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Thank you.  I’d like to thank Novogradac & Company for hosting this event and inviting me to speak.  And mostly, I’d like to thank all of you for coming to learn more about the NMTC.   The conference organizers asked me to recap the policy objectives behind the NMTC, and how we reached some of the most distinctive structuring decisions.  

I genuinely believe that with the anticipated release of the NMTC, we are on the threshold of a new phase of economic development policy.  This is tremendously exciting: this is a great opportunity for the field of community development to the range of investors, the amount of capital available, the investment talent brought to bear, and the range of investment vehicles that can stimulate business development.  Even while we all anxiously await the final regulations, we should also remember how far we have come.

First, as background, I joined the U.S. Treasury in 1997, in the newly created Office of Community Development Policy.  Treasury Secretary Bob Rubin recognized that Treasury’s role in regulating banks and in formulating tax policy greatly affected the capital flows to lower-income communities.  Treasury also oversees the CDFI Fund.  The Fund has elevated the field of community development finance, with high performance standards and an infusion of financial support.  In 2000, I joined the White House National Economic Council working primarily on the New Markets Initiative.

The NMTC story begins in the winter of 1998, when the White House asked a team of us from the Treasury, the Small Business Administration and the Department of Housing and Urban Development to design a new set of economic development incentives.  During the Clinton Administration, each of these  agencies had refined many of their programs to emphasize market incentives.  The national economy was generally strong, but as the President often said, “Not all communities are benefiting from the country’s economic growth.”

Each agency proposed new ideas – and then in a great example of inter-agency cooperation – we made the programs interlocking and mutually reinforcing:  the Treasury New Markets Tax Credit could be used on its own or to enhance the capital raised for the SBA’s New Markets Venture Capital program or the HUD America’s Private Investment Company program.  Legislatively, this was quite ambitious: 2 programs and a tax incentive required 2 different appropriations bills and 2 different authorization committees in each chamber, and the approval of each chamber’s committee with authority over tax bills.

The clock was against us.  Conventional political wisdom is that no major legislation can pass during a President’s last year in office.  It is startling to recall that Congress passed the New Markets legislation after we learned that our Nation’s electoral college, in fact, works out to have the same number of votes as the Supreme Court.  And current events over the last few months remind us how fortunate we are when external forces do not derail domestic priorities.   Forgive me -- I don’t mean to be partisan about the New Markets and Community Renewal legislation.  Enactment required bi-partisan support.   Ultimately, Congress enacted all of the New Markets Initiative, except the HUD APIC program.

I am extremely pleased that the NMTC looks like it will survive the hand-off from a Democratic to a Republican Administration.  Of course, early support came from key Democratic leaders, but very soon after, supporters included Speaker Hastert and Rep. J.C. Watts.  I truly believe that if the NMTC is viewed objectively, the ideas could just as well have originated on the other side of the aisle.  Maybe that’s the sign of getting it right.

Just think what we’ve added to the economic development vocabulary:  CDFIs and SSBICs were just a start.  Now we have CDEs, too.  I knew that the Fund had taken ownership of the credit at a recent conference where a Fund staffer referred to the ultimate NMTC beneficiary, a “qualified low-income community business” as a “QLICB.”  So once the CDFI Fund releases the NMTC NOAA, CDEs will raise QLICIs from investors so that CDEs can lend or invest to QLICBs.  Got it?  My only fear is that there is no DAS in charge of the program at Treasury.

The 2000 census statistics support the policy rationale again:  even in the midst of generally strong nationwide economic growth throughout the 1990s, in many cities, the rich have grown richer and the poor have become poorer.  In Washington, D.C., one child in five still lives in poverty.

Economist Joe Stiglitz offers a vivid description of how imperfect markets can be overlooked:  he said to a group of students, “crumple a piece of paper into a ball.  Then uncrumple and flatten it out on a desktop.  Now, bend down to table-level so your eye sees the topography of the paper from the side.  You see only the most prominent peaks, a generally smooth horizon.  You cannot see the imperfections in the overall pattern until you look at the paper from the top-down.  In the same way, at first glance, we see that the capital markets generally perform well at a large scale, because one sees the most prominent peaks – the ones that fit the overall pattern.  But certain communities are “valleys” that are not getting their fair shake even by normal standards of capital market flows.    

What is the nature of the problem that impedes the flow of capital to certain communities?  The causes are numerous:  from the investor perspective, higher cost in finding deals, underwriting deals, and assembling the management team.  Once found, the deals may have higher operating costs and, in some cases, potentially lower revenue prospects.  And, the financial inducements to locate in suburban areas can be quite alluring: reduced risk of environmental liability; government funding for new roads, bridges, telecom and IT wiring, not to mention actual property tax abatements by some jurisdictions to entice firms to relocate.    

Investors want a risk-adjusted return equivalent to what they could earn in more-familiar markets – whether that’s suburban retail, downtown office buildings, or high-tech venture capital.  In the 1990s, more and more capital flowed to these markets.  New funds and investment vehicles were developed to tap these markets.  In contrast, poorer inner-city or rural communities saw little of this capital formation and investment.  

At the same time, in the late 1990s, new academic and field work suggested that inner-cities could be lucrative markets:  Harvard Professor Michael Porter calculated that the buying power of America’s inner cities exceeded that of the entire nation of Mexico.  Work by Shorebank in Chicago pointed out that a community’s median income could mask concentrations of higher-income households.  Other analyses by Shorebank and Social Compact contended that demographic data in inner-city neighborhoods often underestimated the true level of economic activity.

The latent economic promise of these communities makes the meager trickles of capital even harder to explain.

This leads to a perplexing challenge for policymakers: How can government counteract the real and perceived risks that limit investment capital from going to lower-income communities?  If government chooses to intervene, how can it do so in the least intrusive, least distorting way?  Our goal was to nudge the capital markets so that they would fully examine the profit-making potential in these areas.  We aspired to make capital markets work more perfectly, while also giving small businesses in these communities a fair shake.  We did not want to subsidize QLICBs that were fundamentally uncompetitive.

We foresaw three beneficial outcomes:

· Overcome false perceptions of market risk – the NMTC should encourage investors to “take a second look” when they might otherwise decline a viable deal;

· Facilitate more capital going to entities with good investment track records – some entities have already generated positive economic returns from this type of investing, and the NMTC should help them raise more capital;

· Slightly expand the range of what’s “investable” by providing slightly more return when investors are balancing the risk-return tradeoff.

We were inspired by CDFIs and their borrowers and investees.  They defy conventional wisdom by earning a profit in some of the poorest areas of the country.  To highlight their work, President Clinton visited some of these pioneering examples:  in Appalachia; in the Arkansas Delta; on the South Side of Chicago; in Pine Ridge, South Dakota; in East St. Louis; and in South Central Los Angeles, just to name a few.  In these areas, the message was consistent:  even in neighborhoods suffering dire poverty, there were economic success stories.  

We designed the NMTC based on this understanding of the weaknesses and opportunities in the capital markets of poorer communities.  

What are some of the unusual and beneficial features of the NMTC?  

First, the credit should encourage investors to put their talent and valuable professional networks to work in lower-income communities – as well as their dollars.  CDEs should want investors’ hearts and brains, as well as their wallets.   Why?  The investors’ return will be enhanced if they bring to bear all their resources that can improve the performance of the underlying investments.  It’s about much more than attracting investors’ capital:  it’s about building the relationships among capital providers, direct investors and business opportunities.  With the NMTC, all of us can start a conversation with private investors we couldn’t previously approach.  I know, I know:  Right now, while we’re all working on pro forma projections, nothing is as important as the dollars.  But truly, the relationships may be the most transformative impact of the NMTC.  The NMTC should be a bridge between large, publicly subsidized projects and pure, private-sector capital markets.  The NMTC is slightly subsidized private capital intended to draw new dollars and talent into the field.  Just think how exciting and valuable it would be to draw some of the marquee fund managers into investing in poorer communities.  

Second, because private investors have their capital at risk, there should be fewer program reporting requirements, and the ultimate oversight on investment strategies should be in the hands of those investors.  I’ve heard the NMTC return described as only the “cream in the coffee” or “icing on the cake”.  Even the winners of an NMTC allocation must still sell investors on their business plan and likelihood of success.  I hope that the Treasury, the CDFI Fund and the IRS will give CDEs the greatest leeway to respond to market opportunities as they arise, even after the original NMTC allocation.  We did not intend for the CDFI Fund to negotiate an involved Allocation Agreement, or impose burdensome reporting requirements.  The goal was to put the money on the street in poor communities.  I know there’s a temptation to ask for a lot of paperwork from grant recipients.  But this is not a grant program or a CDFI Core Award.  I ask the Fund to be as hands-off as possible.  Get the money on the street and let it speak for itself.  It would be an ironic turnabout, indeed, if a Republican Administration imposed numerous reporting requirements that interfered with these market-based incentives.  

Third, the credit will run primarily to CDEs rather than individual projects.  CDEs will become new players in the financial industry that makes a business of serving lower-income markets.  A colleague of mine who spent many years studying the French financial system –where 7 banks dominate the financial industry -- is startled by this distinctively American approach.  Here, in the US, we prefer to engage the private sector and the market forces to ameliorate social ills.  Our country’s entrepreneurial economy includes thousands of local community banks and lenders.  The NMTC structure should promote the creation of similar, locally based institutions that recycle investor money.  Ideally, this also means greater community responsiveness and greater on-the-ground knowledge of the investment opportunities.  

Fourth, the NMTC is allocated and capped.  For economists and tax policy experts, these are important attributes.  In mid-2000, I was invited to London to explain the tax policy rationale for the NMTC to staff from the Chancellor of the Exchequer’s Office.  Like our tax policy experts, they wanted to understand how the NMTC avoided the economic inefficiencies that bedevil many tax incentives.  First, the allocation process will direct the NMTC to CDEs with the greatest likelihood of success and ensure geographic distribution.  This is not true of a tax credit that is generally available to all taxpayers, or one that available on a first-come basis.  Secondly, because there is a limited amount of NMTC available nationwide – if the credit is successful –scarcity and greater competition will motivate the highest efficiency.  As in the case of the Low Income Housing Tax Credit, the result is greater leverage of private dollars.  More of the government’s foregone tax revenue ends up in the hands of the the QLICIB.  Incidentally, I understand that the Blair government has taken up this idea and is currently working to implement a similar credit.  ( I assure you, my visit was not the determining event in their decisionmaking.)

When we first tried to estimate the total NMTC absorption capacity of the CDFI field, we penciled out the total asset size of the industry, and assumed that existing entities would seek an NMTC allocation to double their capital.   Then we blinked.  At the time, the total capital of the CDFI field might have been $3 billion.  That means that this year’s $2.5 billion allocation might be all the field could absorb.  What would that mean about the take-up of future years’ allocation?

Today, I hear a different concern:  will there be too many NMTC applications, especially for real estate funds from large institutional players?  I say, that’s a nice problem to have.  It’s natural that the earliest users of the NMTC will first work on lower-risk projects where they can use the greatest amount of NMTC.  If the NMTC is successful, over time there will naturally be more innovation, more familiarity in the investor community, and a greater track record.   The more interest in the early years, the more likely we all are to succeed.  

I hope that you leave this conference inspired that you can make markets work for people.  I have had the opportunity to consult to economic development projects around the world, from Bangladesh to Bosnia to Belfast.  I have seen that markets offer great potential to solve social problems.  If the NMTC is successful, you will be on the front lines of social change, simply by using your professional talents.  This is different from charity or volunteering to construct a affordable home – as important as all of that is, too.  You become an agent of social change, helping people achieve their full economic potential, by doing what you do best, day-in and day-out, applying your capital markets expertise, together with the NMTC.

Thank you.
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