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Goals of the study

Currently, Vermont’'s unrestricted cash funds are managed by the State Treasurer by
depositing and investing them in TD BankNorth, People’s United Bank, Fidelity, and other
private financial institutions. This study is the first attempt to look at the alternative option of
running state deposits through a Vermont state bank or other public depository and the
economic impact that would result from using these deposits as a basis for economic
development loans. The study focuses on the economic impact of bank loans for local
investment based on the state’s unrestricted cash funds. These are not the only funds that
might be available for deposit in a public bank, and this is not a comprehensive study of the
full impact of a public bank.

Approach

In September of 2013 the Political Economy Research Institute (PERI) of UMASS was
contracted to do an analysis on the economic impact of managing unrestricted state cash
funds within a Vermont public bank, as a basis for economic development loans. “Established
in 1998, PERI is an independent unit of the University of Massachusetts, Amherst, with close
ties to the Department of Economics. Since its founding, PERI has become a leading source of
research and policy initiatives on issues of globalization, unemployment, financial market
instability, central bank policy, living wages and decent work, and the economics of peace,



development, and the environment”l. PERI used IMPLAN 3.0 Input/Output software, and
Vermont specific data provided by IMPLAN for the analysis.

“IMPLAN 3.0 is a complete economic assessment package including data and software that
provides a detailed economic picture of regional economies with geographic resolutions
varying in the U.S. from the national level down to the zip code level, and for approximately 40
OECD countries. IMPLAN is currently used by hundreds of government agencies, colleges and
universities, non-profit organizations, corporations, and business development and
community planning organizations”.2

According to PERI the impacts are presented in two sets of tables (See Appendix B). One set of
tables (the “A” tables) shows the direct, indirect, induced, and total impacts of the spending in
each lending category. These are the jobs, gross state output, and value-added resulting from
these given levels of spending. The other set of tables (the “B” tables) shows the basic
multipliers (the effects per $1 million) along with the industrial categories and weights used
in the analysis. The B tables are the underlying modeling inputs and multipliers, the A tables
are the result of the lending.

Main Findings

1. Based on the state of Vermont’s 2013 unrestricted cash funds, we estimate a public bank
could make loans equal to 66% of state funds on deposits, or $236.2 million in credit for
economic development in the state of Vermont. This would expand the total credit supply
available for state lending agencies by $236.2 million.

2. This new credit would be at low cost to the state because a public bank does not have to
borrow money first by selling bonds. It makes loans directly based on deposits. Interest
would return to the state both on deposits and on loans. The Treasurer’s office would
receive interest on its bank balance as they do now, and the bank would receive interest
on the loans. The state would essentially be loaning money to itself. Currently state
lending agencies pay interest on bonds and commercial paper, and receive interest on
loans. Interest payments on loans based on state fund deposits by TD Bank and People’s
bank, even if made in Vermont, do not return to the state but to the bank and its
shareholders.

3. Ifused for VEDA and VHFA loans, $236.2 million in public bank lending could result in:

a. 2,535 new jobs
b. $192 million in value added (Gross State Product)
c. $342 million increase in state output

4. 1If used to finance state capital expenditures, funding through a public bank could save
close to $100 million in interest costs on FY2012-13 capital spending, due to most
interest payments no longer leaving the state.

5. In the case of State Capital expenditures, financing through a public bank could create over
1000 jobs in the first two years, without the loss of 100-200 jobs per year thereafter.

1 http: //www.peri.umass.edu/190
2 http://implan.com/V4/Index.php




Explanation

According to a memorandum from State Treasurer Beth Pearce on July 26, 2013, the average
end-of-day balance for all non-restricted state accounts was $357,920,180 in fiscal year 2013.
On average $236,303,020 was deposited with TD BankNorth and there is a collateralized
deposit limit of $275,000,000. The remainder of funds was invested in Fidelity and Federated
Money Market Funds, and People’s United Bank. The mix of investments and deposits
changes from year to year. “Historically, we have left a very small balance with the bank, and
instead invest in a range of money market and other short-term investments such as CDs and
short-term Treasuries and Agencies,” according to Pearce.3

The question put to us is:
What could the state do with these investments and deposits if they were put in a public bank
and used as a deposit basis for new local investment loans?

In order to answer that question, we first have to decide how much credit could be extended
by a public bank based on $357.9M in deposits? Second, we have to decide how would these
loans be allocated to Vermont investments? Third, we should compare to existing loans in
Vermont by TD Bank and People’s Bank, and account for returns to the public bank from
credit the banks are currently using.

How much credit?

According to the Federal Reserve Bank (FRB), reserve requirements for banks with liabilities
(deposits) higher than $79.5 million is 10%¢*. This means that a bank may issue new credit up
to 90% of the amount on deposit, or $90 million dollars in loans for every $100 million of
deposits. So according to FRB rules, if all state cash funds were put in a public bank, for an
average daily balance of $357.9 million, the bank could make loans of .9 x $357.9 million or
$322.1 million. However, these rules were designed for normal commercial banks with
hundreds of depositors, where perhaps only 1 out of 10 people need their money at any given
time. A public bank has only one main depositor, the state government itself, which has a
steady need for use of its funds on deposit at the bank.

We looked at the average monthly bank balance of Vermont’'s funds at TD Banknorth in
FY2012 and found that it was $284,530,156 (Appendix A). Then we found the lowest average
monthly balance, which was $186,957,967 in December 2011. This means that the state at its
highest monthly average point is using $284.5M - 186.9M = $97.6M. $97.6M is 34% of
$284.5M. Therefore we felt it would be prudent for a public bank to have on hand at least
34% of the state’s average balance at all times.

However, the Treasurer noted that the daily balance occasionally dropped to extremely low
amounts such as to $19.9 million in April 2009. “The state has had to borrow operating funds
on a regular basis,” according to Treasurer Pearce “most recently in September 2003”5. A

3 Memo to State Senator Anthony Pollina from VT Treasurer Beth Pearce, July 26, 2013
4 http: //www.federalreserve.gov/monetarypolicy/reservereg.htm
5 Memo to State Senator Anthony Pollina from VT Treasurer Beth Pearce, July 26, 2013




bank is no different. Banks have to borrow on occasion to meet shortfalls. Banks have the
advantage of the lowest cost of borrowed money since they can borrow from other banks
using the federal funds rate (currently 0.09% with fed target of 0-.25%)¢. They can borrow
from the discount window of the Federal Reserve Bank, ideally at the primary credit discount
rate (currently .75%)7, or from the repurchase market (currently .09%)8.

By basing the reserve rate on the highest average monthly need by the state for cash, we are
attempting to ensure that the bank would not have to borrow for more than a 30-day period
to cover shortfalls. Therefore we chose a reserve rate of 34% rather than the Federal Reserve
Bank rate of 10%. Applying this reserve rate to the FY2013 average daily balance of
$357,920,180 gives us a reserve amount of $121,692,861. Public bank loans could be 66% of
$357,920,180 which is $236,227,319.

How to Allocate New Credit?
Vermont currently has the following lending agencies:

1. Vermont Economic Development Authority (VEDA)
Vermont Housing Finance Agency (VHFA)
Vermont Student Assistance Corporation (VSAC)
State Bonding
Municipal Bond Bank

v N

VEDA has the mission statement to “To provide loans and other financial support to Vermont
industrial, commercial and agricultural enterprises.” The Bank of North Dakota (BND), the
only state bank in the US, has the mission statement to “To deliver quality, sound financial
services that promote the development of agriculture, commerce and industry in North
Dakota.” It sounds very similar, and a detailed look shows great similarity between VEDA and
the BND. However, VEDA may not issue credit (loans) based on deposits because it is not a
bank, and has no deposits. VEDA has to borrow money in order to lend it. Also, VEDA does
not issue housing loans or student loans. But if we include VHFA and VSAC along with VEDA,
we have nearly the identical lending programs as BND. Why reinvent the wheel when we
already have capable lending institutions?

Other crucial lending needs are the capital financing needs of the state such as roads, bridges,
dams, water, hospitals, state buildings, etc. For that the state currently sells bonds. We
consider state capital financing as an appropriate use of public bank lending capacity along
with VEDA, VHFA, and VSAC. We did not include the Municipal Bond Bank at this time since it
is not a state agency and does not serve the needs of the state as a whole but serves
municipalities. We should certainly revisit this in the future.

6 http://www.newyorkfed.org/markets/omo/dmm /fedfundsdata.cfm
7 http: //www.frbdiscountwindow.org/currentdiscountrates.cfm?hdrID=20&dtlID=
8 http://wsj.com/mdc/public/page/2 3020-moneyrate.html




We also left out VSAC at this time because we did not have a way to quantify the economic
impact of student loans within the state. There is a good case to be made that student loans
increase the human capital, brainpower, and economic development capacity of the state, but
we did not have a methodology to quantify it. So that leaves VEDA, VHFA, and State Bonding
for analysis.

Limitations of IMPLAN 3.0 analysis

This analysis considered the economic impact of potential public bank lending using a single
industry code for each category of lending (see tables in appendix B). This is a basic level of
analysis. According to State Economist Tom Kavet?, several more extensive levels of analysis
could be done: A second level of analysis would take each category of lending and look at
every loan within that category, distinguishing each industry code. For example within the
VEDA loan category of drinking water there were 14 separate loans made, within the Direct
Loan Program there were 26 separate loans, and within the Agricultural Credit Corp. Loan
Program there were 187 separate loans, etc. A third level of analysis would involve contacting
lending agencies and determining where the money was actually spent for each line item,
including whether contractors were hired inside or outside the state. An even more extensive
fourth level of analysis would look at the algorithms and multipliers for each sector and
customize them for the specific industry in question. Also, IMPLAN does a static analysis at a
single point in time. Other software such as REMI or system dynamic modeling can model
economic impacts over time. Further levels of analysis can be considered in the future with
additional funding available.

VEDA and VHFA Projections
Based on VEDA'’s and VHFA’s 2012 annual reports we find that VHFA had $60 million in home
loans and $13.7 million in construction loans, and VEDA’s actual loans closed (rather than
loans approved) was $54.7 million. Total loans by VEDA and VHFA in 2012 amounted to
$128.4 million. . The percentages of the total 2012 loans and projected loan amounts by a
public bank are shown below:

% of 2012 Projected New

Lending Agency 2012 Loans Loans Loan Amount
VEDA (loans closed) $54,700,000 42.60% $100,635,781
VHFA home loans $60,000,000 46.73% $110,386,598
VHFA construction loans $13,700,000 10.67% $25,204,940

TOTAL 2012 $128,400,000 100% $236,227,319

9 Conversation, October 30, 2013



Applying the same percentages to our projected loan amount of $236.2 million gives us
projected loan figures of $100.6M for VEDA, $110.4M for VHFA home loans, and $25.2M for
VHFA construction loans. These are the figures we put in the IMPLAN model.

It is important to note that these loans could be in addition to existing loans if agencies
maintained their current loan programs, or they could refinance some current loans if it was
found that the cost of credit for a public bank was lower than current borrowing costs. If
added to current lending this would nearly triple the amount of VEDA and VHFA loans. How
to handle this extra credit supply by partnering with local banks, for whom this would be new
loan origination business, and other agencies is a question we will explore in our final report.
Going into further detail on VEDA, we allocated money to each of their programs according to
the 2012 percentages as follows:

% of 2012 Projected New

VEDA Lending Program 2012 Loans Loans Loan Amount
Brownfields Revitalization Fund $268,951 0.40% $406,956
Drinking Water State Revolving Loan

Fund $3,717,984 5.59% $5,625,763
Vermont State Infrastructure Bank

Program $756,250 1.14% $1,144,298
Local Development Corp. Loan

Program $5,490,000 8.25% $8,307,039
Direct Loan Program $13,151,891 19.77% $19,900,413
Vt. Agricultural Credit Corp. Loan

Program $17,033,380 25.61% $25,773,579
Vermont Capital Access Program $80,000 0.12% $121,050
Technology Loan Program $1,092,145 1.64% $1,652,548
Small Business Loan Program $24918,110 37.47% $37,704,136

$66,508,711 100.00%  $100,635,781

For example, in 2012 VEDA approved $24.9M for small business loans. That was 37.5% of
their total $66.5 million portfolio of loan approvals. Applying the same 37.5% to the projected
new loan amount for VEDA of $100.6M gives a small business loan amount of $37.7 million.
We did the same for all the other categories as shown in the chart above and put them in our
model. VEDA also administered the following “off-the books” federal loan programs that we
did not include:

504 Loan Program $3,819,000
Mortgage Insurance Program $1,310,000
Revenue Bond Program $58,420,225

Results: VEDA and VHFA Projections

Total figures in the results below include indirect and induced amounts calculated by IMPLAN.
The simulation projects that from $236.2 million in new loans issued by a public bank to
VEDA and VHFA, the impact would be 2535 total jobs, $192 million in value added, and $342
million added to gross output in the state.



IMPLAN Results for VEDA and VHFA Loans (Complete Tables in Appendix)

Agency Employ Employ | Value Added Value Added | Gross Output Gross Output

ment ment (Gross State (Gross State

Product) Product)

Direct Total Direct Total Direct ‘ Total
VEDA 772 1,192 $42,228,538 $65,312,102 $100,635,781 $149,299,477
VHFA Loans 718 1,044 $80,120,138 $108,387,997 $110,386,597 $154,681,526
VHFA 192 299 $11,490,655 $18,317,460 $25,204,939 $38,052,781
Construction
Loans
VHFA subtotal | 909 1,343 $91,610,793 $126,705,458 | $135,591,537 $192,734,308
Grand Total 1,681 2,535 $133,839,331 $192,017,560 $236,227,319 $342,033,785

Comparison with existing TD Bank and People’s Bank lending in Vermont
Our data on current lending by TD Bank and People’s Bank in Vermont is limited. We only
have a comparison of small business loans made by VEDA and TD Bank for a few years:

Year TD BankNorth™ VEDA"
2012 $32.2
2011 $12.1
2010 $416,800 $5.9
2009 $7.68
2008 $4.29 $7.97

Anecdotal evidence suggests that TD Bank decreased lending in Vermont substantially after
the 2008 financial crisis. Much more detailed information should be found on current loan to
deposit ratios in Vermont by TD Bank and People’s Bank. Also, withdrawal of state funds from
TD Bank (.0017% of deposits-see below) and People’s Bank does not necessarily mean they
will stop all lending in Vermont. In fact it could have no effect at all. In that case public bank
loans would be all new credit previously unavailable. We will try to include this information
in our final report. One difference can be stated unequivocally. All the returns on loans from
credit generated by state deposits are currently going to the private banks and their
shareholders. If a public bank made loans based on the same deposits, then all the returns
would go to the public bank.

Capital Financing Projections
Economic Impact of 2012-2013 State bonding legislation was analyzed by State Economist
Tom Kavet using REMI software in 2011, and the memo is available at the Joint Fiscal Office

' Putting Vermont Money to Work for Vermont: Introducing the Vermont Partnership Bank,
DEMOS, NY, 2011
"' VEDA ANNUAL REPORTS 2009-2012 (http://www.veda.org/about-veda/annual-

reports/)




(JFO) website under “H.446 Employment Impacts, March 2011”12, We also ran an
independent IMPLAN analysis of State Capital expenditures, which we will compare below
with Kavet's REMI analysis. Kavet's memo states the following:

“The measures included in this analysis will generate nearly $95 million in total local
expenditures in FY2012 and almost $75 million in FY2013, including leveraged federal
funds dependent upon state expenditures that total about $19 million in each of the
next two fiscal years. Financing for these expenditures is based on assumed 20 year
bonding that is projected to cost the State about $100 million in interest, in addition to
principal repayment, between 2012 and 2032...

In Vermont, employment associated with the planned FY2012 expenditures
would total more than 1000 jobs, most of which would be in the construction
sector. Total construction sector employment associated with these provisions would
be about 650 jobs in 2012 and 450 in 2013, which represents nearly 6% of all
construction jobs projected in the entire State in 2012 and almost 4% of total
construction employment projected for 2013. Other economic impacts associated with
these State expenditures include approximately $49 million in 2012 Personal Income
and $42 million in 2013, with gains in Gross State Product of $53 million in 2012 and
$43 million in 2013...

Due to interest and loan repayment expenses of about $12 million per year over
the 21 year loan period (one 20 year loan beginning in 2012 and another 20 year loan
beginning in 2013), economic impacts are slightly negative from 2014 through
2032 (relative to the baseline), with employment losses of between about 100
and 200 jobs per year through 2025 and diminishing losses thereafter. Personal
income losses during this period average about the same as the loan repayment
expenses ($12 million per year), with concomitant losses in GSP and related
output metrics.

Our understanding of these losses is that they are due to interest payments on bonds mostly
leaving the state or put in the bank as savings by wealthy individuals and not spent. In
October 2013 PERI ran a similar analysis using IMPLAN software. Instead of analyzing 2012
and 2013 funding of $170 million we limited our analysis to just $87.7 million from 2012 to be
consistent with our other 2012 analysis.

Results

The IMPLAN simulation projects that from $87.7 million in capital financing in 2012, the
impact would be 1148 total jobs and $69.8 million in Value Added (Gross State Product). This
compares with Kavet's REMI prediction from $95 million in local expenditures in 2012 of 650
jobs, and $53 million gain in Gross State Product. The State Product gains are fairly
comparable, while the employment figures are far higher in the IMPLAN analysis. Kavet

12 http: //www.leg.state.vt.us /jfo /capital bill.aspx




explains the discrepancy as follows!3. The IMPLAN model used the industry category of
“100% Non-residential repairs” (see tables) for most capital spending, which is heavily
weighted with local construction jobs. The REMI analysis looked in detail at line items for
individual projects, may have accounted for hiring out of state contractors, and may have used
other industry categories that used less local labor. This approach resulted in lower
employment results.

IMPLAN Results for Capital Budget Financing (Complete Tables in Appendix)

Agency | Employ Employ | Value Added Value Added | Gross Gross Output
ment ment (Gross State (Gross State | Output
Product) Product)
Direct Total Direct Total Direct Total
Capital
Finance
Total 764 1,148 $45,957,926  $69,786,760 | $87,712,632 $130,786,782

The pertinent question to ask in this case is if all else were held equal, what would happen if
capital projects were financed through public bank loans, instead of by selling bonds mostly
out of state? Interest and principal payments for financing these projects would then be paid
to the public bank, instead of to bond purchasers out of state and wealthy individuals in state.
Interest payments to the bank would go either to pay the bank's expenses (salaries, overhead),
or to the state's coffers (as profit), or to retained profit (capital) in the bank. The first item
will be partly local expenditures (salaries, rent) and some expenses that are likely not local
(software, office equipment, supplies). The second category will be almost all local
expenditures, since most state government expenditures are in state. The third category
(retained profit) could be invested in other loans by state agencies, capital finance, or perhaps
municipal bonds, and so it would stay local. Result: almost all the money stays in Vermont's
economy.

An overall estimate is as follows: of the interest paid, 70% to expenses, 15% to profit, and
15% to retained profit. Of the 70%, approximately 80% of that is salaries, with the rest split
between some in-state expenses (e.g. rent, say 5%) and more of out-of-state expenses
(accounting software perhaps). So that's all in-state expenses, except for approximately 15%
of 70%, or around 10% of the whole. Most of the state's profit will be spent in state. It might
not be possible to keep all the retained profit in state due to some out of state investments
such as Treasury Bonds. We estimate 85-90% of the interest payments would stay in the
state's economy, possibly more. Plus the state's financial position will be improved by the
value of the retained profit.

According to this analysis, the losses cited by Kavet due to $12 million per year in interest and
principal payments on bonds would be mostly eliminated, and the benefits calculated by the
REMI and IMPLAN models could be realized. That means over 1000 jobs could be created
from 2012-13 capital funding without a job loss of 100-200 jobs per year from 2014 onward.

13 Conversation, October 30, 2013



Summary

We have estimated the economic impact of using Vermont’s unrestricted cash funds to
leverage new economic development loans by a public bank to VEDA and VHFA, or used for
Capital Financing. Alternatively, some combination of lending between VEDA, VHFA, and
Capital projects or VSAC could be done. We find that substantial positive employment and
value added impacts would result from $236.2 million in new credit being made available to
state lending agencies by a public bank. The impact on the current state depository TD
Banknorth would be the withdrawal of $236.3 million of average state deposits (2013), and
loss of their use of this money to leverage loans and investments by the bank globally. $236.3
million represents 0.0017 of TD Banknorth'’s total deposit base of $140.1 billion4 or .17%.

In order to determine if implementation of this public bank plan would be beneficial for the
state, substantial additional study is required. For example: How do these projections
compare with current lending in Vermont by TD Bank and People’s Bank? Would their
lending change? How do these projections compare to the existing returns on the state’s cash
funds? How does this compare with direct use of the funds by the Treasurer for local
investment? What is the current cost of money for state lending agencies and would this
lower it? How much would this expand the current lending ability of the state’s agencies?
What is the systemic risk of the current system compared to using a public bank? What are
the capitalization requirements for a public bank and are they feasible? What would be the
impact on the state banking industry. What would be the returns or losses to the state? We
hope to answer these and additional questions in our final report expected to be distributed
by end of 2013.

14 Source: FDIC June 30, 2011
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Appendix A-Vermont Unrestricted Cash 2012

Unrestricted

Cash FY 2012
July 404,190,091.00
August 374,426,629.55
September | 277,933,879.32
October 280,428,747.64
November | 187,883,194.46
December | 186,957,966.51
January 253,923,289.45
February 258,539,313.45
March 300,483,164.00
April 255,957,487.24
May 253,658,199.42
June 379,979,910.51
TOTAL 3,414,361,872.57
AVERAGE | 284,530,156.05
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Appendix B- IMPLAN Results/Tables
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