asked to report their income and the exp ..nditures
during a specified period. If carefully done, such surveys can reveal
much. But most communities greatly resist the invasion of privacy
and the bother of filling out a :lomplete expenditure survey. Since
most families -lo not keep careful records of th.iir expenditures,
recollection must be used; and the recollection of expenditures and

32 Kent ant, Johnson (1976) report survey results from the Yankton Sioux Reservat;on Al.
though their da were based upon a sample survey, they did not provide the reader with e9ti
mated confidence Hite! ials for the reported Jesuits A second problem is that they report
"weighted" results ip 13) without explaining the weighing procedure or sampling method used
They do not indicate the frame which was used to draw the sam ile. Finally, their questionngire
asked for respondents to provide a percentage breakdown of their expenditures The question-
naire asked only for respondents to check one of five categories How the categories were trans-
formed into point estimates in their tables 4 and 5 a not explained The five categories were
these 0%, 1-10%, 10-25%, 25-50%, anti over 50% Respondents were asked to check on of each
of these for a total of 15 expenditure categories, which included savings as a category It is diffi-
cult to see l..nv such general data can provide the narrow estimates which the authors use in
the body of the paper It seems possible for respondents to answer in a way that their estimated
percentages -um to more than 100%, since the authors do n explain how this possibility was
avoided, the reader is left wondering how valid the results are
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savings is itself sitbject to error. Although these problems can be
overcome, well-done household surveys are expensive. Therefore,
they are rare.

A second source of data on savings is aggregate information on
income and outputthe national accounts of a country, a state, or
a community. In accounting studies, however, savings information
is usually estimated as a residualthe difference between estimat-
ed income and estimated expenditures. Consequently there is a
high iatio of error to truth in the savings figures. For underdevel-
oped countries, the wise researcher averages several years' worth
of data in order to attempt a correction for such error. One re-
quires a complete and fairly accurate social accounting effort in
order to provide a good estimate of savings. No complete set of ac-
counts for an Indian reservation is available at present. The con-
clusion to reach is that we simply do not know what savings rates
exist in Indian communities.

A final question on the savings issue: Is it true that rich people
became rich through saving, and poor people are poor because they
did not save? Some rich people were lucky enough to find oil on
their property, or to invent a useful gadget, or to be born with a
beautiful voice. Some poor people lost their property to a swindler
(who is therefore rich), or became ill with an expensive but not
( adly disease, or simply were never lucky. Indians in particulaz
had the bad hick of owning valuable property but being unable to
defend it atrainst a better armed and more numerous adversary.

Lester Thurow argues that many rich people became wealthy
through luck. He offers this example of the process:

. . . in the early 1950's, you might have invested in a
risk class of firms that included Xerox. In 1950 all of these
firms would have looked alike and all would have had an
equal expected rate of return. [Afterwards], some would
have gone broke and disappeared, most would have earned
the market rate of return, and a few, perhaps one, would
have been an investment like Xerox. Those who owned
shares in it became wealthy; they won the lottery.33

Large fortunes are created through such luck, the capital gain
which occurs when the market price of an investment rises up-
wards ',ecause everyone realizes how much profit will be made in
the fut re from the investmei.,. Evidence to support Thurow's ar-
gument is provided by Robert Eisner. He recently estimated that
between 1946 and 1977, tangible capital in the United States in-
creased by $2,920 billion. Total net private domestic investment
during th.9 period was $1,379 billion. Capital gains, wealth that
..:ame into existence by means other than by savings, accounted for
more than one-half of all the increase in the value of wealth.34

In conclusion, low rates of savings, if they exist among Indians,
are probably a relatively unimportant obstacle to economic devel-
opment. No evidence is available to establish at what rates Indians
do save. Given relatively low incomes, even high savings rates
would not provide Indians with much internally generated capital.

"Thumw 11975), p 151
34 Eisner ( 0801, p 200

169

BEST COPY AVAILABLE



173

:I. A SUMMARY CHECKLIST OF QUESTIONS

This survey of possible sources of obstacles to economic develop-
ment cn Indian reservations does not yield a specific set of rules or
guidelines to apply to the selection of projects. It gives instead a
list of questions, a checklist of issues to examine. Although some of
the obstacles can be significant, to be specific or dogmatic about
them is both difficult and dangerous. The topics of this chapter are
slippery. This conclusion to the chapter summarizes by listing ques-
tions which can be used to start the process of considering institu-
tional issues in particular cases. The importance of the answers
will no doubt vary greatly depending upon the particular Indian
community.

Authority
Different cultures deal with authority in different ways. The text

suggested two examples to show how Indian and non-Indian atti-
tudes about proper exercise of authority may differ. Those exam-
ples may have limited applicability. They are examples of answers
to Lae following questions.

What are the acceptable % ..ys for members for a community
to exercise authority over one another?
What are the acceptable ways for them to accept or gis, di-
rection to outsiders?
What methods 6o they like to use in obtaining consensus
about the direction of change which the community may
desire?

Generosity
Many Indian communities value equality. As a consequence, they

share income, particularly when poverty is a problem. Although an
ethic of generosity may not be an obstacle to general economic
growth, it can be an obstacle to particular forms of business devel-
opment. In considering a particular project, ask the following.

Will the project benefit only a few people in the community?
If it does benefit a few, how will those recipients respond to
pressures from their neit bore
Can the community as a hole share the benefits?
Does this project distribute new income in a manner satis-
factory to the values of the community?

Welfare
The vulnerable position of welfare recipients requires that new

sources of employment offer realistic long-term improvement in
order to obtain the support of those on welfare. The following two
questions suggest that high standards of social profitability be ap-
plied when the beneficiaries of a project are trapped by the welfare
system.

Is this source of employment permanent?
Is the real increase income sufficient to reward the former

welfare recipients for the effort required of them?

A. / V
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Patron-client politics
One of the roost common recommendations about enterprise de-

velopment on reservations is that politics be separated from busi-
ness. But stating that as a goal is one thing; achieving it is an-
other. If a reservation political system has become a patron-client
system, then perhaps studying the network of patrons and clients
can assist in determining the viability of an institutional separa-
tion of business enterprise from the patronage system. Alternative-
ly, some patrons and their factions may become supporters of
projects which benefit them. It may be necessary for all the power-
ful political leaders to come to an agreement, or perhaps develop-
ment can proceed without resolution of factional conflict.

The section on patron-client politics should not leave the impres-
sion that all political issues are patron-client issues. This is not the
case. Some reservations have political systems in which the legiti-
macy of the authonty of tribal leaders is not based upon their abili-
ty to deliver to their clients. For example, many Pueblo communi-
ties retain their traditional political systems. Legitimacy is based
on the historical experience that traditionally-selected leaders act
in the community's interest. The following questions apply only to
situations in which patron-client systems have come into existence.

How can this project be set up in a manner that insulates it
from patronage pressures?
If the project will inevitably be drawn into a patronage situ-

a ion, how can the rewards which patrons give their clients
be formulated in a manner which is consistent with the long-
tei m success of the project?

Common property

The long section on common property problems focused upon
problems which may occur because of the trust status of Indian
land, particularly tribal trust land. First, open-access management
is a troublesome management system which can lead to wasteful
use of land. An example is overgrazing. Bu Indians have good rea-
sons to be suspicious of private property systems as an alternative.
Therefore, if an open-access situation is causing problems, solutions
should be sought in other management systems which retain the
community's ownership of the resource but which use it efficiently.
The following questions might get at these issues, if a project in-
volves changing land use.

What are the conflicting interests and opinions of the mem-
bers of the tribe and the BIA in the land which will be used
for the project?
If there is an open-access system in use, how will current
users be compensated should a different system be imple-
mented?
If a proposed new system has been modeled upon a private

property system, what are the guarantees that control of the
land will remain with Indians? If these guarantees are good,
will the community accept them in any event?
What management systems are available which are neither

open-access nor private property but are reasonable?
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Transaction costs
The high costs of organizing and conducting business on Indian

reservations needs to be taken into account. The main question is
this:

Have the costs of conducting the needed transactions been
realistically estimated?

Since high transaction costs create problems, accurate foresight
can perhaps lessen the impact. For instance, if delays in obtaining
needed approvals will occur, then it N.$ouid be wise to avoid commit-
ting too mto'h capital before the needed permission is granted.
Low savings

The main point of the section on saving was to argue that insuffi-
ciency of savings it, not a good explanation for Indian poverty. Very
little insight relevant to specific projects is gained from that gener-
al discussion. Two points can be made, however:

Suppose a project is designed in a manner which calk for
earning to be reinvested in crder for the iifoject to expand.
What of the other institutional obstacles might also be a po-
tential obstacle to such reinvntment?
Suppose internally-generated capital is needed to some

degree; to what extent are other institutional obstacles con-
tributing to a low desire to save either by individuals or by
the tribe?

Conclusion

As Albert Hirschman (1971) pointed out in another context,
belief that obstacles to economic development are insurmountable
is itself an obstacle. One put dose of this chapter is to show that not
all of the alleged obstacles are such. Differences in values about
the proper exercise of authority can be circumvented through insti-
tutiona) innovation. Generosity can be used in a positive way once
it is recognized. Patron-client politics are not necessarily bad. The
impact of high transaction costs can be mitigated if they are fore-
seen -ccurately. To the extent that real obstacles are met and con-
quered, further benefits can occur, since success in the face of stiff
odds can lead to further success simply by improving one's self-
image. Analysis of the feasibility and wisdom of particular develop-
ment projects certainly needs to include examination of institution-
al issues such as those raised here. Others also may be important.
But recognition of such obstacles should be accompanied by a real-
istic assessment of their significance and awareness that they often
are less significant than they seem.

1/2



CHAPTER II AN EXAMPLE OF A SYSTEM OF RESERVATION ACCOUNTS

In recent years, many have proposed oat it would be useful to
have accounts for Indian reservations that would be similar to the
national accounts of the United States. In place of Gross National
Product, for instance, one would have Gross Tribal Product. Sever-
al reasons motivate these proposals. The economies of Indian reser-
vations are felt to be structurally unusual. For instance, it is felt
that the amount of leakages from the reservation economy may be
higher than in other small regions. The lack of developed banking
a i capital market institutions means that the flow of funds
among such institutions may be small. Dependency on intergovern-
mental transfers may weaken individual or governmental decision-
making. Although widely believed, most of these views are support-
ed by weak evidence. It would be valuable to have some thorough
studies which examine the structure of reservation economies and
demonstrate whether these beliefs are correct. This chapter pre-
sents a system of accounts which will be used in Chapters 4 and 5
to show the impact of a project on a reservation economy.

Such a system of economic accounts would also allow us to
record progress it achieving economic self-sufficiency. Baseline
data is needed so that both tribal governments and the federal gov-
ernment can measure changes in reservation economies. Among
the goals of economic self sufficiency are the following: (1) less de-
pendence on transfer payments to individuals and to governments,
(2) a diversified and stable economic base, (3) fewer leakages and
greater exports to the surrounding economy, and (4) maintenance
or improvement in the quelity of income distribution among tribal
members.

What type of accounts are best suited to illustrate both the spe-
cial characteristics of Indian reservations and to chart change? Be-
cause economic structure is key, more is needed than a system of
accounts like the GNP accounts used in the United States. Recent-
ly, the World Bank has supported the construction of a "social ac-
counting matrix" for each of a number -f countries. Such a inatrix,
called a SAM for short, is a large table, which reveals more about
the structure of an economy than does a system of national ac-
counts. One part of a social accounting matrix contains the nation-
al accounts. Another contains interindustry or input-output trans-
actions. A third shows the flow of funds among institutions which
participate in ,saving and investing. A fourth records the distribu-
tion of income among institutions. This chapter will explain how a
social accounting matrix might look for a reservation and will
show what uses it might serve.'

' The original work on social account ng matrices occurred in Cambridge. England, under the
direction of Richard A Stone Several chapters in Mathematics Li the Social St fences and Other
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This chapter is organized as follows: The next section introduces
the idea of a social accounting matrix. The subsequent section pre-
sents a 4 by 4 example of a social accounting matrix. This is the
smallest version of a SAM; it serves to give a picture of the
"forest." After describing the 4 by 4 example, a number of ways to
describe the structure of an economy are presented using measures
of dependence and interdependence from the data in the SAM.
Then, the 10 by 10 example is described and examined. It gives a
picture of "stands" in the "forest." This example also can give
measures of the structure of an economy. The 20 by 20 example is
described next, revealing a few trees. It is consistent with the 10 by
10 version, and provides greater detail.

The numbers in these examples are purely imaginary. The 20 by
20 example was created with an attempt to be realistic but without
data from any single reservation. The other two examples were de-
rived from the 20 by 20 example by addition oi related accounts.

General description of a SAMA social accounting matrix takes
receipts and expenditures of each part of a reservation economy
and displays the exchanges among parts of the economy on a single
table. Separate "accounts" are created for each part of the econo-
my. Each entry in a social accounting matrix is an expenditure for
one account and is simultaneously a receipt for another. For in-
stance, households receive income when they work. Their wages
are an expenditure of their employer and are receipts for them.
When households purchase something produced on a reservation,
the purchase is a receipt by a firm and an expenditure by a house-
hold. In the accounts, the purchase would show up on the account
for firms as a receipt from the account for households. The SAM
approach is highly flexible because there are many different ways
to define accounts. The three examples presented here give an in-
troduction to this flexibility.

In setting up a SAM, accounts would be created for each major
section of an economy. The SAM would then show the exchanges of
money, labor, goods, services, and so forth among all sectors of the
economy. Such a matrix would have structural features which
would allow us to understand the driving forces of the reservation
economy. For instance, what portion of the gross reservation prod-
uct is accounted for by government purchases? How is investment
financed? What is the pattern of transfer payments and taxes be-
tween households and governments? Which productive activities on
the reservation purchase inputs that are also produced on the re:,
ervation?

Many of these questions can be answered by separate analysis
using just the relevant data for the question. But there is an ad-
vantage to attempting to outline the entire p;(:ture of expenditures
and receipts of an economy throu a single table. Each entry has

Essay.; 11966i explain the basic principles In particular, the chapter "Multiple Classifications in
Social Accounting" is useful One of Stone's students, Graham Pyatt, continued this work at the
World Bank, enlisting many co-authors Summaries of this work is available in G Pyatt and
Jeffery Round (1977) and (1979) I found a seminar by Jeffery Round at Harvard University to
be very useful and have adapted his presentation of the SAM idea in this chapter Also, the
World Bank has published a working paper, "What is a SAM' A La :'man's Guide to Social Ac-
counting Matrices," by Benjamin King I would like to thank Karen Polenske for useful discus-
sions on this topic
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two possible sources, and entries can be checked against one an-
other for consistency. Each transaction is recorded as an expendi-
ture by the purchasing sector and as a receipt by the selling sector.
This is an advantage when one sector does keep good records and
another does not. The better source of data can be used. In addi-
tion, some entries are not available but can be estimated by sub-
traction from others. When the efforts has been made to assemble
data from many sources, to check the data against each other, and
to reconcile differences, the result is an internally consistent pic-
ture of the reservation. This is superior to any partial account of
the reservation economy. The improved quality of the data is well
worth the additional work involved in assembling and reconciling
data from different sources.

In setting up a SAM, the analyst must decide the boundaries of
the economy to be described by the matrix. Several options are
available. Gross Reservation Product, GRP, would describe all eco-
nomic activity within the boundaries of the reservation. This would
include Indians and non-Indians alike. It corresponds to the idea of
"Gross Domestic Product" in the terminology of the United Na-
tions. A second option is "Gross Tribal Product." This would use
the nationality of the person, firm, or government as the defining
boundary. All tribal members, whether they reside off or on the
reservation, would be included. This corresponds to the concept of
"Gross National Product." Other options would be to do some
clearly defined combination of these two. In the example to be pre-
sented below, I have in mind all resident Indians oa a reservation.
This is neither GRP nor GNP under the definitions just given. If I
were to modify the example, I would move it towards the Gross
Reservation. Product definition, by including non-Indians resident
on the reservation.

The need for better statistics about Indian reservations has been
recognized by a number of different observers. In 1969, Stephen
Langone of the Library of Congress proposed that data on each
Indian tribe be collected in a handbook. His proposal was the first
essay in the Joint Economic Committee's collection of articles titled
Toward Economic Development for Native American Communities.
In 1976, the General Accounting Office published a Gross Reserva-
tion Product figure for the Fort Apache Indian Reservation. Re-
cently, the Council of Energy Resource Tribes has begun a program
to estimate CRP 'kir a few reservations, with funding from the Ad-
ministration for Native Americana. These are some of the propos-
als and activities which have occurred on the subject of creating
reservation accounts.

Since Langone's proposal, more resources have been directed
toward collecting data whit h profiles reservations. In 1970, the
Bureau of the Census redrew their enumeration districts so that
they corresponded to the boundaries of Indian reservations. The
Census Bureau published a special report on Indians using the data
from the 1970 Ceases. In P80, a special questionnaire for Ii.dian
reservations was uze.d to supplement the other questionnaires.

Because of the recent 3ffort i ;f the Census Bureau, the job of set
ting up a social accounting matrix for a reservation will be
than in prior years. in addition to the Census of Po
data from other ensuses can be rscd to

easier
pulation, county

estimate sales, payrolls,
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and inputs for many of the economic activities on a reservation.
The data from the censuses of agriculture, manufactures, services,
and wholesale and retail trade will be most useful for those reser-
vationf whose boundaries apprcximate county boundaries. But data
from censuses will not be enough. The input-output transactions of
production activities on reservations would require separate inter-
views with a sample of economic enterprises on the reservation.
The accounts of the governments on a reservation would give im-
portant information about the flow of funds for financing invest-
ment. A household survey would be needed to determine patterns
of consumption, saving, and the payment of taxes.

In conclusion, several important benefits to a reservation follow
from creation of a SAM. First, the tribal council and its staff can
acquire a better understanding of the linkages between the econo-
my of the reservation and that of the surrounding region. Second,
special characteristics of the reservation economy will be apparent.
Third, the impact of proposals for economic development can be
analyzed using the SAM as a baseline. Without a picture of the
present on a reservation, plans for the future are difficult to evalu-
ate.

A. A 4 BY 4 SOCIAL ACCOUNTING MATRIX

Table SAM-1 gives the lists of sectors for each of the three exam-
ples. The classification system is "nested;" each of the ten sectors
in the second example fits into only one of the first example. Simi-
larly, the twenty-account example is an elaboration of the ten-ac-
count example.

Tables SAM-2 through SAM-7 give a series of pictures of a
social accounting matrix. Tables SAM-2, SAM-4, and SAM-6 use
symbols as entries in the table, while Tables SAM-3, SAM-5, and
SAM-7 present numbers. There are four main types of accounts:
production, institutions, capital, and rest-of-world. Each type is en-
tered as one of the four accounts for this table. Each type of ac-
count has many different classifications within it, which will be
shown in the subsequent examples.

For instance, production accounts might be agriculture, construc-
tion, manufacturing, and services. All production on the reserva-
tion would be classed into one of these production accounts. Exam-
ples of the second type of account, institutions, are tribal enter-
prises, Indian private enterprises, non-Indian enterprises, tribal
government, other government, Indian households, and non-Indian
households. Factors of production (land, labor, and capital) are clas-
sified as institutions. Each of the institutions, except factors ofpro-
duction, can have a capital account. The rest-of-world account
would have two parts: Exports and imports of goods and services,
(the "current" account) and inflows and outflows of funds (the
"capital") account. For the first example, all the entries in each
type of account are added together to give the big picture.
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Table SAM-1

The Nesting System for the Examples

For Accounts Ten Accounts Twenty Accounts

--Production Agriculture Agriculture

All Other Mining
Manufacturing
Housing
Other
Gov't Industry

Imports Imports

Institutions Firms Private Indian Firms
Tribal Enterprises

Households Households

Government Feder 1 Government
Tribal Government

Labor Labor
Self-Employment

Property Private Capital and Land
Tribal Capital and Land

Capital Capital Firms' Capital
Households' Capital
Governments' Capital

Rest-of-World Rest-of-World Rest-of-World

17
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Each sector in the economy is listed once as a column heading
and once as a row heading. Each entry in the matrix in au expend-
iture by the sector in column heading a-- 1 a receipt by the sector in
the row heading. For example, the first entry in the first row of
Table SAM-2 is "C", representing consumption by institutions.
Table SAM-3 shows that consumption totals $28,300,000. Consump-
tion items are purchased by institutions from production.

There are two types of entries: Final and intermediate. Final en-
tries represent exchanges between twe different types of accounts.
For instance, the purchase of consumption from production by
households is a final entry because one account is a production ac-
count and the other is an institution account. An example of an in-
termediate entry is the payment of income taxes by households.
This is an exchange between two institutions and is classified as an
intermediate entry.

The reason to distinguisl `Mal from intermediate entries is that
intermediate entries "cancel out" when one looks at Gross Nation-
al Product (in our case, Gross "resident Indians" Product). One
does not want to double count some items when determining total
value added on a reservation. Both types of entries are equally im-
portant, however, in describing the structure of an economy. Inter-
mediate entries are per taps more important than final ones in de-
scribing the structure of an economy. It is convenient to make this
distinction between final and intermediate entries because the dis-
tinction relates the SAM to the more familiar categories of the Na-
tional Income and Product Accounts of the United States.

Using this distinction, we begin to describe the 4 by 4 example by
examining the final entries. Table SAM-2 gives the final entries in
symbols, and Table SAM-3 gives numerical valor to the entries.
The first row shows sales by the product i sector of the economy.
The first entry is "C" under the int- ation column, which is
$28,300,000 in the numerical example. This represents the pur-
chase of consumption goods by instil. itions. All consumption by
households is included in C; examples would be the purchase of
food, clothing, gasoline, and so forth. Also included in C is the pur-
chase of supplies and the hiring of people by governments.

The second entry in the production row is "I" under the capital
accounts. This represents all purchases of investment goods by in-
stitutions on their capital accounts. For instance, the construction
of a house is investment by a household. The building of offices and
manufacturing, facilities is investment by firms. The building of
roads, schools, and hospi'Als are examples of investment by govern-
ments. These total $2,106,000 in the numerical example.

The third entry in the first row is "X", under the rest-of-world
column. This represent exports of goods and services from ttte :es-
ervation. If the resei vation produces timber and cattle, then .ales
of timber products to off-reservation purchasers is an example of
exports from the timber production account. Sale of yearling calves
would be exports from the agricultural sector. Exports total
4110,763,000 in the numerical example.

Now we turn to the first column, which gives the expenditures of
the production accounts. There are two types of final expenditures.
The first is the payment of income to institutions. This is repre-
sented by a "Y" in the second row of the first column, which totals
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$17,150,000. This is total Gross National or Cross Reservation Prod-
uct. When activities use labor, they pay wages to someone in the
group of institutions. Activities also pay rent to land and interest
and profit to cs,pital. A better name for Y is "value added". De-
scribing income as value added emphasizes that production consists
of taking inputs and transforming them into other goods, which
become outputs. For instance, the food processing sector takes vege-
tables and cans and produces canned vegetables. The value of the
canned vegetables is higher than that sum of the costs of the
inputs. Value has been added, and the added value is used to pay
land, labor, and capitol for the work involved.

The second final expenditure of production is the import of goods
from outside the reservation. This is represented by an "M" in the
fourth row of the first column, a total of $24,013,000. Since the sum
of expenditures and receipts by each account must be equal, the
first row sum, C + I + X, must equal the sum of the first column,
which is Y + M. Readers familiar with the national accounts of
the United States will recognize this equation as the main account-
ing equation of the national account", which is usually written
with imports moved to the '-ther side. The two versions of this
equation are as follows:

Or,

Y=C-1-1-1-XM

Written as sums of thousands of dollars, the first of these two equa-
tions would look like th;s:

17,150+24 013=28,300+2,100 +10,763

And the second would read as follows:

17,150=28,300+ 2,100+10,763 24,013.

The only difference from the usual statement of this equation is
+hat governmental purchase of consumption items are classified
here as part of consumption, while governmental purchases of cap-
ital goods are classified as part of investment. The national ac-
counts of the U.S. do not distinguish these two types of government
expenditure. In introductory textbooks of economics the national
income equation is written as follows:

Y= C +I +G +X M
The difference in our equation is that the term "G"representing
governments' purchasesis Gm. itted and included in C and I.

The second of the four sectors in this example is institutions.
Row 2 and column 2 present income and expenditure of institu-
tions. There are two entries in the second row. The first is the
income received by institutions as a whole for the employment of
resources owned by them in production, Y. As was mentioned
above, this includes wages, rent, interest on capital, and profit. The
other entry is "N" in the fourth column. Its numerical value is
15,400 thousand dollars. This entry represents transfers of income

1 u
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from sources off the reservation. Examples would be the receipt of
social security payments by households, the receipt of funds to run
'.oval offices of the BIA and IHS, and the receipt of interest from
savings in off -reservation banks.

The second column gives the final expenditures of institutions.
There are two types of these: Consumption, "C" in row one, and
saving, "S" in row three. The equation which states that the row
sum and the column sum must be equal reads as follows:

Y +N =C +S
In numbers, this equation reads:

17,500+15,400=28,300+4,250

Income plus transfers film the rest-of-world equals consumption
plus savings.

Suppose resident Indians number 10,000. Then two different per
capita income figures are possible: (1) value added per capita,
$1,715, and (2) value added plus transfer- per capita, $3,255. These
are two different concepts. The first is analogous to Gross National
Product per capita in the United States. The second is close to the
definition of family income used by the Census Bureau when re-
porting Indiat. income every ten years.

The reader may wonder about other expenditures of institutions.
For instance, where does the payment of taxes go? The answer is
that taxes go in the box at the intersection of row 2 and column 2;
they are a payment from one institution to another. Theiefore,
they cancel each other out when we are considering "final" entries
in the SA. 1. But they do belong in the matrix and will be discussed
below under the category of "intermediate payments."

We next examine the combined capital account of institutions,
which is the third sector in the 4 by 4 example. The receipts of the
capital account are given in the third row. They are S", savings,
and "F", net borrowing by institutions from abroad. 1- xpendi-
tures of the capital account are investment only, represented by
"I" in the first row of the third column. The equation for the cap-
ital account is as follows:

S +F =I
In numbers, this reads:

4,250-2,150=2,100

Saving plus capital outflow equals investment. In this example,
there is a negative value for F. This means that those on &tic reser-
vation invest more in off-reservation savings institutions than off-
reservation people invest on the reservation.

The final sector is the rest-of-world account. Each of the entries
in row four an,1 column four have a:ready been discussed. The re-
ceipts of the rest-of-world sector are imports purchased by the pro-
duction sector, "M" in the first column of the fourth row. Expendi-
tures by the rcat-of-world account are purchases from production as
exports, X; the transfer of funds to institutions on the reservation,

Cit)
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N; and the net flow of lending, F, in the capital account row The
equation is as follows:

M=X+N+F
In numbers, this reads:

24,013=10,763+15,400-2,150

Imports equals the sum of exports, transfers, a, d ca ital flows.
Capital flows are assumed to be negative.

We next tui n to examination of the three types of intermediate
purchases in the social accounting matrix. Table SAM-4 lists these
three in symbols and table SAM-5 gives illustrative numbers. The
first of these is the set of transactions between production activi-
ties, represented by the symbol "A" in Table SAM-4. No activity
produces output using only land, labor, and capital; all to some
extent purchase inputs from ether production activities. Agricul-
ture, for instance, purchases fertilizers, parts for equipment, end
other material input which are needed to produce agricultural
products. All such interindustry transactions between production
activities on a reservation would enter in the "A" section of a
SAM. In Table SAM-5, the value of total intermediate purchases
among industries is shown by the number $1,337,000. Those famil-
iar with economics will recognize this as the interindustry transac-
tions in input-output models.

The second type of intermediate transactions are the ones among
institutions. This is shown es "D" in table SAM-4. The total value
of such transfers among institutions is given by the figure
$24,470,000 in Table SAM-5. This is the second largest numerical
entry in four by four example, thus illustrating the assumption
that the distribution of among institutions is a very impor-
tant part of a resery m economy. For instance, the distribution
of income from facto :arnings (all of wages, rent and distributed
profit) is contained in this number, in addition, payment of taxes to
governments is included here. Welfare payments uy state and fed-
eral governments are excluded, having been placed in transfers
from the rest-of-world households, and included in the "N" portion
of final transactions (Tables SAM-2 and SAM-3).

The third type of intermediate transaction is the flow of funds
among capital accounts. This is the block labeled "L" in Table
SAM-4. An example of such a flow of funds outside a reservation
would be the financing of home construction by banks. Banks
obtain the funds for such finance in part from the se .-.gs of con-
sumers and in part from savings of other institutions. some res-
ervations, the Revoling Loan Fund finances homes using federal
or tribal funds. The movement of funds from those who save to
those who invest is accomplished by the banking sector, and the re-
sulting flows are displayed in the flow of funds portion of a SAM.
It. the example, there is a transfer of $50,000 in the flow of funds
block.

This concludes the description of the entries in a social account-
ing matrix. We now turn to the use of a SAM in describing the
structure of the economy. Some of the important features can be
shown even with a 4 by 4 SAM, which ilas little detail. Tables
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SAM-6 and SAM-7 combine final and intermediate entries in one
table.

B. ANALYSIS OF AN ECJNOMY WITH A SIMPLE SAM

A SAM can be used to illustrate dependence, interdependence,
and leakages. In discussing dependency, one common definition
contrasts income received as a transfer to that which is earned. An
institution such as a household or a government is more depend-
ent, the greater is the proportion of its income which is received as
a transfer rather than tts earnings on property or skills which the
institution owns. A simple measure of such dependency in the 4 by
4 example is the following ratio:

d = N/(Y + N)

Numerically, this value is

.47=15,400/32,550

The denominator is the total income received from all sources; the
numerator 1s all transfer payments from of the reservation. Be-
cause all inatitutiens are lumped together in tn.., example, vari-
ations on this approach to measuring dependency cannot be illus-
trated until a SAM with more detail is presented.

Dependent should be distinguished from interdependence. Inter-
dependence is a characteristic of the production sector. It relates
the amount of imports and exports to the total value of production
on a reservation. The first index would relate the level of exports
to the total final expenditures on production by all auounts:

x = XAC-1- /-1- X)

a value of

26=10,763/41,163

Another ratio can be constructed using the first column rather
than the first row. It gives the proportion of total final expendi-
tLres that are imports:

m =MAY+ An
or,

.58 = 24,013/41,163

in our example. The higher the values of x and m, the mere inter-
dependent is the economy. Small countries and small regions often
are highly interdependent, while large countries and large regions
are less 30. A high dagree of interdependence between two econo-
mies means that changes in the level of economic activity in either
one will affect the other. For instance, if Indians purchase a lot in
neighbA,:ng towns, a recession in the Indian economy will affect
those towns. Similarly, if those towns purchase much from the res-
ervation, a recession in the towns will affect the reservation.

A third type of measure would examine leakages. Interdepend-
ence is partly leakages. Economists usually define three types of
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leakages in this situation: imports, saving, and is :es. Taxes are not
distinguished in the 4 by 4 example. Imports have been examined
using the ratio m above. Only leakage through saving is left to ex-
amine. Leakage through savings can be examined in two ways. One
can look at the ratio between the total savings of institutions and
the total expenditures of institutions. This could be written as fol-
lows:

s =4,250/32,500..13

A second measure leaka, : through savirigb could be the outflow of
savings from the economy. Such leakage can be written as follows:

f= F/S
or,

.51= 2,150/4,250
This ratio gives the proportion of total saving which is invesid off
the reservation.

C. A 10 BY 10 EXAMPLE OF A SAM

Table SAM-8 presents the data given in the 4 by 4 example with
a gie' ter amount of detail. Instead of one production sector, there
are three production activities: agriculture, all other production,
and imports. Instead of cne institution. there are five: firms, house-
holds, government, labor, and property. There is still just one cap-
ital account and one rest-of-world account. The meanings of these
additional entries will now be examined. The use of symbols to rep-
resent individual entries will be dropped. Instead, the symbols in
Table SAM 8 will be used to refer to blocks of entries in the larger
tables of this and the following sectic.i.

The "A" block. Interindustry transactions are represented by
the "R" block of entries. There are three industries illustrated: ag-
riculture, all ether, and imports. Imports is included as a type of
activity in order to have all imports placed at the intersection of
the production activity column and the rest-of-world row (as part of
"M"). Because imports are not produced on the reservation, in this
example the importing activity purchases no local inputs.



Production

PRODOC

ATI
11_ (2)

(1) Agriculture 425
(2) All Othu 245 60

(3) Imports

Institutions

(4) Firms 2400 54

5) Households 8

6) Governments
(7) Labor 85

(8) Property

19) Capital

(10) Rest of World 2330 40

Totals 5400 195

Table SAM-8

All Entries in a 10 by 10 SAM: Numbers

Expenditures (Thousands of Dollars)

TION INSTITUTIONS

Capital

Rest

of
World Tuil;r Imports Firms looseholds Governments Labor Property

(3) (4) (5) (6) (7) (0) (9) (10)

5 35G 100 4460 5400
2 2590 8660 1100 6303 19500

12490 4210 900 17600

0 100 -1000 6950
0 100 500 14600 400 3150 19950

550 2620 800 10750 17870
0 4100 2000 14600

700 500 1200

1600 1400 1250 50 -2150 2150

13 17600 24013

0 17600 6950 19550 17870 14600 1200 2150 24013

1 -'
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Agriculture purchases $425,000 worth of inputs from agriculture,
and purchases $245,000 of inputs from all other production. All
other purchases $65,000 from agriculture as inputs and purchases
$602,000 of inputs from itself. These two insta.ices of a sector pur-
chasing from itself occur because each industry is the sum of many
other activities. If a farmer makes some of his own input, that
would not show up on the matrix. But if a farmer purchases inputs
from a neighbor, that should show up in the matrix. For instance,
a purchase of hay by a rancher would enter into the $425,000
shown as interindustry purchases of agriculture from itself.

The "C" block.Consumption is Given as five separate entries in
Tabl SAM-8, replacing the single entry in Table SAM-5. Firms do
not purchase consumption items. Households purchase $350,000
from agriculture, $2,590,000 from all other, and import $12,490,000.
Governments purchase nothing from agriculture, purchase
$8,660,000 from all other, and import $4,210,000. The purchase of
goods and services from all other by the government includes the
purchase of labor services by the government from itself as an ac-
tivity. This will be explained further in the 20 by 20 example. But
note that all other productio . purchases $8,500,000 from labor.
(This is in the seventh row of the second column.) This is the em-
ployment of individuals by government.

The "I" block. Three types of investment are distinguished in
the ninth column. The rmapital account purchases $100,000 from ag-
riculture, $1,100,000 from all other, and imports $900,000 worth of
capital equipment.

The "X" block.. -Exports consist of $4,460,000 from agriculture
and $6,303,000 from all other production. This completes descrip-
tion of the first three rows of Table SAM-8.

The "Y" block. Total value added is given in four entries. Firms
receive $2,400,000 from agriculture and $5,450,000 from all other.
Households receive $800,000 directly from all other production.
Labor receives $8,500,000 from all other.

This treatment of the income section of this SAM is a bit pecu-
liar. Most people who construct SAM's show production activities
paying income directly to factors of production. All value added
would show as payments to labor or to property. An alternative is
to have the payments follow the rcute that they do in the economy,
namely, as a payment from an activity to the institutions which
manage the activity, which are firms, households, and govern-
ments. If one goes to the actual accounting records of institutions,
one will find it easier to use the breakdown given in Table SAM-8.
Economists show the payments going to factors because economists
wish to be able to analyze factor markets. A change in the wage

for instance, would be reflected through the labor row in the
value added section of a SAM. Since reservation economies are
small, one can assume that factor prices are not determined by on-
reservation factor markets. They are instead given by the sur-
rounding non-Indian economy.

The "D" block.The distribution block, which shows transfers
among institutions, is the second largest block in the table. Each
row gives the receipts of an institution.

19i
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The only entry in the fourth row is a subsidy of $100,000 from
governments to firms. On an Indian reservation, this could be a
subsidy by either the tribal or the federal government.

Households receive $100,000 in transfers from other households
and $500,000 in transfer payments from governments. The $500,000
in transfer payments might be a per capita distribution by the
tribal government. Households' factor income is $14,600,000 in
wages and $400,000 in property income. Governments receive
$550,000 from taxes paid by firms and $2,620,000 in taxes paid by
individuals. On an Indian reservation, these taxes would primarily
be the FICA payments for social security and income taxes on
labor. Governments are also shown receiving property income, this
$800,000 would represent income from the rent of tribally-owned
land.

Labor receives $4,100,000 from firms dnd property receives
$700,000 from firms. These quantities, when augmented by factor
income from off the reservation, inputed rent to households, and
wages paid by government industry, are transferred to households
and governments within the D block as just described.

The "N" block.Transfers from the rest-of-world are shown in
the intersection of the tenth column and the fourth through eighth
rows. In the fourth row, there is a transfer from the reservation to
off -reservation entities of one million dollars. This may represent a
payment by on-reservation firms to off -reservation people or firms
for services rendered. Alternatively, if one of the tribal enterprises
is a joint venture with a large corporation, the corporation's share
of income and any amortization of 3 loan could be included in this
entry. (Some who construct a SAM may prefer to put these pay-
ments in the intersection of the factor rows and the rest-of-world
column.)

There is a transfer of $3,150,000 to house holds from off the reser-
vation. This figure would be the sum of all transfer payments such
as social security and AFDC. Even though some welfare is chan-
neled through a local BIA office, it would be convenient in this con-
text to show such transfers as part of the "N" block. A large net
transfer of $10,750,000 is shown " n the rest of rest-of-world to
governments. This would represen -,.11 funds used to operate local
federal offices and any grants or contracts operated by tribal gov-
ernment with federal funds. Tax revenues re..eived by outside gov-
ernments ($E,50,000 and $2,620,000) have t .en subtracted from what
the governments' books would show.

Factors of production also receive transfers from off the reserva-
tion for services rendered. Two million dollars sr( shown as earn-
ings of labor, and $54)0,000 as earnings from property.

The "S" block.With firms, households, and governments dll
listed separately, there are three sources of savings. Firms save
$1,600,000, probably as retained earnings and depreciation allow-
ances. Households save $1,400,000 and governments save
$1,250,000.

The "L" block.The flow of funds among the capital accounts in
this example would be summed to give the $50,000 shown in Table
S. This is the same figure that was given in the 4 by 4 example.
The 20 by 20 example has three capital accounts; the nature of the
flow of funds transactions will be given Fhen.
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The "F" block. The entry for capital flow between the on-reser-
vation capital account and the rest-of-world account is the same as
in the 4 by 4 example, an outflow of $2,150,000.

The "M" block.Total imports of $24,013,000 are broken into
three parts. Agricultural production imports $2,330,000; all other
production imports $4,083,000 and direct imports by institutions
total $15,600,000. One can see the crigin of the demand for these
imports by reading across the third row.

D. i *ALYSS OF DEPENDENCE, INTERDEPENDENCE, AND LEAKAGES

The end of the section describing the 4 by 4 example presented
four ratios. The ratio d measures the dependence of institutions, x
measures the export component of interdependence, m measures
the import component of interdependence, and f is a measure of
leakages on the capital account. Since there are more parts to the
10 by 10 example, a greater number of such ratios can be defined.
Further, the usefulness of the ratios becomes more apparent.

Dependence.For the 4 by 4 example, d=.47 is the ratio of off
reservation transfers total income of institutions. Three parts to
this ratio can be distinguished in a 10 by 10 example. For firms,
define df as the ratio of transfers to total receipts as follows:

df= 1,000/6950

df= .14
Since the net flow of transfers for firms is negative, firms ace not

dependent on off-reservations sources; they contribute to the de-
pendence of off reservation institutions to the economy on the res-
ervation.

The ratio dh measured the dependence of households on trans-
fers from off the reservation. It is the ratio of such transfers to
total households receipts:

dh= 3,150 '19.550

dh= .16

Some may find that this ratio is unrealistically low for an Indian
reservation. The ratio df is not necessarily the one which everyone
would define. In discussing dependence, some include the wages r f
all those working for tribal government on federal&y- funded
projects.

The ratio dg, depicting the dependence of governmints, cPptures
this other part of dependence:

dg=10,750/17,870

dg= .60

This says that 60 total government expenditures are financed by
intergovernmental transfer. Of these three institutions, govern-
ments are more dependent than households, and firms are not de-
pendent at all.

1 .-4 J J
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We can also examine the dependence of factor income on employ-
ment outside of the Indian economy. Labor has a dependency ratio
of .14:

di 2,600/14,600 =.1 4
Ot course, some of the wages received are from employment in gov-
ernment jobs. One should keep that factor in mind, since sza,:h jobs
account for 8,500/14,600 or 58 percent of labor income. The depend-
ence of factor income has the ratio .12:

dp= 500/1,200 =.42

This high ratio is the result of leasing land to non-Indians.
Interdependence.The two measures of interdependence, x and

m can be broken down into two ratios, one for agriculture and one
for all other production activities. For exports, we have the follow-
ing:

xa =4,460/5,400= .83
and

xo,- 6,303/19,500 =.32

Agriculture expos is 83 percent of what it produces and all other
production exports 32 percent. For imports, we have the following
ratios:

ma = 2330/5,400 =.43

mo=4,083/1950=.21
Agriculture imports 43 percent of the value of its sales, and all
other industries import 21 percent of the value of Oleir sales. Both
of these ratios are high, showing that the economy of this example
is highly interdependent with the rest-of-world.

Leakages.With the level of disaggregation available in the 10
10 version, it is possible to compute some measures of leakage

beyond the import content of produced goods (m, ma, and mo).
First, the average propensity to import is available for households
and governments. For households, the value is as follows:

ih = 12,490 / 19,550 =.64

Households on average import 64 percent of their gross income. If
one were to examine their average propensity to import out dispos-
able income, we would have to subtract taxes before computing the
ratio:

I:14
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thdt = 12,490/(19,550-2,620)

thdt = 12,490/16,930

/Mt =.74
Households import 74 percent of the value of their disposable
income For governments, the average propensity to import is 24
percent:

/R.= 4,210/17,870 = .24

Another component of leakages is saving. With this level of
detail, one can examine average propensities to save. Three values
exist, one or each institution. For firms, the value is

sf=1,600/6,950=.23

For households, the value is

sh = 1,400/19,550 ==.072

and for governments, tne value is

sg= 1.250/17,870 =.070

Firms retain much of their earnings. But both households and gov-
ernments save a small percentage of their available funds.

Uses of the ratios.These ratios can serve to give insight into the
behavior of a reservation economy. Reservations with high leak-
ages would not experience large multiplier effects when there is an
injection of expenditures. Reservations that do not have high rates
of irterdependence with surrounding economy would be insulated
both from booms and busts in that economy. Dependence may have
effects in the political and social institutions, independent of strict-
ly economic effects.

E. A ?0 BY 20 EXAMPLE OF A SAM

The third example presented here adds more detail to the two
examples already presented. This detail is needed to make the ex-
ample more realistic and to show more about how a SAM might be
set up. In particular, it is important to increase the number of in-
dustries. The previous example uses agriculture, all other, and im-
ports. This example subdivides the all other category into five
parts, including a smaller "all other" category. A manufacturing
sector is assumed. Examples of manufacturing activities are con-
struction, sawmills, food processing, and assembling electronic com-
ponents. A housing sector is included because housing is such an
important part of the consumption of goods and services by house-
holds. A mining sector is included; this sector has few connections
with other r arts of the economy; it is an "enclave" that exports its
output and purchases most of its inputs from off the reservation. A
government industry is added to deal with the employment of
people by governments; the reason for this approach is explained
below. Finally, another "all other" category is used In this exam-
ple, this category is mostly services: repair of equipment, wholesale
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and retail trade, eating and lodging places, business services, and
banking are examples.

Other parts of the table are also expanded. Tribal and federal
governments are distinguished. Tribal enterprises and private
Indian enterprises are each shown. Self-employed workers are sepa-
rated from all other workers. The capital account is broken into
three parts.

In summary, the 10 by 10 version is expanded by making the fol-
lowing changes:

(1) Seven rather than three production activities are shown
by splitting "all other" into five parts,

(2) Firms are divided into private and tribal;
(3) Federal and Tribal governments are distinguished;
(4) Labor is divided into two types: wages and salaries and

self-employment income;
(5) Property is divided into individually owned property and

tribally-owned property; and
(6) Separate capital accounts are shown for firms, house-

holds, and governments.
We now go through the larger matrix entry by entry beginning

with the A block. The figures are in Table SAM-9.
The A block: Interindustry purchases of goods and services.The

5 by 5 block of entries where rows 1-5 intersect columns 1-5 show
the interindustry purchases on the reservation. Row 1 shows in
column 1 that agricultural activities purchased $425,000 of agricul-
tural products from other activities, the same as in the previous ex-
ample. Cattle would contribute to this exchange, for example agri-
culture sold $2,000 worth of products to manufacturing, $52,000 to
housing, and $11,000 to other production.
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All Entries In a 20 by 20 5081 Members

PRODUCTION

Agri Pining 1114

ACTIVITIES

Housing Other

INSTITUTIONS CAPITAL
Rest of TOTAL

World
Gov't
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TrT6 Labor

FACTORS f--
Flews H'Itlds Gov'tEipTT41v Trih
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( 71 1141,111T5 12493 3140 1070 900 17600 7

INST

FINNS
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( 9) Trmel 900 1800 300 740 100 -1000 2840 ( .1)
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GOVERMINT

(II) Federal 300 200 2620 5880 9000 (11)
(12) Trib41 10 40 800 4870 5720 (121
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200 200 (15)
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(20) REST-0.-
11M 7310 2060 911 856 250 17600 24013 (20)

'OTAIS C400 5560 2000 7840 600 8500 17600 4110 2840 19550 9000 5720 14000 600 200 1000 1210 590 350 24013
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The second row shows that mining sells only to manufacturing
on the reservation. (Mining also purchases very few items from
other industries the reservation, as is shown in column 2.)

The third row shows sales of manufauring activities to other
activities on the reservation. Mining has inputs into itself and all
the other production activities. For instance, manufacturing sells
$190,000 of products to the agricultural activities on the reserva-
tion, $100,000 to the mining activities, $100,000 to housing, and
$25,000 to other activities.

Sales of the housing sector (row 4) are small to each of the other
production activities, representing offices. The other sector (rcw 5)
also sells a modest amount to all but the mining sector.

The interindustry transactions represent the input-output por-
tion of a Social Accounting Matrix. If one divides a column entry
in the interindustry transactions matrix by the total value of
output for the column, one obtains the "dcllar amount of input of
industry x than is needed to produce a dollar of output of industry
y." This can be demonstrated with the manufacturing industry,
which is column 3. Manufacturing produced $2,000,000 worth of
output. The value of output can be read from either the column
sum or the row sum for manufacturing. Since manufacturing pur-
chased $2,000 worth of agricultural output, one can say that $.001
of agricultural output was needed to produce $1.00 of manufac-
tured goods. The number .001 was obtained by dividing $2,000 by
$2,000,000.

Special industries. Two special industries have been created in
order to deal with government employment and with imports. This
follows the practice used in setting up the input-output tables of
the United States. "Government industry," the sixth row and
column, does one thing: it employs government workers. Its only
entries occur in the consumption block (C) for its sales and in the
value added (Y) block for payment of wages and salaries. All pur-
chases of goods and services by government for purposes other than
investment are classified as part of C. Therefore, government in-
dustry has no purchases of intermediate inputs.

A second special industry is "imports." It is in row 7 and column
7. This industry sells to final demand either for consumption (C) or
investment (I). Its only purchase is imports in row 20 of column 7.2

The C block.The consumption to block now has three columns,
one for households and two for governments. It has seven rows, five
for production activities and two for special industries.

Consumption final demand.Entries (1, 10), (3, 10), (4, 10), and
(5, 10) give the components of consumption by households of prod-
ucts produced on the reservation. Entry (1, 10) is the purchase of
food and agricultural produce. There is no consumption of the
mining sector's output by Indian households. Indian households
purchase $150,000 worth of manufactured goods from the reserva-

'In this social accounting ma ix, the interindustry transactions are treated in the interre-
gional rather than the multiregional style of input-oitput analysis The distinction between
these two ways is in the treatment of imported Inputs In this example, all purchases of goods
rom off the reservation by productive activities are treated as imports in the rest-of-world row,
row 20 An alternative would be to create a column and a row for the import of each type of
good, which then would be sold by the importing activity to either interindustry purchases or to
final demand
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tion. Housing accounts for $2,200,000 in expenditures, $800,000 of
this is the imputed rent of owner-occupied housing. The rest, there-
fore, is the expenditures for rental units for other components of
the production of housing services. Finally, a total of $240,000 is
purchased from the "other" sector.

Although these entries account for all household expenditures
for products of the reservation, by far the greatest proportion of
consumer expenditure is for imports, which are in position (7, 10).
Households purchased a total of $12,490,000 in goods and services
produced off the reservation. These purchases are the major source
of leakage from the reservation economy to the rest- 4.-the-world
economy.

Government purchases of gaits. The intersection of rows 1-7
and columns 11 and 12 give the purchases of goods and services by
the two governments on the reservation. The federal government is
assumed to purchase $50,000 of manufactured products and $60,000
from the other category. Tribal government purchases $20,CJO of
manufactured goods and $30,000 from all other production activi-
ties.

The payroll for on reservation employ' .ent by the federal gov-
ernment (entry 6, 11) is $5,500,000. The payroll for tribal govern-
ment is $3,000,000 in entry (6, 12). Entry (7, 11) shows the offices of
the federal government purchased a total of $3,140,000 worth of
goods and services from suppliers not part of the tribal economy.
Entry (7, 12) shows the tribal government purchased $1,070,000
worth of imported goods and services.

The I block: Investment.Columns 17 to 19 show the purchase of
goods for the purpose of investment. Eni,ry (1, 17) states that
$100,000 worth of the products of the agricultural sector were used
in investment. The investment could be chahge in investories.
Entry (2, 17) says that firms purchased $50,000 worth of the prod-
ucts of mining as investment.

Most investment demand is for manufacturing output by each of
the three sources of investment demand. Firms purchased $160,000
of manufactured goods for investment; see entry (3, 17). Households
purchased $590,000 for investment. Since the construction sector
has been classed in the manufacturing sector, this investment is
mostly the construction of new houses. The government purchased
$300,000 worth of goods for investment, shown in entry (3, 19).
Firms purchased a total of $900,000 worth of equipment and other
capital goods from off the reservation, as shown by the entry in
row 7, column 17.

The X block: Exports.The intersection of rows 1-5 and column
20 gives the amount of exports for each production activity. Agri-
culture exported $4,460,000; mining exported $5,500,000; manufac-
turing exported $187,000; housing exported $593,000; and other ac-
tivities exported $23,000.

Total gross demand.The final column gives the total demand
for each product on the reservation. The demand is called "gross"
demand to emphasize that interindustry purchases are included
and imports ar3 mt subtracted. For each of the production activi-
ties in rows 1 through 5, the components of gross demand are inter-
industry purchases (columns 1-5), consumption (column 10), gov-
ernment purchases (columns 11 and 12), investment (columns 17,

i dd
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18, and 19), exports (column 20). The sum of all sources of demand
for each production activity is the total of all receipts of the ac-
tivity.

Receipts by institutions.With the eighth row, we move into a
different section of the table, the set of rows that show the receipts
of institutions. These receipts come from factors of production
owned by institutions, from other institutions, and from production
of goods and services. The entries are classified into the Y, D, and
N blocks.

The Y block.Contrary to usual practice, in the value added
block the example shows the value added going directly into the ac-
count for firms. It subsequently goes to factors of production, taxes,
and households in the D block. This example was created this way
for three reasons. (1) It seemed easier to explain, if the SAM cate-
gories would follow the accounting records of the economy, which
show value added going to firms before factors of production. (2)
Paces on firms appear in one place, as a payment by firms to gov-
ernment, rather than being divided icto direct and indirect taxes
as is normally done. (3) Ti. is practice emphasizes the flexibility of
the SAM approach.

Row 8 has the following entries:
(8,1) Agrimltural production pays $1,500,000 in value added to

private Indian-owned enterprises.
;8,2) Private Indian-run enterprises on the reservation earn

$1,460,000 in value added in production related to mining. The
imaginary reservation has a mining sector which employs Indians
in part of the extraction of the mineral (or timber). An example
would be the operation of trucks for transportation of the goods
which is mined.

(8,3) There is $600,000 of value added in the manufacturing
sector which is created in Indian-owned enterprise.

(8,4) Some of the housing on the reservation is rented from one
person to another; the value added portion of the rental cost is in-
cluded in the $250,000 in this position.

(8,5) All other enterprise produces $300,000 in value added in
Indian enterprises. Examples such as smokeshops, repair services,
and other services and trade would be in this category.

The next row shows the sources of income for tribal enterprises.
These entries are as follows:

(9,1) One or more of the tribal enterprises is engaged in agricul-
ture; the enterprise(s) created $900,000 in value added. One of these
enterprises could be merely occupied with leasing land, in which
case all the value added consists of rental income.

(9,2) The tribal enterprise that consists of leasing land that sup-
ports a mine earned $1,800,000 in value added.

(9,3) A tribal enterprise engaged in manufacturing earned
$300,000 in value added.

(9,4) A tribal enterprise providing housing received $740,000
(after expenses) in rental of housing or other buildings.

(9,12) There is a transfer of $100,000 from the tribal government
to a tribal enterprise. It could mean that the tribal government
covered a loss in such an enterprise. The books of the tribal enter-
prise would show the transfer of funds, probably counting the
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tribal contribution as an increase in the equity share of the tribal
government.

Two entries remain in the Y block. Households receive $800,000
from the housing activity. This represents imputed rent on owner-
occupied dwellings. Since the GNP accounts of the United States
count such rent as part of national income, it seemed appropriate
to demonstrate this practice in this imaginary SAM. The final
entry of $8,500,000 is payment of wages to labor by the government
industry, entry (13,6).

The D block. The distribution block takes value added (Y) and
transfers from the rest-of-the-world (N) and allocates them to fac-
tors, households, and governments. One purpose of this block is to
show how income which is earned on the reservation is distributed
to people and governments. A further purpose is to show the source
of all revenue for each of the important institutions on the reserva-
tion.

We now turn to the row which shows she 'sources of income for
all households on the reservation. With the exception of the imput-
ed rental value of housing, all receipts from households come film
either payments to factors of production owned by the households
or from other institutions.

(10,10) There is a transfer of $100,000 between households. This
figure would represent support paid to one household by another.
This figure would be difficult to estimate reliably without a careful
survey.

(10,12) The transfers paid out of tribal receipts total $500,000.
This entry assumes that there are some tribally-run transfer pro-
grams. Although one could enter a per capita payment here, a
better place is in entry (10,16), receipts from tribal property paid to
households. The ultimate source of funds for such programs needs
to be trucad back through the sources of income of the tribal gov-
ernment, which is row 12.

(10,13) Total wages and salaries received by Indians is
$14,000,000. This is the largest single source of income.

(10,14) Self-employment earnings are $600,000; this is exactly
equal to the entire row (14).

(10,15) Rental of privately owned capital and land causes the re-
ceipt of $200,000. The components of this figure can be seen by
reading across row (15). This income would include all receipte for
the leasing of allotted land.

(10,16) This tribe makes an annual per capita payment to tribal
members which totals $260,000 for those residing on the reserva-
tion.

(10,20) The $3,150,000 consists of all transfer payments from the
federal government to Indian households. This would include all
social security, railroad retirement, AFDC, and food stamps. It is
the sum of social insurance and welfare payments. Although some
of these are channeled through tho local BIA office, they are en-
tered here as a transfer directly to nouseholds.

Row 11 lists the sources of revenue for the local offices of the fod-
eral government. There are as follows:

(11,8) Private firms on the reservation pay a total of $300,000 in
taxes to the federal government. These would be corporate income
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taxes, excise taxes, and the employer's share of social security
taxes.

(11,9) Payments by tribal enterprise to the federal govert ment
could arise from two sources. One would be an employer's share of
social security taxes. Another would be fees on management of
tribal activities. (For instance, some tribes pay a 10 percent man-
agement fee in forestry.)

(11,10) Households on the reservation are assumed to pay
$2,620,000 in personal income taxes to the federal government.

(11,20) The federal government transfers a total of $5,880,000 to
the reservation to pay for governmental services. These funds are
used to pay Indians who work for the federal government on the
reservation and to purchase materials used in the government's of-
fices. This inflow of money is usually placed as in inflow on the
capital account of a country. By analogy to underdeveloped coun-
tries, the inflow of funds is treated as if it were "foreign aid." Data
for this entry should be readily available from the offices of the
federal government.

The twelfth row of the table gives the sources of income for the
tribal government.

(12,8) Payments of $10,000 by Indian entrepreneurs to the tribal
government would be things such as licence fees for doing business,
a tax on cigarettes or other retail sales.

(12,9) It is also asserted that tribal enterprises pay the tribal gov-
ernment an additional $40,000 which is paid to the government as
a tax rather than as a payment for the use of tribally-owned cap-
ital or tribally-ownea land. These payments should be available
from the revenue statement of the tribal government.

(12,16) The tribal enterprises pay a total of $800,000 to the tribal
government. These paymerts might be the value of stumpage, the
royalties from leasing land to outsiders, or any other type of pay-
ment that is either rent on land or return on equity which is paid
tc the tribal government as an owner of the resource. Data for this
entry should be available both on the books of tribal enterprises
and on the budget of the tribal government.

(12,20) Since the federal government channels some monies di-
rectly to tribal governments, $4,870,000 has been included in this
example as another type of "foreign aid." This aid goes directly to
the tribal government, not to the local offices of the federal govern-
ment. One could, alternatively, channel the money through the fed-
eral government in row 11, and then place this entry in box (12,11),
which is now empty. The types of payments here are revenue shar-
ing funds, any EDA, HUD, or other non-BIA or 1HS funds that are
transferred to the reservation to run programs in the tribal govern-
ment, and Public Law-638 contract moneys. Data for this entry
would come from the revenue statement of the tribal government
or its divisions.

Factor receipts.--The thirteenth row shows the sources of wages
that are paid to Indian workers on the reservation. Entry (13,6) is
wages paid by federal and tribal government offices. Position (13,8)
is wages paid by private Indian-owned firms. Entry (13,9) is wages
paid by tribal enterprises. Entry (13,20) is wages earned by Indians
working for institutions that are not part of the reservation eco-
nomy.
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The next row is for income earned by persons employing them-
selves; for these people, one cannot divide their earnings into

es and profit. Examples are farmers, ranchers, owners of small
Sail stores such as smokeshops. The only entry in the row is for

the column corresponding to private Indian-owned firms; the entry
of $600,000 is the net cash flow received by the Indian owners of
these enterprises.

The fifteenth row is the earnings of capital and land that are
owned by individual Indians. There is one entry, for $200,000.
Entry (15,8) is th-o earnings arising from leasing of land between
individual Indians. A ranoher or farmer leasing an allotment
would pay another Indian for use of the land.

The sixteenth row has two entries. First is the payment by tribal
enterprises of rent to tribally-owned land. Snce the activity of leas-
ing land to non-Indian corporations is classified under tribal enter-
prise in this table, the $500,000 in position (16,9) includes any min-
eral royalties paid to the tribal government from the mining oper-
ation. The entry in (16,20) represents the rent of leased agricultural
land to non-Indian farmers or ranchers.

Total receipts by institutions.Before turning to tne capital ac-
counts, it is useful to summarize this presentation of receipts by in-
stitutions by calling attention to the difference between value
added and received income. The difference corresponds partly to
the difference between National Income measured by the GNP ac-
counts and household income measured by the Bureau of the
Census. The GNP accounts examine only value added; therefore,
only block Y would count as income. But the Census bureau asks
households what their money receipts are. Transfers, therefore, are
counted. The difference can be substantial. This distinction is par-
ticularly important for Indian reservations.

The capital accounts: Blocks S, L, and F.Rows 17, .8, and 19
give the receipts of each capital account. These rows and their cor-
responding columns are used to show how investment on the reser-
vation is financed. The source of investment funds is the S or F
block. Any transfer of funds from one capital account to another
occurs in the L block. Row 17 shows that private firms retained
$500,000 for investment and tribal enterprises reserved $1,100,000.
These 1 eiained earnings would go for both the maintenance of cap-
ital value through the use of depreciation allowances and for the
purchases of new equipment. Also increases in inventories would
be saving as long as the inventoried goods are reservation products,
as accounted for in column 17.

In examining the capital account, it is useful to distingui3h be-
tween purchase of on-reservation products, purchase of aff-reserva-
tion products, and accumulation of monetary assets. In this social
accounting matrix, all saving that is not purchases of goods is as-
sumed to take the form of the accumulation of monetary assets in
the rest-of-the-world. Take households, for instance. Their total sav-
ings of $1,400,000 is given by the entry in row 18, column 10. They
also receive $40,000 from the governments' capital account. Their
purchase of houses was $590,000 as shown in entry (3,18). (Note
that the building of houses is done by manufacturing. The output
of the housing activity is shelter, which is a consumption, not an
investment item.) The households' remaining saving, $850,000, is
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assumed to be deposited in a savings account in a bank, or applied
to investment in bonds of corporations in the United States. The
sum is entered as a negative entry in the rest-of-the-world column
and the household saving row (the entry in column 20 and row 18).

Row 19 gives the saving activity of government. Government in-
vestment must show up in this row as saving. For instance, sup-
pose the federal government builds a structure from on-reservation
construction activity. The purchase would be shown in the "I"
block as an investment. The money for the purchase would be
shown in the fec1er-1 government's part of the "S" block. In this
example, it is assumed that the federal government invested
$250,000. Entr3 19,11 gives the amount of purchases of reservation
products by the federal government. In this case, the saving is
equal to investment because the federal government does not set
aside funds beyond the purchase of goof's for investment purposes.
The tribal government saves $1,000,000 [entry (19,12)]. Purchases of
government securities by the tribal government is entered as an
outflow of funds on the rest-of-the-world capital account. In this ex-
ample, it is assumed that the tribal government invested $900,000
in securitiesprobably through the operation of the Albuqerque
office of the BIA. The cntry is in row 19, column 20. The remaining
$100,000 goes for three purposes. One is investment of $50,000; this
shows up in entry (3,19). When combined with the federal govern-
ment's investment, total on-reservation purchase of investment
goods is $300,000. The remaining $50,000 is transferred to other
sectors in the flow of funds portion of the matrix, to which we now
turn.

The "L" block.There are two entries in the L Block. Both are
transfers from the tribal government. The I ribal government is ,-
sumed to invest $10,000 in tribal enterpris ,s. It also increases its
credit to the household sector by $40,000. This might represent fur-
ther contributions to a revolving loan fund that finances home con-
struction by households.

The F block.Although the entries of the F block have been dis-
cussed above, they are reviewed here:

(17,20) Private firms on the reservation took $400,000 of their re-
ceipts and transferred them off the reservation, presumably as in-
vestment. But part of this outflow of funds on the rest-of-the-world
capital account would include the repayment of loans from finan-
cial institutions off the reservation.

(18,20) Households transferred $850,000 to the rest-of-the-world.
This figure would be the net change in savings accounts, credit ac-
counts, and other fi. ,ncial holdings, plus the payment of interest
on any debt. Should tribal melnbers have VISA or MASTER CARD
accounts, the interest chargf d on those accounts would enter as an
outflow of capital from the household sector.

(19,20) Tribal government is assumed to have transferred
$900,000 to the rest of the world. This appears to be a thrifty tribal
government, which builds up assets in the rest-of-the-world.

Receipts of the rest-of-the-world: The M block.Row 20 gives the
receipts of the rest-of-the-world, which is the economy of the
United States and any other economy from which the reservation
economy purchases goods and services. This row consists entirely of
imported goods and services. Other receipts of the rest-of-the-world
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are treated as negative entries in column 20. The entries in row 20
are as follows:

(20,1) The agricultural production activity purchased $2,330,000
worth of goods to be used in Vie production of agricultural products
on the reservation.

(20,2) The mining activity purchased $2,060,000 worth of goods
and ser ices from the rest-of-the-world.

(20,3) The manufacturing activities purchased $917,000 worth of
imports.

(20,4) The housing activity purchased $856,000 worth of goods
from the rest-of-the-world. Much of this would be the purchase of
energy for heating buildings.

(20,5) All other production activities used a total of $250,000 in
their production of goods and of services.

(20,7) Imports of all goods which go directly to final demand are
summed across row 7 and entered here as imports purchased by
the special activity, "direct imports." The imports total $17,600,000.

F. RELATIONSHIPS BETWEEN A SAM AND OTHER ECONOMIC
DEVELOPMENT ISSUES

A social accounting matrix reveals a pictur: economic transac-
tions during a particular year. It should record what did occur, and
can include non-cash transactions if the data are available. But a
SAM surely is not the whole story of a reservation economy. The
purpose of this section is to go through a list of economic develop-
ment issues and relate them to the SAM idea. The follo ving are
important economic development issues that should be considere-::
(1) unemployment, (2) trust responsibility, (3) modern vs. tradition-
al leasing practices, (4) leakages, (5) lack of capital structure, and
(6) dependence.

Unemployment
Most Indian reservations have very high rates of unemployment.

Many potential workers are so discouraged that they have stopped
looking for work. How would r SAM reveal this situation? The first
answer is that unemployed resources, such as labor, land or cap-
ital, are absent from a SAM because they are not earning money
or goods Since a SAM records transactions, it cannot reveal unem-
ployment. Also, the SAM dues not indicate things such as the fun-
damental causes of unemployment. Such causes may be inappropri-
ate training, discrimination in local labor markets, and insufficient
investment in productive enterprises.

The unemployment issue, however, can be explored using a SAM.
Ask this question: If jobs are created for some additional workers,
what will happen to the struct re of the reservation economy? Or,
ask this question: If some people lose thei jobs, whet will happen
to tile reservation economy? Both of these questions involve
changes in the transactions in the economy. These changes can be
examined with a SAM.

For instance, consider an increase in employment. This would
mean more income for households. Households purchase goods on
the reservation, import goods, pay taxes, and save. Receipt of wages
may also reduce transfer payments. An increase in employment
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will lead to changes in the household row and the household
column of a SAM. Such changes will cause changes in other parts
of the SAM. The purchase of additional reservation-produced goods
will increase output of local production, which will cause further
increases in income or jobs. An increase in imported goods, by stim-
ulating local non-Indian business may also feed back to the reser-
vation as an increase in the demand for expc rts.

An important point is that the SAM itsell does not explain how
these roundabout effects between different parts of the SAM will
occur. One can assume as a rough first approximation that changes
will be proportional, using the ratios in the given data as guides.
But the changes may not be proportional, requiring other informa-
tion. The SAM provides direction as one looks for this other infor-
mation. If the income of households increases, this causes one to
look at the in, ease in consumption by households. Such an in-
crease in demand requires that one look at the inputs used to pro-
vide the additional goods. The SAM, therefore, provides guidance
in formulation of questions about the impact of a change in unem-
ployment rates.

Trust responsibility
One aspect of the federal government's trust responsibility is

that it protect or enhance the alue of reservation resources. Since
the federal government has been lax in upholding this responsibil-
ity, it is quite possible that the income from reservation resources
is lower than it shout I be. A SAM will record existing income from
resources But it will not tell what the income should be. Another
part of the trust responsibility is the provision of services to make
up for unfair treatment in the past. This "welfare" interpretation
forces us to examine in-kind suppoi c. The federal government pro-
vides medical care and commodities, for instance. These in-kind
transactions should be recorded in a social accounting matrix in
the appropriate boxes. In row 10 and column 20 IA% find the value
of transfers to households. This entry should include the value of
in-kind aid as well as cash aid. If the two should be distinguished,
then a separate column and row might be added to the SAM to ac-
commodate noncash transactions of this sort.
Mode n vs. traditional leasing practices

Many people have emphasized in recent years that the tradition-
al practice of leasing Indian land at low rates to non-Indians is not
wise. lv is involved than receipt of low levels of rent. Questions
of :-,,e structure of development and the control over development
in Indian leadership m 1st be considered. How does this issue reI ate
to a SAM? One answer is that some of the institutional dew:lop-
ment which would accompany a joint venture, for instance, would
not show up in a SAM because it is not a monetary transaction.

But a comparison of the manner in which each type of lease
would affect a SAM dces show that differences can be seen. For in-
stance, compare the ninth and the sixteenth rows of the 20 by 20
example. The ninth row gives receipts of tribal enterprises. It
shows that such enterprises receive a substantial share of value
added in many production activities. In addition, tribal enterprise
pays $1,000,000 to off-reservation institutions. This entry could rep-
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resent an energy company's share of the profits in a joint venture.
It could also be the management fee for a service contract. The
payment shows that an off-reservation entity or entities are de-
pendent on reservation enterprise.

The sixteenth row shows the receipts of tribal land. One-half of
these receipts come from off-reservation. This is the traditional
lease in operation. '"here is no involvement of tribal enterprise in
receiving the value added and passing it along to employees or to a
partner in a joint venture. Rather, there is a transfer from rest-of-
world in the tribal land row. The contrast between the ninth and
sixteenth rows, therefore, indicates the difference between a
modern resource concession and a traditional resource concession;
it is the difference between a joint venture and a lease.
Leakages

There are two issues ragarding leakages: (1) what are the leak-
ages? (2) Why are these leakages great? A SAM is a good tool for
answering the first question. It does not answer the second ques-
tion, which is more complex. For instance, why do households
import much? The causes of such imports arc the desires of con-
sumers and the potential sources of the goods. To understand
household importing behavior, therefore, one must understand the
nature of the demand and particular goods, and the reasons that
such goods are not produced on the reservation. Neither question is
easy to answer. Policies aimed at reducing such leakages would
need to determine those answers in order to be effective. .

Lack of capital structure
Rows 17 through 18 of the 20 by 20 example show an outflow of

savings from the imaginary reservation. A cause for this outflow
may be a lack of banking institutions on the reservation to allow
investors the return aey desire for their funds. Thus, it may be
possible for SAM to cord the evidence of a problem. But it does
not tell us the cause of the problem. Savings institutions may be
absent from a reservation for a variety of reasons. l'here may be a
problem in scale; the resenation economy may be too small. There
may be a jurisdictional problem; no government has set up the
legal background required to operate a savings institution. There
may be unfavorable policies pursued by the federal government
through the Bureau of Indian Affairs. In addition to not showing
why there is an outflow of savings, a SAM cannot show the conse-
quences of reversing that flow without additional information. For
instance, investment on the reservation may expand job opportuni-
ties. Ix. rder to chart the effects of such a development, one would
need to know what the new enterprise will produce, whom it will
employ, what inputs it will use, and where it will sell its output. As
with dealing with unemployment, a SAM is only part of the story.
Dependence

What is the proper definition of dependence? Is it an economic,
political, or sociological term? The illustrative SAM provides some
ratios which may measure economic dependence. But political or
social dependence are different, institutional, issues.
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Economic dependence occurs when a reservation institution or
group of institutions depend upon income that comes from outside.
This income may be in cash or in kind. The higher the proportion
of outside support, the greater the dependence.

Political dependence may partly follow from economic depend-
ence. A go _rnmeht which relies upon intergovernmental transfer
is subject to some control by the source of the funds. State, city,
and county governments share this problem with tribal govern-
ment. But tribal government has an additional problem that differ-
entiates it from otbnrs. Tribal government must deal with colonial
regulations. The Bureau of Indian Affairs is in the position of
having veto power over certain law-making powers of tribal govern-
ment. This is an institutional dimension which cannot be dealt
with by an accounting system whose primary focus is on numbers.

Indian society also experiences possible dependence in the social
area. American culture has a variety of ways to impose its prac-
tices and its information systems upon Indians. Indian children
attend non-Indian schools, and receive influence which may under-
cut or weaken family ties. Television portrays particular goals and
means of achieving them. Newspapers and magazines project par-
ticular images of Indians. All of these factors may cortribute to
forms of dependence which are difficult for economists and the
tools of economists to handle.

G. CONCLUSION

The previous section has stressed both some of the strengths and
some of the weaknesses of a Social Accounting Matrix as a method
of analyzing the structure of an economy. One main benefit of con-
structing a SAM is that it will show the relationships between the
reservation economy and the outside economy. The example provid-
ed in this chapter would l._-.e improved if the "rest-of-world" sector
were divided into several parts. One of these would be non-Indian
enterprise within the boundaries of the reservation. The example
shows that Indian households consume $12,490,000 worth of goods
that are imported. Many of these may be imported from neighbor-
ing non-Indians. Federal and Tribal governments also import con-
siderable amounts. These imports are leakages from the tribal
economy, but they are valuable injections for the neighboring econ-
omy.

Another benefit of constructing a SAM is that the degree of de-
pendence of different institutions on outside sources of income can
be revealed. Transfers to households and to tribal governments
show up clearly in the rest-of-world column. The ratio of these
transfer to total receipts give a measure of dependence. In addi-
tion, examination of the uses of income by these institutions can be
quite revealing. Transfers to Indians can flow through the Indian
economy by moving from Indians to neighbors through imports.
This is the phenomenon which Ahemd Kooros calls "dependence
for the sake of leakages." Indians are stigmatized for receiving
transfers, but non-Indians receive much benefit from such activi-
ties as constructing homes, selling food, and clothing, and so forth.
Evidence on such interdependence between a tribe and its neigh-
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bors can be used to good effect by tribal leaders in their political
activities.

A SAM can also be used for economic planning. New projects can
be evaluated to see if they improve tribal self-sufficiency. Increases
in exports, a shift in consurrption from imports to tribally-pro-
duced goods, replacement of transfers from the rest-of-world by
factor incomes from on-reservation activity, and increases in the
dependence of the rest-of-world on tribal activity might all be re-
garded as beneficial changes in the structure of a reservation econ-
omy. The following two chapters show how a SAM might be used
to estimate the impact of a project. The effects of the agricultural
project in Chapter 4 will be shown using the 10 by 10 example. The
effects of the manufacturing project in Chapter 5 will be shown
using the 20 by 20 example.
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CHAPTER IIIAN AGRICULTURAL PROJECT

This is the first of three chapters which present examples of the
application of social cost-benefit analysis. This chapter begins with
a brief review of the principles of private discounted cash flow
analysis and the ways in which a private analysis of a capital in-
vestment decision can be transformed into a social analysis. It then
goes on to present a fictitious example of an agricultural project.
After completing the discounted cash flow analysis, a few remarks
about institutional analysis are presented. Then the impacts of the
project on a reservation's economy are calculated using the 10 by
10 social accounting matrix presented in Chapter 3. Chapter 4 pre-
sents an analysis of a manufacturing project, and Chapter 5 deals
with a mining project. The first part of Chapter 6 compares the
three projects.

A. SOCIAL DISCOUNTEP CASH FLOW ANALYSIS

Social cost-benefit analysis is the application of discounted cash
flow analysis in the public rather than the private sector. This sec-
tion will review the concepts used in discounted cash flow ane,lysis.
A small example is given which shows both a private and a social
computation. The purpose is not to provide a comprehensive incro-
duction to the entire field of cost-benefit analysis, which is avail-
able in other books.' Rather, this brief introduction is intended to
refresh the memory of those who have studied the topic before and
to provide readers new to the subject with the basic definitions.
The example illustrates the arithmetic of discounted cash flow
from a private and a social point of view.

The private point of view uses market prices to compute costs
and benefits. The ocial pint of view uses shadow prices to com-
pute costs and benefits. Shadow prices may equal or differ from
market price'. depending upon circumstances.

For both private and social calculations of the v !ue of an invest-
ment, capital costs which occur early in a project must be com-
pared to benefits which occur later. This comparison involves use
of an interest rate or a discount rate. The purpose is to compare
each in-,-estment to the same standard. For a tribal analysis, the
rate of interes' earned on investments of tribal trust funds through
the Bureau of Indian Affairs' Albuquerque Office might be a rea-
sonable standard to apply. The reason is that such investment is
always an alternative to investing in a project on the reservation.

' Bierman and Smidt 0915) and Clark, Hindelang and Pritchard 11979) are two of many books
that explain private discounted cash flow analysis and the larger topic, capital budgeting
Thompson 11980) and Granelich 119811 are two recent books on social capital budgeting, both
have numerous examples Keeney and Raiffa (19751 give ways to deal with difficult choices in
which monetary values are not sufficient. Two older books and one collection of articleson key
controversies are Little and Mirrlees 11974), Dasgupta., Sen, and Marglin (1972), and Layard
(1974)
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That interest rate would have to be adjusted downward by antici-
pated inflation if all other data is in constant prices.

The formula for a preseat discounted value calculation is the fol-
lowing:

CFI CF2 CFT FV
NPV=CF0+ + . . . +

(1+r)' (1+0 2 (1+r)T (1+r)T

Where

NPV = net present value of the project.
CF0 = cash flow in the base period, usual-

ly part or all of the capital cost
of the project.

CFI to CF = the cash flow in each of the years
of the project.

T = the total number of years of the
project, not counting the base
year.

r = the interest rate.
FV = any final or salvage value which is

earned in addition to the cash
flow of the project in the last
year of the project.

The net cash flow of a project is the difference between the reve-
nues earned from a project and the costs in each of the years of the
project. If a project takes several years to build, then there is a
negative cash flow in each of the construction years to represent
the capital cost.

Table EX-1 gives data for a three period example which illus-
trates this formula. Suppose the project is a boat rental business on
a river. The investment costs $150,000 and generates the following
data for each of three years based on market prices. Re-,enues total
$200,000 a year. Land must be rented for $20,000 a year, labor
must be employed at a cost of $120,000 per year, and additional
materials worth $4,000 a year must be consumed. The net cash
flow for each year is therefore $56,000 per year. The scrap value of
the capital equipment at the end of the third year is $10,000. As
shown in the table, application of the discounted cash flow formula
gives a positive net present value of $11,140. This means that the
project is better than investing the money at an interest rate of 5
percent per year.
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Table EX-1

Private Discounted Cash Flow for a Small Example

A. DATA

Initial Capital Cost

Annual Sales Revenue

Annual Costs to Production, Market Prices

Rent $ 20,000
Wages 120,000
Materials 4,000

Annual Cash Flow

Scrap Value

B. CALCULATION

CF
0

CF
1

CF
2

CF
3

FV

r

CF
1

CF
2

CF
3 FV

NPV = -CFn = + + +

" l+r (1 (1.03)2

-150,000

56,000

56,000

56,000

10,000

.05

NPV = 150,000 +
56 000

+
56 000 56,000 , 10,0001.f0251.157625 1.157625

NPV = 150,000 + 53,333 + 50,794 + 48,375 + 8,638

NPV = 11,140

$150,000

200,000

144,000

56,000

10,000
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Now suppose that the data for the example would be changed if
social values were taken into account. If this is a project using a
river for recreation purposes, then one easily imagines that such a
project might have effects outside of the costs and benefits which
are realized in monetary form by the boating project itself. Assume
that the presence of recreational boaters decreases the number of
fish caught by tribal members, decreases the enjoyment which
tribal members receive from using the stream, and that the mr.ne-
tary value of these losses to tribal members total $41,000 per year.
Assume that the project increases the income of workers on the
reservation by $50,000. Before the project, total income of the work-
ers from other work and from welfare was $70,000. With the
project, the income of the workers rises to $120,000.

These assumptions mean that to perform a social cost benefit
analysis, the annual cash flow must be recalculated taking the
social costs and benefits into account. The market price of the con-
gestion coststhe lost fish and recreation enjoymentwas zero,
since the operator of the boating project did not pay for them. But
the. shadow price of them is $41,000. For wages, the market price is
$120,000, which is what the operator pays his workers. But the
shadow wage cost is only $70,000 since that is the previous income
received by the workers. As constructed, this project provides em-
ployment benefits while imposing environmental costs.

Table EX-2 applies the net present value formula to the project
when shadow prices are used. Since no adjustments were made to
the revenues, the market price is the shadow price, and revenues
remain at $200,000. Total costs change, however. Land rental re-
mains at the market rate. Wage costs are given a shadow wage
that is $70,000.2 Materials remain at the same level. But an addi-
tional cost of $41,000 is charged for environmental losses. The
result is that annual costs for this example fall to $135,000. The net
cash flow for each of the three years of the project rise from
$56,000 to $65,000. Applying the formula, the net present value of
the project when shadow prices are used rises to $35,649.

2 The usual practice is to change the wage rate of workers to show employment benefits An
equivalent approach would be to increase annual revenue by $50,000 while leaving the wage
cost at $120,000 per year The net cash flos in each year would still be 5t,;),000
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Table EX-2

Social Discounted Cash Flow for a Small Exampie

A. DATA

Initial Capital Cost $150,000

Annual Sales Revenue 200,000

Annual Costs of Production in Shadow Prices 135,000

Rent $ 20,000

Wages 70,000

Material 4,000
Environmental Costs 41,000

Annual Cash Flow 65,000

Scrap Value 10,000

B. CALCULATION

CFO = -150,000

CF
1

= 65,000

Cr
2

= 65,000

CF
3

. 65,000

FV = 10,000

r = .05

CF
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2

+
CF

3
+

TV
= +NPV -CT

o
(1+r)2 0+03 (1+r)3

65 000 65;000 65000 10000
NPV = -150,000

1.1025 1.157625 1.157625

NPV = -150,000 + 61,905 + 58,957 + 56,149 + 8,638

NPV = 35,649

52-546 0 - 86 -
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The internal rate of return for a group of cash flows is the inter-
est rate which makes the net present value equal zero. The inter-nal rate of return can be found by searching or through use of afinancial hand calculator. The internal rate of return for the pri-vate set of cash flows is 8.81 percent. The internal rate of return
for the social set of cash flows is 16.95 percent.

Inflation must be dealt with next. An assumption that all prices
increase at the same rate is an easy way to deal with inflation.
Define the following notation:

i= rate of inflation
m =money rate of interest
r==real rate of interest

The real rate of interest is the rate of interest in constant prices. Itis related to the rate of inflation and the money rate of interest bythe following formula:

(1 + r) = (1 ± m)1(1 i)
For example, if i = .08 and m = .18, one can calculate the implied
value for r, which is .0926:

1.0925926 = 1.18/1.08
When all prices increase at the same rate, one can calculate a dis-counted cash flow analysis using the real rate of interest given bythe above formula or do so using anticipated prices and the mone-tary rate of interest.

The following formula should be u. d to calculate net presentvalue when inflation affects costs and reven':es at an equal rate:

CF, CF,(1+1)2
NPV= -CF0+ (1 +g)

12(1+m) (1+ m

CFT(1 + tJT

(1 + m)T
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Where

NPV = net present value.
CF0 = capital cost in the base year.

CF CF2, .. CFT = cash flow values in each year
in coir.3tant prices.

rate of inflation.
monetary rate of interest.
total number of years of the

project.
FV = final value of the project in

constant prices.

This formula says that that cash flow values are larger each year
because of inflation. An ilicreasa due to inflation is not "real",
however, and the rate of interest used to discount the cash flows
must be larger.

The small example can be recalculated with inflation to show
that the result is the same. Suppose all prices increase at 10 per-
cent per year. Then, since

(1 m) (1 ± 0 (1 r),

The monetary rate of interest is
1.15 = (1.1) (1.05)

This says the monetary rate of interest is 15.5 percent. Table EX-3
shows the calculations for the small example. The present value re-
mains the same.

When people refer to interest rates, they usually refer to mone-
tary interest rates. Real interest rates are of more interest to
economists, because of their desire to see through the veil of money
to real goods and services. ln an actual study, one must be careful
to use a monetary rate of interest if future cash flows are calculat-
ed in anticipated prices, and to use a real rate of interest if all
future cash flows are calculated in today's prices, which then are
constant prices. It would be an error to perform the calculations in
Table EX-1 using 15.5 percent. if one did so, the net present value
of the project in market prices would be negative. The second part
of Table EX-3 shows the erroneous result of using a monetary rate
of interest with constant prices.
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fable EX-3

Private Discounted Cash Flow Analysis
for a Small Example with Inflation

A. Calculation done CORRECTLY with 10% rate of inf'ation, 15.5% interest rate

NPV = CF0

NPV = -1500n nn A

NPV = -153,000 +

NPV = -150,000 +

CF
1
(1+i) CF

2
(1ri.)

2
CF

3
(1+i)

3
FV(1+i)3

(1+m)

56 015 .1) 55 1 )
2

+
5611. ;4)

3
10 0 )

3

61600

10.9019 017

67,760

4

74,536

10.504 79.9

13,310
1.155

53,333

1.334075

+ 50,7)4

1.540799

+ 48,375

1.504799

+ 8,638

NPV = 11,140

B. Calculation done INCORRECTLY using constant -ices but the monetary rate
of interest o' 15M-

NPV = -150,000 +
56,000 56 U00

+
66 000

+ 1) 000

1.155 (1.155)4 (1.155) (1.155)

NPV = -150,000 + 56 000 56,000 56,000

1.540799
+ 10,000

1.1% 55 1.334025 1.540799

NPV = -150,000 + 48,4E5 + 41,978 + 36,345 + 6,490

NPV = -150,000 + 133,298

NPV = -16,702
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If the prices of different components are assumed to change at
different rates, the analysis becomes more complicated and a mone-
tary rate of interest must be used. In "ny analysis of a project, one
must predict or make assumptions about future price trends. If the
price of output increases at a rate that is lower than the rate of
price increase for inputs, then the annual profitability of the
project will decline. If the price of output increases faster than
costs, then profits will increase. Although the agricultural example
about to be examined assumes all prices increase at the same rate,
this simplification may not be justified in particular cases.

In summary, social cost-benefit analysis is the application of dis-
counted cash flow analysis from the public rather than the private
point of view. Private discounted cash flow ariz...lysis identifies a
firm's costs and revenues of a project using market prices. Antici-
pated costs and benefits in each year of the project are identified.
An appropriate discount rate is used to convert all future costs and
revenues into dollars of the present year. If the present discounted
value of costs is less than the present discounted value of benefits,
a project is undertaken. Such projects will show a positive discount-
ed present value.

One major reason for recommending social cost-benefit analysis
is that it begins with calculation of private discounted cash flow. A
second reason is that market prices are adjusted to take ,ccount of
factors which cause the market price of a good or service to depart
from the social va'we (or cost) of that good or service. Quoting
Little and Mirr lees (p. 19):

The essence of a cost-benefit analysis is that it does not
accept that actual receipts adequately measure social bene-
fits, and actual expenditures social costs. But it does accept
the actual receipts and expenditures can be suitably ad-
justed so that the difference between them, which is there-
core very closely analogous to ordinary profit, will properly
reflect social gain. The prices used, after such adjustments
have been made, will be called "social accounting prices,"
or for short, "accounting prices."

The reasons for using social cost-benefit analysis, therefore, are the
asons that cause market prices to diverge from social accounting

priceb. This work uses "shadow price" to mean "social accounting
price."

Let us suppose that one is considering projects for an Indian res-
ervation. A discounted cash flow analysis has been performed using
market prices. What changes might be required to transform pri-
vate into social cost-benefit analysis? The price of land on an
In iian reservation may not reflect scarcity values because of price
controls exercised by the tribal council or the BIA. An example is
the lease rate on grazing land, which may be above or below its
true value. Because Indian land is "trust" land, it is not open to all
types of market transactions, and therefore its price may under-
stat.1 its social value. Teere may be substantial rates of unemploy-
ment on the reservation, meaning that market wage rates should
be replaced by shadow wage rates that represent what persons ac-
tually give up when they accept jobs. The fact that capital markets
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are imperfect for Indian reservations suggests that the social cost
of tribal funds be examined.

Tribal governments are generally dependent on air deral gov-
ernment for many services and expenditures; therefor.,, the tribal
government's indepene nt revenue is especially imr5rtant. When
such funds are committed to an investment project, they may de-
crease a tribal government's options in the short run; but a later
increase in tribal revenue should also be valued at a shadow price.
Another aspect of this question is the proper price tr, give the aid
available from government agencies; such aid may have strings
which lower its value from a tribe's point of view.

Certain project may be more beneficial to 'the poor members of a
tribe, while others would benefit the well-off. The distributional
impact of a re- ject would cause different weights to be assigned to
the income of diffent individuals in a tribe, as opposed to the
market value of the income. External effects should be accounted
for in the definition of a project. If such was not done, external
costs or benefits would need to be considered. An example is the
external cost associated projects which bring non-Indians onto
a reservation to live. Another is pollution, and there are many
other possible external costs.

This presentation of social cost-benefit analysis is intended to
show the usefulness of project analysis for a development finance
institution, Although certain subjective matters are involved, such
as the choice of shadow prices and a discount rate, the subjectivity
exists within a frai. .:work which limits the ability of an analyst to
be arbitrary. if we imagine that project analysis occurs in a tenon
atmosphere, public application of social cost-benefit analysis
serve to reduce tension. As tribes bemme accustomed to using it,
they would present proposals in the framework, and would expect
to be judged within that framework.

Past efforts at providing capital by the BIA and EDA have run
into problems because particular types of projects were empha-
sized. In theory, project analysis itself does not support one ever
another type of project. Each particular mix of market prices and
stadow prices, however, would tend to support certain tz-,,es of
projects. Since analysts must give and defend the reasons for each
shadow price choice, the resulting "bias" really represents a rea-
sonable crAcome.

B. AN AGRICULTURAL PROJECT

We now turn to application of these principles to an agricultural
project. This project is constructed that it provides a modest return
when one examines only c'.anges in property income. Social cost-
benefit analysis gives different results from private cost-benefit
analysis. The project lowers the unemployment rate during the life-
time of the project. Because of this effort, the rate of return calcu-
lated with profit-type income is smaller than the rate of return
when increased wages are counted as a bent,:. Evaluations of the
project will be made from four points of view: the individual Indian
operator, the tribe, the federal government, and the American
Indian Development Finance Corporation.
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The agricultural project is hypothesized to involve improving the
productivity of tribal land which foemerly had been leased to non-
Indians. This land is then leased to twenty-five Indian operators.
The AIDFC loans the tribe $2,500,000 to finance the improvement
of the land. The tribe contributes an additional $2,250,000 as a fund
for lending to operators for their investment in equipment and ani-
mals. These loans may be offered to operators at a rate of interest
below the market rate. Operators are assumed to invest an average
of $10,000 each from their own resources. The total investment is
$5 million dollars. Although an agricultural project can have an in-
definite life, for the purposes of this illustration the project period
is assumed to be thirty years. All productivity of the project after
the first 30 years is captured by an estimated final capital value of
$2,000,000 in the first year's prices. Three-quarters of the final
value will belong to the tribe and one-quarter to the operators.

The project is assumed to provide 50 full-time jobs. Twenty-five
of them are for operators of new farms; these pec e are assumed
to have full time jobs. The other 25 full time positions are as hired
labor, and it is assumed than these positions are filled by people
who would be unemployed without the project. The provision of full
time jobs creates social benefits by providing work, and tangible
benefits to the federal government in the form of reduced welfare
payments and increased tax revenue.

Table AG-1 presents the basic technical data which describes the
annual revenue and costs of the project as a whole. Annual sales of
crops are assumed to be $2,800,000 in the first year of operation.
Intermediate products and services are assumed to be $1,250,000, of
which $175,000 are purchased from other members of the tribe en-
gaged in agriculture. Value added is the difference between sales
and the cost of materials, $1,550,000. Value added consists of pay-
ments of labor of $300,000; rent of $500,000; and profit of $250,000.

TABLE AG-1.DATA FOR AN AGRICULTURAL PROJECT WITH INFLATION

Item 1st year 2n0 yes 30th year

Total sales $2,800,0000 $3,024,000 $28,115,439

Cost of materials and services 1,250,000 1,350,000 12,518,321

Purchased on reservabon

Agricultural products 98,000 105,840 986,140

Other products . 51,000 81,560 513,511

Purchased off reservation 1,095,000 1,182,600 11,018,609

Value added 1,550,000 1,614,000 15,591,118

Wages 800,000 864,000 8,050,126

Rent .. 500,000 540,000 5,031,328

Profit .... 250,000 210,000 2,515,664

Note the assumwS rate al Mahon is 8% per yeas la as choMehis

Each year, these components all increase in magnitude because
of inflation, which is assumed to average 8 percent during the life
of the project. The second column of I able AG-1 gives the compo-
nents in the second year, and the third column gives them for the
thirtieth year. With an assumes inflation rate of 8 percent per
year, the final capital value of tb .3 project is $2,000,000 times 1.08
to the 30th power. The multiplication factor is 10.06267; prices in-
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crease by a tactor of more than ten during the thirty year project.The final value is $20,U.,40 in prices of the thirtieth year.
It is assumed that the monetary rate of interest is anticipated to

be 18 percent for the life of the project and that inflation will con-
tinue at 8 percent. The real rate of interest, therefore, is 9.26 per-
cent.3

C. THE RETURN TO CAPITAL ALONE

The first illustrative calculation gives the present value and in-
ternal rate of return of the project using only profit-type income,
no matter who is the recipient. These benefits will be compared to
the total capital outlay of $5,000,000. The components of the in-
crease in property income are listed in Table AG-2. They total
$550,000 per year. The estimate(_ final capital value of the project
is $2,000,000. The present value of the income plus the final capital
value is $5,663,466 at an interest rate of 9.26 percent. Since the
capital cost is $5 million, the net present value is $663,466. The in-
ternal rate of return for this is 10.57 percent. According to thisanalysis, the overall financial return on this project is modest if it
is regarded solely in terms of its change in property income.'

Table AG-2.Return on combined capital account
(Constant prices)

Capital outlay
$5,000,000

AIDFC
2,500,000Tribe
2,250,000Individuals 250,000

Annual increase in property income. 550,000

New rent to tribal land 300,000Profit ................................ ....... ..... ............. . 250,000

Final capital value
2,000,000Discounted cash flow results.

Number of periods: 30
Rate of interest: 9.26 percent
Net present value: 663,466
Internal rate of return: 10.68 percent

D. INDIVIDUAL OPERATOR'S ANALYSIS.

This project is presented with three different options, depending
upon what the tribe offers to individual operators on the project.
The reason for this is that the riskiness from the point of view of a
potential operator may be greater than from the point of view of
the tribal government. Therefore, the government may wish tocreate inducements to encourage tribal members to participate in

3 The actual value used in calculation for this chapter is 9 25926, devised from the expression(1 + r)= (1 18)/(1 08)= 1.095926.
In the calculations in this and the subsequent chapters, I used one of the financial handcalculators that are now available, the Hewlett-Packard HP-38C The HP manual for financialcalculations explains the use quite simply. Negative signs signify outflows and positive ones in-flows. For a n of SO years, an intc,rest rate of 9.26, an annual payment of 550,000, and afinal value of 2,000,000, the calculator gives a present value of 5,663,466. Sine the project onlycosts 5,000,000, this is a positive net present value. The reasoning is that we should have to pay5,663466 to obtain the indicated flow of payments at a rate of interest of 9 26 percent Since we

only pay 5,000,000, the net present value is positive

221

EST COPY AVAILABLE



227

the proje:t. The tribal government has two controls: the annual
rent on land and the rate o: interest to the operator. Three options
are presented here:

1. Rent and loan terms are determined by cost to the tribe. The
unimproved land is renting for $200,000; this is $8,000 per operator.
The amortization of the $2,500,000 loan for the improvement of the
land is $248,955 per year. This is $9,958 for each of the 25 opera-
tors. These total $17,958 for land rental. Amortization of the loan
to each operator is $8,963 per year for the thirty years.

2. The rent is above cost, but the loan is below the market rate,
at r = 5 percent. In this case, rent for the land remains at $17,958.
The loan's annual cost falls to $5,856 per year per operator.

3. The rent is ebove cost, at 20,000 for each operator, but the
loan is below cost, at r = 5 percent.

These three options each have different implications for the indi-
vidual operators analysis and for the tribal social cost-benefits
analysis. The third of these options was arbitrarily chosen to serve
as the one used in the calculation of effects with the social account-
ing matrix.

Table AG-3 gives the annual data for an average operator. The
top half of the table shows the data in money prices which increase
at the rate of inflation. The second part of the table shows the divi-
sion of gross property income for each of the three options, in con-
stant prices. The first column in the top half of the table is taken
from the data in Table AG-1. Each operator is assumed to be one-
twenty-fifth of the total. For all options, a value of sales, cost of
materials, and wages are the same. For convenience, the wage of
the operator before he started the project is charged as a wags cost
rather than included in the net cash flow. This is done to avoid
mixing wages with property-type income (although most farmers do
not separate these in their own accounts). The last line of the first
part of the table gives the total property income (that is, rent end
profit) as $30,000 per operator.

TABLE AG-3 -INDIVIDUAL OPERATOR'S ANNUAL DATA

A Inflation shown

Item 1st year 2d year 30th year

Total sales $112,000 $120,960 $1,127,018
Cost of materials and service 50,000 54,000 503,133
Value added 62,000 66,960 623,885

Wages 32,000 34,560 322,005
(Operator) (18,000) (19,440) (181,128)
(Hired workers) (14,000) (15,120) (140,877)

f,,ss property income 20,000 32,400 301,880

B Three options in constant prices

Option I Option 2 Ophco 3

Gross property income

less
30,000 30,000 30,000

Rent - 17,958 17,958 20,000
Amortization on loan -8,963 - 5,856 -5,856
Federal taxes 0 -500 -200

Equals

Cash flow 3,079 5,686 3,944
(Of which, depreciation is ) 3,000 3,000 3,000
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In the second part of the table, the $30,000 is broken up in differ-
ent ways, depending upon the option. Rent is $17,958 for the first
two options and rises to $20,000 in the third. Amortization of the
tribal loan is $8,963 in the first option and $5,856 in the last two.
Depreciation is assumed to be $3,000 for all three options. Once de-
preciation is subtracted from cash flow in tl.e first option, the net
increase in the operator's income is only $79. Therefore, taxes are
assumed to be zero. In the second option, $6,186 is available to the
operator after subtracting rent and loan amortization. Subtraction
of depreciation gives net lacome of $3,186. It is assumed that $500
in income taxes would be paid on this. Therefore, the operator's
actual cash flow is $5,62,G. In the third option, net income for the
operator is less, and his taxes are therefore also less, $200.

Table AG-4 gives the operator's private discounted cash flow
analysis under each option. Assuming each operator applies a real
discount rate of 9.26 percent, the result for the first option is that
the present value of the project is over twice the operator'3 contri-
bution. This return is above that shown in table AG-2 because of a
leverage factor: Most of the return above costs goes to the operator,
who has contributed only 5 percent of the capital.

Table AG-4.Operator's discounted cash flow analysis
(Constant dollars)

All options:
Number of periods 30
Initial capital outlay $10,000
Final capital value - ------ ---. ..... $20,000

Option 1 Rent and loan determined by r = 9.26 percent:
Annual cash flow $3,072.
Present value at 9.26 percent ?22,327
Internal rate of return (percent) 30.80

Option 2: Rent determined by r = 9.26 percent, loan at r = 5 pereer...
Annual cash flow
Present value at 9.26 percent $48,502
Inte,..al rate of return (percent) 56.86

Option 3: Rent above cost (at $20,000), loan below cost (at 5 percent)
Annual cash flow $3,944
Present value at 9.26 percent $31,009
Internal rate of return (percent, .............. ............... .................. 39.44

The present value for the second option is even higher, $48,502.
The internal rate of return is 56.86 percent. This is the bcst option
of the three for the operator.

For option 3, the present value of the project is more than four
times the operator's contribution of $10,000. The internal rate of
return for an operator is 39.44 percent. This hefty rate of return is
partly due to the leverage factor mentioned above, and partly Gue
to the fact that the tribe offers him a loan at the favorable rate of
5 percent after inflation. (If inflation is r.asumed to be 8 percent,
the money rate of interest on the loan is 13.4 percent.)
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E. TRIBAL ANALYSIS

There are two ways to conduct the tribal analysis. The first con-
siders only cash outlays and cash returns of the tribe in calculating
the costs and benefits ce the project. The second combines the
tribe's position with that of its members. This gives a social cost-
benefit analysis. Table AG-5 gives the costs and benefits to be con-
sidered in evaluating the project from a tribal point of view. The
tribe's new cash flow is the net increase in lease income from the
land and the amortization of each farm operator's loan. Other ben-
efits are the net increase in the incomes of formerly unemployed
tribal workers, and the net increase u. the income of tribal farm
operators.

The to half of Table AG-5 gives the data that applies te all the
options. The tribal government spends $2,250,000 of its own funds,
and tribal members spend $250,000. The tribe gives up its current
lease revenue on the land, $200,000. It must repay the loan from
the AIDFC at a real rate of interest of 9.26 percent. This treatment
of the AIDFC loan follows from an assumption that the loan will
be available only for this project. Therefore, it is a cost only when
repaid, not when originally accepted. The total annual costs, there-
fore, are $448,955 per year.

TABLE AG-5.-1RIBAL BENEFITS AND COSTS

(Omstant &An)

Initial capital outtly
Tribal government ... S2,250,000
Individual tribal members 250,000

Annual CMi.3

Foregone lease revenue. . . . 200,000
Amortization of AIDFC loan at the real rate of interest (r=9 26 percent) . 248,955

Subtotal ... 448,955

Annual benefits Option I Option 2 Option 3

Tribal revenue

Rent on tutu! land $448,955 $448,955 $500,000
Arnortuation of loans to operators 224,059 146,391 146,391

Subto.1, tribal revenue 613,014 595,346 646,391
Subtotal. tribal net benefits 224,059 146,391 197,436

Individual tribal members

Net increase in wage income 215,500 215,500 215,500
Net cash flow of farmers 76,986 142,150 98,616

Subtotal, individual's cash flow 292,486 357,650 314,116
Total, net benefits 516,545 504,041 511,552

The benefits depend upon the option chosen. The tribal revenue
comes from rent paid by operators and from amortization of the
tribal loans. The revenue is $673,014 for the first option. This is 25
times the amount paid by each operator, which is in Table AG-3.
Each operator pays $17,958 in rent and $8,963 in loan amortization
in the first case. Tribal revenue is highest in the first case, lowest
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in the second. Tribal net benefits are obtained by subtracting the
annual costs of $448,955 from each of the revenue figures.

It is assumed that all of the hired labor would be unemployed
and receiving welfare payments had this project not been under-
taken. This can be interpreted to mean emit on average the extra
unemployment experienced by workers on the reservation would
have been 25 additional person -yearn during the lifetime of the
project. A new source of steady employment is created when the
project goes into operation. (The asf umption does not mean that
approximately 25 workers would have been permanently out of
work for thirty years. Periods of unemployment probably would be
spread over a large number of people.)

With this interpretation, then, there are an additional 25 worker
years of employment at an annual wage of $14,000. This leads to an
annual reduction of transfer payments of $3,300 per worker and an
annual increase of $2,380 in income taxes. Therefore, the net
return per worker if $14,000 minus $5,380, or $8,620. For all 25
workers, the return is $215,500 per year in constant dollars. This is
the first of the benefits to individual tribal members which the
tribal government will consider as a benefit.

The second individual set of benefits follows from the net cash
flow of farmers. These figures are taken by multiplying the values
in Table AG-3 by twenty-five. The total individual benefits are
$292,486 in the first option, $357,650 in the second, and $314,116 in
the third.

Table AG-6 gives the two different discounted cash flow analyses
for each of the three options under consideration. When only tribal
revenue is considered, the present value of the project is negative
for the two options that involve subsidies to operators. (The present
value is positive in the first option because of the final capital
value, which is worth $105,279 in present value at the real rate of
interest.) When the benefits to tribal members are added, along
with the additional capital outlay of the operators, the net present
value becomes positive and the internal rate of return is above 20
percent for each of the three options.

TABLE AG-6.--TRIBAL DISCOUNTED CASH FLOW ANALYSIS

Option I Option 2 Option 3

I "MNl cash flow only
Number of periods 30
Initial capital outlay $2,250,000

Final cannel value $1,500,000
Annual benefits $673,014 $595,346 8646,391
Annual costs 1448,955 -- 8448,955 $448,955
Anna cash flow $224,059 8146,391 8197,436

Present value, r =9 26 percent 8105,279 8674,663 $162,070
Internal rate of return (percent) 9 75 6 09 8 51

II Tribal and mdrodual cash flows

Number of periods 30

Initial capital outlay $2,5,10,000

Final capital value $2,0b3,000
Annual tnbal cash flow 8224,059 8146,391 8197,436
Annual individual's cash flow 8292,486 8357,650 8314,116
Annual toW cash flow $516,545 8504,041 $511,552
Present Ale, r =9 26 percent $2,827,511 $2,701,946 $2,777,372

Internal rate of return (percent) 20 65 20 14 20 45
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F. THE FEDERAL ANALYSIS

The federal analysis from the point of view of the loan amortiza-
tion only would show no net benefit, whether or not the federal
government regards the expenditures by the AIDFC as federal ex-
penditures. The reason is that the AIDFC is obtaining the market
rate of interest on the loan.

But from a br3ader federal perspective, there is a positive
present value for the project because of the change in federal reve-
nue and costs due to the additional employment of 25 full time
workers on the reservation. Each of the hired workers will pay
$2,380 in income taxes and will receive an average of $3,000 less
transfer payment income. The total increase in revenue for the fed-
eral go% nnment is $134,500 because of the employed workers; the
present value is $1,350,647 for the first 30 years. In addition, each
of the farmers will pay additional taxes if the tribe adopts either
Option 2 or Option 3.

Under Option 2, each farmer pays an additional $500 a year in
taxes. This leads to a federal benefit of $12,500 for the operator's
taxes; when added to the change due to employing the hired labor,
the total feueral benefit is $147,000 per year. The present value is
$1,476,172.

Under Option 3, each farmer will pay $200 additional per year
because of an increase in income above the previous ,.alary. The
total change in the budget of the federal government is an increase
of $64,500 in taxes and a decrease of $75,000 a year in transfer pa,
ments. There is a net benefit of $139,500 per year; the present
value of this flow over 30 years is $1,400,857.

One could calculate an internal rate of return from the federal
point of view if one assumed that the AIDFC capital contribution is
a federal cost. In the AIDFC analysis in the next section, the feder-
al returns are counted, but they aren't examined separately. The
annual returns to the federal government would be the $139,500
just discussed plus the $248,954 amortization of the loan. With an
initial capital value of $2,500,000 and an annual return of $388,454
per year for thirty years, the internal rate of return would be 15.3
percent.

G. THE AIDFC ANALYSIS

(1) Financial
The point of view of an American Indian Development Finance

Corporation is examined next. The AIDFC itself is involved only
through its loan, which is made to the tribe at the market rate of
interest. Of course, the net present value of this loan is exactly
zero, since it will be paid off in thirty years at the g, 'ng rate of
interest.
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(2) Social

The AIDFC should also consider the social benefits to the tribe
and the social benefits to the federal government. The tribal social
benefits are given in Table AG-6. The federal benefits are those
discussed abo1e that result from a decrease in transfers and an in-
crease in taxes. Federal benefits are increased in options 2 and 3
because the farm operators pay income taxes. These are matched
exactly by decreases in the cash flow of operators. The only extra
federal benefits are the income taxes paid and the transfers not re-
ceived by formerly unemployed workers. Therefore, the total social
benefits are the same for all three options. It does not matter
which of the various people or institutions receive the benefits,
since we are not assigning different weights to each of them.

For this reason, we can look at total benefits as the sum of all
additional property income, extra net wages to workers formerly
unemployed, and the change in the federal budget due to taxes and
transfers. The increase in rent and profit totals $550,000 (See Table
AG-2), the new income of workers is $215,000, and the increase in
the federal surplus due to tax and transfer changes is $134,500. The
total social benefits are $900,000 each year. The second part of
Table AG-7 provides the AIDFC's social cost-benefit analysis. The
total capital cost is $5,000,000. At the going real rate of interest,
this project has a net present value of $4,178,162. Its internal rate
of return is 17.92 percent.

TABLE AG-7.AIDFC ANALYSIS

I Financial:

Number of periods . 3J
eRata of interest (percent) . 9.26

Initial capital outlay $2,500,000
Annual payment . $248,955
Net present value__ 0

II. Social analysis:

Number of periods . .. ... 30
Rate of interest (percent) .. 9.26
Initial weal outlay $5,000,000
Final capital value $2,00,000
Annual net benefits.... ..... ... ;300,000

Wages $215,500
Rent and profit .......... $550,000
Federal. $134,500

Net present value. $4,178,162
Internal rate of return (percent) 11.92

rl. INSTITUTIONAL ANALYSIS OF AN AGRICULTURAL PROJECT

An essential component of an analysis of an agricultural project
would be exam"ation of institutional issues. The checklist at the
end of Chapter 2 would assist identification of important factors.
Results would depend upon the particular situation. That this
chapter uses an imaginary example makes illustration of such
analysis very difficult. Too many possibilities exist to make a single
set of answers believable. Rather than proceed to describe a non-
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existent situation, this section provides a few remarks about the in-
stitutional possibilities.

Authority.The agricultural project design assumes that single
proprietorships are effective ways for farms to be organized. This
seems to be a reasonable assumption, since many individual Indi-
ans are employed in agriculture on Indian reservations, primarily
in ranching. The remarks in the section on authority in Chapter 2
are concerned mainly with the organization of large enterprises
where the labor force is greater than that of an operator and one
laborer.

Kinship and generosity.The main argument of the kinship sec-
tion was that we cannot say whether or not duties to one's kin will
affect the operation of a business. Thus, it is reasonable to assume
that single proprietorships can function without a drain on the in-
dividual a ability to preserve the capital value of his enterprise.
But, since the issue is often raised, an analyst would want to inves-
tigate the experience of individual farm or ranch operators on a
roservaion to verify that the single proprietorship form of organi-
zation can resist demands that its capital be dissipated.

Welfare.The main recommendation of the welfare section is
that projects which provide alternatives to welfare be large enough
to move a person far from the welfare margin and that the project
offer hope of a permanent change in status. The agricultural
project has both of these characteristics.

Patron-client politics.A system of electoral patron-client politics
might affect an agricultural project in at least three ways. First,
the selection of operators on the project would be of great interest
to patrons wishing to assist their clients. Since the opportunity to
benefit from tribal and AIDFC investment would be alluring, the
conseo'ient political activity should be taken into account. A need
for equitable allocation of this opportunity might contribute some-
what to depoliticizing the project. But it is difficult to imagine that
a project could be completely separated from political action.

Second, the financial terms offered to operators would be a sub-
ject of considerable debate. This is an aspect of the value of the
benefit received by operators. The larger the apparent subsidy from
the tribe to operators, the larger is the importance of considering
income distribution questions. Would the potential operators be
from the rich or the poor on the reservation?

Third, the construction of the project could become embroiled in
patron-client connections. No discussion is offered in this Chapter
on the subject of the organization and design of the expenditure for
capital construction for the agricultural project. The assumption
was that the project could be constructed in an efficient manner.
But in the political situation on a reservation, political connections
to patrons in either the Council or the Bureau might be important
in the choice of contractors to improve the land for the project.
Possible unfortunate aspects of political rather than technical se-
lection If construction firms might matter.

Commoit property.Assembling land for use in an agricultural
project may involve much adjustment in land tenure. The exact
problem would be different on ever" reservation. But whether or
not allotted land is involved would be important. Usually, land is
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being used by someone, and the rights and political power of those
users needs to be taken into account.

Transaction costs.One major transaction cost for individual op-
erators of agricultural enterprises is that access to capital on the
private market is difficult. This difficulty is taken into account in
the design of the agricultural project, since it includes the avail-
ability of loans to the operators from the project. Even so, there
may be costs which are underestimated in the given data.

For instance, there was no discussion of the availability of exten-
sion aid to the operators. No agricultural project of substantial
magnitude can succeed without some attention to the provision of
technical assistance to operators as they modify their production
activities to take advantage of new opportunities. It may be that
extension aid is available only through the State, and that Indian
operators have problems getting help.

I. IMPACT ON RESERVATION ACCOUNTS

A next step in analyzing the agricultural project would be to
chart the changes in reservation accounts. Chapter 3 presented an
accounting framework that might be used to trace through the ef-
fects of a project on a reservation's economy. The purpose of this
section is to use the 10 by 10 accounts presented in that chapter to
examine the effects of a project. The tables presented so far in this
chapter examine only the "direct" effects of project. The more curi-
ous reader may be interested in other effects. For instance, does
the purchase of consumption goods by workers in this project help
other sectors on the reservation? Does the purchase of inputs to the
agricultural activity on the many farms aid other agricultural prc
ducers on the reservation? How much of the additional incom
earned on the reservation stays on it, and how much is "leaked
out to the surrounding economy? Questions such as these can be
answered with a social accounting matrix, a SAM, providing one is
willing to accept some assumptions.

In carrying out an analysis with a social accounting matrix, it is
helpful to do so in stages. First one examines the direct effects, and
shows how the direct effects create imbalance in a SAM. The defi-
nition of "imbalance" is that the sum of each row no longer equals
the sum of each column. The next step is to move towards balance
by changing other parts of the SAM so that some of the row and
column sums are equal. One might choose as a goal the attainment
of a new full-balanced SAM. Although this would be a useful exer-
cise, our purpose is only to gain insight about the possible conse-
quences of a project. The SAM itself does not provide enough infor-
mation to serve alone as a tool for predicting the consequences of a
new economic activity. To predict all the consequences, one has to
know something about the behavior of various parts of the econo-
my when there is change. The SAM only tells us where we are. Or,
in the case of this example, where we imagine we are.

Looking ahead, Tables AG-8 and AG-9 present two steps towards
balancing our SAM. Table AG-8 shows the "direct" or "first
round" changes in dollar flows during any of the years of operation
of the project, using the 10 by 10 example of a reservation social
accounting matrix. This table does not present the indiract or in-
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duced effects of the project; for this reason the changes do not
result in a balanced set of accounts. In order to balance the ac-
counts, one must chart cut the impacts of extra purchases by the
producers in the agrica.ural project both for purchases of inputs
in agriculture and purchases for their own consumption. Table
AG-9 presents the effects of the additional purchases just described
on output in the two production sectors. Most accounts balance; but
the government, capital, and the rest-of-world accounts are not in
balance. A third set of assumptions and computations would have
to be made to complete the rebalancing of the social accounting
matrix. Tables AG-8 and AG-9 present the first steps, therefore, in
the use of a SAM to examine the impacts of a new project on a
reservation's economy.
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(4)

(5)

(6)

(7)

(8)

(9)

(10)

Tatle AG-8

Direct Effect of Agricultural Project

Expenditures (5000's)

PRODUCTION INSTITUTIONS

Rest

Agri Other Imports Firms Households Governments Labor Propert; Capital Wor;d Totals
,1) (2) (3) (4) (5) (6) (7) (8) (9) (10)

Agriculture +98 +6.5
+2,800 +2,904.5

All Other +57 +48.3
+105.3

Imports
+233.1 +233.1

Firms +1,b50
+1,550.0

Households
+448.6

-75 +373.6
Governments +5 +59.3 +197.4 '261.9
Labor +898.6

-450 +448.6
Property +397.4

-200 +197.4

Capital +249.0 +26.2
-264.9 +10.3

Rest of World +1,095 +233.1
+1,328.1

Totals +2,800 +1,550 +373.6 0 +448.6 +197.4 +1,801.1

3alance7 No No Yes Yes Yes No Yes Yes No Np
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Agriculture
2 All Dther
3 Imports

Fires
5 Households
6 Rovene ents
7 Labor
8 Property

(9 Capital

( 0 Nest of World

Total Induced

Total Direct
(Table AG-8)

Direct and
Induced

Is balance

Achieved

Ls
Table 66 -9

kale Induced Effects of the Agricultural Project

Expenditures

PRO 00E11 0 N INSTITUTIONS

Capital

(9)

Hof

World
(10)

EFFECTS

Agri

(1)

Other

(2)

Imports

(T)

fires

(4)

Noeseholds
(5)

Governments
(6)

Labor
(7)

Property

(8)

Total

Induced
Total

Direct
Direct 6
Induced

CI
.5 '

11

.7.0
.1 0
13 0
62 9

.11.7

.25.3

.62.9

2,9045
.105 3
,33.1

2,916 2
130 6
296 0

.51 7 .75 S

*9 6
4 95.
.6 2

.17.4
95 9 .6 2

.127 2

I0e.1
.27.0
.93 9
.6.2

.1,550

.373.6

.261.9

.448 6

.197.4

11,677.2
475 7
266.9
544.5
203 C

.15 5 .7 0 -16.6 .5 9 .10 3 .16.2

.50.1 .47 4 629 .1604 1,1261 165

116.2 .130 6 462.9 .127.2 0e.1 0 .95.9 *6 2 0 .16 6

12,100 .233.1 .1,550 .373 6 0 .448.6 .197 4 0 r1,810 1

i2,916.2 .130 6 .296.0 .1,677.2 475 7 0 .544 5 .203.6 0 01,793 5

Vas Yes Yes Yes Yes No VII Yes No No
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The analysis of the agricultural project up to this point has had
three options aid each option was evaluated. The effects on the
SAM will be charted only for the third of the three options. The
firot round effects of the project consist of the following changes,
presented in Table AG-8:

1. An increase of $2,800,000 in exports. This is the entry in row 1,
column 10. The sales of agricultural products from the project is
assumed to be entirely to purchasers off the reservation. Column 1
gives the way in which the project purchases materials, labor, and
rent. The increase of $2,800,000 in row 1 is matched by an increase
of $2,800,000 in column 1, to which we now turn.

2. Column 1 shows how the total sales value of agricultural prod-
ucts is distributed to value added and to purchased material inputs.
These numbers are taken from the first column of Table AG-1. Ma-
terial inputs come from three sources. Imp -its account for
$1,095,000 of the cost of production. Material inputs purchased on
the reservation are $98,000 from other agriculture, and $57,000
from all other sectors on the reservation. There is an increase of
$1,550,000 in value added in agriculture (row 4, column 1.). Next we
examine the impact of value added in other parts of the matrix.

3. Column 4 shows the distribution of the net increase in value
added. Wages increase by $898,600. This is the sum of wages paid
to hired workers, $350,000, wages of operators before the project
occurs, $450,000, and self-employment net cash of $98,600 to
farmers (Option 3 in Table AG-3). Property incomes created on the
reservation increase by $397,400. Governments receive an addition-
al $5,000; this is payment by operators of their contribution to their
worke FICA Social Security tax. There is a payment of $249,000
to the capital account. This is the annual payment to amortize the
loan from the AIDFC (which has been rounded upward from th,.:
figure of $248,955 given in Table AG-5). It is entered in column 4
row 9 as a positive entry and in column 10 of the same row as a
negative entry. (The actual number in column 10 of row 9 is larger
because it includes an outflow of savings by households). The next
step is to examine each of the rows which have been affected by
these changes in the third column.

4. The increase in labor income from the project is $898,600 (row
7, column 4); but the net increase in labor income in the reserva-
tion is less, because the operators are already employed. Assume
all the or- -ators were working for non-Indians. Then we must
reduce labor income from the mfr.:of-world by $450,000, the wages
which these operators would receive without the project. Such
wages are shown by the negative entry in row 7, column 10. Thus
the net increase in labor income is $448,600. This is shown as the
sum of row 7. This sum is entered in column 7 as a payment by the
factor, "labor" to households.

5. Row 8 shows the changes in property income. The project pays
$397,400 to the tribe as earnings on tribal property. 11,;nt of lane to
outsiders falls by $200,000. This is shown by the -200 in row 8,
column 10. The net increase in property income is therefore only
$197,400. This is the auto of row 8 and is entered in column 8 as a
payment by tribal property to the tribal government.

VV3 have now examined all of the entries in the interior of Table
AG-8 which are immediate impacts of the agricultural project. The
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next step is to examine the ways in which these entries affect other
parts of the table. I have chosen to put one more step into this
table, by showing how households dispose of the additional income
which they receive. This is done by showing their expenditures.
But before examining their expenditures, we must reduce their re-
,:eipts by the reduction in transfer payments.

6. Transfer payments are reduced by $75,000; this represents the
assumed reduction of $3,000 per worker that is no longer unem-
plo.ved. It is entered as a negative entry in row 5, column 10, where
we record payments from governments to households that are
transfers from the rest-of-the-world.

7. We now turn to household expenditures, column 5. The sixth
entry in column 5 shows taxes paid by households to governments,
$59,500. This represents income tax and FICA tax payments to the
federal government. The total taxes paid are taken from the calcu-
lation in section 4.E that total federal taxes under Option 3 are
$64,800. Part of this total is FICA taxes paid by firms (the $5,000
entry in row 6, column 4), and the remainder is FICA tax and
income tax paid by households.

8. Rows : and 2 of column 5 show the purchase of products pro-
duced on the reservation by households. They purchase $6,500
worth of agricultural products and $48,300 worth of other products
and services on the reservation.

9. Purchases of goods and services produced off the reservation
are entered as imports on the rest-of-world account. This is the
largest type of expenditure by households, a total of $233,100, en-
tered in row 3, column 5, and again in column 3 of row 10.

10. Row 9 of column 5 shows savings by households. Such savings
are assumed to be $26,200. Of this, savings invested off the reserva-
tion are $15,900. This is entered in row 9, column 10, as a negative
flow. The total outflow on the capital account is the sum of this
figure and the amortization of the AIDFC loan.

This completes the description of the entries within Table AG-8.
We now should bank off a bit and examine the imbalances which
have now been created in the reservation accounts. This means 10
comparisons must be 'ade, as follows:

Row and Column 1. The row and column do not balance. The
column sum is the increase in expenditures of the agricultural
sector caused by creation of the project, $2,800,000. The row sum is
the additional demand for production of agricultural products. The
largest entry, the export =try, matches the column. But there are
two additional entries, the purchase of agricultural goods by house-
holds, $6,500, and the purchase of inputs by the project, $98,000.
The row sum is $2,904,500.

Row and Column 2. The row sum represents additional pur-
chases of goods from "all other" production on the reservation of
$48,300 by consumers and $57,000 by the project. The column sum
is zero, and consequently the changes do net balance.

Row and Column S.These balance definition, since the im-
porting activity is in the table to serve the purpose of handling the
consumption of imported goods.

Row and Column 4.This account is balanced. All the new value
added is distributed by column 4 to the sectors that receive it.
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Row and Column 5.The changes in the income and expendi-
tures of households also balance. This occurs because we have
shown the household expenditures in column 5.

Row and Column 6.The changes in these do not balance. Ex-
penditures by governments have not changed. Receipts 3f govern-
ments have increased by $261,900 (the sum of changes in row 6).

Row and Column 7.The entries balance, $448,600 is added as
receipts by labor and as expenditures by labor to households.

Row and Column 8.The changes in this row and column also
are equal.

Row and Column 9.There is an increase of $10,300 by the cap-
ital account on the reservation, shown by the row sum. The row
sum is the ne,, on-reservation saving by households. The entire
entry in column 4 of row 9 is the payment to the AIDFC, this is
then subtracted in column 10 to :how it as an outflow on the cap-
ital account. The negative value of 264.9 is the sum of the AIDFC
payment and investment in off -reservation institutions by house-
holds. This latter amount is $15,900. But we do not yet know how
this saving by households was invested, which would show up in
column 9. There is no balance here. .

Row and Column 10.The sum of row 10 is the total change in
the value of goods and services imported by the reservation econo-
my, $1,328,100. This is the sum of imports by consumers and im-
ports by producers in agriculture. The column sum has five parts.
Exports of agricultural goods increase by $2,800,000; transfers to
households fall by $75,000; receipts of labor services decreasr by
$450,000; receipts of land services decrease by $200,000; and thef t
is an outflow on the capital account of $264,900. The total change
in the cu. n sum is $1,810,000. The row and column sums do not
match. The reservation economy can purchase an additional
$482,000 from the rest-of-world. But we need to identify the pur-
chasers in order to balance this account. And things will change in
row and column 10 when we try to balance other parts of the table.
Since there is no exchange rate between a reservation economy
and the American economy, a zero balance of payments can only
be achieved through changes in the quantities exchanged between
the reservation and the American economy, or by price changes.

The next step is to attempt to remove of the imbalances just
listed. There are five balanced and five unbalanced accounts. One
can obtain seven balanced accounts by tracing through the effect of
additional purchases of agricultural and "all other' products. The
goal is to balance row and column 1 and row and column 2. Doing
so is a bit complicated, since if we increase the production of goods
in order to satisfy the extra demand, this increase further in-
creases household income and thus requires still more of an in-
crease in goods to meet the extra demand for consumption. In addi-
tion, the increase in output of agricultural goods and of "all other"
goods also increases the demand for erxii type of good.

Fortunately, techniques exist whi allow one to work through
all the changes caused by changes, in order to arrive at a solution.
This has been done using Leontieff's method of solving input-
output models and the results are shown in Table AG-9. The
reader should not expect to be able to understand the methods
used in computing the answer. One calculates the consequences of
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increasing the production of agricultural products by $104,500 and
of increasing the production of all other products by $105,300. The
first of these numbers come from adding the increases in demand
for agricultural products over and above the output of the new
project. This is the sum of the first and second numbers in row 1 of
Table AG-8, namely $6,500 + $98,000. The second number is the
sum of row 2 of Table AG-8.

Some assumptions had to be made. First, one needs to distribute
extra value added to factors of production. Second, one must dis-
tribute additional income received by households over the expendi-
tures of households, namely, taxes, consumption, and saving. These
assumptions are listed in Table AG-10 and Table AG-11. The cal-
culations are laid out in Table AG-13, for examination by those
who have studied input-output algebra. Most readers will be inter-
ested only in the results.

TABLE AG-10.DISTRIBUTION OF VALUE ADDED TO FACTORS OF PRODUCTION

Proportional demon
$1 m value added

Lobo name of households

Property income of households

7543

0429

(Total household income) ( 8029)

Equity none o tribal government 0755

Retained earnings on reservation 0244

Retained eammgs off neservation 0973

Total value added 1 0000

TABLE AG-11.MARGINAL BUDGET SHARES OF HOUSEHOLDS

daln=11111 m-mom
Agriculture 020t3

All other 1539

Imports 701
Saving on reservation 0327

Saving off reservation C505

Pr opane:mai speruil out ol income
(marginal tax ate m 1701)

Agriculture 017,6 =0208' (1 -1704)
All other 1277= 1539* (1-1704)
Imports 6156= 1421* (1-1104)
Saving on reservation 0271= 0327' (1 -1704)
Saving off reservation 0419= 0505* (1.1704)

TABLE AG-12.-1ECHNICAL PRODUCTION COFFFICIENTS

Se Ilmg sector

Purchasing sector

Agriculture M other

Agricuttur. 0181 005/78

All other 04531 05351

Imports 4315 3629
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TABLE AG-12 TECHNICAL PRODUCTION COEFFICIENTSContinued

Selling sector

Value added

Sum

Purchasing sector

Agriculture All other

4444 5118

10 10

TABLE AC-13 MODEL CALCULATIONS

Agriculture

Purchasing sector

Other Househods

I Technical coefficients, households endogenous (the A matrix)
Selling sector

Agriculture
0187 005718 01126

Other 04531 05351 012170
Households 3569 4641 0

II Total requirements matrix (8) (the inverse of I-A)
Selling sector

Agriculture
1 09442 17008 02106

Other 11218 1 12885 14609
Households 44266 52991 1 01532

III Change in final demands (F)

Agriculture 104 5
Other 105 3
Households 0 0

IV Change in output (X) (equals RF, matrix multiphcatmo, as shown)

Agriculture 116 16=-1 09442'104 5+ 011008'105 3
Other 130 59= 11218'104 5+1 18885'105 2
Households 10205= 44266'104 5+ 52997'163

V Values of computed changes by sector (the first three rows are A*X)
Selling sector

Agriculture
9 142 0 754 1 762

Other
5 270 6 988 13 034

Households 41 451 60 608 0 0
Imports 50 122 47 39 62 851
Other value added 10 167 14 350 0 0
Taxes

17 412
Savings

7 000

Let us return to Table AG-9 and examine the results. The interi-
or of the table gives the changc3 calculated using the data in
Tables AG-10 and AG-11 and shown in Table AG-12. We now ex-
amine all rows and columns again.

Row and Column 1.These represent the transactions of the ag-
ricultural sector of the reservation. Fron Table AG-8, we obtained
an increase of $104,500 above the extra output of the project. The
entries in row 1 give the additional demand which was caused by
the extra output of agriculture and other production on the reser-
vation. There is au :additional demand of $1,800 in consumption,
$9,100 in inputs into agriculture, and $800 of additional inputs into
all other production on 'he reservation. The column gives the pur-
chases of the agricultural sertor for producing both the original
extra $104,500 and the further $11,700. There is an additional
$51,700 in value added, $9,100 of purchases within agriculture,
$5,300 of purchases from other production on the reservation, and
additional imports of $50,100. The column sum shows the full value
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of the extra production, and the row sum gives just the additional
production needed to obtain balance. When the row sum, $11,700 is
added to the row sum of Table AG-8, the grand total equals the
grand total of the column sums of column 1 in Tables AG-8 and
AG-9. The result is balance in row and column 1.

Row and Column 2. Table AG-8 gave an increase in demand of
105.3 for all other production on the reservation. This and the addi-
tional demand for agricultural products spurred an extra $25,300
worth of production in all other sectors on the reservation. Row 2
shows that the extra production satisfied $13,000 of consumption
demand, $5,300 of demand by agriculture, and $7,000 of demand by
other sectors for their own products. As result, the row and column
balance with a level of production equal to $130,600. The column
gives the purchases used to make $130,600 worth of output.

Row and Column These remain balanced. There is an in-
crease of $62,900 in imports due to additional consumption by
households.

Row and Column 4. The source of valued added is indicated
unier the two production columns, column 1 and column 2 of row
4. The cause of this value added is the additional production If ag-
riculture and other products caused by the additional demand by
consumers and by the project. Column 4 gives the distribution of
value added to its parts, as assumed in the data given in Table
AG-10. Wages increase by 95,900; property income distributed to
households increase by $6,200. It assumed that the tribal govern-
ment receives $9,600 of value added. This should be funds received
by the tribal govermlent in its taxation rather than property
owning role. Funds received as an equity participant or as a lender
should be received by tribal property before being transferred to
the tribal government. The Indian firms also retain earnings,
which they allocate to the capital account, indicated in row 9 of
column 4.

Row and Column 5.The households had their incomes in-
creased by a total of $102,100 because of their share of additional
value added. This is shown by the entries in columns 7 and 8 of
row 5. Column 5 shows how households spent the additional
inct. ue. They paid an additional $17,400 in taxes to the federal gov-
ernment. They consumed An additional $1,800 worth of reservation-
produced agricultural products, and they purchased an additional
$13,000 worth of all °the._ products on the reservation. They saved
$7,000; $2,800 is invested ol. the reservation and $4,200 off the res-
ervation. They spent an additional $62,900 in imports of goods pro-
duced off the reservation, shown in row 3.

Row and Column 6. In row and column 6 the changes do not
balance. There are no assumed changes in government expenditure
as a result of increases in government revenue.

Row and Column 7.This row shows that there is additional
demand of $95,900 per year for workers, which enters as a payment
to labor by firms and a payment by labor to households.

Row and Column 8.There is an increase of $6,200 of income to
property, all of which is distributed to households owning property.

Row and Column 9.Balance is not achieved use we make
no assumptions about investment behavior. Consequently, there
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are no entries in column 9. A total of $16,200 is available for on-
reservation investment.

Row and Column 10.Imports increase an additional $160,400 as
a result of extra production and consumption. The new sum of row
10 is $1,488,500; the new sum of column 10 is 1,793,500. The differ-
ence between the column and row sums is $305,000.

Let us look back over what occurred in the calculations that led
to Table AG-9. There was extra demand for reservation products
as a result of the agricultural project. This extra demand required
that on-reservation production be increased. The increase of on-res-
ervation production further increased the income of the communi-
ty, causing more demand and more production. But in each round
of this process, some of the extra income was saved, some was
taxed, and some of the demand was for off-reservation products.
Therefore, each rouno was smaller than the previous one. Through
use of some equations that come from input-output analysis, it is
pofiaible to solve for the level of production which calls forth the
demand for that production. The cycles damp down to one solution.

But we have not fully worked out all the consequences of the ag-
ricultural project. There is a surplus in the government accounts,
in row and column 6, of $288,900. There is a total of $16,200 of sav-
ings on the reservation. Both of these can be expected to have addi-
tional repercussions. We could follow through the same procedure
used to calculate the consequences of additional demand that were
used to generate Table AG-8. In order to do so, we need to make
assumptions about the decisions made by the governments and by
investors.5

Now, let us answer the questions posed at the of this
section. Are other sectors on the reservation helped by the project?
The total of all non-agricuLural economic activity on the reserva-
tion had an increase of $130,600 in sales because of the project (rcw
or column sum 7). Of this $75,500 was an increase of value added,
representing an increase of reservation national product. Are other
agricultural producers helped? Yes, as shown by the additional in-
crease of $116,200 in agricultural sales in row and column 1. This
additional production generated an additional $56,700 in value
added, as shown by the entry in row 4, column 2 of Table AG-9.

How much of the additional income stays and how much is
"leaked" out to the sur-uuncling economy? This is two questions.
First, what is the multiplier? The stimulus to the economy is the
increase of value added du to the project, a total of $1,550,000, as
shown by the sum of row 4 in Table AG-8. The outcome of the
model used here, in which household consumption and the two pro-
duction sectors are determined by behavioral assumptions, the

Governments rrxive an extra 288,900; onreservation saving is 816,200. The sum to 305,100,
which except for ,ounding error is the surplus on the reii-of- the -world account. One could easily
achieve overall balance by assuming that all federal receipts are transferred off the reservation,
that the tribal government purchases off-reservation products with its surplus, and that all in-
vestment consists of purchasing imported capital goods. This may appear extreme.

An alternative would be to expand the A matrix by adding a row and column for government
and for investment. The contents of thole columns would be determined by marginal shares as
is done in the current A matrix. Then calculations such u those in Table AG-12 could be made,
and balance recalculated. Of courts, this would assume a linear structure, a possible error for
all the sectors. Extending the model in some nonlinear way roquires some complicated work
that goes beyond the purpose of this study. The goal here is to illustrate the repercussions of a
project in a social accounting matrix; I do not want to advocate a linear underlying model.
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total increase in value added is $1,677,200 as shown by the sum of
row 4 in Table AG-9. An income multiplier is the ratio of these,
1.08. This is a small number that is greater than one.

How much of the effects of the projects go into the surrounding
economy? Households increase their imports by $233,100 in Table
AG-8, and by an additional $62,900 in Table AG-10. Out of a total
increase of $1,677,200 in reservation value added, there is an in-
crease of imports for consumption of $296,000. Total imports rise by
1,488,500.

J. SUMMARY

The main purpose of this chapter is to show the many ways that
a project can be evaluated when there are a variety of points of
view. Section 4.B and Tables AG-1 and AG-3 displayed the data.
Section 4.A shows that one could compute the discounted cash flow
using either constant or base year prices or by including the rate of
inflation. Both approaches lead to the same results when the rate
of inflation is constant during the life of the project. They lead to
the same result because the constant-price version uses a real rate
of interest derived from the rate of inflation and the money rate f
interest. In this example, the real rate of interest is 9.26 percent.

The first calculation shows the return to capital without consid-
eration of who receives it. The project gives a net increase of
$550,000 in property income per year. Given the initial capital in-
vestment and the final value, the internal rate of return is 10.6
percent.

Since the project involves twenty-five individual one* -*a of the
agricultural process, the private cost- benefit anal*. se oper-
ators must be considered. Their private return &pen. upon the
rent charged them for land and upon the terms of the loans they
obtain for the purchase of equipment and animals. Three options
demonstrate this fact. Because the operators receive a large portion
of the profit from the project, their rates of return are high, being
30.8 percent for the lowest and 58.9 percent for the highest. The
intermediate case, with a return of 39.4 percent, was chosen for
analysis later with the social accounting matrix.

The next analysis examined tribal benefits and costa. The tribe
can examine its income only, or it can include the income of its
tribal members. The first approach shows low rates or return, vary-
ing from 6.1 percent to p.75 percent. These low rates occur because
there is some subsidy of operators involved an because the risk
and return is borne by We individual operator. When individual
cash flows are included, however, the rate of return rises to over 20
percent. The large increase is due both to including the operator's
exi.ra income and because of the extra benefit to reducing unem-
ployment. Each of the farms employs one worker, who is assum
to be unemployed without the project. The increase in income ter
these workers is equal to their wage less taxes and less the transfer
payments given up. Each worker has a net benefit of $8,620 per
year.

The next analysis is that of the federal government. The federal
government receives a benefit of $5,390 a year from the employ-
ment of the workers. This is the sum of reduced transfer payments,
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increased FICA payments and increased federal income tax pay-
ments. It also receives tax income from the operators in the second
and third options These positive returns yield an internal rate of
return of 15.3 percent if the federal capital cost is equal to the
AIDFC's contribution of 2.5 million dollars.

The American Indian Development Finance Corporation, in con-
ducting a financial analysis, should perform all the calculations
presented above. It should then calculate the overall social return,
counting all benefits no matter who receives them. This analysis
consists of adding the benefit from employment to the return to
property income. There is a benefit of $900,000 a year for the thirty
years of the project. The internal rate of return is about 18 per-
cent.

The final section of the chapter shows how each of the year of
the project would change the 10 by 10 social accounting matrix pre-
sented in chapter 3. The third of the three options is used for this
exercise. The main result is that some additional income is created
on the reservation because of the project. Value added on the reser-
vation due to the direct effects of the project increased 1,550,000;
but 200,000 of this is due to a reduction in leasing to non-Indians.
Other value added on the reservation increased a total of $127,200
beyond the direct effects when additional interindustry and con-
sumption demand is considered. This is about 8 percent of the in-
crease due to the project. Although the number is a small percent-
age of the, original stimulus, it still is a large enough effect to be
worth examining.

0.
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CHAPTER IVA MANUFACTURING PROJECT

This chapter presents an analysis of small manufacturing enter-
prise using social cost-benefit analysis project selection on an
Indian reservation. The project is assumed to be a food processing
plant which uses agricultural products of the reservation. See Fitch
(1974) for some examples. As with the agricultural project, the as-
sumed input structure will show inputs purchased on and off the
reservation. This allows us to chart the direct and indirect effects
of the project through use of a social accounting matrix. The chap-
ter begins with a cost-benefit analysis.

A. DATA

Table MFG-1 presents the basic data for the manufacturing
project. It is assumed to involve an investment of one million dol-
lars in the base year. Annual sales are $1,460,000 per year. Inter-
mediate products used as inputs a-re about 72 percent of the value
of sales, $1,057,000. Value added is $403,000. A total of fifteen full-
time workers are employed. The composition of the workforce and
its pay is given in Table MFG-2.

TABLE MFG-1.GENERAL DATA FOR A MANUFACTURING PROJECT

Item value

Capital cost S1,000,000

Equity 750,000

Tribal 250,000
Individual 250,020
AlDfr 250,000

loan (from AIDFC) 250,300
Annual income and expenses

Sales 1.460,000
Intermediate products on reservation 371,000

Agriculture 292,000
Manufacturing 50,000
Other sectors 29,000

Imported intermediate products _36,000
Valued added 403,000

lab° costs 225,120
Rent to tribal land 43,700
Gros! profit 134,180

loan service (r= C) 22,207
Deprecation (straight-line) 33,333
Net profit 78,640

Salvage value in 30 years 100,0(4

(247)

EST COPY AVAILABLI



248

TABLE MFG -2. COMPOSITION OF LABOR FORCE

Type a worker mut ttennojets
FICA bt2I trf

worket
Total cost

Manage $35,000 83,628 $572 $39,200 839,200
Supervnor (2) 20,000 1,960 440 22,400 44,800
Workers (12) 10,500 1,029 231 11,760 141,120

Total wage bil 225,120

The project is assumed to be financed with half of the funds
coming from the AIDFC and half from tribal and private sources.
The private sources are assumed to be individual Indians who are
willing to invest in a project. These private contributions may seem
high; one assumption could be that the on-reservation producers of
agricultural products are interested in participating in the process-
ing of their output. Although some might be non-Indians (as on an
allotted reservation), all individual investors are assumed to be In-
dians in what follows. If there are 25 such individuals, the average
contribution would be $10,000. The AIDFC contribution is half as
an equity participant and half as a loan. Given that the split of the
equity investment is one-third to each source, the net profit8 of
$78,640 is split three ways. All of the depreciation allowance is
available to the enterprise for reinvestment, and the owners retain
shares proportional to their equity in the value of any profit8 at-
tributable to the reinvested depreciation allowance. Because one-
third of the equity is tribal and one-t1 d is Indian, it is assumed
that no corporate profit tax is assessed.

Table MFG-3 gives the previous incomes of the labor force em-
ployed by the project. It is assumed that the manager and the two
supervisors earn the same income as they would without the
project. (The manager may or may not be a tribal member. If this
is a tribe which finds it difficult for one of the group to be in com-
mand, the manager and the supervisors may all be non-Indian.)

TABLE MFG-3.PREVIOUS INCOME OF LABOR FORCE

Annual weltire a
Motel mare unemplowort

MIMS

Manager 835,000
So ;Owen 20,0e0
Marken

En1M0Yed (1)
Unemployed (5) .

10x00 .

83,000

The workers, twelve in all, are assumed to be in one of two situa-
tions without the project: Either employed at the wage offered by
the new plant, or unemployed and drawing transfer income of
$3,000 per year. The source of the transfer income might be unem-
ployment compensation, Aid for Development Children under the
unemployed parent program, or some other welfare program
funded by the federal government, such as food stamps.

Table MFG-4 _gives the taxation situation for each of the em-
ployed workers. Since only the additional taxes for the unemployed
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workers will matter in calculation of social benefits, all of this
table is not required for the cost-benefit analysis. But it helps to
lay out the whole pi-Aure for use later in the calculation of impacts
with a social accounting matrix. Two types of taxes are important,
the FICA tax, which is emp oyees' and employers' contributions for
social security, and the fed, ral income tax. Both taxes must be paid
by Indians when they work; but if the wage is low and a worker
has many dependents, the federal income tax may be zero.

Table MFG-4.Taxes of individuals
I. Assumptions

A. FICA
Total rate is .088 of wage
Firm pAys 1/4. or .22
Individual pays 3/4, or .066
Maximum taxable wage is $26,000

B. Federal income tax
Standard deduction is $3,400
Tax tables of 1980 apply

II. Calculations of Taxes and Disposable Incomes
A. Manager.

Total income 35,000
Estimated deductions 5,000
Taxable income 30,0'
Tax, with three dependents 4,945
FICA tax 1,716
Total taxes 6,661
Disposable income 28,339
-tisposeble income + fringes 31,967

B. a supervisor:
T, gal income 20,000
Standard deduction 3,400
Taxable income 16,600
Tax, with three dependents 1,430
FICA tax 1,320
Total taxes 2,750
Disposable income 17,250
Disposable income + fringes 19,210

C. Each Worker:
Total income 10,500
Standard deduction 3,400
"axable income 7,100
Income tax, with two dependents 102
FICA tax 693
Total taxes 795
Disposable income 9,705
Disposable income + fringes 10,734

D. All individual investors:
Annual share of profits 26,213
Distributed share of profits, assuming 50 percent is distributed 13,109
kteumed average marginal tax rate .10

Total income tax on distributed profit 1,311

The social security payroll tax has a percentage which is paid by
the employer and a percentage paid by the worker. For this exam-
ple, the total tax is assumed to be 8.8 percent of the wage rate; 2.2
percent is paid by the employer, and 6.6 percent is paid by the
worker. The maximum tax is that due on wage of $26,000.1 Wages

' These FICA figures are not the actual ones applicable today and unemplGyment compensa-
tion reserves are excluded
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above that income are not charged a FICA tax. Although these tax
rates and the upper limit are only partly true at present and will
probably change in the next thirty years, for the purposes of this
illustration these numbers will be used as if they apply during the
entire term of the project.

The major provisions of the federal income tax are the deduction
of certain types of expenditure, and a deduction for each dependent
in a family. It is assumed that the manager itemizes his deduc-
tions, for a total of $5,000 worth of deductions. The supervisors and
the workers all take the standard deduction. The supervisors each
have three dependents. The workers each have two dependents.
Using the tax tables, then, one can look up the tax paid by each
type of employee aaer the deductions have been subtracted from
income to give taxable income, which is then taxed.

Since we ar particularly concerned with the taxes paid by the
previously enip'oyed workers, those figures will be reviewed here.
Each worker earns $10,500. He takes a standard deduction of
$3,400, for a total taxable income of $7,100. If he has two depend-
ents, a wife and a child, and no other income, then according to the
tax tables, this worker's income tax would be $102. His share of the
FICA tax would be $693.

If the worker were a single parent, or had a spouse who also
worked, the tax calculation for the income tax would be different.
In a real situation, one would have to attempt to have a represent-
ative selection of the family positions of workers who would gain
employment because of a project. Small families are used here in
order to have the workers pay some federal income tax; with two
:hildren and a wife, a person earning $10,500 in 1980 and taking

the standard deduction would pay no income tax. Another factor to
take into account is that over a period of 30 years, the family struc-
ture of workers would change; children wouid grow up, for in-
stance. This and other similar complications are left out of this ex-
ample.

The previously unemployed workers received $3,000 a year when
out of work. With work, their after-tax take-home pay is $9,705. In
addition, they receive fringe benefits worth $1,029 per year. The
net benefit of working is therefore the sum of 9,705+1,029=10,734,
less the decrease in transfer payments of $3,000, for a net benefit of
$7,734 per year. This figure will be used below in calculating the
social rate of return. The reduction of transfer payments and the
increase in tax revenue will be used for calculating the effect on
the budget of the federal government.

B. THE RETURN TO CAPITAL ALONE

The ratio of sales value to capital cost is high. The basic profit-
ability of the project is also high. This is explored in Table MFG-5.
That table shows that this project looks good from the point of view
of profit alone. The present val.:e at the real rate of interest of 9.26
percent is $354,364, and the internal rate of return is 14.2 percent.
We should expect that this project will show a profitable return in
each of the viewpoints to be considered.
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Table MFG-5.---Return to capital alone
Capital outlay $1,000,000

AIDFC $500,000
Tribe . ......... $250,000
Individuals . $250,000

Annual increase in property income ...... ..... $139,180
Gross profit $139,180
Final salvage value $100,000
Discounted cash flow results
Number of periods 30
Net present value at 9 26 percel.* $359,369
Internal rate of return (percent) 19 12

C. TRIBAL ANALYSIS

Table MFG-6 gives the analysis of tribal returns from a tribal
government's financial point of view and from a social point of
view. The tribe invests $250,000 in the project as an equity inves-
tor. As such, it obtains one-third of the seats on the board of direc-
tors, or proportionately more if the AIDFC takes less than its full
share. The tribe also obtains one-third of the cash flow.

Table MFG-6.Tribal discounted flow analysis
I. Data:

Capital outlay $250,000
Annual benefits:
Tribal.

One-third of cash flow $37,324
Rent of land (5 years) $93,700

Individual:
Additional income to unemployed workers ($7,739 each for 5

workers) $38,670
Final value:

Tribal share, one-third $33,333
Individuals share, one-third $33,333

II. Tribal only:
(1) Cash flow only:

Net present value at 9.26 percent $127,122
Internal rate of return (percent) 19.7

(2) Cash flow and rent for 5 years:
Net present value at 9.26 percent 95,959
Internal rate of return (percent) ....... .... 27.1

III. Tribal and individual workers:
(3) Cash flow and wage income:

Annual benefit for 30 years $75,999
Final value $33,333
Net present value at 9.26 percent $515,920
Internal rate of return (percent).. 30.9

(9) Cash flow, rent, and wage income
Annual benefit, 1st 5 years $123,299
Annual benefit, next 24 years $75,999
Annual benefit, final year $109,327
Net present value at 9.26 percent $689,258
Internal rate of return (percent) 95.2

IV. Tribe, workers, and individual investors:
(5) Cash flow, rent, end wage income:

Total capital outlay $500,000
Annual flow of benefits, rent excluded ............... ............ $112,007

Tribal equity share $37,329
Net wage benefit $38,670
Individual equity, after tax $26,013

Additional rent for 5 years. $143,700
Final salvage value $6,,,667

52-546 0 - 86 - 9
246

BEST COPY AVAILABLE



252

Net present value at 9.26 percent .. . ... ..... ..... . . .. $798,216
Internal rate of return. 27.5

V Calcolations explained (I use a Hewlett-Packard 38C; the HP symbols
ere uzed oelow.)

I(1) Since this has the same cash flow for each year, the financiai
interest keys are used. PMT=37,324; i=9 ,, n =30; FV =- 33,333;
these giN.i FV=377,122. The difference b.itween PV and 250,000
gives net present value of $127,122.

IJ(2) This requires using the discounted cash flow keys.
Initial payment, CF(0) $250,000
1st 5 years, CF(1) $81,024
n(1) $5
Next 24 yes rs, CF(2) $37,324
N(2) $24
30th year, CF(3) $70,657
n(3) $1
Not present value at 9 26 perce.11 $295,959
Internal rate of return (percent) $46.7

111(3) This is calculated ,s in IUD, with an annual payment of
$15,994.

III(4) Discounted ash flow keys
Initial payment, CF(0) C...50,000
lst 5 years, CF(1) $119,694
n(1) $5
Next 24 years, CF(2) f'' 5,994
N(2) . $24
30th year, CF(3) $109,327
n(3) $1
Net present value at 9.26 percent $684,258
Internal rate of return (percent) 45.2

IV(5) Discounted cash flow keys:
Initial payment, CF(0) $500,000
1st 5 years, CF(1) $155,707
ii(1) $5Next 24 years, CF(2) $112,007
N(2) $24
"9th year, CF(3) $178.K4
n(3) $1
Net present value at 9.26 percent $798,2.6
Internal rate of return (percent) 28.7

Whether or not this cash flow is distributed tc, the equity owners,
it is va_ ied here at the time it is earned. If reinvested, the further
return is assumed to be irrelevant to the analysis of this project.
We will not enter into assumptions here about the sufficiency or
in sufficency of community saving, or the greater or lesser tendency
of the tribal go mment or a project to reinvest rather than to con-
sume.

The assumption that "spreciation schedules will be kept, and
that depreciation will be available for investment, it is itself sub-
:,ect to criticism, The' main purpose of depreciation schedules is to
calculate taxable income for the corporate income tax, which this
project does not pay. The question of the physical deterioration of
the equipment and structures in th' plant is taken cere of by its
assumed decline in value to a salvag value of $100,( 0 at the er.d
of the project. Routine maintenance required to keep the e- .p-
ment operating is already included as costs of materials and .aoor.
Properly considered, equity owners o: this project would have to
do zide later v-'tether further investment in the plant is wise; if so,
then the cash flow kept as a depreciation allowance will be avail-
able for reinvesanent. If the project does not prove to be a good
p'ace to expand, then the depreciation portion of the cash flow
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should be diverted to other investments or should be consumed.
Suppose the plant proves to be profitable. Then owners may wish
to extend the life of the plant beyond thirty years by using part of
the -ash flow to modernize and replace equipment before it "dies."
Such decisions would be made later and are not part of this calcu-
lation, which applies only to the original decision to invest.

The issue of the rental value of tribal land occupied by the
project is perhaps a difficult issue. Let us assume that this tribe
c Nns an ir?ustrial park set up many years ago with help from the
EDA. 7118 park is now idle. If a new project is put on the park, it
will r,ccuoy previously idle land. If so, the opportunity cost of the
land is Lot the $23,700 charged to the project in Tab! MFG-1, but
rather it is zerc for the period in which the land would be idle if
the project is n it built. Now, what is the appropriate assumption?
Is it reasonable to assume that an industrial park would idle for a
full 30 y cars if this project is not undertaken? I make the assump-
tion tha ; ke the end of fiv- years. some other project would come
along that could occupy the land and pay the rcnt of $43,700 a
year. Therefore, the opportunity costs of the tribal land is zero for
five years, but it is $43,790 a year after that. (Future plants, will, of
course, have to be charged additional development costs if a new
industrial site reeds to be constructed just to continue increasing
the capital stock on the reservation.)

Therefo- there is an additional $43,700 a year in benefits to the
tribe from .enting the land. This additional benefit is included as
part of the discounted flow analysis. It has a present value of
$168,837 using the teal discount rate of 9.26 percent. That is, the
present value of $43,700 a year for 5 years is $168,837. The net
present value of the tribe's share of the equity for the full 30 years
is $127,122. Including the extra benefit of renting idle land in-
creases the tribal benefit by $295,959. In terms of internal rate of
return, inclusion of the rent increases the rate o" -eturn from 14.7
percent to 27.1 percent. These two cases are given as cases (1) and
(2) in Table MFG-6.

The tribe should Ejso consider the be refits from employment.
The after-tax and after-loss-of-transfers increase of income is $7,734
(fringe benefits included) for each of the 5 workers who are no
longer unemployed after the project is built. This is a total of
$38,670 per year. Over 36 years, the present value of this benefit is
$388,299. When this benefit is ircluded in the cash flow along with
the equity return and the rent for five years, the internal rate of
return rises from 27.1 to 45.2 percent. The project looks quite good
with these numbers.

One should rn the sane objection to the assmption that five
workers would unemployed for the full thirty years as was
raised in regard to the industrial land. Perhaps a project will come
along and employ the five workers. A difference is that population
growth in a community means that the labor force steadily in-
creases. The size of the industrial park is a constant. It seems rea-
sonable to assume that even with the additional jobs which would
occur in five yeare should the industrial park become full there
would remain unemployment which would not exist if this plant is
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In summary, four different possildle ways to calculate the benefit
from the tribal point of view have been presented so far. These
four combinations are listed in Table MFG-6, as follows:

(1) Financial return alone has a present value of $127,122 and an
internal rate of return of 14.7 percent.

(2) Financial return and five years of additional rental income in-
creases the present value by $168,837, and gives a total net present
value of $320,300. The internal rate of return rises to 27.1 percent.

(3) Financial return plus the value of extra wage income gives a
total of $515,420 in present value and an internal rate of return of
30.4 percent.

(4' If all three returns are used, the present value of the project
for the tribe is $684,258 and the internal rate of return is 45.2 per-
cent.

An additional consideration is the income of individual Indians
who invest in the project. As a social analysis, the tribe's analysis
should also consider the private returf s earned by individual inves-
tors. If those investors could obtain only returns at the real rate of
interest of 9.26 percent, then additional returns should be consid-
ered as benefits of investing in this [good] project. One way to do
this is to ca zulate the present value of the project using the pri-
vate equity returns. This could get complicated because of the tax-
ation issue on private incomes. The private investors have an op-
portunity cost. If it is 9.26 percent after tax, then the additional
tax is a cost from the individual's point of view and should not be
counted as a benefit. For this example, I assume that the after-tax
rate of return for alternatives is 9.26 percent for individuals.
Therefore, the total benefit to investors is $63,013, and they pay a
tax of $1,311. The sum of these two figures is one-third of the dis-
tributed profits, $37,324. Calculation IV(5) in Table MFG-6 shows
'',at the total return has a present value of $798,216 and an inter-

al rate of return of 28.7 percent. The internal rate of return falls
dramatically because the capital cost is doubled when the private
investors' $250,000 is included. The cash flow of the project only
rises by $36,013.

D. THE FEDERAL VIEWPOINT

The net effect on the federal government is the result of employ-
ing workers and the additional tax on profit. The effect of the
workers' obtaining jobs is laid out in Table MFG-7. There is a de-
crease of $15,000 in transfer payments. There is an increase of
$4,620 in Social Security (FICA) payroll taxes at $924 per worker,
and an increase of $510 in federal income taxes at a tax of $102 per
worker. There is also an additional tax of $1,311 on profits distrib-
uted to individual investors. The total annual increase in the feder-
al budget surplus is $21,441 per year. The present value of this flow
of income for thirty years is $215,296. The internal rate of return
cannot be calculE ted without capital costs for the federal govern-
ment. This could be done if the federal government takes into ac-
count the investment by the AIDFC ir the project. The appropriate
number to use would be the federal government's share in the capi-
talization of the AIDFC. This exercise is not included here, since
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the AIDFC analysis in the next Elction will also include the federal
government's benefit in its analysis.

Table MFG-7 Change in Government budget
Additional workers (5)

Decrease in transfer payments 't15,000
Additional taxes . . . . .. . $5,130

FICA tax (10,500* S8*5) $4,620
Income tax (102*5) $510

Additional tax on distributed Profit $1,311
Total annual increase in budget surrius $21,441
Discounted cash flow:

Number of periods....... . 30
Rate of interest (pe-cent) ..... 9 26Net present value.. ... .. .... ... $215,296

I have rot assumed that as a result of the project, the budget of
the federal government on the reservation is reduced. Such a result
would be analogous to the decrease in welfare expenditures for the
employed workers. For instance, one of the fringe benefits on the
job might be a health insurance plan for workers. If the plan offers
better coverage than the Indian Health Service, then workers
would shift their demand for medical services from the IHS to pri-
vate providers. This might or might not lead to a reduction in the
IHS budget, hcwever; it might instead merely shorten waiting peri-
ods. There would still be a social benefit, for those tribal consumers
of medical care who receive better or faster service.

E. THE AIDFC ANALYSIS

Table MFG-8 gives the various calculations from the point of
view of the AIDFC. There are two such calculations, one for the
private or financial rate of return, based upon the kIDFC's partici-
pation as an equity owner and as a lender. The secs id is a social
cost-benefit analysis in which all the social returns, tribal, individ-
ual, and federal, are taken into account along with the entire cap-
ital cost.

Table MFG-8.AIDFC analysis
I Financial:

Total capita! investment of AIDFC .... ... $500,000
Number of periods . . .... 30
Annual cash flow $59,531

Loan amortization.... ....... ... $22,207
Equity share. $37,324

Share of salvage value $33,333
Net present value at 9.26 percent ... $100,110
Interne) rate of return (percent) 11.5

H. Social.
Total capital outlay ...... ... $1,000,000
Number of periods. 30
Annual flow of benefits $192,979

Tribal equity ...... ... $37,324
Individuals $74,683

Equity . $36,013
Wages $38,670

Increase in Federal budget surplus. $21,441
AIDFC's share $59,531

Equity $37,324
Loan $22,207

Tribal rental income, first 5 years . $43,700
Final or salvage value $100,000
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Net present value at 9.26 percent, all benefits included .... $1,126,786
First 5 years' benefits..... $236,679
Next 24 years' benefits .. . . . . . . tl.92,979
Final year's benefits. . - . . . . . $292,979

Internal rate of return, all benefits included (percent). 22.1

The financial return to the AIDFC is a result of a total costs of
$500,000, half of which is a loan and half an equity share. There is
an annual return of $59,531, the sum of the loan amortization and
one-third of the annual cash flow. In addition, the AIDFC receives
one-third of the salvage value of $100,000. The present value of the
flow of income is $600,110; after subtracting the capital cost, the
net present value is $100,110. The internal rate of return for this
package is 11.5 percent.

Now we turn to the calculati-_1 of sociai benefits and costs from
the AIDFC's point of view. The total capital outlay in $1,000,000.
The annual flow of benefits is the sum of a number of entries.
First, all of the annual cash flow is included in one way or ar.other.
The tribal share of the cash flow enters directly, and has been dis-
cussed above. The AIDFC share also is discussed above. The total
benefit to individuals is $75,994. The annual benefit to the federal
government is $21,441. The t ltal of the annual benefit flows which
run for the full 30 years is $192,979. In addition, the first five
year's benefit of $43,700 from renting tribal land needs to be L-
cluded. The total net present value of these benefits (less the initial
capital cost) is $1,126,786. The internal rate of return is 22.1 per-
cent.

F. ItIPACP ON RESERVATION ACCOUNTS

The previous five sections of this chap;kr have presented a dis-
counted cash flow analysis of a project that is one-fifth the capital
cost of the agricultural project presented in Chapter 4. The social
rate of return for each project is high. As shown in Table AG-7,
the AIDFC's social analysis of the agricultural project gives a
return of 18 percent. Table MFG-8 shows that the social rate of
return on the manufacturing project is 22 percent. Both projects
featured social return due to the employment of previously unem-
ployed workers. The manufacturing project, however, also em-
ployed land in an industrial park.

This section considers impacts on the structure of the reservation
econom using the imaginary 20 by 20 social accounting matrix ex-
ar fryom Chapter 3. As with the agricultural project, two direct
impacts are exs ned: The demand for n .5re reservation-produced
inputs, and the additional consump m demand caused by the
earnings of workers and tribal in vectors. As the examples have
been created, the manufacturing project has a much more dramatic
impact on the reservation economy, in spite of being smaller than
the agricultural project. The reason is that the manufacturing

roject purchases nany inputs from the reservation. The expansion
of production to provide those inputs creates much additional
income.

For the agricultural project, the income multiplier was 1.08; each
dollar of value added created on the reservation generated an addi-
tional 8 cents of income. For the manufacturing project, the income
multiplier is 1.53; for each dollar of value added created on the res-
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ervation, an additional 53 cents is added to reservation income. The
agricultural project induces an added $127,200 in income. The man-ufacturing project induces an additional $213,400 in income.

Table MFG-9 presents the direct impact of the project. Table
MFG-10 presents the induced impact of the project. Table MFG-11is the sum of Tables MSG-9 and MFG-10; it summarizes the
impact and shows remaining inbalances in the 20 by 20 SAM. The
remaining nine tables of the chapter explain how Table MFG-1 C
was derived from Table MFG-9 and the 20 by 20 SAM presented in
Table SAM-9. Since the derivation is complicated, most readers
may wish to skip the explanations of Tables MFG-12 through
MFG-2q. The method used is solution of an input-output model, asin Chapter 4. But the model is larger and therefore more compli-
cated. Noneconomists should not be worried if they find the meth-
ods difficult to understand.

RAM impacts: results
Table MFG-9 takes the data from the project and enters the

numbers in the appropriate places in the 20 by 20 social accounting
matrix of Chapter 3. In addition, there are some further assump-tions. Here are the major elements of the changes:

il -- -
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1. The additional exports from the project are $1,460,000, entered
in the rest-of-world column of the manu.acturing row. The inputs
for making this output is entered in column 3. Many inputs are
purchased from agricultu, 292,000. There are two other addition&
in the "A" block, $50,00u in manufacturing demand and $29,000 in
demand from all other production activities. There :3 an increase
in the "Y" block, 403,000 in additional value added.

2. The additional value added is distributed to institutions in the
"D" block. There are a number of transfers occurring in that block.
Their effect is to increase household income by $138,300. Since not
all of the workers were unemployed before the project, the transfer
of these workers to the project does not increase household income.
This is shown by having payments to labor by private firms fall by
the wage cost of the seven workers who had been employed. FICA
payments by firms to the federal government also decrease. House-
hold income increases because of the return of the supervisory per-
sonnel to the resen-stion and employment of the unemployed
workers. There is a reduction, however, in transfers to households
from off the reservation due to a decline in welfare payments.

3. The increase in household income is $1R8,300. This goes to
taxes, saving, and consk.nption, as shown in column 10. Income
and social security taxes total $17,406 on the now wage income and
the new property income. New saving is $10,000. The remainder is
consumed.

Table MFG-10 shows the consequences of the additional demand
for on reservation production which is shown in columns 3 and 10
of Table MFG-9. The following is the change in demand which
must be accommodated:

Agriculture: 292,000 + 2,500 = 294,500
Manufacturing: 50,000+4,700=54,700
Housing: 0+6,300=6,300
All Other: 29,000+7,600=36,600

In each sector, the first of the figures is the demand from the
project. The second is the consumption demand caused by the addi-
tional income of households. Table MFG-10 shows the conse-
quences of fulfilling this extra demand completely by increasing
output in each of the production sectors on the reservation.

Such increases in output will further increase demand. An in-
crease in the production of agricultural proc:acts will require some
products of manufacturing. It will also produce some additional
income for farmers. The purpose of Table MFG-10 is to show the
results in the SAM of changing everything to respond to the addi-
tional demand. The following changes should be noted:

1. In the "A" block, there is additional demr 1 from each pro-
duction sector for the output of other sectors. Even mining is
slightly affected. Most notable is the increase in intermediate
demand for the output of agriculture. In addition to the extra
$294,500 demand in the previous table, this table shows a further
need for $29,300 worth of agricultural output. When this is added
to the previous demand, a total increase of $323,800 occurs in on
reservation agricultural output. This is shown as the sum of
column 1.

In the "Y" block, there is considerable increase in value added
paid to firms for distribution to factors in the "D" block. A total of

25b
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$143,900 is created for private and tribal firms in agriculture. The
other large increase is in manufacturing, which provides an addi-
tional $35,400 of value added.

3. There is a substantial increase in imports by each of the pro-
duction sectors and by remand from consumers. The "M" block
shows this in row 20.

4. The "D" block shows a variety of transfers among institutions.
Income enters this block by way of columns 8 and 9. Firms pay
taxes to governments, wages to labor, income to self-employment,
and to private capital and land. The payments to factors of produc-
tion are then transferred to households as eypenditures of columns
13, 14, and 15 in the tenth row. The total increase in household
income is $151,000, as shown by the sum of row 10.

5. Households increase their consumption, as shown in column 10
of the "C" block. By far the greatest amount of consumption is for
imported goods. But there is some dement: for output from four of
the five production activities on the reservation.

6. There is also some action on the capital accounts. Firms are
assumed to retain some earnings, as shown in row 17; households
also save, as shown in row 18. Both invest in off- reservation institu-
tions, as shown in column 20 of those rows. But some is retained on
the reservation, as shown by the fact that the row sums are posi-
tive. No assignment of the saving to particular types of investment
demand is made in this table, however.

The general patterns of changes in Table MFG-10 are the same
as were shown in the agricultural example. Increases in demand
for reservation production in turn create additional demand be-
cause of the increase in household income. Some tax payments also
increase. The induced increase in reservation income is quite large.
It iL shown by the sum of all the entries in the "Y" block. They
sum to $213,400, shown by the sum of rows 8 and 9.

The con uence is that there is a large income multiplier. An
injection of $403,000 in income leads to this additional $213,400 in
income due to the interindustry demand for agricultural goods and
for manufactured goods. This example shows why it is important to
know the interindustry relationships of a reservation and of a
project in order to calculate its effects.

But one large assumption has been made: all of the demand by
the manufacturing plant is met by new production. What if some
of it is met by reduced exports? The original presentation by the 20
by 20 example is in Table SAM-9. There are a total of $4,460,000
worth of exports from agriculture in that table. Conceivably, the
entire demand of $292,000 from the manufacturing plant could be
met from exiting production. If this is true also of the demand for
other sectors, then the extra demand listed abce e might actually be
zero! In thi. case, the entire contents of Table MFG-10 would also
Le zero. In Table MFG-9, offsetting decreases in the exports of each
sector could be entered, causing the new row sums to remain un-
changed. Truth probably would lie between these extremes.

Table MFG-11 is simply the sum of the previous two tables. It
shows which rows and columns are in balance and which are not in
balance after taking into account induced changes in production
levels. All of the production sectors are in balance, as are the
factor payments and the households. Some imbalances remain.



263

Nothing has been done to expenditures by governments, although
their receipts have changed. No specific investments have been in-
dicated for the savings which remain on the reservation in the cap-
ital accounts. No effort has been made to identify the consequences
of reducing employment by private firms when seven workers
move to the new manufacturing project.

Although consideration of the various changes which should be
explored in the 20 by 20 SAM might be very fruitful, they are not
pursued here. The purpose of introducing a social accounting
matrix in this work was to show that a project should not be con-
sidered in isolation. It will have effects on other parts of a reserva-
tion economy. Although these effects may be difficult to predict, a
social accounting matrix helps one know where to look. In this
case, we look toward the compoeion of the agricultural impute for
the -project, to see if they will be met by new production or by re-
&Iced exports. We look to the activities of the firms which lose
workers, to see if they will perhaps hire unemployed Indians. This
would be "trickle down" at work. We might look at the investment
plans of the firms which obtain additional retained earning.

SAM impacts: computations
The main points about the use of a SAM have beer made in the

previous section. This section shows how the figures in Table MFG-
10 were derived. Readers without training in input-output econom-
ics should not be surprised to find the following very difficuk.
First, a 6 by 6 input-output model of the economy is constructed.
The six sectors are the five production sectors and households dis-
posable income. Households are treated like a production activity;
they sell labor to the production activity, and their consumption
purchases are treated as intermediate purchases like the purchases
of production activities from one another.

The additional demand from Table MFG-9 is then applied to the
6 by 6 input-output model, giving the levels of production which
are needed to meet the new demand and all demand that is in-
duced by the new demand.

Although the intermediate demands and household demand have
been calculated, the job is not finished. The additional production
generates other components for value added besides that received
iv households. Further assumptions are made about the distribu-
tion of value added to governments and savings. The result is en-
tries for other parts of Table MFG-10. All of the details excepts for
the matrix multiplications art laid out in the remaining nine
tables. The descriptions of these tables follow.

Table .II '-'-12.This table was constructed with two steps. First,
the proportions in the first column were taken from the household
column of Table SAM-9. All consumption of on and off-reservation
products were added to saving, and the result scaled to sum to one
by dividing through by the sum. Second, an assumed marginal tax
rate of 17 percent was applied. This tax rate is above the average
rate shown in the SAM. The important point here is that the mar-
ginal budget shares in the second column are not equal to the aver-
age budget shares in the original data. One should expect them to
differ, not only because tax rates differ, but because the effect of
income on the desire for goods varies. One's purchases of food, for

ir) ....
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instance, falls as a proportion of total spending as one's income
rises.

TABLE MFG-12.MARGINAL BUDGET SHARES OF HOUSEHOLDS

Sending out of
disposable

mane

Spending out of
income with tax

rate= 17

On-reseivoion purchases

Agricultural products 1208 0173
Mmmg products u 0
Manufactunng products 0391 0325
Housing 0522 9433
Other products and services 0620 0520

Imports to reservation 7421 6159
Saving

On reservation 0327 0271
Off reservation 0505 0419

Federal taxes 0 17

Total 1 000 1 000

Table MFG-lg.This table applies the data in Table MFG-12 to
the increase in income taken from the project data. The change in
income is the sum of char ?es in disposable income, plus fringes, of
the five unemployed workers, the manager, and the two supervi-
sors. The first figure, $138,300, is the change in income less the
$15,000 in transfer payments given up by the workers. Then
income and social security taxes are subtracted. The receipt of dis-
tributed profits is included in income. It is significant to note that
fringes are included. If they were not, then there would be a differ-
ence between the books of the households sector and those of the
firms in the SAM. The data of the first column is applied to
$120,853 to obtain the changes in consumption and saving.

TABLE MFG-13.CHANGE IN CONSUMER EXPENDITURE DUE TO ORIGINAL CHANGE IN DISPOSAL

INCOME

Marginal budget
share

Expenditure
amount

Change in income $138,300
less taxes 17,447

Change in disposable income 120,853

Expenditures

Agriculture 0208 2,514
Mining 0 0
Manufacturing 0319 4,725
Housing 0522 6,309
Other 0626 7,565
Imports 7421 89,685
Saving on reservation 0327 3,952
Saving off resrshon 0505 6,103

Table MFG-14.This table computes the exogenous change in
demand that is applied to the input-output model. Thera is a
change in each of the five production sectors, except mining, and
no change in demand for households directly.

BEST COPY AVAILABLi25j
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TABLE MFG-14.CALCULATION OF ORICI'a CHANGE IN FINAL DEMAND

(In thousand of dollars]

Sector Cons demand
Protect
demand

Tot,'

Agriculture 2 514 292 0 294 514

Mining 0 0 0

Manufacturing 4 725 500 54 7?5

Housing 6 307 0 6 309

Other 7 565 29 0 36 65

Household DI 0 0 0

Table MFG-15.This tab12. gives the column coefficients of the
entire model. Thy first .ix rows give the coefficients for the six sec-
tors which will be treated as endogenous. The remaining rows are
calculated after the solution is known, using the propel tions given
here.

TABLE MFG-15.COLUMN COEFFICIENTS Of THE MODEL

Selling account

Purchasing account

Agriculture Mining
Manufactur-

mg
Housing Other

Agriculture

Mining

0787

0

0

0

001

005

018

0

018

0

Manufactunng 035 018 064 035 042

Housing 00093 0 0 0094 00704 0067

Other sectors 00967 0252 0125 0077 0167

Households' after tax income 258 218 261 519 290

Households' taxes 053 045 054 042 060

Firms' retained earnings 027 065 027 014 030

Firms' taxes 027 065 027 014 030

Subtotal, value added 444 586 045 630 500

Imports 431 370 485 301 417

Total 10 10 10 10 10

Table MFG-16.This table gives the technical coefficients of the
input-output model. In the usual notation of such models, this is
the A matrix of co :ficients. (This work has used A to refer to the
matrix of the flows rather than the matrix of the coefficients.)
These numbers were taken from the first six rows of the previous
table.

TABLE MFG-16.TECHNICAL COEFFICIENTS MATRIX OF MODEL WITH HOUSEHOLD DISPOSABLE

INCOME ENDOGENOUS

Selling account

Purchasing account

Agricutture Mining
Manu actur-

nfg
Housing Other Households

Agriculture 0787 0 001 018 018 0173

Mining 0 0 005 0 0 0

Manufacturing u35 018 064 035 042 0325

Housing 00093 0 0094 00704 0067 0433

Other sectors 00976 0252 0125 0077 0167 052

Household disposal income 252 218 261 519 290 0

Subtotal 382 261 353 588 374 145
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Table MFG-17.--This is the total requirements matrix. In the

usual notation, this is the inverse if (I-A); where I refers to the
identity matrix. Call the inverse R; oall the change in demand dQ.
Then the solution to the input-output model is R times dQ. The
multiplication it matrix multiplicat:on.2

TABLE MFG-17.TOTAL REOtJIREMENTS MATRIX OF MODEL WITH HOUSEHOLD DISPOSABLE INCOME

ENDOGENOUS

Purchasing account

Selling account

Agriculture Mining Manutactur
mg

Housing Other Households

Agnculture

Mining

Manufactunng

Housing

Other sections

Household disposable income

1 0936

0003

0564

0183

0313

3158

0

1

0067

0002

0492

0136

0419

2474

6

1

0094

0054

0843

0264

0340

3107

0

1

0347

0003

0666

0384

0462

5792

0

1

0289

0003

0625

0254

040

3391

0

1

0267

0002

0510

C572

0695

0702

Table MFG- '8.This table gives the result of the matrix multi-
plication of the change in &mend given in Table MFG-14 alid the
total requirements matrix in Table MFG-17. The result is the
second column. The first column is the change in consumption
demand. It belongs in the next table, but is placed here because the
next table is complicated.

TABLE MFG-18.--CALCULATED CHArIGE OF CONSUMPTION AND OU OUT, SECOND SET OF EFFECTS

[In thousands of dollars]

Sector Consu...Pon Output

Agnculture
2 62 323 9

Mining
0 4

Manufacturing
4 93 78 7

Housing
ii 58 14 3

OlAf sectors
7 89 49 5

Household disposable income
0 12c 1

Table MFG-19 This table gives the flows foi. all the compo-
nents listed and is derived from the column coefficients given in
Table MFG--:.o. The sum of each of the five production columns is

2In this work, the idea of matrix multiplication and the entire input-output model apparatus
is somewhat more complicated than I have in mind for the aud'ence I have chosen not to spellout the algebra. But a reference to a good exposition is needed Perhaps I should spell it all outhere, also Comments are welcomeu

0
BEST COPY AVAILABLE



267

equal to change in production of each of the sectors. Table MFG-18
has given the five changes in output. Each of these is multiplied by
the respective column to give the values in the table. For instance,
the agricultural change in output is 323.9; the column coefficient
for imports by agriculture in Table MFG-15 is .431. The product of
these two numb-- is 139.6. The entry in Table MFG-19 for im-

us in the first column is 139.7. The two numbers are different
because of rounding error. (I used a computer package to do the
arithmetic and then rounded the results for the tables.)

TABLE MFG-19.CHANGES IN COLUMN COMPONENTS, PRODUCTION SECTOR SECOND SET OF

EFFECTS

[In thousands of ddlars]

Se Mg amount

7u chasing account

Agriculure Yong Manufaciur-
mg

Housing Other Total

Agriculture 25 5 0 08 3 9 26 7
t,t7mg 0 0 4 0 0 4

Nanufactunng 114 007 5 0 5 21 19 0

housing 3 0 7 1 3 14
Other 3 0 01 10 01 8 4 9

Households' after tax income 83 6 09 20 6 7 4 14 4 126 '
Households' taxes 171 02 4 2 0 6 2 9 24 9

Arms' retained eammgs 34 5 1 8 5 0 8 5 9 49 3
Arm's taxes 8 6 03 21 2 15 12 5

Subtotal, value added 143 8 24 35 4 9 0 24 7 213 1
Imports 139 7 14 361 4 3 20 6 200 9

Total 323 9 4 787 143 495

Table MFG-20. This table explains how two of the components
of the column coefficients are moved into the SAM accounting
framewrrk. It seemed easiest to calculate household federal taxes
and the firms' payroll and income taxes as separate rows. In addi-
tion, household dhposable income was entered directly, without its
connection to factors made clear. This table gives the proportions
that were used to take the data in Table MFG-19 and transform it
into the proper categories for the 20 by 20 SAM.

TABLE MFG-20.ASSUMED DISTRI9UTION OF VALUE ADDED TO FACTORS AND FIRMS

Proportions Values

(8) (9) (8) (9)

A Hoc:holds' after tax income
13) Labor 21 233 87 8 351

(14) Self employment 140 211
(15) Private capital 21 land 047 20

Total 100 151 0

B Firms retained earnings

(16) Firms' on reservation saving 083 167 42 82
(17) Arms' off reservation saving 333 417 166 208

Total 10 40
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This concludes a description of the procedure used to calculate
the changes in Table MFG-10. The use of an input-output model
means that some strong assumptions are made. First, the coeffi-
cients are assumed stable for the changes under consideration.
Second, enough slack is assumed present that bottlenecks or price
changes do not occur. The bottleneck problem is the more impor-
ta-nt one in the present context. Prices will probably be unaffected,
since reservations are not large economic forces. But the quantity
issues ere important. The previous section pointed out that some of
the additional output might be provided by reduction of exports. A
cause of this could be that all the agricultural land is in use. On
the other hand, one characteristic of Indian reservations is that
available resources are underutilized. If so, then the assumption of
input-output regional models, that unemployed resources exist for
use at current input ratios, is defensible.

G. CONCLUSION

This chapter preseas a fictional manufacturing plant and calcu-
lates the net present value and rate of return of the project from
different viewpoints. The numbers selected describe a profitable
project from all points of view. Private and social calculations
differ because the project uses otherwise unemployed workers
throug lout its life, and Lses otherwise unemployed land during its
first five years. The most favorable point of view is that of the
tribe, if the tribe does not consider the return of individual inve.-
tors. As shown in Table MFG-7, a return of 45 percent is calculat-
ed. A more reasonable estimate is that given for the AIDFI in its
social calculation, a return of 22 percent.

The final section of the chapter calculated impacts on an imagi-
nary reservation nsing the 20 by 20 example of the third chapter.
Substantial impacts are bbown to be possible when a project uws
inputs produced on a reservs, :ion and the production of those
inputs is Lsed by the introduction of a new project.

r' 3#.400



C:IAPTER V-A NATURAL RESOURCE EXAMPLE

A. INTRODUCTION

The previous two chapters analyze projects whose social benefits ,

have differed from Private benefits due to employment. For both
cases, the benefit of additional income from full time jobs increases
social'returns. Fcr the manufacturing case, additional rent for un-
occupied land in an industrial park is also a social benefit. This
chapter presents an example in which social considerations lead to
additional costs rather than additional benefits. The example as-
sumes a tribe invests in a mineral extraction activity. Although the
mine shows a good rate of return when just the revenues and ex-
penses of the mine are taken into consideration, when effects on
displaced ranchers, on the environment, and on goverrmental ex-
perYses are considered, the project is no longer so attractive. No at-
tempt is made to chart the impact of this project on a reservation
through use of a social accounting matrix, as is done for the agri-
cv.Iltural and manufacturing examples. Also, only two points of
new are presented, the project alone and the project with social
costs taken into account.

The following social costs are assumed to occur in this example.
Two ranchers are forced to close because of land and water taken
:it of their control. Three environmental impacts occur: some
recreation uses of the land near the mine are impaired; water is
diverted which is not replaced in the same quantity CI' quality; and
air quality is lowered. Finally, residence on the reservation of addi-
tional non-Indians and other requirements of the mine cause the
costs of operating tribal government to rise.

B. SIMPLIFYING ASSUMPTIONS

Resource extraction is complicated, and economic ana , sis of ti e
potential of a mineral deposit is also difficult. Because of this, tie
example of this chapter is simplified to focus upon the ways in
which ehvirenmental and other costs can be brought into a dis-
counted cash flow analysis. This section of the chapter briefly de-
scribes some of the complications which have been omitted. The
reader should not assume that a real situation would be adequately
handled if only the social aspects are dealt with. The purely busi-
ness aspects most also be scrutinized. At least three important as-
pects of a natural resource extraction project are omitted or drasti-
cally simplified in what follows: (1) uncertainty, (2) taxation, and (3)
control. There may be other important topics which are also left
out.

Uncertainty io a big issue. Several types of uncertainty are im-
portant in considering the exploitation of a mineral deposit. First,
the true size and quality of a deposit can be discovered only

(269)
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through gailogic exploration, and expensive undertaking. Secon!,
the future profitability of the mining activity depends upon the
future price of the mineral. Prices for raw materials fluctuate
widely. Over a twen4 or fifty year life of a mine, these price fluc-
tuations are difficult to predict and are not amenable to easy inves-
tigation. One cannot drill holes to find out what future prices will
be. Economists may attempt to predict based upon some aadump-
tions about future supply and demand. But their assumptions may
be rather weakly supported.

There are methods of deelnig with uncertainty. These methods
involve calculating a large list of alternative outcomes, depending
upon the value of key factors such as the price of output and the
quality of the ore. Then the probability of each outcome is estimat-
ed, and a reasonable gamble is determined, based upon the goals
and values of the institution which will take the risks. Although
the analysis can get complicated, the complexity is needed because
uncertainty is itself a complicated phenomenon.

Taxation is another complicated issue. There are both legal and
economic aspects. If a project is going to be set up in a way that
benefits both a tribe and a mining company or companies, there
may be ways to structure the ownership of the mining operation in
such a way that the total tax burden on all participants is mini-
mized. For instance, it may be possible to use the taxing power of a
tribal gov -nment to exclude the taxing power of a state govern-
ment. The ability to dc this may depend upon many particularities
of a situation. Another example is depreciation. That Indian tribes
are exempt from federal income taxation when they use their trust
resources may seem to be an advantage. But one must consider the
fact that corporations can deduct depreciation charges from their
income. This is a potential revenue source which would interest a
company but not a tribe.

The point in relation to taxation is that the financial structure of
a mining agreement needs to be analyzed carefully from the tax-
ation point of view. Because the legal environment is in flux at
present, and because the fiscal effects of a project were handled in
the previous two chapters, this example will ignore the issue of tax-
ation. It will be assumed that the mine is tribally owned and there-
fore is exempt from federal income taxes and state taxes of all
sorts. In addition, since the treatment of personal taxes has been
demonstrated it he previous two examples, the fiscal effects of the
income of worker, in the mine will also de ignored.

A third issue is that of the sharing of control between the oinra-
tor of a mine and the tribe. Commentators, tribal leaders, and con-
gressmen have given much attention to the problems that arise
when the owners of a mineral resour,-F have little control over the
mining . `ivity once an agreement has been reached. Unanticipat-
ed prob;cms occur in the employment of tribal members, the pollu-
tion of the environment, the enforcement or royalty provisions, and
so forth. Consequently, at present there is a strong movement to
improve the quality of mining agreements. This example is set up
tinder the assumption that the tribe has a majority interest in the
project, giving it control over these key ;actors.

In summary, the following assumptions are made in order to
avoid dealing with the above problem areas. First, costs and re-
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turns are known wi +h certainty. Second, there is no taxation.
Third, control of development rests with the tribe.

C. DATA

Table NR-1 lays out the assumed data for this: project. The table
has two parts. Part A gives the costs and returns from the point of
view of the project alone. It ends with a row which gives the net
project cash flow. Part B gives the additional costs which should be
included from a social point of view. It ends with a row giving the
net private and social cost flow.

TABLE NR-1.DATA FOR NATURAL RESOURCE EXAMPLE

[Part A. Ptopct costs Ind tenehts (in thousands)]

Year Post

Infect
values

Base par
2 3 4 5 6 7 to 30

(1) Tribal Initial capital -500 -500
(2) NW cantnbution -600 -400
(3) Loans

a Value received 1,600 1,f^f) 750 1,750 1,750 0

b Repayment for Yr 2 -1J/ -107 -107 -107 -107
c Repayment for Yr 3 -68 -68 -68 -68
d Repayment for Yr 4 -52 -52 -5?
e Repayment for Yr 5 - 124 -124
f Repayment for Yr 6 -127
g Subtotalrepayment costs -:07 -176 -228 -352 -479

(4) Operating costs

a labor -1,200
b Materials -1,760
c Land rental -40 -40 - 6 0 -40 -40 -40 -40 -40 -800

(5) Operating revenue +4,500
(6) Salvage value +1,800
(7) Net cash flow, private 540 1,110 440 117 216 258 392 1 1,021 + 1,000

[Part P Sow! cott3 (in thousands)]

Pase year
Year Post

protect
values2

-16
-4

-20

-20
-167

4 5 6 7 to 30

(8) flancics' losses
a Salary

b Pepreneurtal value
c Subtotal (a + b)

(9) Environment costs

a Recreation

b Water
c Air
d Subtotal 0 +b+c)

(10) Government costs

(11) Subtotal, social costs
(12) Net cash flow private and social -520

-16
-4

-20

-20
-1,160

-16
-4

-20

-20
-460

-16
-4

-20

-20
-236

- -16
-4

-20

-20
288

-16
-4

-20

-20
-412

-16
-4

-20

-100
-150
-50

-300
-100
-120
+601

-400

-2,000
0

0

-2,000
0

-2,100
-1,400

The project is assumed to last for thirty years. It takes a base
year plus six additional years to dig the required holes and set rip
any loan contributions. The only differences are that the amount of
each principle is different ,and the number of years for repayment
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is different. The method used here to calculate the amount of
annual payments was to use a Hewlett-Packard 38C financial cal-
culator. The financial interest keys provide analysis of loan terms
of this sort.

Now, what is the proper way to include the cost of these loans in
the net cash flow of the project? It is assumed that the loans are
available to the tribe only if they finance the development of the
mine. Therefore, the loans are a cost only when they are repaid,
not when the initial disbursement is received. The amount of the
repayments in each year is the sum of the five different schedules.
In year 3, the charge to net cash flow is $107,000. In year 4, the
charge rises to $176,000 because an additional $68,600 is due on the
$1,000,000 borrowed in the third year. These payments continue to
rise to their final level of $479,000 in the seventh year. This pay-
ment level remains constant through the thirtieth year of the
project.

It may seem odd to schedule the repayment plan in this manner,
since there are no revenues until the seventh year. The assumption
is that the equity owners, and in this case the tribe, will have to
service the loans during years 3, 4, 5, and 6. Therefore, these pay-
ments represent additional capital contributions of the tribe as
equity owner and would make the tribe the majority owner of the
entity which undertakes the mine development.

Operating costaOperating costs are given in three categories:
labor, material, and land rental. Only land rental is a cost before
the mine comes is to operation in the sew= ch year. At that time,
the total wage cost is $1,200,000 per year. Materialsexplosives,
gasoline, and so forthwill total $1,760,000 per year. The land
which is taken out of agricultural production paid a rent of $40,000
per year to the tribe. This rent is foregone forever when the mine
is created. This is entered as a cost in each of the years. In the
final column of the table is given the value of the rent forever in
the years after the project is closed down. The figure of $800,000
represents the present value of $40,000 a year forever at an inter-
est rate of 5 percent per year. (A valid alternative way to have
handled this would be enter the value of the land, $800,000 as a
cost contributed by the tribe in the first year. This would make the
capital contribution of the tribe even greater.)

Salvage value.In the thirty-first year of the project, the mine
will run out of its mineral and have to be closed down. The salvage
value of the plant and equipment recovered from the mine will be
$1,800,000. This is entered in the last column of the table.

Private net cash flow. The final row in part A of Table NR-1 is
the private cash flow of the project. This row shows the cash flow
situation as it would be recorded in the books of the project. A base
year and six development years show a negative cash flow for each
of them. Positive cash flows develop after the mining operation
begins in the seventh year. As mentioned above, the loans from pri-
vate sources are treated as costs when they are repaid. For this
reason the cash flow in the development period does not include
the full value of the loans, and therefore does not include the ex-
pemes which will be made in each of those years in constructing
the project. This stream of expenditures will be used to calculate
the discounted cash flow analysis from the point of view of the
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project alone. We now turn to social aspects which the tribal gov-
ernment needs to consider.

E. SOCIAL COSTS AND BENEFITS

Ranchers' losses. The mine will remove sufficient land from pro-
duction tr, force two ranchers out of business. The private losses of
these tribal members must be taken into account. Since these
ranchers will not be able to attain the same standard of living in
another occupation, their lost income is a wetter of concern. It is
assumed that the ranchers and their workers will have a reduction
of $16,000 a year in salaries and wages when they seek alternative
employment. In addition, the farmers suffer a loss because they are
forced out of an entrepreneurial role. This is estimated to be 82,000
a year for each, a total of $4,000 a year. These losses are perpetual
ones; they begin in the first project year and continue past the life
of the project. Tly..1 total costa are $20,000 a year.

Environmental costs.Once the mine ia In operation, a number
of environmental costa occur. There is a reduction in the value of
recreation near the site of $100,000 a year. Water quany is low-
ered by the mine and this causes additional loso...s to the users of
the water of $150,000 a year. Air pollution causcs an additional loss
of $50,000 a year. The total annual environmental costa are
$300,000 a year from the seventh through the thirtieth year. In ad-
dition, recreational benefits of $100,000 a year forever are lost after
the project closes down. Therefore, a value of $2,000,000 needs to be
listed as a cost during the closing down process of the thirty-first
year.

Government costs.A mine creates demand for additional serv-
ices from government. Since this mine is owned by the tribe, and
since no taxes are collected from th mine, attention must be given
to the additional exper.ditures by the tribal government which will
result because of the mine. For example, the mine may cause non-
Indians to move on to the reservation during the project. Keeping
these new residents happy may require some services and some po-
litical activity. The mine may cause political pressure from neigh-
boring communities, particularly if these are people concerned
about environmental costs outside of the reservation w:tich are not
being paid for by the project. The political problems those would
cause might be rather troublesome. Therefore, it is assumed that
the tribal government's budget would have to rise by $100,000 a
year to deal with all the potential service and political problems
caused by the mine. These costa would occur only during the pro-
duction phase.

Social cost cash flow.The consequence of these social costs is
that a substantial deduction needs to be made in each year of the
project and in the close down in the thirty-first year. There are
costs of $20,000 a year in the first six years dire to the loss suffered
by ranchers. In years se-..en through thirty, there is an additional
$400,000 in cost for a total of $420,000 each year. In the final year
of the project, the future lost income of the ranchers, $400,000, and
the cost of the perpetually given-up recreation benefits of
$2,000,000 must be charged to the project.
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Private and social cash flow.The last row of part B of Table
NR-1 gives the sum of both the private and social cash flow entries
in the table. "Private" means the project alone. "Social" includes
social costs. In both cases, the point view is that of the tribe and
AIDFC combined. Compared to the private cash flow on the books
of the project- alone, there are additional costs which reduce the
b --..fits of the project. The major change is that the benefits of
$1,1.4:1,000 a year during the production pen,' are reduced to
$601,000 a year. In addition, the positive salvage value of the
project becomes negative when the perpetual environmental costs
are considered.

F. CASH FLOW ANALYSIS

We now tilrn to calculation of discounted present value and in-
ternal rate of return for this project. There are only two cases: (1)
the project alone, the "private" analysis, and (2) the project and
the social costs, the "social" analysis. The data for the private anal-
ysis it given in the last row cf part A of Table NR-1. The data for
the combined analysis is given in the last row of part B of Table
NR-1. In keeping with the assumption of this chapter, a real rate
of interest of 5 percent is used in the discounted cash flow analysis.
Table NR-2 lays out the calculations and the results.

TABLE NR-2.CALCULATION OF NET PRESENT VALUE NATURAL
FOR THE NATURAL RESOURCE EXAMPLE

(In thousands]

Pnvate cash flow (row 7. Table NR-li Social cash flow (row 12. Table NR-11

CF, N, CF, N,

A Data
0 540 1 540 1

1 1,140 1 1,160 1

2 440 1 460 1

3 147 1 167 1

4 216 1 236 1

1 268 1 288 1

6 -392 1 412 1

7 +1,021 24 +601. 24
8 +1,000 1 1,400 1

1. Private Cash Flow
Present Value at 5% : $7,668,000
Internal Rate of Return : 17.6%

B Results

2 Social Cash Flow
Present Value at 5% : $2,946,000
Internal Rate of Return : 11.0%

The calculations were made on the Hewlett-Packard hand calcu-
lator used previously. The discounted cash flow analysis keys were
used, because the cash flows vary in each period. The terminology
of the Hewlett-Packard system uses the symbol CF, to indicate the
amount of the i-th cash flow, and n, to indicate the number ofperi-
ods for each cash flow. CF, indicates the cash flow in the first
period. Negative signs indicate expenditures and positive signs indi-
cate receipts. We have a total of eight cash flow amounts. One of
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them lasts for 24 periods, the twenty-four years of production from
the seventh through the thirtieth year.

The internal rate of return for the project alone works out to
17.6 percent. The present value of the project at a 5 percent real
discount is $7,668,000. This looks like a feasible and good project
from the private point of view.

The internal rate of return for the project from a social point of
view, however, is much less: 11.0 percent. The net present value at
a five percent discount rate remains positive, at $2,946,000. But an
analyst would want to check all the given data carefully with these
numbers, for the project would just barely qualify as worthwhile.

G. DATA SOURCES

The example and analysis has been presented as if the data were
easy to obtain. Data about the costs and returns of the project
alonethe contents of Part A of Table NR-1would come from a
standard project analysis business line. Section B above discussed
some of the complications which would arise in an actual example
in compiling and analyzing the strictly business information.

The data on social impacts would involve some extra research.
The impact on ranchers or other users of land displaced from their
livelihood could best be estimated by interviews with the potential-
ly affected people. If the number of them is not great, specific ques-
tions about their other training, their desire to change jobs, the
amount that they have invested in their current activity, and so
forth, could all be used to estimate the impact on their income.

Data on recreational benefits are not easy to generate. There is a
literature on the topic of estimating the value to the public of
recreation activity. One could search local libraries for studies on
the recreational activities under construction to see what estimates
have been made for other people. But some additional investigation
specific to tribal members might be needed. An example of a ques-
tion to ask would be, "If this recreational activity were not free,
what is the most you would pay in order to be able to undertake it
once a month?" In place of "recreational activity," one would fill in
the relevant example, such as fishinz, camping, hiking, or hunting.
For fishing and hunting, the cost of purchasing the fish and meat
is a minimum estimate of the value of the recreation, to which one
needs to add the joy of undertaking the activity itself. Although it
may be difficult to obtain firm numbers, it would be very valuable
to attempt to estimate how many people would lose recreational
benefits, and to guess at the value the average user places upon the
resource.

The pollution of air and water also presents difficult but not in-
surmountable problems in estimating the value of the lost re-
source. Again, there is a growing literature that can be died to pro-
vide data for analogous situations. A decli: in water quality, for
instance, may raise the costs of using the water in ways that can
.,e measured.

Some changes in governmental expenses may be easy to estimate
and others more difficult. For an Indian tribe, some of the prob-
lems of jurisdiction over non-Indians make the standard estimates
of costs a bit complex. One needs to know whether particular social
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services will be provided by the tribal government or a branch of
state or county government. Litigation expenses may increase as a
tribal government moves to defend its rights against state govern-
ment.

For each of these types of social costs, a survey of possible exam-
ples and a listing of some sources for obtaining estimates of costs
would be helpful. Such a survey would surely improve the value of
this w.;:k to people carrying out project analysis. The objective of
this chapter, however, has been to show how social factors can be
included in the analysis without changing the general framework.
If the social factors can be quantified and if dollar values can be
assigned to them, then discounted cash flow can be used. But, some
factors cannot be readily transferred into a monetary value. For in-
stance, the mine might disturb sacred land. In these cases, one
must say that the use of discounted cash flow analysis is not
enough. On the other hand, decision-making without the financial
results should also not be enough. One should want to have both
the numbers and the non-numerical factors in order to reach final
decision.

H. CONCLUSION

This chapter presents a simplified example of the analysis of a
natural resource project. The example was simplified in a manner
aimed at emphasizing ways to include social costs. The imaginary
data were created so that the social costs have a dramatic impact
on the rate of return of the project, lowering it from 14.6 percent to
7.2 percent. Unlike the agricultural example or the manufacturing
example, no attempt is made to calculate the indirect impacts of
the project through reconstruction of a social accounting matrix
after the project comes into existence. Also unlike the previous two
examples, social Lenefits from employing unemployed workers or
land are not included.
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CHAPTER VICONCLUSION

This work has three major topics relating to project analysis in
Indian communities. Taken in reverse order of presentation, they
are as follows. The examples in chapters 4, 5, and 6 show how pri-
vate discounted cash flow analysis can be transformed into social
discounted cash flow analysis. Chapter 3 deals with the big picture
through examination of social accounting matrices. A community
can use a social accounting matrix to examine how a project affects
the whole economy of an area. Chapter 2 deals with institutional
issues. It provides a checklist of issues which can too easily be
omitted in an analysis which focuses only upon numbers. Although
institutional issues were discussed first to stress their importance,
the real focus of this entire work is the use of social cost-benefit
analysis.

This concluding chapter has three parts. The first section draws
together the examples in chapters 4, 5, and R by comparing the
three projects in one graph. The second section briefly considers
some shortcoming of this text. The third and final section gives a
recommended series of steps to follow in conducting project evalua-
tion.

A. PRESENT VALUE COMPARISONS

The analysis of projects eventually involves making choices
among projects. This section compares the three examples in terms
of their social returns. Tables C-1 and C-2 summarize the cash
flows as reported in chapters, 4, 5, and 6. The tables use the com-
prehensive social cash flow for each project. Table C-2 has the
same data as Table C-1, but in the second table the cash flows are
grouped together for translation to a hand calculator. Table C-3
gives present value as a function of the interest rate used to dis-
count future values to the present. It is derived from the data in
Table C-2. Table C-4 is a graph that displays the data in Table C-3
in a different manner.

TABLE C-1.----ANNUAL SOCIAL CASH FLOW FOR THREE PROJECTS

veer Agriculture Alauufactunng Mining

Base year

1 5,000,000 1,000,000 540,000
2 900,000 236,679 1,160,000
3 900,000 236,679 460,00
4 900,000 236,679 167,000
5 900,000 236,619 236.000
6 900,000 236,679 238,000
7 900,000 192,919 412,000
8 900,000 192,979 601,000
9 900,000 192,979 601,000

900,000 192,979 601,000

(277)
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TABLE C-1.-ANNUAL SOCIAL CASH FLOW fOR THREE PROJECTS-Continued

Year Agriculture Manufacturing Mining

11 900,000 192,979 601,000
12 900,000 192,979 601,000
13 900,000 192,979 601,000
14 900,000 192,979 601,000
15 900,000 192,979 601,000
16 900,000 192,979 601,000
17 900,000 192,979 601,000
18 900,000 192,979 601,000
19 900,000 192,979 601,000
20 900,000 192,979 601,000
21 900,000 192,979 601,000
22 900,000 192,979 601,000
2q 900,000 192,979 601,000
24 900,000 192,979 601,000
25 900,000 192,979 601,000
26 900,000 192,979 601,000
27 900,000 192,979 601,000
28 900,000 192,979 601,000
29 900,600 192,979 601,000
30 2,900,000 292,979 601,000
31 0 0 - 1,400,000

TABLE C-2 -SUMMARY OF SOCIAL CASH FLOW VALUES FOR THREE PROJECTS

Gash flow number (,)

Agriculture Manufacturing Mining

Cash how (CF,)

Number of

wads
(111)

Number of
Gash flow (CF) periods

(n,)
Cash flow (Cr)

Number of
Newt

(n,)

0 - 5,000,000 1 - 1,000,000 1 -540
1 900,000 29 236,679 5 1160
2 2,900,000 1 192,979 24 -460
3 292,979 1 -167
4 -236
5 238
6

412
7 602 2
8 -1400

Sources Agriculture, Table AG-7, Manufacturing, Table MFG-8, Mining, Table NR-2

Terminoiogy i = index number of each cash flow, n, = number of periods for the i-th cash flow. GF, = amount of Oh cash flow

TABLE C-3.-COMPARISON OF THREE PROJECTS' PRESENT VALUES AT VARIOUS DISCOUNT RATES

Discount rates
Present value

Agriculture Manufacturing Mining

4 11,179,000 2,562,00 3,834,000
5 9,298,000 2,179,000 2,946,000
6 7,737,000 1,858,000 2,211,000
7 6,431,000 1,587,01A, 1,599,000
8 5.331,000 1,357,000 1,089,000
9 4,397,000 1,160,000 661,000
10 3,599,000 991,000 302,000
11 2,912,000 844,000 200
12 2,316,000 715,000 ,,4,000
13 1,797,000 603,000
14 1,342,000 503,000
15 940,000 415,000
16 583,000 336,000
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TABLE C-3 COMPARISON OF THREE PROJECTS' PRESENT VALUES AT VARIOUS DISCOUNT RATES

Continued

0.^unt rates
Present value

Agriculture Manufacturing Mining

17

18

19

20

21

22

23

264,000

20,925

266,000

202,000

144,000

92,000

44,000

300

40,000
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Table C-4

Graphical Comparison of T;Iree Projects

Agriculture

5
Mining

3

2
Manufacturing

5

J

I

10 15 20 2S

discount rate (5,)
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Examination of Tables C-3 anti C-4 indicates that the manufac-
turing project is best (for its size), the agricultural project is second,
and the natural resource project ranks tl.:-.d. There are some com-
plications in arriving at a definitive judgment, which will be dealt
with after discussing Tables C-1 through C-4.

Table C-1 gives the cash flow in constant prices for each cf the
thirty years of the projects (the natural resource project has a
thirty-first year). An inconsistency exists in this data because he
agricultural and industrial projects were evaluated using an inter-
est r.te of 9.26 percent to calcu3ate the amortization of loans, while
the loans available to the natural resource project charged an in-
terest rate of 5 percent. One must distinguish between the interest
rate used to discount future values and to compare different
projects, and the market rate of interest which determines the in-
terest rate paid on loans. In this case, it appears that the agricul-
tural and industrial projects are participating in e market that is
different from that of the natural ref -ice example. This inconsist-
ency was created by the author's di _I, ...) /try the interest rate in
examples. Let us assume a special subsidy is available only to the
natural resource project. Then we can carry on the comparison of
the roiects at different discount rates.

Vv,th l,he financial calculators which are now available, it is easy
to make a table which shows the exact relationship between the
discount rate used and the present value of the project for a set of
cash flow ye:nes. One enters the cash flow values into the memory
of the hand calculator as explained in the calculator's manual. One
then solves for the present 1,,,..lue of the cs h flows for different
values of the discount or interest rate. Personal or micro computers
also have software programs which can be used for such analysis.
An example should clarify this approach.

Take the industrial project, which is the second column in Table
C-1. There is an initial capital cost of one million dollars, which is
a negative cash flow in the base period, called period 0. There fol-
lows five years of social cash flow of $236,679 per year, twenty-four
years at $192,979, and a fir 91 or thirtieth year of $292,979. The
Hewlett-Pt Atard finer zial calculator mar sal defines a system of
letters to identify each of these. The following are the letters the
HP-38C and other Hewlett Packard financial calculators use:

i= index number of each cash flow. For example, the initial . -oh
flow is i=0. The cash flow in the first through the fifth year corre-
sponds to i=1. In order to save room in the memory of the calcula-
tor, Hewlett Packard designed its program such that consecutive
cash flows of the same value could be treated as a unit. The indus-
trial project has four distinct cash flow values. They are read into
the calculator as values of i from 0 to 3.

CFi=The i-th cash flow, where it has just been defined. For this
example, we have the following:

CF0 = 1,000,000
CFI = 236,679
CF2 = 192,979
CF3 = 292,979

ni- The number of periods during which the i-th cash flow
occurs. The value of no is 1, since bass period is always one year

44
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long. In our case, the value of m is 5, since the i-th cash flow occurs
five times.

Following the directions of the calculator, one enters these
values into the various storage positions. Then, one can calculate
the present value for these cash flows using a number of different
interest rates. Each interest rate is stored in the "i" position and
th,-,n the "NPV" key sets the calculator to work computing the net
present value.

In this case, the exercise begins with a value of 4 percent. At an
interest rate of 4 percent, the present value of the manufacturing
project's cash flow in $2,562,000 (rounded to the nearest ,:iousand
dollars). At an interest rate of 5 percent, the present value of the
project is $2,179,000. At 6 percent, the present value falls to
$1,858,000. One continues this process until the present value be-
comes negative. For the manufac..iring project, the present value
becomes negative for values of the interest rate above 23. The "in-
ternal rate of return" for a set of cash flows is that interest ;ate
for which the present value is zero. In this case, the internal rate
of return is 22.1, as was reported in Table MFG-8. (In the old dad
before hand calculators, this method of successive calculation
let present value was the easiest way to find the internal rate of
return for a complicated set of cash flows. New calculators provide
ai internal rate of return function key and find the solution for us.
Most of them also search for the zero present value by calculating
and recalculating net present value for different interest rates.)

Table C-3 gives the present values of the three projects for inter-
est rates of 4 percent and abcve. Table C-4 graphs the values. As is
usually the case, the ranking inves Tents differs as the interest
rate differs. Between the interest rato:::_ of 4 and 7 percent, the fol-
lowing ranking occurs:

First: Agriculture
Second: 11t' iing
Third: Manufacturing

But at an interest rate of 8 ;.,ei lent, the ranking changes as mining
and manufacturing change position:

First: Agriculture
Second: Manufacturing
Third: Mining

At an interest rate of 12 percent, the present value of the mining
alternative becomes negative. The next switch occurs at 17 pet cent,
where the manufacturing project has a higher present value than
does the agricultural project At 19 percent, the prsment value of
the agricultural project I), ; negative.

We must consider 4-- of s a on the comparisons among
these projects. The i,, amount of capital spent for eoch of them
is different The mil. g and manufactur:ng projects can be com-
pared easily because ihey both involve a one-time expenditure in
the base period. The cost of the agricultural project is five times
that of the manufacturing project. Many people might be interest-
ed in the return per dollar invested, rather than the total present
value of the preject. Suppose that one alternative were to build five
man "acturing projects exactly like the one we have studied. How
woult. those five, as a group, compare with the agricultural project?
They would be better than the agricultural project at all interest

71
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rates. One would multiply the second column of Table C-3 by 5; in
every case the result is a present value higl than that of the ag-
ricultural project. Bet .n fact it may not 13, possible to have five
manufacturing projects equal to that which was analyzed here.
Scale of operation is important, and the best scale is often deter-
mined by market considerations. Nonetheless, one car say that the
manufacturing, project gives more present value per :Lollar of cap-
ital invested than does the agricultural project. This simple com-
parison is r.ot available for the mining project, because its capital
cost :3 spread out over several years. We wculd need 4o convert the
capital cost into dollars of the base year at each of the discount
rates used in order to examine the effect of scale.

Table C-3 and its graph in Table C-4 are useful but not complete
in the process of choosing among a number of projects. One consid-
eration is the total capital budget of a tribe or any institution con-
sidering investment. A useful criterion to use would be to maxi-
mize the total value of the returns from the full capital budget,
with whichever combination of projects gives that highest total
return. In considering the cly.ice among a number of projects,
maximizing the social return from them all is a useful goal. But
other considerations must be taken into account; for instance, the
relative riskin ass of each project is import-nt. There may be addi-
tional institutional considerations which affect the riskiness orwhich are valued themselves but are not quantifiable.

The chapter nnncludes with some remarks on the process of im-
plementing the i s on project selection that are offered here. The
section begins w i some criticism of the present text, and con-
cludes with a listing of steps to take in implementation.

B. CRITICISM RELATING TO IMPLEMENTATION

The original goal of this work is to write e document that is im-
mediately useful to those engaged in analyzing projects. As the
writing proceeded, however, the text focused upon explanation of
the principles behind such analysis rather than upon the presenta-
tion of each of the steps needed in application of the principl-z. As
a partia' attempt to fill this gap, this final section will address
some of the shortcomings of this work as a cookbook for projectanalysis.

From the perspective of the leader desiring a cookbock, the ma-terials in chapters 2 through 6 can be criticized in at least three
dimensions: (1) The details of the steps taken in applying the for-
mulas are. not spelled out in sufficient detail; (2) insufficient atten-
tion is given to problems of finding data to plug into the formulas;
and (3) the examples are oversimplified, and no guidance is given
to help analysts simplify a real example. The remainder of this sec-
tion 'will deal with each of these problems
The need for detailed instructions

A "cookbook" is a document which leaves nothing out in describ-
ing what to do. It contains recipes which tell exactly how much of
each ingredient the cook needs If one is going to make an apple
pie, one needs 5 apples, one pie crust, etc. All but the most exper'
enced cooks would he baffled by a pie recipe calling for the cook to
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"combine flour, shortening, water, apples, sugar, and spices and
bake." More detail is needed. By analog: a cookbook on project se-
lection criteria would lay out exact and detailed specifications for
the analyst i-o follow. To a certain extent, this text is vague in that
manner, particularly in the instructions for the use of a social ac-
counting matrix. Too many key steps are omitted, risking the re-
sults a cook would get if he followed the general instructions given
above.

But another problem can occur, even if one writes in sufficient
detail to meet the cookbook criterion. Suppose the ingredients are
not available? Some recipes call for eggs; suppose eggs are not
available, or the cook does not know where to look in the store?
The ingredients for project selection are data. A good cookbook text
might give very detailed instructions about what to do with the
data, but not give any about how to obtain it. (Most books on car-
ital budgeting fail to explain the source of data for use in the com-
plicated formulas which are recommended.)

Sources of data
How does one go about assembling information on institutional

factors, on a social accounting matrix, or for discounted cash flow
analysis? Although this is a big question which cannot be adquate-
ly answered here, some remarks are needed.

Data on institutional issues might besL be gathered through per-
sonal interviews on the reservation with key people. Reports by an-
thropologists or other social scientists mug be useful but should not
be relied upon without double-checking with people in the commu-
nity.

Data for social accounting matrioza would come from publica-
tions of the Bureau of the Census for cenrities, from income and
expenditure sheets of governments and local businesses, and from
personal interviews. Most efforts to construct a SAM would require
information from a survey of households on the reservation in
order to determine consumption patterns.

Data for projects themselves would come from interviews with
people knowledgeable about the costs of equipment and supplies,
markets, and means of production of the goods involved. It is diffi-
cult to list all the possible sources of infor nation about the poten-
tial costs and revenues of projects. Of course, good information is
required for this in order for an analysis to be worsol much.

Complexity in actual cases
This work has simplified at every opportunity, in order to em-

phasize the social aspects of project selection. But one price of such
simplification is that a person confronted with an actual case may
I...4 be able to siraplify it along the lines described above. Big issues
may loom imr urtant which were excluded. For instance, no discus-
sion of risk i5 given above. But most projects involve some riski-
ness. Many choices are made in estimating the costs of production,
among them is the choice of the proper size for a project. No dis-
cussion of selecting scale is given above.

Each of these three areas are legitimate criticisms of the present
work from the point of view of implementation. The following final
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section sug:,ests ar. organization of work for application of the
ideas presented in chapters 2 through 6.

C. SUGGESTIONS FOR IMPLEMENTATION

A system of priorities needs to be given to the many ideas pre-
sented in the preceeding chapters. The following is a suggested set
of steps to be undertaken in implementing the project selection ,.:ri-
teria set out here. There would be two phases to complete. The first
phase would examine a project from the social point of view, and
would be focused only upon one project. The second phase would
involve examination of the impacts of each project oi_ the whole
reservation economy. This phase also would involve selecting
among projects if more than one is under consideration.

Phase:: Social discounted cash flow analysis
Step 1: Conduct a Private Dkicounteu Cash Flow Aneysis
This is a big step which is not fully described in this work be-

cause it is well explained in other textbook on capital budgeting.
All of the hard work required to estimate revenues and costs for a
business development project needs to be assembled before the
work can proceed to social cost- benefit analysis.

Task la: Collect all cast and revenue data for the project
Task lb: Calculate the present value and internal rate of return

for the project using market prices; i.e., conduct the private dis-
counted cash flow analysis.

Step 2: Identify Potential Shadow Price Changes
Once the project has been described using market prices to de-

scribe both costs and benciits, the next task is to identify areas in
which the market prices may not accurately ' resent social
values. In these areas, the market prices will be ch Aid to shadow
prices representing social values. For instance, tr._e wage costs of
oteviously unemployed workers will be assign& a shadow wage
representing the costs to the worker of accepting employment.
(This shadow wage will probably be lower than the market wage.)
Another example occurs if there are some pollution costs which are
given a zero market price in the private analysis; these would be
given a positive price in a social cast-benefit calculation.

Step 3: Go Through the Checklist of Institutional Issues
The conclusion to chapter 2 presents a checklist of issues which

may he relevant for asset sing the institutional considerations. This
list should be used to search for possible institutional complications
whit' were left out of the private discounted cash flow analysis.

StA..p 4: Collect Data for Calculation of Shadow Prices
Using the decisions of step 2, additional information will be

needed to assign a proper shadow price to costs and revenues
which need to be adjusted.

Task 4a: Identify types of information needed
Task 4b: Collect the data
Task 4c: Calculate the shadow prices.
Step 5: Collect Data on : nstitutional Issues
Using the decisions reached in Step 3, conduct interviews and

generally investigate each of the potentially important institutiei-
al issues. Write a brief report stating the conclusions on each.
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Step 6: Identify Changes in Tax and Transfer Payments
Since part of the social cost-benefit analysis consists of identify-

ing the effects on the budget of the federal government, it will be
necessary to identify the changes in the federal budget which will
occur. This requires estimating changes in federal income taxes,
federal social security taxes, and other taxes. In addition, if de-
creases in welfare payments and in any other transfers would be
estimated.

Step 7: Calculate Social Discounted Cash Flow
Using the data gathered in earlier steps, calculation of social re-

turns using the shadow prices is the next step. If the analysis is
going to involve several governmental points of view, then the data
of step 6 would be used to calculate each of these points of view.

The completion of Step 7 would conclude Phase 1 of application
of the investment criteria. The conclusion would be a statement of
the social returns, from Step 7, and an associated assessment of the
institutional issues, from Step 5.

Phase 2 Analysis of economy-wide impacts
Each of the projects under consideration on a reservation would

be analyzed using the steps indicated in Phase 1. Some of the steps
could be used for se7eral difl -c.nt projects. For instance, analysis
of the employment effects of G..e. project mould assist in analysis of
the effects of others. If sufficient planning resources exist, then all
of phase 2 would be undertaken. Otherwise, only the first two steps
would be completed.

Step 8: Determine Capital Budget Size
If several different projects are under consideration, which

should be the usual situation, then the first step in selecting
projects is to determine the resources available for investment in
each of the years under consideration.

Step 9: Select a Best Combination of Projects
Once each of the project analyses have been completed, the proc-

ess of choice among them can proceed. Projects should be compared
to one another in terms of social costs and returns, risk, and insti-
tvtional considerations. A chart such as that constructed in Tables
C-3 and C-4 would be one tool to use in order to see the relation-
ship between net present value and the discount rate for each of
the projects. The projects with the highest net present values
would be combined to give the best total vse of the capital bu iget.
But some of the institutional considerations might affect the final
selection. Also, nothing has been said so far about the imnortance
of the relative riskiness of different projects. Risky projects should
be avoided unless they offer sufficient prospect for returns to offset
their riskiness.

Step 10: Determine if a Social Accounting Matrix is Feasible
In order to apply the idea of a social accounting matrix, it is nec-

essary first to assemble one. Although it may not be necessary for
the matrix to be completely accurate in all dimensions, a few key
types .1 information are needed. These are information on the con-
sumption patterns of the residents of the reservation, information
on the sources of supply for producers on the reservation, and
income and expenditure information for all governmental institu-
tions and a representative sample of private businesses on the res-
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ervation. Should it be necessary to conduct a survey to obtain one
of these types of information, substantial expenditure of planning
resources and time will be involved.

Step 11: Coastruct a social accounting matrix
If feasible, then all the data should be assembled into a matrix

and the various discrepancies between different information be rec-
onciled. This step has many separate tasks, which can be shortened
to the following:

Task 11a; Determine the classification system to be used for the
SAM

Task llb: Assemble a first attempt at the SAM
Task 11c: P.econcile data inconsistencies and balance the SAM
Step 12: Estimate reservation-wide impacts of each project
With Lsk 11 complete, and with the separate analyses of the po-

tential projects, one can proceed tr. estimate changes L the reser-
vation economy which would result from each of the projects.

Task 12a: Determine first-round effects of each project
Task 12b: Calculate indirect or induced effects of each project

and partially rebalance the changed SAM
Task 12c: Examine the results to see if the estimated impacts are

reasonable, given the nature of the reservation economy.
These tasks would be difficult for non-economists to complete,

since Tasks 12b and 12c require familiarity with implementation of
input-output techniques through matrix algebra.

Step 13: Re-evaluate choice of projects
With the results of analysis using a SAM, the selections made in

Step 9 should be re-examined in light of the additional information
about the induced or economy-wide impacts of each of the projects.
Some projects witl- modest direct effects may have substantial indi-
rect effects on an economy and therefore would be preferable.

GLOSSARY 1

Amortization
The amortization of a loan is the process of repaying the loan, usually in ,qual

installments over the period in which it is due. The repayment schedule of a hr
mortgage is an example of the amortization of a loan in equal installments. ...As
method of amortization is used for loans in projects in this work.
Capital budgeting

Capital budgeting is the process of deciding how to spend an institution's capital
budget; it could also be called investment planning, where investment inc'udes con -
:'ruction of physical capital (buildings, equipment, land Improvements) as well as
investment in

physical
securities.

Capital structure
Capital structure consists of the banking and savings institutions which serve tc

cnannel savings and other funds available for investment to enterprises or house-
holds who wish to invest. Examples are savings and loan institutions, banks, and
the stock market

Cash flow
Private cash flow is the difference between revenues and expenditures for a

period of time, usually a year Expenditures include all costa of production, servicing
of debt, and taxes Depreciation allowances are not an expenditure and are included
in cash flow. Social cash flow is the difference between revenues and expenditures

' This glossary defines the terms as used in this work Through error cr oversight, the defin,-
tains ;men here may vary prom the manner in which the terms are used in other works
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when both are calculated using shadow prices. Since shadow prices are not equal to
market pnces in every case, social cash flow is not as tangible as is private cash
flow.

Consumption

In a set of accounts for a region, consumption is the purchase of goods and serv-
ices by households and governments. These institutions consume the goods during
the year. For these institutions, purchases which are not consumption are classified
as investment. Different authors and nations classify goods in different ways. Ii' the
Urited States, for instance, the purchase of most cierable goods, such as car:*. refrig-
erators, ar.d furniture, are ckssified as consumption. Afro, all govern', nt ID, -
chases in the United States are classified as consumption In the social accounting
matrix in this work, however, governments are given a capital account and can
invest.

Discount rate
A discount rate is a rate of interest used to discount cash flow which occurs in

some future ;ear back to the present. For a formula showing the use of a amount
rate, see the definition of present value

Equity
Equity is the capital contributio by owners of a firm or project. It is distin-

guished from other forms of capital contribution, such as loans or bonds Equity
owners share the profits of the enterprise. An equity own, r may be a single individ-
ual, as in a farm. The owners may be partners, o- holders of common stock.

Exports
Exports from a region is the value of all goods and services which were produced

in the region but were purchases by people outside of the region
Factor income

Factor income is the income of land, labor, and capital. The factor Income of land
is rent, the factor income of labor is wages, and the factor income of capital is profit
and interest.

Factor of production
A factor of production is one of three things. capital, labcr, or land

Final entry
In a social accounting matrix, a flail try 124 11 receipt by one category of account

of an expenditure of a different cutest y of account. In this work, there are four
categories of accounts: production, institutions, capital, and rest of world.
Gross domestic product (GDP)

Gross domestic product is the value of goods and services produced within the
boundaries of a country, without any attention paid to the nationality of the person
producing the good ur service It is "gross" rather than "net" because depreciation
is not subtracted from the income of capital.

Gross national product (GNP)
Gross national product LS the value of all goods and services produced by the

members of a nation without any attention paid to the nation of residence: of ''-e
owners of the factirs of productions which produce the goods It is "gross" rr r
than "net" because depreciation is not subtracted from the income of capital
Gross reservation product (GRP)

Gross reser.,ation product is that value of all goods and services oroduced within
the boundaries of reservation, with no attention paid to the ethnic identification of
the persons producing the goods and services. GRP's definition for Indian reserva-
tions corresponds to that of GDP for nations.

Gross tribal product (GTP)
Gross tribal product is the value of all goods and services produced by members of

a particular tribe, no matter where those tribal members live. GTP's definition cor-
responds to that of GNP for nations

233
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Imports
Imports for a region are all goods purchased by production accounts, institutions,

or capital accounts from producers located ., aside of the region
Input - output coefficient

In an input-output model of a region, an laput-ouput coefficient gives the value of
a specific input that is required per dollar of output. Each good produced by the
region's economy will have a group of input-output coefficients that give the re-
quired inputs of other products of the region co produce the output. Input-output
coefficients are calculated from an input-output table by dividing the intermediate
purchases of each production account by the total value of the output of that prod-
uct. (Note: this is the "interregional definition of a regional input-output coefficient,
because only inputs from the region are used. Alt other inputs are classified as im-
ports. In a "multiregional" dermition, the input-output coefficient would be calcuIrt-
ed based on all each type of inpu', whether produced in the region or not.)

Input-output table
An input-output table is usually defined as the intermscliate transactions of pro-

duction accounts. The table gives the values of goods and services as inputs in the
production of other goods and services. (Tife is the "A" block of transactions in
Chapter 4.) An input - output table can also be dafined to include the purchases of
services f.om factors of production in value added rows and the purchases of goods
by final demand sectors with additional columns. This broader definition of an
input-output table would include all of the purchases and expenditures by produc-
tion accounts in a social accounting matrix.

Intermediate entry

Iu a social accounting matrix, an intermediate entry is a transaction between two
different categories of accounts. Four categories of accounts are used ir. this work:
production, institutions, capital, and rest-of-world.
Injection

An injection in an economy is either consumption, investment, or exports. These
are called injections because they are direct purchases of goods and services which
are used as the basis of multipliers determining the level of income of a region.
Internal rate of return

The internal rate of return for a series of cash flows is the discount rate for which
the net present value of the cash flora is exactly zero. See net present value for the
equation; the internal rate of return is the value of r in that equation which makes
NPV equal to zero

Frwestment

Investment is the purchase of capital goods for the purpose of producing goods
and service t. Firms invest by building factories and purchasing equipment for them.
Households :nvest by building homes. Governments invest by building office build-
ings, roads, and purchasing equipment for use for more than one year.
Joint venture

A joint venture is an enterprise whieh is owned jointly by both members of the
private sector and by a government. On Indian reservations, a joint venture is an
enterprise jointly owned by a tribal government and an outside corporation
Leakage

A leakage from an economy is one of three things: imports, savings, or taxes.
They are called leakages because they represent income received but not spent on
production by the person or institution receiving the income. They are contrasted to
injections.
Market price

A market price is the pi-1/4e used when a purchaser and seller exchange a good or
service. Rent, wages, profit are called market prices, as age all prices of goods and
services

Matrix
A matrix is a two dimensional table of nunbers.
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Multiplier
A multiplier gives the ch'nge in income which results from a given r .ange in an

injection For instance, if exports increase by some amount, say $100, and this
causes income to rise by $120, then the multiplier is $120/100, or 1 2 The method of
calculating a multiplier always depends upon the characteristics of the model being
used to define "income" and "injection."

Monetary rate of interest
The monetary rate of interest is the rate of intemt expressed in terms of money

alone, as in most financial assets. The interest rates quoted in business sections of
daily newspapers are monetary rates of interest unless the author specifically says
otherwise. A monetary rate OA interest is related to the real rate of interest and an-
ticir 2ted inflation rates. Two expression' are often used to def'ne the relationship.
First, the monetary rate of interest is the sum of the real rate of interest and the
anticipated rate of inflation. Second, the monetary rate of interest is determined by
multiplication as follows.

14-m=(1-t-rX14-t)

where,
m =monetary rate of interest
r= real rate of interest
i=anticipated rate of inflation

The three types of rates are expressed as decimals. For instance, if the real rate of
interest is 5 percent and the anticipated rate of inflation is S percent, than the mon-
etary rate of interest is 11 percent using the first method, and it is 11 3 percent
using the second method:

1 11_3 =(1.05X106)

The monetary `e of interest is also called the nominal rate of interest.
Net present value

The net present value of a project if the difference Ix een the present discount-
ed value of all benefits and the present discounted value of all costs (both operation-
al costs and capital costs) It is computed from data on capital costs and cash flow
for the life of a project Its formula is as follows:

CI B2 G2 BT CT +FV
NPV = Co+ 4-

(1 +r)' (1+,)2 (1+ HT

where
NPV= Net ,,resent value
BT =Benefits or revenues in period t. where t runs from 1 to T
Cr=Costs in period t, where t runs from 1 to T
T= Number of periods or years in the project
FV= Final or Salvage value of the project

In this formula, the items in the numerators are the cash flows of the project In
the base period, the cash flow is Co In the first period, the cash flow is Bi eh
and so on.

Nominal rate of interest
The nominal rate of interest is the monetary rate of interest

Present value
Present value refers to the valuo today of money, goods, or s rvices which will be

received sometime in the future By definition, a dollar to be received T years from
now is worth the following when discounted by a discount rate r

2 ,)
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1

PV =
(1- F r)r

For example, if a dollar will be received five years from now and the interest rate
is 5 percent, the value of that dollar today is as follows

1 1

r'V = = = 7835
(1 05)5 1 2762

One dollar to be earned five years from now is discounted by 7835 in order to give
the value of that dollar today Another way to look at this is to say that one would
need to invest 7835 cents today at five percent per year in order to have a dollar
five years from now A table of present values, a hand calculator, or a home micro
computer can be used to perform the arithmetic
Real rate of entemst

The real rate of interest is interest in constant prices It is obtained from the
monetary rate of interest and the rate of inflation using a mathematical formula
The formula is given in the definition of the monetary rate of interest.
Salvage value

The salvage value of an project is the scrap value of the equipment at the end of
the project's life. If a project will exist IN:-..yond the end of the period used for analy-
sis, then the salvage value will also in lude an estimate of the net Present value of
the project in the final year
Shadow price

A shadow price is a price chosen to represent social costs or benefits associated
with a good or service A market price can be a social price if it captures all of the
costs which are relevant. If the market fails to take all relevant factors into ac-
count, then a shadow price is used to correct the eficiency. Shadow prices are also
called social accounting prices.
Value added

Value added is a characteristic of production activities in a social accounting
matrix It is the difference between the value of a product and the value of goods
purchased to produce the product. Value added is the same as fact::: income, be-
cause the difference between the sales value of a product and the costs of other
goods purchased is used to pay labor, land, and capital for their services in produc-
ing the good
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TRIBAL TAXATION FOR ECONOMIC DEVELOPMENT

(By Reka Potgieter Hoff)

INTRODUCTION

Although taxation is a basic power of self - government, American
Indian tribes have only recently begun to assert the power to levy
taxes. Tribal tax systems presently consist principally of exportable
taxes; that is, of taxes borne by persons not reside-At in Indian
country.' Exportable taxes are business license fees, business activ-
ity taxes measured by gross receipts or gross income, personal
property taxes on leases, gene'..al sales taxes, selected excise taxes,
and severance taxes.2 No tribe has enacted or yet considered enact-
ing a personal net income tax on reservation Indians. At least one
tribe has considered enacting a payroll tax on both Indians and
non-Indians employed on the reservations

Most tribes have a low taxation potential (defined as the excess
of actual consumption over the minimum essential consumption of
the population). However, there is some indication that this state of
affairs may soon change as real estate developers join natural re-
source companies to lease reservation and allotted lands for devel-
opment. Presently there are a few Indians, holders : allotted
lands, who receive substantial income from the long-term lease of
allotted lands for mineral exploitation and/or development. In
some instances the tribal governments receive substantial income
from leasing tribal lands. To date., no tribe has attempted to tax
lease income received by individual Indians. The tribes have used
lease income received from the lease of tribal lands for governmen-
tal services and/or have distributed such income pro rata among
tile tribal members.

'18 U S C § 1151 defines "Indian country" as "(a) all land within the limits of any Indian
reservatrtn urder the jurisdiction of the Unitea States government, notwithstanding the issu-
ance of any pat-mt, and, including rights-of-way running thiough the reservation, (b) all depend-
ent Indian communities within the borders of the United States whether within the original or
subsequently acquired territory thereof, and whether within or without the limits c: a state, and
(c) all Indian allotments, the Indian titles to winch have not been extinguished, including rights-
of-wa running through the same " See Note, The Meaning and Implications of "Indian Coun-
try': State v Dana, 31 Me L. Rev 171 (1979); F. Cohen, Handbook of Federal Indian Law, 29-46
1982 ed 1

'Excise taxes can be distinguished from sales taxes in that sales taxes are generally levied at
a flat percentage rate on most consumer goods and services, with exemptions only for "necessi-
ties" ruch as food and medicine Excises are levied on particular items of consumption at ad
valorum rates that differ among commodities, or on a per unit basis, e g , as a certain amount
per 100 cigarettes or proof gallon of alcoholic beverage See S r -wen, Excise Systems: A Global
Study of the Selective Taxation of Goods and Services, (1977) A everance tax is an excise on tl.
severance, extraction, or production of a nati.ral resource measured by the value or quaraity of
the resource severed, extracted or produced See Commonwealth Edison Co v Montana 453 U S
609 (1981), Mont. Code Ann ¢§ 15-35,101-111 (1981)

'Currently no tribe has a payroll tax in force The Umatilla Tribe has proposed a 4 percent
payroll tax. See Table 1, Appendix

(295)
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Recent tribal interest in exercising taxation authority has been
sparked by two factors: a resurgence of nationalism and a desire to
spur economic development in order to reduce tribal dependency
upon federal assistance. The immediacy of the need to increase the
level of tribal economic self-sufficiency has been underscored by
the recent action of the Regan administration in reducing income
transfer payments and governmental services to Indian people.*

Taxation for tribal economic development raises difficult legal ju-
risdictional considerations which are in addition to the proble.ns
that ordinarily would be faced by any government that sought to
use the tax system as a lever to move its economy from a present
underdeveloped state to a higher level of development. These con-
siderations arise out of the fact that the American Indian tribes
are a unique entity in the federal structure: not a foreign country,
not a stE e or municipality, but nonetheless an independent entity
with ini.e:ent powers of self-government, subject to modification by
Congress.5

The purpose of this paper is to consider the suitability of differ-
ent tax structures for American Indian tribes. Section 1 is con-
cerned with the issue of tribal sovereignty as it relates to the scope
of tribal taxation authority. Section 2 considers alternative tax sys-
tems in the context of taxation for economic development. Section
3 takes up the difficult question of tax coordination. It considers
the different mechanisms available for fitting tribal tax systems
into the present federal-state structure so that multiple taxation of
the same transaction is avoided. Section 4 is a conclusion.

'For example, Eeagan budget cuts for the Navajo Tribe alone were $152 million in FY 1982
Approximately 10.000 Navajo jobs were lost due to a cut in CETA funds of $3n million; 11,000
Navajo jobs were lost due to terminaticm of the publicly funded housing program The Navajo
Nation Overall &I lomic Development Program, 1C (1982)

° There :s no statutory definition of "Indian tribe" The only "xplicit constitutional reference
to Indians merely authorizes Congress to regulate commerce with fru etgn nations, and among
the several States, and with the Indian tribes" Art I, §8, cl 17 Generally, a group is recog-
nized as a tribe if Congress or the Executive has created a reservation for the group by treaty,
statute, executive order, administrative action See F Cohen, Handbook of Federal Indian Law,
3-19 11982 ed J Lobsenz, "Dependent Indian Communities" A Search for a Twentieth Century
Definition. 24 Az L Rev 1 (1982)

Iv V
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CHAPTER ITRIBAL SOVFREIGNTY AS IT RLLATES TO THE SCOPE OF
TRIBAL TAXATION JURISDICTION

A. INTRODUCTION

On January 13, 1983, President Reagan announced the establish-
ment of a Commission on Indian Reservation Economies to "advise
tne President on what actions should be taken to develop a strong-
er private sector on Federally recognized Indian reservations,
lessen -tribal dependence on Federal monies and programs and
reduce the Federal presence in Indian affairs."

This commistiion is the latest in a long histo-y of Federally spon-
sored commissions, studies, reports, and investigations of the prob-
lem of Indian poverty and dependence.6 While Congress has plena-
ry power over Indian affairs,7 it has never enacted a plausible leg-
islative framework to bring order to the chaotic relationship that
exists between the Indian tribes and the state governments within
whose boundaries the tribes are physically located. As long as the
tribes did not attempt to exercise tax authority over non-Indians,
the area of conflict between state and tribal governments was con-
fined to disputes over civil and criminal jurisdiction.8 The area of
conflict did not significantly move to the tax arena until 1973 when
both the Confederated Tribes of the Colville Indians and the State
of Washington imposed an excise tax upon the reservation sale of
cigarettes to Indians and non-Indians.6

Delineation of the scope of tribal taxation jurisdiction raises two
separate issues: (1) the source of tribal taxation jurisdiction, and (2)
limitations on tribal taxation jurisdiction.

For a history of federal Indian policy following the Civil War see L Carlson, Indtaw Bu-
reaucrats, and Land The Dawes A, t and the Decline of Indian Farming, (1981), S. Tyler, A His-
tory of Indian Policy (1973)

7 Congressional authc 'ity to regulate Indian affairs and to determine tribal legal status is
basso on the Indian Commerce Clause of the Constitution, which grants Congress power "(tlo
regulate Cor.nerce with the Indian Tribes" Art 1, § 8, cl 3 The Treaty Clause of the Con-
stitution, art /14 cl 2, granting exclusive authority to the federal government to enter into
treaties is also a source of federal authority The practice of treaty making was t:,scontinued by
Congress in 1871, 25 U S C 171

Disputes over the extent of state civil and cnminal jurisdiction within Indian country have
decreased since 1953 when Congress enacted Public Law 83-280, 18 U S C § 1162, 25 U SC
§§ 1321 - 1326, 28 U.S C § 1360 delegating to six states civil and cnminal jurisdiction over tribal
governments within state borders In 1968 Public Law 280 was amended to make the assump-
tion of state jurisdiction over tribal government subject to Indian consent in a special election,
25 USC § 1326 State assumption of civil jurisdiction does not include civil junsdiction to en-
force state sales taxes icAposed upon the property and activities of Indians resident within
Indian country Bryan v Itasca County, Minnesota, 426 U S. 373 (1976) See C Goldberg, Public
Law 280: The Limits of State J nadiction over Reservation Indians, 22 UCLA L Rev 535 (1975)
Both the civil and cnminal provisions of Public Law 280 provide explicitly that the law doesnot
give authority to the states to assume either civil or criminal tax jurisdiction over on-reseTia-
tion activities of Indians resident in Indian country 28 U S C § 1360(6), 18 U S C § 1162(6)

Confiderateil Tribes of Colville v Washington. 445 F. Supp i339 (DC Or 1978), affd, 447
U.S 134 (1980)
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B. THE SOURCE OF TRIBAL TAXATION JURISDICTION

(1) Taxation Jurisdiction before the Indian Reorganization Act of
1934

The special legal status of American Indians antedates ratifica-
tion of the Constitution." The colonists treated the Indian tribes
as independent nations, entering into formal treaties and agree-
ments with them. In 1775 the Continental Congress asserted exclu-
sive treaty-making authority with the Indians in the hope of reduc-
ing Indian raids on white settlers in retaliation for white encroach-
ments on Indian country." The Articles of Confederation gave
"(t)he United States in Congressthe whole and exclusive right
and power ofregulating the trade and managing all affairs with
the Indiansprovided that the legislative right of any State within
its own limits be not infringed or violated."" The Constitution
granted the President the power "by and with the Advice and Con-
sent of the Senate to make treaties. '1 3 No distinction was made be-
tween treaties with Indian nations and with foreign powers. None
of the treaties with the Indian tribes dealt specifically with tribal
taxation authority." The treaty making process was ended in 1871
as the first step toward the general allotment of Indian lands and
the destruction of tribal authority.' 5 This policy of forced assimila-
tion was implemented in 1887 by enactment of the General Allot-
ment Act or Dawes Act." The purpose of the act was to break up
the reservations by dividing the communally held lands into indi-
vidualized parcels Each tribal member was to be allotted a parcel
large enough to farm with the surplus remaining to be sold to
white settlers, the proceeds going to finance the "civilizational"
process by which the Indians were to be assimiliated into the white
community." Under the Act native-born InCians receiving allot-
ments and Indians living off the reservation were granted U.S. citi-
zenship." The Congress did not assert full jurisdiction under the
Dawes Act over all reservation activities. There was left some area
for the exercise of tribal self-government. In the tax area, a few
tribes imposed license fees on non-Indians carrying on economic ac-
tivity within Indian country. For example, the Creek Nations, one
of the Five Civilized Tribes, imposed a license or privilege tax on
non-Indian traders." The Chickasaw Nation imposed a permit fee
on non-Indians leasing Indian land or doing business on the reser-
vation and a property tax on cattle owned by non-Indians and

'° For two different perceptions of the transfer of aboriginal Indian title to the federal govern-
ment compare F Cohen, Original Indian Title, 32 Mtnn L Rev 28 (1947) with F Jennings, Tne
Invasion of America. Indians, Colonialism, and the Cost of Conquest See also, V Deloria, Jr &C Lytle, American Indians, American Justice, (1983)

" Cohen, supra note 13 at 30
'2 Articles of Confederation, Art IX
's U S Constitut.on, Art. II, § 2.
'4 Cohen, Handbook of Federal Indian Law, 142 (1942)
15 F Carlson, supra note 9, ch 1 See Act of March 3, 1871, Ch 120, § 1, 25 U S C § 71
'" Ch 119, § 1, 24 Stat 288, as amended, 25 U.S.0 § 331 General Allotment Act of 1887, Ch

119 § 1, 24 Stat 288 (codified as amended, 25 1,1 S C § 331)
" General Allotment Act of 1887, Ch 229 § 6, 24 Stat. 390.
'" The Dawes Act dal not completely resolve the citizenship problem In 1924 Congress de-

clared all Indians not yet designated as citizens to be U S citizens Act of June 2, 1924, ch 233,
43 Stat 253, (codified at 25 U S C § 140 (a X211

IS Buster v Wright, 135 Fed 947 (8th Lir 1905), appeal dismissed, 203 U S 599; Crabtree v
Madden, 54 Fed 426 (8th Cu- 1893)
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grazed on Indian land.2° Both of these taxes were held to be a con-
stitutional exercise of inherent tribal governmental authority, not
related to the power of the tribe to remove non-Indians present
without permission. Judge Sanborn or he Eight Circuit Court of
Appeals defined the origin and scope of tribal taxing power in
Buster v. Wright:

The authority of the Creek Nation to prescribe the
terms upon which noncitizens may transact business
within its borders did not have its origin in act of Con-
gress, treaty or agreement of the United States It was a
natural right of that people, indispensable to its autonomy
as a distinct tribe or nation, and it must remain an at-
tribute of its government until by the agreement of the
nation itself or by the superior power of the republic it is
taken from it.

The Dawes Act did not affect the taxing authority of those tribes
that remained in existence during the allotment period."

(2) Taxation Authority of Tribes Organized Under the Indian Reor-
ganization Act of 1934

The allotment program was a failure.22 The Indians were not
turned into prototypical American farmers by the allotment of
Indian lands. The Indian Reorganization Act of 1934 (IRA) 23
brought the allotment program to an end for all tribes and recog-
nized the separaa legal status of tribal governments. The IRA is
based on the assumption, contrary to the Allotment Act, that the
tribes will be in existence for an indefinite period and that tribal
self-government should be strengthened.24 Consistent with this as-
sumption, the IRA affirmed the power of Indian tribes to levy taxes
upon Indian members and upon non-Indians and non-tribal mem-
bers doing business within Indian country." Felix Cohen quotes
the following clause as a "typical" constitutional statement of
tribal taxing power for an IRA tribe:

"To levy taxes upon members of the tribe and to require
the performance of reservation labor in lieu thereof, and
to levy taxes or license fees, subject to review by the Secre-
tary of the Interior, upon non-members doing business
within the reservation." 28

To date 227 tribes have ratified the IRA and have received Secre-
tarial approval for their constitutions.27 The authority of a tribe
organized under the IRA to tax non-members rests not on the
power to exclude non-members who fail to pay the tax but on the
sovereign authority of the tribe to attach conditions on the right of

20 Morris v Hitchcock, 199 U S 389 (1903)
21 Buster v Wright, 135 Fed 997, 951 (8th Or 1905)
22 Institute for Government Research, The Problem of Indian Administratto.t, (L Mariam ed

1928)
23 25 U Sc Subchapter V
24 See Comment, Tribal SelfGovernment and the Indian Reorganization Act of 19,14, 70 Mich

L Rev 955 (1972)
" 25 U SC § 976, Merrton v Jicarilla Apache Tribe, 955 U S 130 (1981)
2° F Cohen. Handbook of Federal Indian Law, 193 11992 ed
22 Indian Reorganization Act, Act June 18, 1939, c 576, 'S Stat 989
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non-members to conduct business on the reservation, including the
condition that they pay a tax.28

Recently, the Supreme Court in Merrion v. Jicarilla Apache
Tribe 455 U.S. 130 (1981) upheld the authority of the Jicarilla
Tribe, organized under the IRA, to impose an oil and gas severance
tax upon oil and gas production on tribal lands by non-Indian les-
sees. The tribal tax was challenged on four grounds: (1) Tribal
taxing authority is based on the power to exclude non-Indians from
tribal lands. Since the tribe did not initially condition the leases
upon payment of a severance tax, the tribe has no authority to
impose the tax at a la,,er time. (2) Congress pre - empted the Tribe's
power to impose a severance tax when it enacted the Act of 1938,
25 U.S.C. §§ 396(a)-396(g) regulating the leasing and development
of oil and gas reserves on Indian land and when it enacted the Act
of 1927, 25 U.S.C. §§398(a)-398(e) permitting state taxation of les-
sees on Executive order reservations. (3) Tribal taxation of oil and
gas conflicts with national energy policies and therefore _s pre-
empted by federal law. (4) The tribal severance tax discriminates
against interstate commerce in contravention of the Interstate
Commerce Clause, U.S. Const., art I, § 8, a. 3. Justice Marshall, for
the court, rejected the contention that tribal taxing authority is
based exclusively or even primarily on the power to exclude, stat-
ing that such authority "derives from the tribe's general authority,
as F)vereign, to control economic activity within its jurisdiction,
and to defray the cost of providing governmental services by re-
quiring contributions from persons or enterprises engaged in eco-
nomic activities within that jurisdiction." Justice Marshall charac-
terized the royalty payments as a division of profits between the
tribe and the non-Indian lessees, operating as co-partners in a joint
venture. He characterized the severance tax as a "contribution to
the general cost of providing government services." 29

The court dismissed the second ground of attack based on federal
and state preemption of the Tribe's taxing authority, ". . . the
mere existence of state authority to tax (royalties from mineral
production on all Indian lands) does not deprive the Indian tribe of
its power to tax."3°

The court rejected the contention that national energy policies
restricted Indian jurisdiction to tax mining activities on Indian
land on the ground that r.i'ongress had included such taxes within
the definition of "costs that may be recovered under federal energy
pricing regulations." 3 1

With respect to the fourth ground of attack based upon the com-
merce clause, without conceding that the commerce clause imposes
restrictions on tribal tax authority, the court treated the fact of
Secretarial approval of the tribal tax as foreclosing judicial inquiry
into whether the tax in fact disrupted or burdened interstate com-
merce.3 2

" Iron Crow v Og Iola Si,ux Tribe of Pine Ridge Reservation, 231 F 2d 89 (8th Or 1956);
Barta v Oglala Sioux T ibe of Pine Ridge Reservation, 259 F 2d 553 (8th Or 1958)

2° 455 U S 130, 137
a° 455 U.S. 130, 150-51
a' 455 U S 130,151-52
" 455 U S 130,155-56

BEST COPY AVAILABLE

236



301

In summary, Indian tribes organized under the IRA have author-
ity to tax reservadon Indians, with or without Secretarial approval;
they have authority to tax non-Indians engaged in economic activi-
ties on the reservation, subject to Secretarial approval.

(3) Taxation Authority of Tribes Not Organized Under the Indian
Reorganization Act of 1934

Merrion v. Jicarilla Apache Tribe left open the question of the
legal status of tribal tax ordinances of tribes that have not ratified
the IRA. 'lie legal status of non-IRA tribal tax ordinances not sub-
mitted t^ the Secretary for approval is currently in litigation in the
Tenth Circuit.33 The Navaj) Nation is not organized under the
IRA.34 In 1978 the Navajos enacted an annual tax of 1-10 percent
of the value of lease interests on the reservation and an annual tax
of 4-b percent of the gross receipts, less specified deductions, of
business activities on the reservation. The taxes apply alike to Indi-
ans and non-Indians." Neither of the resolutions adopting these
taxes requires Secretarial approval to make the ..axes effective. To
date, the tai ordinances have not been enforced and no taxes have
been paid. These same properties and mining operations on the
Navajo reservation are also subject to Utah state property and
business activity taxes.36 The Navajo taxes have been challenged
by the Southland Royalty Company and by other non-Indian les-
sees of reservation oil and gas properties. The trial court denied
the defendant tribe's motion to dismiss, holding that the tribal
taxes were invalid without Secretarial approval. The trial court
found the requirement of approval to be implicit in the extensive
federal regulation of tribal mineral leases, 25 U.S.C. 396, and in the
historical relationship between the interior Department and the

Navajo Tribal Council."37
The legal status of tribal tax ordinances enacted by tribes that

are not organized under the IRA is a difficult one. The issue is
whether the Navajo tribe and other tribes, without Secretary-ap-
proved governments established under the Indian Reorganization
Act, retain the power to tax reservation oil and gas operations
under the Indian Mineral Leasing Act of 1938 38 and to enact gen-
eral tax ordinances free of Secretarial approval. Although organiza-
tion under the Act is optional, certainly if non-IRA tribes have

33 Southland Royalty Co v The Navajo Tribe of Indians, No C79-0140 (D Utah June 5, 1980),
appeal docketed, No. 80-2035 (10th Cir 1982)

34 The Navajo Tribe has never ratified a constitution In 1934, by popular vote the Tribe re-
jected application of the Indian Reorganization Attt under 25 U.S C 478 In 1950, 25 US C 636
was added to tne Indian Reorganization Act specifically inviting the Navo and Hopi Tribes to
organize under the IRA U.S. Code Congressional Service 2013-20 (1950)

aj
The Tribe declined to

take any action
3 5 CAP-36-78; CJA-13-78 The Business Actinty Tax exempts "commercial establishments

that are primarily engaged in selling nonNav5Ijo gcods at retail within the Navajo reservation
and any "traditional farming or livestock activities within the Navajo Nation "

Se Utah Code Ann. §§59-5 (67), 59 -13(3) (1984); Utah Const art XIII § 2
37 Southland Royalty Co v The Navajo Tribe of Indians, No. C79-0140, slip op at 15-16 (D

Utah June 5, 1980) appeal docketed, No 80-2035 (10 Cir 1982) On August 17, 1980, the trial
court, in response to appellants' subsequent motion for summary judgment, issued an amended
judgment that the Navajo taxes were "unlawful, void and of no effect, and the said taxes t`all
have no force or effect unless and until they receive the lawful approval of the Secretary of the
Interior of the United States " Record, Vol 4, at 979-80

25 U S.0 § 396 (a)-(g)
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more autonomy than IRA tribes, there is no incentive for tribes to
comply with the Act.

"Although Congress never intended to require a tribal
constitution, Congress certainly did intend to encourage
the Navajos to adopt one. However, there is no such en-
couragement if on the one hand tribes adopting a constitu-
tion must have the constitution approved by the Secretary,
but on the other hand, tribes without a constitution may
govern solely by tribal resolution without need for Secre-
tarial approval. In fact, this state of affairs would encour-
age tribes not to adopt a tribal constitution, because to do
so would be to place limits on tribal self-government that
would not otherwise exist." "

The Indian Reorganization Act, by its terms, is not applicable to
any reservation where a majority of the Indians vote against it 4°
The Commissioner of Indian Affairs has taken the position in
Southland Royalty that he has no authority to pass on the Navajo
tax ordinances because it is a non-IRA tribe.'" Southland Royalty
argued that Secretarial approval at least of the oil and gas sever-
ance tax is required, despite the absence of a tribal constitution, be-
cause of federal preemption of regulatory authority over reserva-
tion oil and gas production.42

Counsel for the Navajo Tribe pointed out that there exists no fed-
eral statute explicitly requiring Secretary review and approval of
tribal ordinances. Rather, the only source of such requirement is
the tribal constitutions of IRA tribes.43

A denial of Secretarial approval on the ground that the tax is
imposed in an "unprincipal" manner or is "inconsistent with na-
tional policies" must be based on the written record. 25 CFR
§ 228.7(bX5). Application of the proposed regulations is limited to
tribal orainances "where Secretarial review i.3 expressly required
by federal law, the constitution of the tribe, the ordinance itself, or
other tribal law," 25 CFR § 228.19b.

In conclusion, under existing law non -IRA tribes have authority
to tax reservation Indians and non-Indians engaged in economic: ac-
tivities on the reservation without Secretarial approval. The tax-
ation jurisdiction of a non-IRA tribe is derived from its status as a
"domestic, dependent nation," and not from federal law.44

C. LIMITATIONS ON TRIBAL TAX JURIbDICTION

The source of tribal tax jurisdiction is the legal status of tribes as
separate nation states within the United States. It derives not from
Congress or treaty but from original Indian title by occupancy and
remains an attribute of the exercise of tribal governmental author-
ity until taken away by Congress. The question is what, if any, lirn-

3° Southland Royalty Co v rig. Navajo fribe of Indians, slip op at 14 (D Utah June 5, 1980)
40 25 U S.0 §§ 476, 447

Southland Royalty Co v The Naval.. .-the of Indians, slip op at 13 (D Utah June 5, 1980)
42 25 U S C. § 396 (a)-(g), Southland Royalty Co. v. The Navajo Tribe of Indians, slip op. at 13-

14

4° Brief for Appellees at 54, Southland Royalty Co. v The Navajo Tribe of Indians, (D Utah
June 5, 1980)

" Buster v. Wright, 135 Fed 947 (8th Cir 1905), appeal dismissed, 203 U S 599
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itations are there on the exercise of Indian tax jurisdiction. The
commerce clause and the due process clause restrict the exercise of
state taxation authority. Do these restrictions apply also to the ex-
ercise of tribal taxation authority?

Two possible restrictions on the exercise of tribal taxation au-
thority are considered here: (1) Constitutional restrictions on tribal
tax exportation;45 and (2) application of the Indian Bill of Rights to
tribal tax laws.

1. Constitutional Restrictions
The commerce clause, U.S. Const., art. 1, § 8, cl. ;, and the due

process and equal protection clause, U.S. Const. Amend XIV, § 1,
limit the exercise of state tax authority; they do not limit the exer-
cise of tribal tax authority because the provisions of the federal
constitution do not apply to tribal actions." As applied to the
states, the commerce clause invalidates a state tax if the tax con-
flicts with the power of Congress to regulate interstate commerce.
Such conflict, or burden on interstate commerce, has been found in
cases where a state imposed a license, franchise, or privilege tax on
a foreign corporation doing an exclusively interstate business
within the state,47 or on gross receipts from interstate com-
merce." State severance taxes have been attacked as an unconsti-
tutional burden on interstate commerce because such taxes fall on
a commodity destined primarily for out-of-state shipment and con-
sumption, with the result that the ultimate burden of the tax is
borne by residents of other states.49 The Supreme Court has
upheld the validity of severance taxes where the tax is measured
as a percentage of the value of the coal or other resource taken and
is applied even-handedly to the severance or production of a re-
source within a state.5°

As applied to the states, the due process clause of the 14th
Amendment forbids states from imposing confiscatory taxes." The
equal protection clams of the 14th Amendment denies a state "the
power constitutionally to discriminate in favor of its own residents
against the residents of other states members of our federation."'"

"A state or local tax is exported to the extent that it is shifted from resident owners of cap-
ital to out-of-state resource owners or consumers In order to determine the precise extent to
which a tax is exported it is necessary to identify the economic incidence of 'he tax on a geo-
graphic basis The geographic impact of a tax depends on the extent to which it is absorbed by
the statutory taxpayers, or is shifted forward or backward to others who bear the economic
burden The likelihood that a tax will be shifted depends on the type of levy involved See Sec-
tio i IIA, infra

" Nativt American Church v Navajo Tribal Council 272 F 2d 131 (10th Cir. 1959), Talton v
Mayes 1b3 U S 376 (1896), Merrion v Jicarilla Apache Tribe, 455 U S 153-54

" Western Union Telegraph Co. v Kansas 1:16 U S 1 (1910)
"Crew Levick Co v. Pennsylvania 245 U S 292 (1917)
"Hem/er v Thomas C Iliery Co 260 U.S 245 (1922)
b0 Heiskr v. Thomas Colliery Co 260 U.S 245 (1922) For a recent treatment of commerce

clause limitations on tax exportation by states sea C McClure, Jr Incidence Analysis and the
Supreme Court. An Examination of Four Cases from the 1980 Term, 1 Supreme Court Economic
Review 69 (1982), W Hellerstein, Constautirnal Limas on State Tax Exportation 1 American
Bar Foundation Research Journal 3 (1982)

5 ' Western & Southern Life Insurance Co v. State Board of Equalization of California, 101 S
Ct 2070(1981)

" A Ilted Stores v Bowers. 858 US 522, 532 (1959)
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While the provisions of the federal constitution do not apply to
tribal actions,53 there is nothing to prevent Congress from limiting
'le exercise of Indian tax jurisdiction by tribal governments were
_Ley aggressively to pursue tax policies that transgress basic pre-

cepts of interstate fiscal fair play. That is, it is altogether conceiva-
ble that Congress could intervene to limit the Dower of Indian
tribes to enact tax systems consising only or primarily of exporta-
ble taxes or taxes that were confiscatory.

2. The Indian Civil Rights Act
The Indian Civil Rights Act of 1960, 25 U.S.C. § 1302 imposed

upon tribes die due process and equal protection requirements of
the 14th Amendment. Non-Indians and Indians alike can challenge
the exercise of tribal tax authority under Title H, Section 202 of
the Act, 25 U.S.C. § 1302(8):

"No Indian tribe in exercising powers of self-government
shall

(8) deny to any person within its jurisdiction the equal
protection of its laws or deprive any person of liberty or
property without due process of law."

To date no challenge to a tribal tax ordinance has been brought
under section 202 of the Act. In principle, an action could be
brought against a tribal tax in a tribal court, for example, against
a severance tax, on the ground that the tax violates the due proc-
ess clause because the rate is confiscatory, or the tax violates the
equal protection clause because the burden of the levy rests entire-
ly on non-Indians. However, the provisions of the Indian Bill of
Rights Act are not coextensive with the Bill of Rights of the Consti-
tution.54 The legal status under the Indian Bill of Rights of a tribal
tax system that places its entire tax burden on exportable taxes or
that is confiscatory is, therefore, uncertain.

In conclusion, neither the federal constitution nor the Indian Bill
of Rights presently restricts the scope of the exercise of tribal tax
jurisdiction. However, Congress could intervene at any time to take
f- .= the tribes the authority to tax non-Indians doing business or
deriving income from activities carried on within Indian country.
And the Indian Bill of Rights would appear to extend to non-Indi-
ans a right to bring an action against a tribal government in a
tribal court to challenge a discriminatory or confiscatory

" Native American Church, v Navajo Tribal Council, 272 F 2d 131 (10th Cir. 1959); Talton v.
Mayes, 163 U.S. 376 (18961 Native American Church involved the validity of a Navajo Tribal
Council ordinance prohibiting the sale, us: ant possession of peyote Talton presented the ques-
tion of the application of the Fifth-Amendment to a law of the Cherokee Nation that authorized
a grand jury of five persons to institute criminal proceedings. There is no case that specifically
addresses the issue of the application of the commerce clause to the exercise of tribal tax au-
thority over non-members. In Memon J. Marshall stated that the commerce clause "does not
impose restrictions on tnbal activity " Merrton & Bayless v. Jicarilla Apache Tribe 445 U.S. 130
(1983) at 153-54

" Stands over Bull v Bureau of Indian Affairs 442 F. Supp 360 (Dist Ct Mont 1977), appeal
duimissed 578 F 2d 799, Janis v Wilson, 1143 (Dist Ct S D 1975), Lohnen v Cloud, 366 F Supp.
619 (Diet Ct N.D 1973) See Comment, The Indian Bill of Rights and the Constitutional Status
ofTribal Government, 83 Harts. L Rev. 1343 09691
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CHAPTER 11- TRIBAL TAXATION AND ECONOMIC DEVELOPMENT

A. INTRODUCTION

The tax systems of the federal and state governments reflect the
economic institut: is of a highly developed industrialized society.
American Indian Bribes are struggling toward economic independ-
ence and industrial growth under institutional arrangements that
are as yet relatively undeveloped. Therefore, the federal experience
is of a limited analytical value to those tribes that now seek to de-
velop a separate tax capability within the federal-state governmen-
tal structure.

However, the economic criteria by which a tax structure is to be
judged are of universal application. The principal facts that must
be taken into account are: the effects of the tax on incentives and
economic efficiency; the fairness of the tax as between persons of
like taxable capacity (horizontal equity); the effects of the tax on
income redistribution between rich and poor (vertical equity); sim-
plicity, ease of understanding, and absence of excessive administra-
tion and compliance costs.

Treated exhaustively, a study of the characteristics of an opti-
mum tax system for developing local governmental units existing
within the framework of a developed federal-state system could
easily fill volumes. To keep the subject manageable, the scope of
this study is limited to a consideration of 'our issues: (1) The char-
acteristics of an optimum tax system; (2, Economic factors that
bear on tax structure design in a developing country; (3) Choice of
tax base; and (4) Coordination of tribal tax systems with the state
and federal tax systems.

B. THE CHARACTERISTICS OF AN OPTIMUM TAX SYSTEM

1. Incentives and economic efficiency
Taxes have an important effect on incentives and opportunities

to work, to save, to invest, to take risks and innovate, to ese re-
sources efficiently, and to allocate resources to uses which "est
serve the needs of the people residing within the jurisidiction oi
the taxing author& The ways in which a given amount of tax rev-
enue is raised havt. differing effects upon economic opportunities
and incentives.

A personal tax has both an "income effect" and a "subsitution
effect." A tax on income reduces the taxpayer's spendable income
with the result that he may work harder to restore in part his post-
tax income (the income effect). At the same tim a higher margin-
al tax imposed on income reduces the net spendable income which
the taxpayer can get from an additional hour of work. This reduc-
tion in the extra goods and services that he can earn from an
hour's work will tend to make the taxpayer prefer leisure to work
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(the substitution effect). The substitution effect of a personal tax is
an indication of economic inefficiency and waste, even if it does no
more than offset the influe-Lce of the income effect. The substitu-
tion effect of a tax on income can take many forms. The profession-
al may move to a lower tax jurisdiction. The wage earner may
reduce his hours of work in order to substitute untaxed do-it-your-
self ac"vity at home for taxed work. The homemaker may substi-
tute untaxed domestic work for taxed earnings outside of the home.
The businessperson may substitute an easy life for the effort neces-
sary to expand an existing enterprise. A saver may substitute
present consumption for future consumption because the tax on
the income from savings makes deferral of consumption unattrac-
tive. The variety of substitution effects is as diverse as the econom-
ic activities of the taxpayers.

Taxation of business income may cause other kinds of distortion.
It may lead to a choice of a form of business organization that
minimizes tax liability but is not the most appropriate and efficient
for the particular activity in hand. Or taxation may lead to the
substitution of a less profitable, more stable busLess for a more
profitable but less stable enterprise to avo, d the progressive mar-
ginal tax rate on higher income.

Taxation of consumption, by specific excise . ,tes also may cause
distortions. Suppose that a consumer has income sufficient to pur-
chase one loaf of bread and one quarter pound of butter and that
the division of this income between bread and butter is optimum,
given the level of income. Now impose a tax on butter. The result
is that the consumer has less spendable income (the incone effect)
and the relative after-tax price of butter is higher (the substitute :n
effect). As a result the consumer must reduce his purchase of
bread, or butter, or both. The situation differs, however, with a
general tax on consumption, applied at the same rate, let us say, to
bread and butter. The consuu.zr has less after tax income to spend
on both bread and butter (the income effect) but since both are
taxed, the relative after-tax prices of both bread and butter are un-
changed and there is no substitite ion effect.

Little is known of .ne importance of substitution effects because
it is difficult to obtain and interpret the relevant information. In
principle it is a question of fact whether in any specific sector the
substitution effect is large or small.

A corollary of the need to keep margin tax rates down is a gener-
al presumption in favor of a broad based tax system and a tax
system which comprises several different taxes. Distortions affect-
ing incentives and economic efficiency are minimized if the tax
system is confined to two or three well defined bases whose nature
can be easily understood by the taxpayer. Substitution distortions
also are minimized if a given revenue is raised by means of low
rates of tax spread over a broad tax base )overing a multiplicity of
ecoromic activities. For this reason it is important to resist erosion
of the tax base through the allowance of exemptions, deductions,
and other special purpose relief provisions. Substitution distortions
also are minimized if the lax system comprises a large range of dif-
ferent taxes at different rates on a broad range of economic activi-
ties. In theory there exists a distinct optimum rate of tax al. each
different kind of transaction. That is, an ideal system of taxes
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would impose high rates wherever the incentive effect was favor-
able and low rates wherever it was unfavorable. For example, if
land were fixed in amount and always let out for use in the activi-
ty which yielded the highest possible pre-tax rent, a tax on land
would fall solely on the landowner; the uses of the land would be
unaffected, and ne distortive inefficiencies would be introduced.

2. Horizontal and vertical equity
Any tax system will have income distrliational effects even if it

is only a matter of deciding who should i,?e: the burden of financ-
ing a given level or kind of government expenditure. Such distribu-
tion effects are less persuasive, however, than the income redistri-
butional effects of a tax system expressly desigred to improve the
relative position of the poorer members of the society. The equity
of a tax system :.rust be judged both by the extent to which it
treats fairly and equally those members of the society who are
equally rich or poor (the horizontal equity criterion), and by the
extent to which the tax redistributes income from high income to
low income groups (the vertical equity criterion).

There will inevitably be some clash between the criterion of eco-
nomic efficient;,', which requires low marginal tax rates in order to
minimize substitution distortions, and the criterion of vertical re-
distribution, which requires higher average rates of tax on the rich.
The final choice of the redistributional aim for a tax system re-
quires a balancing of redistributional and efficiency considerations.
F or example, should differences in needs or tastes be considered in
comparing taxable capacities? Should the taxable capacity of per-
sons in different family conditions be taken into account? What is
the nature of the tax units which it is fair to employ for compari-
sons of taxable capacitythe individual, the nuclear family, the ex-
tended family, the household These questions involve value judg-
ments as well as efficiency considerations and therefore constitute
a basic task for political decisions.

3. Simplicity and costs of administration and compliance
A good tax system is coherent, straight forward, and simnle. Tax

burdens which are disguished by complexities in the devising or ad-
ministration of the tax or by uncertainties in its application do not
satisfy the criterion of simplicity. Related to the criterion of sim-
plicity is the question of certainty as to the amount of tax that
should be paid on each taxable object or transaction. The principle
on whi-' ...a tax base is chosen should be easy to perceive. That is,
the ..,axpayer should be able to unders.and the purpose intended to
be served by the ;hoice of the particular form of tax.

Finally, in a federal society a tax system for a local governm en-
tal unit (including state, county, municipality, Indian tribe) must
be capable of integration with the tax systems of the cther inde-
pendent layers of government. The tax systems of all layers of gov-
ernment, taken together, must make a coherent whole.

Ease of administration is an aspect of simplicity. Governmental
costs of enforcement and private costs of compliance are reduced if
the tax system is simple, straight forward and precise. The more
straight forward are the taxpayer's obligations, the less time and
trouble need be spent on the preparation of tax returns and the

52-546 0 86 - 11
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less scope for expenditure of time and resources on the search for
complicated ways to reduce tax liability.

C. ECONOMIC FACTORS THAT BEAR ON TAX STRUCTURE DESIGN IN A
DEVELOPING COUNTRY.

1. Tribal economies

There are two-huadred-seventy Indian reservations, twenty-four
trust reserves, and one hundred federally owned land areas set
aside for Indians. There are fifty-one million acres of Indian coun-
try, consisting of forty million acres of tribal land and eleven mil-
lion acres of allotted land owned ineividually. The size of these
areas ranges from fourteen million acres for the Navajo reserva-
tion with a population of 100,000 Indians to single-acre California
"rancherias" with no resident population.55

The economies of the Indian tribes display the principal charac-
teristics of less developed economies generally: low rate of capital
formation; high unemployment; limited margin over subsistence for
a large percentage of the population; high percentage of the Popu-
lation engaged primarily in subsistence agriculture; a relatively
small market sector. The reasons for Indian povert:, are many: cul-
tural and geographical isolation, lack of reservation educational op-
portunities, undeveloped reservation-based natural resources, and a
value system that restrains individual self-seeking in favor of
family or clan." In contrast to the poverty of most Indians, there
are a few Indians, owners of allotted lands, who receive substantial
sums from the rental of these lands to non-Indians for mining, ex-
ploration, grazing, residential and business development. At
present this rental income is not taxed for the benefit of the tribe
as a whole and thus flows out of the reservation economy as it is
spent on goods and services produced off the reservation.

The economic prese*. -e of non-Indians on most reservations is a
significant one. Non-1 .dians are engaged in mining, construction,
wholesale and retail --fide, and to a lesser extent, in government
services. Indians are employed principally in the agricultural and
service sectors, including government service. Typically, personal
income per capital of Indians living and working on a reservation
is lower than that of Indians who live on the reservation but are
employed off the reservation.

2, Tax structure for a developing economy 57
The economic structure of Indian tribes, like that of underdevel-

oped economies generally, imposes severe limitations on the struc-

aa Joint ; 'mon& Committee, 91st Cong. 1st Seas , Toward Economic Development for Native
American (....mmunities, (Comm. Print 1969).

"See, for example, Iverson, The Navajo Nation, Greenwood Pre6e (1981); B. Taylor & D
O'Connor, Indian Manpower Resources in the Southwest, Bureau of Business and Economic Re-
search, College of Busineea Administration, Arizona State University (1969); H. Hough, Develop-
ment of Indian Resources, The Indian Community Aeon Program, Arizona State University
(1967); The Naval° Nation: An Amer:mn Colony, Report of the United States Commission on
Civil Rights (1975); The Farmington Report: A Conflict of Cultures, Deport of sole New Mexico
Advisory Committee to the United States Commission on Civil Rights (1975); Navajo Political
Process, Smithsonian Institution Press (1970).

"This section borrows heavily from G. Meier, Leading Issues in Economic Development, (3d.
ed. 1976) Bird & Oldman, Readings on Taxation in Developing Countries (1967 ed ); and H. Hin-
richs, A Gerund Theory of Tax Structure Change Dunne, &onomw Development (1966)
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ture of a tax system. The predominance of agriculture and the dif-
ficulty of reaching it through income taxation suggests that land
taxes should predominate. However, most Indian land is owned by
the separate tribes and leased to non-Indians. It therefore is not
available for inclusion in the tax base of a tribal tax system. How-
ern, the "ntal income could be used, and to some extent presently
is used, to finance governmental services.

Outside of agriculture, there is some manufacturing in small-
scale establishments that might be reached by a manufacturing
excise tax. Persor A income tax, to the extent that it can be applied
at all, should be imposed on a scheduler, nonglobal basis. That is,
the tax should bo assessed separately on distinct sources of income
and not as a personal tax on total income received. Effective tax-
ation of wage income probably is limited to the wage income of
civil servants and employees of the large non-Indian companies
that have leased Indian lands for exploitation and development.
Determination of business income in a developing economy is very
difficult. If the business is operated without an adequate account-
ing system, it may be necessary to determine it on a presumptive
basis; that is, by applying stipulated margins to estimated sales. Ef-
fective taxation of corporations most likely is possible only for the
large non-Indian-owned firms doing business on reservation land.

It is possible to design a tax system of interlocking taxes that
would assure a high level of taxpayer compliance. Such a system
would tax income, expenditure, and net worth. Given the true base
for any two of the three taxes, the true base for the third can be
determined. However, a self-checking system is unrealistic for a de-
veloping economy without a history of tax administration and a
high level of administrative skills. Therefore, it is essential to con-
struct a tax system that will enforce fines for underreporting, pros-
ecute offenses, and mini-,nize opportunities for evasion by the tax-
payer and collusion stemming from discretion by the tax collector.

S. Taxation for economic development
The primary economic goal of the Indian tribes, similar to that of

underdeveloped countries, is substantially to increase the rate of
economic growth and to raise the level of per capita real income of
the tribal members. This goal can be attained by the provision of
additional essential governmental service°, particularly in educa-
tion, public health, and transportation. This goal can be attained
also by increasing the rate of capital formation in production facili-
tieswhether in the governmental or the private sectors. The spe-
cific goal of taxation for economic development is to achieve that
rate , f capital formation that will permit the maximum rate of
growth in gross tribal product feasible under the circumstances.
The role of taxation is to restrain consumption so that the amount
of investment needed for non-inflationary growth can be undertak-
en and to do so in such a way that the consumption of higher
income groups is restrained more, proportionately, then the con-
sumption of the lower income groups.58

" See Toye, Taxation and Economic Development (1978): G Meier, supra.
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The primary economic goal requires a transfer of resources from
the private sector to the tribal governmental sector for the produc-
tion of government services. The specific goal requires a transfer of
resources to capital formation for both tribal and individual Indian
enterprises. In the context of the tribal-state relationship the major
source from which these resources can be drawn is taxation of non-
Indians carrying on economic activity within Indian country: busi-
ness license fees, business gross receipts taxes, possessory interest
taxes on mineral leases, severance taxes on mineral production. Be-
cause Indian-economies are characterized by a limited margin over
subsistence and a high percentage of the reservation population is
engaged in subsistence agriculture rather than in producing for the
market, a graduated, net income tax on tribal members and on
business entities is not a feasible revenue source. However, rental
income received by Indian lessors of allotted lands should be
reached by a tax withheld at source by the lessees. In addition, low
rate taxes on present use for consumption within Indian country
should be considered: a general sales tax, sumptuary taxes on
liquor and tobacco, and personal property taxes. A low rate payroll
tax on reservation employees, withheld at so irce, is also a possible
source of revenue for economic development.

The volume of income produced within a geographical area, re-
gardlass of whena the recipients of that income reside, determines
the taxable capacity of the area. Both income received, in the form
of wages, salaries, dividends, interest, rents, profits, and income
produced can provide a basis for taxation. Income received is taxed
by an income tax. Income produced is taxed by general sales or
gross receipts taxes, severance taxes, or property taxes. These two
values, income received and income produced, are not equivalent in
any one taxing jurisdiction because income produced in one area
may be received by residents in other areas.

(a) License fees and charges
There are many kinds of taxes in the form of fees, licenses and

charges: drivers' licenses, motor vehicle registration taxes, corpora-
tion licenses, hunting and fishing licenses, alcohol and tobacco
sales licenses. Such taxes are pecuniary charges levied for the
privilege of carrying on economic activity and for using governmen-
tal services within the taxing jurisdiction. If an economic charge
were not levied for these services their cost would be a burden
upon the over-all budget of the government; that is, the cost would
be borne by all taxpayers within the jurisdiction. There are advan-
tages to using specific fees and charges to pay for government serv-
ices. The person enj:.,ying the privilege is not compelled to pay the
charge; . I can always forego the privilege. If he pays the charge it
is certainly, in part, because he feels he receives a specific measur-
able benefit from the government. Further, such taxes tend to have
a favorable effect on incentives because the goods and services for
which the fees are charged tend to be in strong demand. All Lifty
states in the United States levy annual license fees and charges.
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The average per taxpayer annual fee or charge for each tax is as
follows:59
Motor vehicle registration . .... .. .... $32.83
Drivers' license .. 2.63
Corporation license. ....... .... .... ..... . . ... 501.64
Hunting, fishing license 6.19
Alcohol sales license. ... . .... .... .... ...... .. . . . ... 683.23

Twenty-seven tribes levy an excise tax on tobacco and alcoholic
beverages.60

(b) Business activity taxes
A common form of business activity tax is a levy on "the privi-

lege of engaging or continuing in business or doing business"
within the taxing jurisdiction measured as a fraction of gross pro-
ceeds of sale, gross income, or gross values. The base of such a tax
is the sale of all current output, including both consumer and cap-
ital goods. The average effective tax rate for all fifty states is 6.32
percent." In economic effect the tax is similar to a general retail
sales tax or a low-rate turnover tax.62 The tax may be passed on to
consumers of the output by an increase in absolute prices charged
by the statutory taxpayer; it may be absorbed by the owners of cap-
ital; or it may be passed on to producers of the output by a reduc-
tion in wages paid by the statutory taxpayer. If the producers,
owners of capital and consumers of the taxed output reside in the
taxing jurisdiction, the result in all cases is a reduction i 1 dispos-
able income within the taxing jurisdiction, but no tax exportation.
If the producers, the owners of capital, or the consumers reside out-
side the geographic boundaries of the taxing jurisdiction, the tax
may be exported. For example, in the case of the Indian tribes the
tax would be exported if the producers are Indians employed on
the reservation and the consumers of the output reside c If the res-
ervation, and the tax is passed onto consumers." Eighteen tribes
have enacted business license or business activity taxes.64

(c) Personal prop'rty taxes
A tax on personal property, for example, on houses, motor vehi-

cles, and farm animals, offers less danger to incentives than do
levies directly related to the earning and use (4' income. Further. if
income is not taxed or is taxed at a low flat rate, the taxpayer
would likely increase his work-effort in order to recoup the income
lost to the personal property tax. Most states do not tax business
personal property, such as inventory and equipment, that is not

Si Advisory Commission on Intergovernmental Relations Tax Capacity of the Fifty States-
Methodolfigy and Estimates 19 (1982) hereinafter cited as Tax Capacity

"See AppendixTribal Experience, infra.
"' Id Tax Capacity, supra.
Si A turnover tax is a single stage value added tax imposed on all transfers for a consider-

ation in the production and distribution of goods Transfers within a single firm are excluded
from the base of the tax. Business activ.ty taxes are not generally classified as general aides
taxer S Cnosseti Excise Systems. A Global Study of the Selective Taxation of Goods and Serv-
ices 11 (1977).

" The consensus is that business activity taxes and general sales taxes are fully shifted for-
ward to consumers C McClure, Jr Commodity Tax Incidence in Open Economies, 17 Nat'l. Tax
J 187 (1964); C. McClure, Jr. The Interstate Exporting of State and Loral Taxes: Estimates for
1962, 20 Natl. Tax J 4911967)

"See AppendixTribal Experience, infra
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permanently installed because such property can be readily moved
to another jurisdiction. They also exclude intangibles, jewelry,
silver and other personal aousehold furnishings that can be easily
hidden from the tax collector.65 Seven tribes have enacted property
taxes on the value of leasehold interests.66

(d) Possessory interest tax
A possessory interest tax is based on the market value of a lease-

hold. It is a form of property tax. The principal problem with this
form of property tax is one of valuation. There are several different
approaches: the present discounted value of the rental saving
where the contracted rent is less than the fair market value of the
leased premises;67 the present discounted value of anticipated gross
income less n expenses;" the value of the whole property
minus the value ofartKe leased fee which should be the same as the
present discounted value of the difference between the economic
rent from the whole property and the contract rent to the lessor
for the lease period."

Of all the forms of taxation, a property tax on the leasehold in-
terests owned by non-Indian lessees of reservation natural re-
sources offers the least danger to economic development per dollar
of revenue obtained. The nation-wide shortage of energy resources
brought about by rapid economic growth and the price increases
forced by the OPEC countries have brought sharp increases in nat-
ural resource values reflecting economic rent. This is the surplus
return to a non-Indian lessee over and above the minimum return
necessary to induce him to engage in on-reservation mineral pro-
duction. Taxation of these rapidly increasing leasehold values
would have no effect upon Indian development, would lessen de-
pendence on other tribal taxes, and has the substantial merit from
an equity standpoint of returning to the Indian tribes a portion of
the surplus created by world market conditions. This true whether
the tax is borne by the non-Indian owners of capital in the form of
a reduced rate of revenue or is borne by the non-Indian consumers
of the mineral resources in the form of higher prices. In either
case, the tax would be exported. Four tribes have enacted posses-
sory interest tsuces.70

(e) General sales tax
Indirect (commodity) taxes typically play a major role in the tax

structures of developing economies. The principal economic argu-
ment for indirect taxes is that they are not directly related to the
earning of income and thus are not a work disincentive. At the
same time, indirect taxes raise the costs of consumption relative to
saving and thus are an incentive to increase the percentage of
income saved. If basic subsistence expenditures are excluded from
the tax base the ta does not violate the usual standards of equity.

6 8 Hellerstem and Hellerstein, State and Local Taxation, Cases and Materials, Ch 5, (1982)
"See AppendixTribal Experience, infra
"St. Louis County v State Tax Commission, 406 S.W. 2d 644 (Mo 1966)
"De Luz Homes Inc v County of San Diego 290 P 2d 544 (1955).
"See R Possessory Interests in Publicly Owned Property. tmpr 1y Assessed, 20 Nail

Tax J. 347 (1967)
7 See AppendixTribal Experience, infra
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If there were no local production of the taxed items, a general sales
tax would in fact amount to an import duty.

A general sales tax, like the different business activity taxes, is
imposed on the gross receipts of firms. Unlike taxes measured by
gross receipts, however, general sales taxes may differ in their
degree of generality. The tax may be imposed on the sale of both
capital and consumer goods and services or on the sale of consumer
goods and services only. State sales taxes differ from the European
value-added taxes in that they are imposed at the final (retail)
stage and not in multiple stages. The base of a general sales tax,
however, is the same as that of a value added tax and the incidence
is similar."

In an economy where all income received is spent and personal
savings are zero, a general sales tax on consumer goods and serv-
ices is similar to a tax on all income. That is, the base of a general
sales tax is lees than the base of an income tax by the amount of
saving. Imposed as a tax on the retail sale of consumer goods and
services, a general sales tax is reflected in an increase in the retail
price of the taxed goods and services. This means that at the
higher price the same level of money wages will purchase fewer
consumer goods, with the result that the real income of consumers
is reduced. At the same time, the price of capital goods is un-
changed, leaving savers (whose savings are invested in capital
goods) relatively better off. The burden of a general sales tax thus
depends on how the wage earner (consumer) divides his income be-
tween consumption and saving. And, since the ratio of consumption
to saving falls when moving up the income scale, the ratio of tax
burden to income also falls by income level. That is, a general sales
tax is inclined to be regressive.

Applied to the economy of an Indian reservation, several steps
could be taken to counteract the inherent regressivity of a general
sales tax. The rate could be kept low, 4 to 6 percent. Food, medi-
cine, medical services and other essential items could be removed
from the tax base. Sales tax exemption certificates could be issued
to retired, unemployed, or disabled persons. Seven tribes have en-
acted a general sales tax.72

(f) Selective excise taxes
An excise tax is a selective tax on specific goods and services.

Unlike a general sales tax on all commodities and services other
than those specifically exempted, excise taxes can serve both a rev-
enue and a regulation function. For example, excises can control
the consumption of sumptuary goods such as liquor and tobacco.
Excises can be imposed on nonessential or luxury items such as

7' Consider a finished product, such as a loaf of bread Following it through the successiv.,
'tuft of production, we begin with the farmer selling wheat to the flour mil:, the flour mill
selling the flour to the Laker, the baker selling the bread to the grocer, the grocer selling the
bread to the customer. At each stage the value of the bread is Increased and the sales pnce rises
accordingly. Each increment in price reflects the value added at that stage. The value or price of
the final product equals the sum of the increments or values added at each successive stage. A
value added tax imposed on the increments is thus identical in its base to a retail sales tax
imposed on the final value of the product. Indeed, the value added tax is collected as a sales tax
in France, Germany, and Mexico. For example, assume a four stage product with the valve
added at each stage to be $100, $200, $50, and $20 A multistage value added tax of 10 percent
would be equivaleni, to a single tax of $37 imposed at the last stage, the sale to the consumer

"SeeSee AppendixTribal Experience, infra.
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theater tickets, petroleum products, and jewelry that are consid-
ered proxies for taxpaying capacity. Excises on services such as
those related to restaurants, hotels, club dues and transportation
might also come within the luxury category. Related to the sump-
tuary excises are regulatory type taxes on air and water-polluting
firms designed to internalize external diseconomies generated by
the producer.

There are two kinds of excise rate schedules. A unit or specific
excise is one where the rate is expressed as a fixed amount per
unit. An ad valorum excise is one where the payment is expressed
as a specified proportion of the value of the commodity. Value may
be based on invoice price or on a constructie or appraised value
determined by the excise authorities.

Effective rates on traditional excise goods are high in most
states. The average tax for state purposes is: "
Highway fuel consumption in gallons ltax per gallon) $0 0794
Consumption of distilled spirits (tax per wine gallon, 5 69
Cigarette consumption in packages (tax per packages) . 1311

Twenty-three tribes have enacted excise taxes on the sale of ciga-
rettes, liquor, heating fuel, native handicrafts, and construction
materials. The rates vary from 5 percent to 15 percent."

Selective excises, unlike a general sales tax, affect economic
choices, not only in relation to the taxed commodity but also in re-
lation to commodities not taxed. The effect ultimately is to distrib-
ui.e real income among consumers, owners of firms, and suppliers
of labor services. This distributive effect is the incidence of the
excise. In general, if the supply of the taxed good is elastic and the
demand for it is inelastic, the consumer will bear the burden of the
tax in terms of paying a higher price for the taxed item.75 For ex-
ample, the demand for alcoholic beverages and tobacco products is
generally assumed to be relatively inelastic. The result is that alco-
hol and tobacco excises can be a significant source of revenue as
well as exercising a regulatory function. It may well be that a
tribal tax on native handicrafts purchased by non-Indians is rela-
tively inelastic because the articles are unique and the tribe ac-
counts for a major portion or all of the domestic production.76 On
the whole, excise burdens are assumed to fall on consumers and to
be distributed on the basis of consumption of the taxed items.77

(g) Severance tax
A severance tax is a tax based on the privilege of severing miner-

als, the business of mining, or the value of production. Tax forriu-

73 Tax Capacity, supra at 19.
'4 F. ee AppeneixTnbal Expenence, infra
75 The concept of elasticity of supply indicates the degree of responsiveness of the quantity

supp ied to changes in market price Conversely, the concept c elasticity of demand indicates
the deg.., n itisponsiveness of the quantity demanded to changes in market price Supply is
elastic if the percentage rule in the quantity supplied w greater than the percentage rise in price
bringing about the increased supply Demand is inelastic if the percmntage increase in price
evokes a lesser percentage in quantity pure based

'° R. Goode, Government Finance in Developing Countries, ch 7,11984)
" S Cnossen, Excise Systems. A Global Study of the Selective Taxation of Goods and Service's,

ch 4 19771.
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las for production taxes may be based on net proceeds, gross pro-
ceeds, quantity severed, or on t',e privilege of doing business The
immediate effect of the tax is to reduce the net income of the pro-
ducers. Since the base of the tax is physical output or gross price,
the tax may have a less :estrictive effect on production +han an
income tax imposed on net earnings. On the other hand, a major
objection to this form of tax is that it is applicable whether or not
the overall operation of the produce! is profitable. The tax is ex-
ported, in whole or in part, to nonresident producers and consum-
ers if the exaction falls on mineral resources destined primarily for
shipment and consumption outside of the taxing jurisdiction."

Applied to severance taxes imposed by Indian tribes on non-
Indian mineral lessees, the degree of tax exportation to out-of-state
consumers depends on the extent to which the reservation domi-
nates the relevant market for the natural rest,urces.79 If the rele-
vant market is nationwide and includes alternative sources of
supply, the tribe may not dominate the market and little, if any, of
the tax may be shifted forward to consumers. The tax also would
not be exported to non-Indian consumers, absent market domi-
nance, if demand for the resource were elastic. The tax would be
exported to non-Indian lessees or to non-Indian shareholders to the
extent that it captured for the tribe the short run economic r ants
on the leases. Finally, because the severance tax is a deductible
business expense for federal income tax purposes, a part of it (4C
percent) would be shifted to the federal government in any event.

Twenty-seven of the fifty states presently impose one or more
severance taxes on mineral resources. Average tax rates by miner-
al resource are as follows: Value of oil and gas production: 4.86 per-
cent; ; ;slue of coal production: 2.11 percent; and value of nonfuel
mineral production: .07 percent.

Eleven tribes have enacted severance taxec at rates ranging be-
tween 1 and 10 percent."

(h) Payroll :ax
Payroll taxes are imposed by the federal government at the

source for social security and social insurance coverage. Payroll
taxation is also used by local governments (cities, counties, school
districto) as an approximation to a local income tax. Local earnings
of nonresidents, as well as residents, are included in the tax base.
A payroll tax is withheld at source and collected from the employ-
er. The tax is on gross earnings and no allowance is made for per-
sonal dependency exemptions and deductions. The employee does
not have to file a return except to claim a refund of excess tax
withheld. Self-employed persons must file a return since there can
be no source withholding.

The payroll tax is an ideal tax from an administrative point of
view. It brings in substantial revenue while involving a minimum
of complexiLy and compliance costs. However, it is an inequitable
tax because income from capital (dividends, interest, capital gain)

78 C McClure, Jr, Incidence Analysis and the Supreme Court An Examinatiol of Four Cases
from the 1980 Term. 1 Supreme Court Economic Review 69 (1982)

79 Tax Capacity supra at 128-31 18-19
8° See AppendixTribal Experience. infra
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is excluded from the tax base. The tax is only tolerable if imposed
at a low rate.

A review of payroll taxes imposed by local governments shows
the following range of rates: 8

1 percent of gross wages
Birmingham, Alabama
Cities and Counties of Georgia

3/4 of 1 percent of gross wages
Cities and Counties of Kentucky

1/4 of 1 percent of wages; % of 1 percent of self-employment
income

New York City
8/10 of 1 percent of wages

Cities and Counties of New Hampshire
4 percent of state source income in excess of $2,000 received by
non-residents

New Hampshire
One tribe, the Umatilla, has proposed enacting a payroll tax of 4

percent.8 2

4. How should the tax be collected
The administrative provisions of any tax code should cover the

following functions:
1. Determination of tax base;
2. Determination of the taxpayer and time of pcyment;
3. Administration of exemptions or exempt persons;
4. Duties of the taxpayer and other persons;
5. Powers of the Revenue Commissioner; and
6. Penalties.

Assuming that the legislative draftsmen have precisely defined
the tax base (sales price, gross income, gross receipts, value in pro-
duction, market value) the beginning of tax administration lies in
finding out who are the individuals or units intended to be covered
by the tax and putting them on the tax rolls. Lists or registers of
taxpayers should be made for each tax imposed: property owners,
business concerns, employers, employees. There are many possible
sources of names for these registers: local property rolls, registra-
tion of voters, visual inspection of properties, records of new con-
struction, records of other government departments, membership
lists of trade associations, automobile registration. Even telephone
books can be useful.

Initial compliance with a payroll tax is had by withholding the
tax at source on wages and salaries. Initial compliance with a
retail sales tax, severance tax, and business license fees and
charges must rely on accounting controls and the voluntary filing
of self-assessed returns by taxpayers. However collected, the tax ad-
ministration should furnish tax returns free of charge to the per-
sons having the legal obligation to pay the tax.

No tax system will work effectively unless its administrators
check the correctiveness of the taxpayers' actions. A passive atti-
tude towards errors, falsifications, and failures to report, under-

"Commerce Cleann# House, State Tax Guide, All States, (2d ed 1980)
"See AppendixTribal Experience, infra
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mines the entire structure because there is no protection for those
who comply. Obviously, it is not administratively feasible to audit
every taxpayer. The objective of a program of investigation and ex-
amination should safeguard the government from major loss and,
insofar as possible, remove the element of audit lottery from the
complianc,i. process. Any audit program must be capable of comple-
tion within one year since each year inexorably brings a new set of
returns to be examined.

There are no simple criteria to govern the selection of returns
for audit. Generally, if the withholding procedure on payroll taxes
is effective, employees would file a return only to claim a refund of
overwithheld tax and only these returns would have to be checked
for accuracy. Similarly, little checking would be required for retail
Ales taxes withheld at source. Licenses, fees and charges based on

gross income or gross receipts of b,isiness conducted on the reserva-
tion could 1 checked periodically and on a random basis. Taxes on
personal property, including possessory interest taxes, ordinarily
are determined by an assessor. Severance taxes imposed on natural
resources companies probably should be routinely audited on a
schedule that insures that each company would be checked once in
a period of years.

A procedure for handling and resolvin3 tax controversies is the
next stage of tax administration. Essentiaily the procedure should'_
furnish internal methods of settlement at the administrative level
and external methods of judicial consideration if settlement at the
administrative level cannot be reached. For the dispute resolution
procedure to work effectively, most controversies should be settled
administratively.

The goal of tax administration is collection of the tax. A sure
sign of ineffective tax administration is the presence of large defi-
ciencies in tax payments. Taxpayer rolls and registers should be so
maintained that taxpayer delinquency can be immediately spotted.
Delinquency should be followed promptly by the imposition of pen-
alties. Hence, the tax law must provide for the imposition of liens
on property and for the garnishment wages and salaries. Be-
cause Indian tribes have the power to uxclude non-Indians from
Indian country, they can resort to the colkteral device of expulsion
for failure to pay taxes. In addition, non-payment should be made
expensive. Taxpayers should not, i hrough delay in payment, in
effect obtain a low-rate interest or interest-free loan from the tribal
government. Interest at a rate as high or higher than the commer-
cial rate should automatically be charged for late payment.83

5. How should tax revenues be spent 84
The effect of a particular tax on incentives to work or to take

risks depends in part on the purpose for which the tax revenue is
used. For example, a payroll tax has both an income effect and a
substitution effect. The taxpayer may increase work effort to recov-
er the loss of real income (income effect), or work less because the

e3 For a detailed treatment of problems and issues of tax administration see P. Kelley & 0
Oldman ed.. Readings on Income Tax Admrnistration (1973)

"For a general discussion of tax and expenditure incidence see 11 Musgrave & P Musgrave,
Public Finance in Theory and Practice, ch 16 (1976)
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real rate of pay is less and at this lower rate leisure competes fa-
vorably with income ( substitution effect). If the payrol tax pro-
ceeds were used to pro .ride free goods and services for low income
avid untaxed Indians, unemployed Indians, sick or retired Indians,
tile income and substitution effect of the payroll tax on employed
persons would be unaffected. The net effect of the tax and transfers
would be a highly progressive tax on persons employed on the res-
ervation. If the services distributed by government are complemen-
tary to private. consumption, for example, a gasoline tax is used to
finance road construction, the government expenditure can be re-
garded as subsidy to all those persons (Indian and non-Indian alike)
who buy care for use on the reservation. Incidentally, with better
roads, persons employed on the reservation may increase their
work effort in order to be able to afford a car.

Take as another example, business licen. a fees and charges, the
severance tax, otlrca company taxes: considered alone, these taxes
have an adverse incentive effect on private capital, saving and in-
vestment. However. if the tribal government were to spend the rev-
enue from these taxes an infrastructure (roads, bridges, public
health, education, law enforcement) from which the taxed compa-
nies and their employees benefit, the positive income effect on the
expenditure side would offset the negative income (disincentive)
effect on the revenue side. It is possible that the net effect would be
to increase private saving and risk taking and to attract non-
Indian business investment to the reservation.

3 1 J



CHAPTER M.-COORDINATION OF TRIBAL TAXES WITH STA;E AND
FFDERAL TAXES

A. THE CONCEPT OF TAX JURISDICTION

The limit of the taxing jurisdiction of a government in real terms
is the point at which the government defers to the countervailing
power of another government over the same subject matter. A
nation, state, municipality, or Indian tribe incurs costs in providing
governmental services. Taxes pay for these services and govern-
ments accordingly levy taxes on those persons who benefit from
such services. A fundamental issue of tax jurisdiction is determin-
ing who "consumes" governmental services and which jurisdiction
has contributed to the ability of the taxpayer to derive the econom-
ic gain in question.

For the individual or business enterprise carrying on economic
activities in two or more tax jurisdictions the fundamental issue of
taxation is determination of the jurisdiction or jurisdictions to
which a tax must be paid. Double or multiple taxation L c a single
economic transaction or income source may occur where one juris-
diction imposes income taxes on the world-wide income of its resi-
dents and business entities and the other jurisdiction taxes non-
resident persons and entities deriving income from sources in the
taxing country or from carrying on economic activities there.
Double or multiple taxation may occur also in the state-tribal con-
text where both the state and the tribal government impose excise
taxes on the same economic activity, for example, doing business,
selling at retail, mining. Double taxation can also occur in the
state federal and tribal-federal context if the state or tribe were to
impose an income tax on its residents or members. The different
mechanisms by which double or multiple taxation is alleviated are
referred to as tax coordination.

Coordination of tribal taxes with the state and federal tax sys-
teins is complicated by two factors, not present in the case of the
integration of the French and United States tax systems, let us say,
or even of the federal and state tax systems: The inherent sover-
eignty of Indian tribes "exists only at the sufference of Congress
and is subject to complete defeasance, "United States v. Wheller,"
425 U.S. 313, 323 (1978); the territorial boundaries of a tribe's juris-
diction are prescribed by federal statutes, 18 U.S.C. § 1151, and in-
clude tribal land, individual allotments, and land held in fee by
tribes and individuals whether Indian or non-Indian. Tribal land is
held by the United States in trust for the tribe and cannot be sold
or leased without Federal consent, 25 U.S.C. § 177. In short, a tribe
is a political community having defined territorial boundaries
withri which tribal authority is exclusive and guaranteed by the
federal government. Worcester v. Georgia 6 Pet. 515, 557 (1832). If

1319)
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incorporated under the Indian Reorganization Act the tribe may
also be GA membership corporation.

In the context of two sovereign states, the mechanisms fir coordi-
nation of two or more tax systems are the foreign tax - dit 85 and
the exemption of fore'-n source income." In the context of the
states and the federal government, the deduction -mechanism is
used." In the context of Indian tribes and the states there is no
defined method for avoiding double taxation because fiscal conflict
between the two tax systems is viewed in terms of the non-tax con-
cepts of inherent Indian sovereignty and federal r.gulatory pre-
emption. In the context if Indian tribes and the federal govern-
ment, Congress recently enacted legislation permitting a nonbusi-
ness deduction against federal taxable incume for certain tribal
taxes.88 Business taxes paid to tribal governments have always
been deducti's. , against federal taxable income."

B. TRIBAL-STATE FISCAL CONFLICT

Tribal governments assert jurisdiction to tax on a territorial
basis. That is, they tax Indians living and carrying on economic ac-
tivities on the reservation -.11 reservation-source gain 90 and non-In-
dians using tribal property or carrying on business activities on the
reservation." Tribal governments can also tax tribal lands even
though they are exempt from State and federal taxation." Tribal
governments have not so far asserted jurisdiction to tax tribal
members living and working off the reservation." In the case of
tribal members living on the reservation, but earning income off
the reservation, tile tribes have so far excluded non-reservation
source income f-rra the tax base entirely whether or not the r --
reservation-source income is "repatreated" to the tribe by
member. If the states were to assert jurisdiction, to tax on a tenito-
rial basis, and, in addition, were to exclude Indian country from
their territorial limits, there would be no problem of double or
multiple taxation. However, an Indian tribe is physically located
within the territorial limits of a state, in much the same way that
a city or country is located within the territorial limits of a state.
Therefore, while under the territorial principle a tribe does not
assert jurisdiction to tax off -reservation economic activities, the
states under the territorial principle have asserted jurisdiction to

86 I.R C §I 901-904. Foreign `axes may oe deducted um. I.R.C. § 164 in lieu of claiming a
credit.

" Under a territorial concept of tax jurisdiction a country of source exempts from tax income
ansing in its territory and paid to a non-resident. It also exempts from tax foreign source
income received by a resident

" I.R C. 164.
" I.R.C. 7871(aX3)
" I.R.C. 162.
"Iron Crow v. Oglala Sioux Tribe, 431 F.2d 89 (8th Cir 1956)
" Morris v. Hitchcock, 194 U.S. 384 (1904); Washington v Confederated Colville Tribes, 100 S

Ct. 2069 (1980); Buster v Wright, 135 F 947 (8th Cir 1905), appeal dismissed, 203 U S 599 (1906);
Memon v. Jicarilla Apache Thbe, 455 U.S 130 (1981); Barta v. Oglala Sioux Tribe, 259 F.2d 553
(8th Cir 1958), cert denied 358 U S 932 (1959), Iron Crow v. Oglala Sioux Tribe, 231 F 2d 89 (8th
Cir 1956).

"See Conroy v. Conroy, 575 F.2d 175 (8th Cir. 1978) Conroy c.,stained tribal court jurisdiction
to order division of allotted land in a divorce proceeding.

"See Montana v United States, 101 S. Ct. 1245 (1981), holding that the tribe has, no jurisdic-
tion over nonIndians hunting and rushing on non-Indian lands within the reservation where no
significant tribal interest is shown.
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tax on-reservation economic activities of both Indians and non-Indi-
ans because these activities are physically located within the
state's boundaries.

The doctrine of federal regulatory preemption of Indian affairs
ousts state tax jurisdiction over Indians residing and carrying on
economic activities within Indian Country. McLanahan v. Arizona
State Tax Commission 411 U.S. 164 (1972) (State income tax on In-
dians resident on a reservation); Warren Trading Post Co. v. Arizo-
na Tax Commission 380 U.S. 685 (1965) (State gross receipts tax on
federally licensed operator of Indian trading post); Eastern Band of
Cherokee Indians v. Lynch 632 F.2d 373 (4th Cir. 1980) (State
income and personal property taxes on Indians resident on a reser-
vation); Bryan v. Itasca County 426 U.S. 373 (1976) (County and
state personal property tax on mobile homes located on trust land);
Moe v. Confederated Salesh & Kootenai Tribes 425 U.S. 463 (1976)
(State cigarette sales tax, personal property tax, cigarette vendor
license tax on reservation source activity).

The source of this immunity is not the doctri : of intergovern-
mental tax immunities.94 It is the fact that Congress has not en-
acted legislation allowing states to tax on-reservation business ac-
tivities of tribal members: State laws generally are not applicable
to tribal Indians on an Indian reservation except where Congress
has expressly provided that State laws shall apply. It follows that
Indians and Indian property on all Indian reservations are not sub-
ject to crate taxation except by virtue of express authority con-
ferred upon the State by Act of Congress. U.S. Dept. of the Interior,
Federal Indian Law 845 (1958) quoted with approval in McLanahan
v. Arizona State Tax Commission 411 U.S. 164, 170-171 (1973).

If Congress has expressly consented to state taxation or regula-
tion of on-reservation business activities of tribal members, the doc-
trine of federal regulatory preemption does not apply, Rice v.
Rehner--U.S.(1983) 103 S.CT. 3291 (1983). (State liquor li-
cense tax applied to Indian trader valid). Federal preemption in the
case of Indians residing on Indian reservations also has a statutory
basis. Section 106(a) of Title 4 U.S.C. grants to State general au-
thority to impose an income tax on residents of federal areas, but
section 109 expressly provides that "(n)othing in section 105 and
106 of this Title shall be deemed to authorize the levy or collection
of any tax on or from any Indian not otherwise taxed."

The doctrine of preemption ousts state tax jurisdiction over non-
Indians doing business within Indian country if there is a federal
statute or treaty giving the tribe exclusive tax jurisdiction over the
non-Indian activity, Central Machinery Co. v. Arizona State Tax
Commission 448 U.S. 160 (1980) (State gross receipts tax on sales
transactions occurring on the reservation), Ramah Navajo School

" Under the intergovernmental tax immunity doctrine a federal instrumentality was consti-
tutionally immune from state taxes, McCulloch v. Maryland 4 Wheat 316 (1819). Federal em-
ployees were also exempted from state income taw, The Collector v. Day 78 U.S. 113 (1870). The
doctrine was applied at one time to bar a state tax on the lessees of, or the product or income
from Indian lands or individual Indians. The doctrine was rejected in Oklahoma Tax Commis-
sion v. Texas Co. 336 U.S. 342, 365-66 (1949) and ifescatery Apache Tribe v. Jones 411 U.S. 145
(1973) Oklahoma Tax Commission v. United States 319 U S 598 (1943). See also Leahy v. State
Treasurer of Oklahoma 297 U.S. 420 (1936); "hated States v. Rickert 188 U.S 432 (1903); L.H.
Tribe, The Remnant of Intergovernmental Imam:ties in Litigation, Taxation, and Reguladon
Separation of Powers Issues in Controversies ab itit Federalism, 89 Ham. L Rev. 682 (1976).
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Board v. New 102 S. Ct. 3394 (1982) (State gross receipts tax
imposed on non-Indian con' ictor wc. king an reservation), or if the
state tax interferes "to an unpermissible extent" with the ability of
the tribe to govern itself." Crow Tribe of Indians v. State of Mon-
tana 650 F.2d 1104 (9th Cir. 1981) (State severance tax on coal pro-
duced and gross proceeds tax on sale of coal mined by non-Indian
mineral lessees with Indian Country). That is, the concept of Indian
sovereignty defines the boundaries of tribal-state tax jurisdiction if
there is a finding of interference with tribal self-government,
Washington v. Confederated Tribes of Colville, 447 U.S. 134 (1980)
(State cigarette sales tax on sales to non-members valid; state per-
sonal property tax on Indian-owned vehicles, mobile homes invalid)
or if the effect of the state tax is to reduce the profit inuring to the
tribe from tribal resources, White Mountain Apache Tribe v.
Bracker 448 U.S. 136 (1980) (State ,roes receipt and motor fuel tax
non-Indian carrying on logging activities on Indian reservation).

A state tax on non-Indians doing business within Indian country
constitutes an impermissible interference with Indian self-govern-
ment where it can be shown that ihe economic incidence of the
state tax is on the tribe, and the result is to impair the ability of
the tribe to raise revenue for needed governmental services. Crow
Tribe of Indians v. State of Montana, 650 F. 2d 1104 (9th Cir. 1981);
White Mountain Apache Tribe v. Bracker, 448 U.S. 136 (1980). The
doctrine of preemption does not apply to state taxation of tribal ac-
ti sties conducted outside of the reservation, Mescalero Apache
Tribe v. Jones 411 U.S. 145 (1973) (States gross receipts tax on ski
resort operated by Indian of off-reservation land). Again, there is
no double taxation since tribal tax system assert jurisdiction to tax
on a territorial basis only.

The doctrine of preemption also does not apply to state taxation
of on-reservation business if Congress has expressly consented to
state imposition of the tax, Rice v. Rehner -- U.S. -- (1983) 103
S. Ct. 3291 (1983). (State liquor license tax applied to Indian trader
valid); The Blackfeet Tribe of Indians v. Montana, 507 F. Supp. 446
(D.Mont. 1981) (State tax on oil and gas production by non-Indian
lessees on allottd 3 Indian land valid) or if the state tax does not
interfere with tnbal self-government, Washington v. Confederated
Tribes of Colville, 447 U.S. 134 (1980) (State cigarette sales tax on
sales to non-members valid); Agua Caliente Band of Mission Indi-
ans v. City of Riverside 306 F. Supp. 279 Dist. Ct. C.D. Ca. (1969)
(State possessory interest tax on non-Indian lessee of tribal land
valid); Mescalero Apache Tribe v. O'Cheskey 625 F. 2d 967 (10th Cir.
1980) (State gross receipts tax imposed on non-Indian contractor
doing construction work on reservation valid). If the doctrine of
preemption does not apply to oust state tax jurisdiction over on-res-
ervadon business activity, the result is double taxation of the same
activity or income source if the tribe also imposes a tax on the
tribal activity. Washington v. Confederated Tribes of Colville, 447
U.S. 134 (1980) at p. 151; Moe v. Salish & Kootenai Tribes 425 U.S.
463 (1976).

Finally, double taxation may also occur where the state has im-
posed a severance tax on non-Indian lessees of tribal mineral re-
sources and subsequently the tribe imposes a severance tax on the
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same activity. Imposition of the tribal tax does not oust the prior
state tax. Merrion v. Jicarilla Apache Tribe 455 U.S. 130 (1982).

C. COORDINATION OF TRIBAL-STATE TAZ SYSTEMS

Both the state and the tribal governments have an interest in
taxing non-Indians doing business within Indian country. Were the
tribes to extend their tax jurisdiction to cover Indians doing busi-
ness or employed off the reservation, both the state and the tribal
governments also could legitimately assert tax jurisdiction over the
Indian. There are three possible remedies for fiscal conflict be-
tween state and tribal tax jurisdictions: separation of tribal-state
sources of revenue; deduction of the tribal tax from the state tax
base; deduction of the tribal tax from the state tax. Separation of
tribal-state sources of revenue already exists in the case of reserva-
tion Indians and non-Indians not doing business within Indian
country. In the first case the state lacks jurisdiction to tax;" in the
second case tribal governments so far has asserted jurisdiction to
tax on a territorial basis only. In the case of non-Indian business
taxpayers tribal taxes are a deductible business expense for state
income tax purposes. The tax credit mechanism has never been
used although the issue was raised in Washington v. Confederated
Tribes of the Colville Indian Reservation 447 U.S. 134 (1980). In
Colville the tribal government contended that the state should be
required to allow a tax credit against its cigarette excise tax for the
tribal cigarette excise. The court dismissed this contention on the
ground that the tribes "failed to demonstate that business at the
smokeshops would be significantly reduced by a state tax without a
credit as compared to a state tax with a credit." (p. 157).

There is ample federal precedent for coordination of tribal and
federal tax systems by use of the tax credit mechanism. State
death tax payments are creditable against the federal estate tax;
foreign income taxes are creditable against the federal income tPx;
state unemployment insurance taxes are creditable against the fed-
eral unemployment tax. Of course, if the tax is credited it cannot
also be deducted. The effect of a tax credit is to defer tax jurisdi-
tion to the government whose tax is creditable. In the tribal-state
context it would put the state taxing power at the service of the
tribes, thereby encouraging the tribes to enact tax ordinances that
would maximize credit values. Under the present system of double
taxation of non-Indians doing business within Indian country, non-
Indian business is at a competitive disadvantage. A tax credit for
tribal taxes would remove this disadvantage and enable tribal gov-
ernments to compete for non-Indian business on an equal footing
with cities and counties. The first consequence to the state of a tax
credit for tribal taxes would be a reduction in tax revenues. This
reduction would be equivalent to a cash grant to tribal govern-
ments that enact tax ordinances applicable to non-Indian business.
Of course, nothing in the credit scheme would prohibit state gov-
ernments from raising their tax rates to recover taxes lost to the

"The exception to this general rule is state regulation of liquor license fees on Indian trad-
ers Here the Supreme Court found that Congress had by implication authorized the states to
regulate the licensing and distnbutien of alcoholic beverages on Indian reservations. Rice v.
Rehuer -- U S -- (1983), 103 S Ct 3291 (1983)
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tribal credit. But an increase in taxes for all state residents cer-
tainly is preferable to the present system of double taxation on
only those state residents doing business on reservations.

There are many forms that a tax credit can take. For example,
the credit can be matched with the tax against which it is offset: a
tribal severance tax creditable against the state severance tax; a
tribal sales tax creditable against the state sales tax. Or, all tribal
taxes of any kind could be creditable against the state income tax.
Limits could be put in the maximum amount of the creditable
tribal tax; for example, the credict could be limited to a percentage
of the state liability.

Both the tribes and the state have an interest in improving the
precarious financial position of tribal governments. The tax credit
device has the advantage that it is both a subsidy and an incentive
to the exercise of tribal self-help. The financial benefits stemming
from a credit would accrue directly and immediately to the tribal
government. The tax credit is a means of tribal-state tax coordina-
tion that should be given careful consideration by state legisla-
tures.

D. TRIBAL-FEDERAL FISCAL CONFLICT

Indians, as United States citizens, are subject to the federal
income tax on their world-wide income. Squire v. Capoeman 351
U.S. 1 (1956); Superintendent of Five Civilized Tribes v. Commis-
sioner 295 U.S. 418 (1935); Choteau v. Burnet 283 U.S. 691 (1931).
However, income, including capital gains, derived directly from
Indian allotments and similiar trust property is exempt. Squire v.
Capoeman 351 U.S. 1 (1956); Stevens v. Commissioner 452 F.2d 742
(9th Cir. 1971). Indians are also subject to the federal estate and
gift taxes except that Indian allotment exempt from income tax are
excludible from the decedents' gross estate. Asenap v. United States
283 F. Supp. 566 Dist. Ct. W.D. OK 1968). Tribal governments are
not taxable entities for federal purposes. Rev. Rul. 67 984 1967-2
C.B. 55,58.

E. TRIBAL-FEDERAL TAX COORDINATION

Effective January 1, 1983 and until January 1, n 85 new code
section 787196 provides that tribal governments recognized by the
Treasury Department as exercising sovereign powers are to be re-
garded as states for purposes, araong others, of allowing a personal
deduction from federal income for tribal real and personal property
taxes, general retail sales taxes, and income taxes. Tribal taxes
paid by business concei ns are deductible as a businerd expense.
Section 7871 provides also that federal excise taxes shall not apply
to articles sold for the exclusive use of Indian tribal governments
during this two year period.

To date, no tribal government has enacted an income tax or
property taxes applicable to individual reservation Indians. It is
not likely that a federal deduction for thP3e taxes is sufficient in-
centive for them to do so. A federal tax ,;redit for individual tribal
taxes might be an inducement for tribal governments to attempt to

1° Pub L 97-473, S 202(a), 97th Cong 2d Sew See H.R Rept No. 97-984
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reach at least those reservation Indians with income in excess of
the minimum exempt amount for fecleral purposes. But not even a
federal tax credit for personal property taxes would likely induce
tribal governments to enact such taxes given the present conditions
of Indian poverty and unemployment. At most, section 7871 allows
a deduction for federal income tax purposes of tribal general retail
sales taxesfor those few Indians that earn federal taxable income
in excess of the minimum exempt amount and who itemize their
allowable non-business expenditures.

IV.--CoNcLusioN

The accumulation of capital in a developing economy requires
the creation of an economic surplus above current consumption.
Taxation is one means of financing such capital accumulation. But
the accumulation of capital is not, without more, sufficient. Institu-
tions must be developed to channel the tax funds into capital for-
mation in production facilities and to recycle these funds through
successive Indian enterprises. What is needed is a strong tax collec-
tion agency and an Inclian development bank. There is no economic
merit in a high level of taxation as such. In the last analysis the
tax function cannot be separated from the expenditure function.
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APPENDIX-TRIBAL EXPERIENCE

In order to gain insight on current tribal tax effort, letters were
sent to 239 Tribal governments listed with the Bureau of Indian
Affairs requesting answers to the following questions:

(1) Does the tribe have a tax code, statute or ordinance? If so,
ceuld you please enclose a copy of this in your reply.

(2) Was this tax code submitted to the Bureau of Indian Affairs
or Department of the Interior for approval?

(3) Do you have a separate agency or department that adminis-
ters your tax system?

(4) Do you have an agreement with the state in which you are
located under which the state tax administration collects the tribal
tax and turns over to the tribe the amount collected? Do you think
this kind of agreement would be a good idea?

(5) If you have enacted a tax, has it eve r been challenged in
court? What result? If the tax was held illegal, what did you do?

(6) Do you have a tax currently in effect and under which you
are collecting revenue? What amount of revenue do you collet
each year?

Thank you for responding to this inquiry. I look forward to your
reply. Please contact me if you need further information.

Replies were received from 3? tribes.
The 15 tribes listed below stated that they had not enacted any

tax ordinances and had no present plans to enact a tax ordinance:
Jeinez Pueblo
San Juan Pueblo
Seneca Cayuga
Pueblo of Isleta
Ft. Belknap
Alaska Natives
White Mountain Apache
Colville Confederated Tribes

Kiowa Tribe of Oklahoma
Chickasaw Nation
Absentee-Shawnee of Oklahoma
Mississippi Band of Choctaw
Cherokee Nation of Oklahoma
Omaha Tribe of Nebregke
Viejas Community

The seven tribes listed below replied that enactm.nt of a tribal
ordinance was under study or in a development stage:

San Carlos Apache
Delaware Tribe of Western Oklahoma
Laguna Pueblo
Sisseton-Wahpeton Tribe of Sioux
Comanche
Cheyenne and Arapaho of Oklahoma
Flandreau Sar tee Sioux

Fifteen of the 239 tribes to whom letters were sent replied that
they had tribal tax ordinances in effect:
Cheyenne River Sioux Quileutc
Eastern Band of Cherokees Sac and Fox

(327)
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Gila River
Hopi
Lac du Flambeau Chippewas
Northern Cheyenne
Papago
Warm Springs

328

Shoshone-Bannock
Three Affiliated Tribes
Turtle Mountain Chippewas
Umatella
Ute Mountain Utes

Several of the tribes reported that one or more of their tax ordi-
nances were being challenged: the Hopi severance tax is being con-
tested by Peabody Coal Co.; the Quilete gross receipts tax was chal-
lenged and an out-of-court settlement made; Tenneco has refused to
pay the Sac and Fox possessory interest tax on mineral leases;
Warm Springs has not attempted yet to enforce its tax ordinances.
All fifteen of the tribes reporting a tax ordinance in effect reported
that the ttii: revenues were deposited in a general fund and used to
defray the cost of governmental services. The Eastern Band of
Cherokees, Shoshone-Bannock, Sac and fox and Umatilla Tribes
reported that BIA approval of their tax ordinances was not re-
quired. The tax ordinances for the other tribes that reported had
received BIA approval.

A summary of tribal tax ordinances prepared by David C. Cole,
Associate Director, Harvard Institute for International Develop-
ment and member of the Navajo Tax Commission lists fifty one
Indian tribes as having tax ordinances in effect as of -*arch 1983.
The taxes in force are one or more of the exportable taxes covered
in Section II A.

Tobacco and/or liquor excises.
License to regulate tobacco products...... .

Severance tax
Business license tax
Business activity tax
General sales tax.
Possessory interest tax
Payroll tax
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Table I (conformed)

SUMMARY OF TRIBAL TAX ORDINANCES
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SUMMARY OF TRIBAL TAX ORDINANCES
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