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INTRODUCTION

The simple, two sector, single equation economic base model continues to play a very influential role in the
analysis of local economies throughout the West. In some states, such as Montana, it is used to guide statc
economic development policy by focusing public attention on some sectors and away from others. This
influential role continues despite repeated attacks on the model by academic economists who see it as naive and
grossly oversimplified. In a recent review article on regional economic modeling, for instance, Harry
Richardson urged that the economic base model be "buried, and without prospects for resurrection” (1985,
p 646).

Such recommendations have been made regularly over the last several decades, but seem to have done little to
discourage use of the model. The economic base model has shown an impressive staying power. This can be
largely explained by the fact that what academic economists see as the model's chief failing, its simplicity, is
seen by those doing local economic analysis as its chief virtue. Federal and state laws regularly require that the
"socioecconomic” impacts of major public and private activitics be analyzed. When the impacted arca lies
outside of a major metropolitan area, there is likely to be very limited economic data available. The virtue of
the economic base model is that it has very modest data demands and can be easily manipulated by the non-
cconomist. This has assured an ongoing demand for its usc.

In the rural West, the economic base model is also attractive tecause the actual economy, dominated as it often
is by a few, easily identified export-oriented firms, may be as primitive and simple as the model assumes. That
is, the characteristics of the model that have led it to be so harshly criticized may make for a good fit with the
rather particular local economies of the West (Polzin, ca. 1980).

It is important to note the use in which the economic base model has been found helpful: short run economic
impact analysis. The model has been used to analyze the impact on the overall local economy of various types
of external "economic shocks." (Sec Plecter, 1980.) This focus on short-run impact is to be contrasted with
long-run concerns with economic development. To most economists, economic development is not simply an
accumulation of the impacts of external shocks. That suggests that whatever the usefulness of the economic
base model for local impact analysis, it may be inappropriate as a model to guide local economic development.
That is the focus of this paper which is a summary of points raised in a longer study of the use of the economic
base model to analyze the Montana economy (Power, 1989).

I1. THE ECONOMIC BASE MODEL AS A SHORT-RUN IMPACT MODEL

The repeated use of the economic base model to describe the expected impact of various changes in the local
economy has made it the most familiar type of economic analysis to main street businesses, local policy
makers, and the informed citizen. This familiarity has led to the economic base model becoming the primary
conceptualization of the local economy and the extension of the model to a broad array of local economic
problems including local economic development policy. Such an extension has been facilitated by the early
history of the model in which it was offered by one of its developers as the primary explanation for regional and
national development in the United States (North, 1955; Tiebout, 1956).

But it nceds to be emphatically understood that the economic base model is not a model of local cconomic
development.  Rather, it is a short run impact model. Polzin, one of the leading advocates of the ongoing
usefulness of the model in the rural West, has been explicit and emphatic on this point.

Economic base models simply assert that a change in the exogenous sector will have a
measurable and predictable impact on the derivative sector. Thus, their limitations must be kept
firmly in mind. In the first place, economic base models are valid only for the short run. There
are no explicit allowances for changes in a region’s comparative advantage, capital-labor ratios,
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or other factors thought to determine the course of long-run economic growth. Secondly, they do
not account for changes originating independent of the exogenous sector. That is, there are no
provisions for a region to "pull itself up by its bootstraps" through endogenous growth. (Polzin,
ca. 1975, pp. 2-3.)

A consensus seems to have emerged that if the economic base model has a role to play in modeling local
economies, that role is in short-run impact analysis. [Sce, for instance, williamson, 1975; Richardson, 1985;
Polzin, 1986; Plaut, 1982; Watkins, 1980; also see Power, 1988, Chapter 7, for a critique.] More recent
analysis of the time it takes for the impact of changes in the base to be fully felt indicate general agreement that
the time lag is short. Many analysts report that the full impact is felt in less than a year (Connaughton and
McKillop, 1979; Miller and Henry, 1979; Epley, 1983; Williamson, 1979; Sylvester, 1986). Others have
concluded that the impact works it sway through the local economy within two years (Cook, 1979, Henry and
Nyankori, 1981).

If this short-run impact focus of the economic base model were always made explicit, much of the debate over
the interpretation and use of the model would disappear. It is when this potentially useful short-run model is
used to interpret and guide long-run development policy that confusion and disagreement are bound to develop.

II. ECONOMIC DEVELOPMENT IN THE CONTE>.T OF THE ECONOMIC BASE MODEL

The economic base model crudely estimates the "structur::” of the local economy in the sense of estimating the
degree to which income injected into the local economy cun be used locally to satisfy consumer demands. With
that local economic "structure” determined, it then focuses its attention on the cumulative impact that cxternal
shocks have on the local economy. It is a short-run impact model which purposely "freezes” the structural
relationships within a local economy so that these short-run adjustments can be the focus of attention.

Since economic development consists of the transformation of many of the structural relationships within the
economy, it cannot be looked upon simply as the accumulation over time of a scries of exogenous shocks. That
means that, in general, the economic base model cannot be used to model economic development or inform
public policy with respect to it. Unfortunately, however, the model is regularly used for this and other long-run
public policy purposes. As the past has proven, urging the abandonment of this intuitively attractive and
convenient model is not very effective. Possibly urging a broadening and reinterpretation of the model can be
more effective. If the economic base model is not interpreted in a mechanical way, it can provide insights into
the development of the local economy.

A. Import Substitution

The economic base model, while focusing upon the role that changes in exogenous demand play in triggering
changes in the rest of the local economy, docs not focus exclusively upon the external economy. The
parameters of the model, especially the multiplicr, are determined by the character of the local cconomy.
Change in the local economy can come from ecither changes in exogenous demand or changes in the character
of the local economy which influence the type of impact the existing exogenous demand has on the overall
economy. That is, the level of local economic activity can be affected by a change in the multiplicr and
"independent” sources of local income as well as by a change n export or exogenous income.

The export base model is usually interpreted to mean, as the Montana Department of Labor has put it, that
"basic industries play the key role in promoting economic growth, while the nonbasic sector has essentially a
passive role" to play (1981, p 3). But that need not be the interpretation. To the extent that the multiplicr is
changeable and changing, the model invites investigation into what it is that determines the multiplier and the
way it changes.
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If the multiplier were relatively fixed and unchanging or dictated by the size of any given urban area, it could be
taken as a detcrminant of local economic activity, exogenous income. But the multiplicr is not a predetermined
parameter. The size of the multiplicr depends upon the degree to which the local economy can serve local
nceds. To the extent that the local economy is relatively diverse and self-sufficient, the multiplicr will be large.
To the extent that the local economy can serve few local needs, imports will have to be depended upon, income
will "leak” rapidly from the community, and the multiplier will be small.

B, The Role of Non-labor Income

Income derived from export-oriented businesses is not the only source of income flowing into a local economy.
On a quantitative basis, it is dwarfed by income flows that often are not even considered by the economic base
model, namely non-labor income i the form of transfer payments and property income. In 1985, for instance,
income generated by economic base industries in Montana was about $1.6 billion while non-labor income came
to over $3.5 billion. Transfer payments by themselves equaled economic base industry earnings while property
income significantly exceeded them. (Keegan and Polzin, 1987, P 3 and Johnson, 1988, p 3.)

These income flows unassociated with current participation in the labor force make up almost 40 percent of
personal income in Montana and in some communities contribute even more. This is not true only in Montana.
Nationwide non-labor income has been rising in importance (Polzin et al., 1987, p 1; WSU, 1986). Between
1968 and 1975 one study indicated that transfer payments were the leading source of growth in over a thousand
U.S. counties (Hirschl and Summers, 1982, p. 216).

The economic base model by focusing upon export earnings has tended to ignore this very substantial flow of
income into the local economy. To the extent that these non-.abor incomes support locally-oriented economic
activity, the explanation of these activities entircly in terms of the export industry earnings significantly
exaggerates the importance of those export industries in the local economy. For instance, the economic base

income multiplier for Missoula and Flathead Counties is estimated at 2.0 to 2.5 for the years 1961 through 1984
if derivative earnings are explained solely by export base industry earnings. If, however, non-labor income is
treated as part of the economic base, the income multiplier falls to about 1.5. That is, if the non-labor income is
ignored, each dollar of income from basic activity generates another dollar or dollar and half of derivative
income. If the non-labor income is included as basic income, however, the impact of a dollar of basic income
on the derivative sector is cut by half or two-thirds to only half a dollar. The strength of the impact of export
industry earnings on the locally-oriented activity is cut by half or more (See Polzin et al., 1987, Tables 1 and 2).

It necds to be pointed out that initial efforts at incorporating these nonlabor income flows into the economic
base model have not significantly improved their forecasting accuracy (Polzin et al., 1987). But economic
development is not about accurate short-run forecasting. It is about structural change in the local economy and
the guide that we need to understand the full set of long-run forces acting on the local economy. It seems clear
that the economic base model, if it is to be used to guide economic policy, should be modified to include non-
labor sources of exogenous income. The size of these flows is just too large to be ignored.

More important from an economic development point of view are the determinants of these massive income
flows. If they are tied to policy, the, like fluctuations in the price of commoditics, may simply be something to
which an arca has to adjust. If, however, these income flows are attracted to certain types of communities and
drawn away from others, it may be important to consider policies that allow local communities to maintain and
enhance thesc non-labor income flows. If, for instance, a substantial part of these flows is associated with
retirement income and benefits, then it may be important to consider what it is that determines whether our
retiring scnior citizens decide to remain in the local area or move elsewhere. Likewise, if there are aspects of a
local area that could attract retirees, promotion and development of these qualities could be quite important for
economic devclopment.




hifts in Production Pr. ses an nsymer Preferen

In the discussion above, the possibility that the multiplicr could change as a community grew and developed
was discussed. Another possibility is that because of shifts in the character of production processcs and
consumer preferences nationwide, there could be a shift in the mix of goods-producing and service activitics.
Since service activities are more difficult to import and export, this could cause a similar shift within the local
economy that increased the role played by locally-oriented economic activities. That is, such shifts could also
cause the multiplier to increase.

D. Dem hic Shifts and Economic Ch

Changes in the age structure of the population can have relatively strong impacts on the level and character of
economic activity in our communities. Since these demographic shifts arc somewhat predictable in the scnsce
that we can see them coming as a "bulge" or "gap" moves through the age structure, they can be used to
supplement the economic base model by indicating expected shifts in the structural parameters of the model.

One example was the maturation of the "baby boom" gcneration during the 1970s. As this relatively large
generation began to leave high school and sct up their own houscholds, the size of the labor force and the
number of households began to rise much more rapidly than the population as a whole. This labor force growth
and household formation and the income and expenditures that went with it had a significant impact on the
economy that would not have been suggested by the contemporary changes in population by itself.

Clearly "home grown" growth, if only temporary, is a possibility due to demographic forces. Part of this is
simply tied to the investment component of local activity. To accommodate the larger number of household,
more houses and apartments have to be built; new stores, restaurants, entertainment centers, etc. constructed;
strects expanded; etc, etc. This construction activity has a stimulating impact on the local economy. Since,
however, it builds long-lived assets, that expansion in economic activity is usually not sustainable.
Construction comes and goes in cycles, in this case, a cycle tied to demographic changes.

At the other end of the age structure are people who are retiring. This age group will be growing in relative size
on into the next century. Significant institutional developments during the last 50 years have changed the
economic circumstances these senior are likely to be in as they retire. The adoption of employee deferred
income (pension) plans by both private businesses, government agencies, and the federal government (social
security), has had an accumulating impact on the discretionary income of senior citizens. Many pcople retiring
now have been in such programs for their entire working lives. In addition, many families maturing during the
expansive period following the Second World War were able to save for retirement and make investments. As
a result, older Americans are increasingly affluent with both above-average per capita incomes after taxes and
the highest household spendable discretionary incomes of any age group. Both "transfer payments” and
"property income"” flows support these senior households (WSU, 1986).

E. The Role of Labor Markets in the Adjustment to Changes in the Demand for an Area's Exports

The aggregate size of the income received by the total of all individuals within a community is not the only, or
even primary, dimension of the local economy that is of concern to residents. Other dimensions that are likely
to be considered equally or more important include employment opportunities and the level of family income.
To move from the export base model's focus on aggregate income to these other dimensions required that the
local labor market and labor and population migration be analyzed. The economic base model by itself is silent
on how many jobs are created, what those jobs pay, who gets the jobs, and who gets the income.

The relationship between economic expansion, population growth, employment, and average family income is
anything but simple. There is not even a single simplc line of causation (Power, 1988, Chapter 8). The
cconomic base model does not directly speak to employment issues at all. It is an income model. As Polzin has
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pointed out, unless supplemented by a labor market model, the export base model will not tell us what the
employment impact of a change in the cxogenous income will be (Polzin, Ca 1976, p 18). If the economic
base model is to be used to discuss job creation and population changes, it has to be supplemented with a labor
market and population adjustment model (Polzin, 1977; Smith et al. 1981).
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