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Executive Summary

In the 1960s and ’70s, state development agencies often
offered subsidized financing to firms that would relocate
or open facilities within the state. By the 1980s, when the
wisdom of “smokestack-chasing” began to fade, the
emphasis in state economic development shifted 1
homegrown businesses. The smart state money stayed
home and began to flow to carefully targeted firms that
were indigenous to the state economy. States directly
funded small business start-ups, the modernization of
existing firms, and other homegrown enterprises.

Now, in the early 1990s, development finance is taking
on a decidedly different identity.

Best practices in state development finance today
include a number of innovative financing strategies that
states employ, usually in partmership with private lenders.
Linked deposit programs tie the deposit of public funds in
financial institutions to those institutions agreeing to
invest in targeted business sectors. Loan guarantee and
loan insurance programs backed by the staie allow the
private market to make riskier loans. Business and
industrial development corporations {(BIDCOs) are private
development lending institutions usually created with an
initial infusion of state capital. Various kinds of state
revolving loan funds and state development finance
corporations still allow some states to act as direct
providers of capital. Other states have recognized the
successful track record of private development finance
institutions through supportive regulatory change, or
commitment of state funds. These are but a few of the
tools in use in several states that possess innovative
development finance strategies.

Today’s successful development finance strategies
emphasize innovation; intense knowledge and use of
markets; careful analysis, planning and evaluation; and,
most importantly, public-private parmerships.
Development finance seems to work best where it is a
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The state finds
that it must
engage private
investment
instimutions in a
partnership

logical outgrowth of a state's overall economic
development program: once the state has performed the
necessary assessment of economic development needs and
opportunities, then it can employ a great variety of
development finance tools to meet important public
objectives in the process of generating new economic
activity. In almost every case, the state finds that it must
engage private investment institutions in a partnership to
meet economic development objectives. '

This book reviews the state-of-the-art in development
finance. It briefly traces the evolution of development
finance from the early, subsidy-driven programs to the
emerging “Third Wave” today. It outlines the
opportunities and limitations of a number of approaches,
paying particular attention to the special capital needs of
rural areas. It then presents a very practical series of steps
to create (or improve) state development finance
programs. To add dimension and illustrate the practical
workings of development finance, it also offers several
detailed case studies of successful programs in
Massachusetts, Michigan, North Carolina, Arkansas and
other states. The key points made in the brief study are:

— Successful, innovative development finance
programs use public funds to leverage greater amounis of
private capital. The programs are driven by demand and
foster greater competition among capital providers. For
reasons of accountability and continued effectiveness,
they rely heavily upon monitoring and evaluation. It is
not simply the economic growth and investment return
that must be evaluated, but also the program’s impact on
economic development: Does the program meet
important public objectives? Is it closing capital gaps and
serving formerly neglected populations? If these
questions are not part of the evaluation, then the program
probably provides nothing more than what conventional
finance already provides.

— Capital gaps exist in all regions of the country, but
may be especially acute in rural areas.-Rural regions often
suffer from specialized, narrowly-based economies, low
population densities and enders’ historic tendency to
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avoid risk. The emergency of affiliate banking in the
1980s brought both new problems and new opportunities
to rural arcas. While affiliate banking has led to the
creation of more banks in rural areas, lending to local
businesses has not necessarily improved. Centralized

- decision-making often discourages local investment,
which historically relied on familiarity between the lender
and borrower. Nevertheless, strong state development
finance programs may foster greater competition among
the now more numerous rural lending institutions. With
the right incentives, affiliate banking could work greatly
to the advantage of rural economies.

— The timing is excellent for innovative state
development finance programs to flourish. Financial
deregulation coupled with new banking technologies, new
products and providers (such as money market and mutual
funds), and legislation fostering interstate banking and the
rise of rural affiliated banks create new investment and
lending opportunities. Moreover, the federal government
continues to relinquish control over economic
development programs. States are now in the key position
to create and maintain innovative programs.

— Initiating (or improving) state development finance
programs involves a series of careful steps, beginning
with analysis of the state’s capital market, then moving
through the development of objectives and targets, the
design of the program and the creation of systems of
monitoring and evaluation, Perhaps the most important
step in creating new development finance programs is
mustering political support. If performed well, “political
marketing” serves the twin purposes of achieving
political validation (hence security) and creating the
very public-private partnerships that are so critical to

innovation and success. Technical

: . assistance is
— Technical assistance is crucial for both the supply crucial

and demand sides of the development finance equation.

Business people who lack the skills to draft convincing

business and financing plans often remain invisible to

conventional lenders. Conversely, few loan officers are

trained well enough to spot the winners among a crop of
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non-traditional borrowers. The need for technical
assistance is especially acute in rural areas where
potentially viable small- and micro-businesses continue to
fall through the capital gaps. Technical assistance helps
everyone in development finance, but'is all too rare.

States can look to private development finance institutions
for examples of effective technical assistance efforts.

With these best practices well underway in a number of
states, the challenge now remains for other states to draw
from this experience to create innovative and effective
programs of their own. Some locales, states and regions
have demonstrated effectiveness of public-private
parinerships in development finance. The best work,

"however, is still to be done.

Xii
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Chapter 1. Introduction

Why A Bevelopment Finance Policy Guide?

Several states have been involved in development

. finance during the past decade. Early programs tended to
subsidize business location to create or save jobs.
Gradually, states began to experiment with alternative
financing efforts, relying less upon recruitment subsidies
and more upon state or federal funds 1o provide
development capital. Recently, people have been
questioning the success of these early efforts and calling
for new ideas. Market-driven programs and new roles for
the states are now emerging. This book is written for siate
policy-makers who are just beginning to consider how
development finance relates to their state’s economic
development and for those who want to reconsider
existing development finance policies. The ideas offered
here describe a new way of thinking about how
development finance fits into a state’s overall economic
development policies. ’

This discussion has several purposes. First, to offer the
rationale and history of development finance for those
unfamiliar with it. Second, to clarify the nature of capital
gaps, especially in rural areas. Third, and most important,
1o present the surest steps for establishing development
finance programs. Finally, to review some recurrent
themes in development finance programs in order 1o
create a conceptual model useful to policy-makers.

What Is Development Finance?

Development finance means different things to
different people. The definition has evolved over time.
To most people, development finance implies providing
capital to individuals, firms or communities in order to
stimulate development in ways that support public goals
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Development
finance takes
a longer view
af capital
investmeny,
placing a
higher priority
on long-term
change than
on short-run
returns

while generating new economic activity. The goal may be
to increase income and employment opportunities in rural
areas, to empower minorities through business ownership,
to improve living conditiens for low-income people, or to
promote more equitable access to resources. It is in
providing these public goods that development finance
differs from conventional investment. Development
finance also takes a longer view of capital investment,
placing a higher priority on long-term change than on
short-run retums. While this definition may be widely
accepted today, most state programs in the past were
designed to provide subsidies for firms to locate or remain
in the state. The economic development objective was to
create or retain jobs, rather than to fill capital gaps or
support the kinds of public goals outlined above.

Development finance is also about changing behavior.

" Providing technical assistance along with capital is a

common feature, as these programs often try to increase
the management capacity of small business borrowers. By
forging partnerships with banks and other lenders,
development finance also works to change the banking
culture, making development loans more acceptable o
private lenders. The notion of partnership is key to
development finance, which represents a middle ground
between private lenders, for-profit financial institutions
and non-profit foundations who promote development.
While private lenders are unlikely to make investments
that do not generate private returns, foundations are
unlikely to invest unless they see measurable public
benefits. Most development finance arrangements create
both private and public returns, making the partership a
realistic and often necessary ingredient.

Other Terms Defined

A capital market includes all sources of credit, and all
sources of demand for it, in a given geographic area,
Capital providers may include commercial banks, savings
banks, credit unions and private investors, including
family and friends of local entrepreneurs. The capital
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these sources provide may be either debt (money paid
back over a specified time with interest), or equity capital
(money that becomes part of a business’ capital base,
yielding a retumn tied to the profitability of the business
over time). Both kinds of capital involve risk, though
equity capital is usually considered to be the higher risk.

Development capital is a debt or equity investment
made to meet the capital needs of a business while
achieving some economic development objective. For
example, small business loans may provide necessary
credit for expansion and generate new employment, or
credit may be extended to groups who have not been
involved in business ventures, such as low-income women
or minorities. Development capital differs from traditional
credit because of its dual objectives: achieving public
benefits by meeting private capital needs.

Economic development includes more than creating
jobs. It implies expanded economic opportunities,
particularly for low-income and minority groups, and a
reduction of economic dlsparmes between rural and urban
communities.

Development finance programs increase the supply
of development capital to achieve specific economic
development objectives. While these objectives may vary
from state to state, the development finance programs
described here have a common thread: they are designed
to increase the supply of capital to particular kinds of
businesses, and not merely for traditional investment in
housing or community infrastructure. Important changes
in the U.S. financial system—notably, deregulation
beginning in the 1980s, the new federalism ‘and the
savings and loan crisis—have heightened state interest in
development finance. There is thus much to be leamed
from a discussion of “best practices” in development
finance; it is important to focus on programs with a
unifying theme so that we can compare programs
designed to meet similar objectives.

The need for development finance rests on two
premises. First, a lack of capital constrains development,
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particularly for entrepreneurs and small businesses.
Second, conventional lenders often fail to allocate capital
to viable businesses, creating public and private capital
gaps. Business start-ups, modernization, expansion and
survival are all thredtened by capital gaps.

Today’s capital markets bear evidence that large,
established firms suffer less from access to capital than
new, small, nontraditional businesses—-for example, firms
producing new products or services unfamiliar to local
lenders. The higher risks and costs of lending to these
small borrowers often keep lenders away. Yet these small
firms create most new jobs as they stimulate local
economic development,

The lack of capital for viable businesses is a sign of
market imperfection. When a business cannot get a.
loan or investment even when that money would eam a
competitive rate of return, the market imperfection
creates a private capital gap: private lenders are failing
to recognize a viable credit need. Several factors may be
at work: :

1. Incomplete information. Will the interest and
equity eamings cover the risk involved in a particular
business? Information about the investment opportunity
may be lacking so that private lenders cannot evaluate the
risk-return tradeoff.

2. Transaction costs. How much will it cost to make
and administer the loan or investment? Transaction costs
may be high relative to other opportunities, perhaps
because of the small size of the capital need or the
nontraditional nature of the business.

3. Risk aversion. Development finance often seems to
involve higher risks while offering potentially higher
returns. Lenders may be more willing to place money in
low-risk, low-retumn investments because they are unable
to spread risk or-diversify their portfolios.

- 4. Regulation. Rules guiding the behavior of private
lenders often restrict their opportunities to meet viable
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credit needs—for example, commercial banks
prohibited from making equity investments. Liquidity
may also be an issue as regulatory requirements for
capital ratios increase, constraining the bank’s ability to
make loans.

5. Bias. A borrower’s race, gender, income or place of
residence may impede access to credit. Capital may not
flow to viable ventures in remote rural communities or
inner city neighborhoods because of conscious or
unconscious biases.

In the presence of any of these factors, markets may
fail to allocate capital efficiently among competitive
opportunities, thus violating the market’s own “rules of
the game.” There may be other instances, however, when
the market allocates capital efficiently but not equitably.
When the market fails to achieve equity, then a public
capital gap may exist.

Public capital gaps occur when the private market
fails to consider social as well as financial returns on
investment. For instance, an investor may consider only
the return on investment and ignore job creation when,
from the community’s perspective, the social returns
accompanying new jobs may represent most of the
economic development impact of private capital. When
social concerns are not considered, the capital market may
starve socially beneficial development. Still, development
finance should not be designed as a grant program. The
objective should always be a net yield of private and
social returns, though yields need not be as high as those
required of purely private transactions.

Public capital gaps may also occur from changes in
economic conditions and, more importantly, from the
regulatory response to-those changes. Enhanced scrutiny
of New England banking markets in the wake of the
regional economic downtumn and lessons learned from the
banking crisis in the Southwest both led to a tightening of
credit. [n response, the public capital gap widened, since
the loss of jobs and income during economic hardship is
particularly damaging. '

Development
finance should
not be designed
as a grant
program
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Many argue that governments should try to heal market

. imperfections. Especially when private capital fails to
generate jobs for target groups or to create other public
benefits, the cry goes-up for government to intervene by
sharing risk or reducing regulatory burdens on lenders,
Although government intervention in capital markets is

- generally accepted, the history of development finance
suggests that the form of i mterventlon has evolvcd with
time and experience.

The Evolution of Development Finance Programs'

In many of the development finance programs of
the early 1980s, state and federal governments provided
capital directly to subsidize business location and
retention, or, in some cases, to fill capital gaps. Industrial
recruitment through revenue bonds was the heart of
most programs. But these suffered from centralized,
inflexible administration and a limited range of
financing tools—primarily debt financing. States focused
most of their attention on chasing a small number of
large projects—the GM Saturn plant, for example—
instead of assisting the much larger number of small,
in-state enterprises who needed help. Typically, the
programs were not focused on well-defined economic
development goals.

As the decade progressed and federal involvement in
economic development declined, states redoubled their
efforts. The focus shifted from centralized industrial
recruitment to promoting homegrown businesses and
entrepreneurs. Development finance programs were now
targeted at particular capital problems, such as inadequate
assistance in small business start-ups or modernization of
viable industries. Recognizing that there are appropriate -
forms of capital for each business stage, development
financiers began to explore ways to increase both equity
and debt capital. New sophistication called for
professional management; the general administrators of
the early programs were not up to the tasks of meeting the
new, refined objectives. '

v
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Still, state development finance programs were
severely limited; their scale and impact remained small.
Coordination among programs was lacking so that small
businesses were unable to obtain a needed package of
services—for instance, technical assistance or job
training along with capital. Managers recognized the
need to get banks and other private partners involved,
but lenders’ fears of liability kept them from providing
both technical assistance and credit. Since states were
providing capital directly, they were immune to normal
market competition; nor were they pressured to perform
as efficiently and equitably as possible. Rarely were
explicit evaluation mechanisms built into the programs.

Nevertheless, development finance programs
gradually improved as they came to focus on in-state
businesses as the cornerstone of states’ economies. The
evolution of these programs followed the changes many
states made in their overall approach to economic
development. The limited returns from industrial
recruitment coupled with the internationalization of
the U.S. economy led to alternative approaches attuned
to the needs of emerging businesses. New attempits (o
redefine goals and create tools for implementing state
economic development programs may be called the
“Third Wave" approach.?

The Third Wave

The “Third Wave” in state economic development
maintains the focus on homegrown businesses but

suggests new ways to stimulate business. A set of guiding

principles suggests that these programs should have the
following features:

1. Demand driven. Does the program address the real

capital needs of businesses? Firms targeted by the

program must be willing to put their own resources at risk

in a partnership. The businessperson must view the
program as worthwhile enough to risk money, materials
and personnel in it.

Development
finance
programs came
to focus on in-
state businesses
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2. Leverage resources. Does the program use limited
public funds to draw in significant resources from the
private sector? This serves to tap private expertise while
ensuring that the scale of the program is sufﬁcwnt t0 meet
economic development needs.

3. Competition encouraged. Does the program
encourage the creation or expansion of private institutions
to provide capital and services? Public programs must
relinquish their position as the sole supplier of services
and encourage private sector competition o increase -
efficiency.

4. Automatic feedback. Is there a way to evaluate
programs and make appropriate adjustments? Programs
must be responsive to client groups and the public.
Program design must include ways to evaluate and
monifor progress,

5. Market orientation. Does the program strengthen
existing markets or create new ones? A competitive
capital market would have many of the characteristics
above. The state may be able to meet development
objectives by modifying existing markets and capturing
their efficiency. But in some cases the markets may not
exist, and the state must create them. The challenge here
is to encourage competition among capital suppliers.

In applying the “Third Wave™ approach to development
finance, states face many options for closing private and
public capital gaps. As a first resort, states should try to
correct market imperfections so that capital flows to
viable small businesses. The state may use its regulatory
authority, promote technical assistance to banks and small
businesses, or create incentives for greater private
lending. These actions may close private capital gaps and
strengthen private markets rather than replacing them w1th
pubhc finance.

As a second option—especially where the goal is to
increase opportunities in distressed areas-—states may
need to become investors working in partmership with
financial intermediaries. The state can play an active role
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by creating new lending institutions, or it can be more
passive by supporting existing development financiers. In
either case, the principle of leverage is key: states can use
public investments to stimulate additional private finance
for projects with well-defined social benefits.

Finally, there remains a role for the state as direct
provider of investments in projects with clear public
benefits but no private support. The state role as direct
provider should be viewed as limited, however—to be
filled only when private options are exhausted.

Chapter 1. Introduction



Chapter 2. Needs and Opportunities

Bevelopment Finance for Rnra] Areas

‘While most development finance issues are identical
in both urban and rural areas, rural economic
development problems and credit needs differ. Most
rural communities are small and remote with low
population densities. They have specialized economies,
often tied to agriculture, and a more limited public
infrastructure and service base. They often suffer from
outdated telecommunications, limited educational
facilities and fewer financial institutions. While these
conditions may depress rural economic development in
general, they are especially severe for the start-up and
growth of small businesses. Moreover, rural areas in the
United States still suffer from the 1980s decline in
agriculture and energy-based industries. Traditionally
low-skill, low-wage manufacturing industries face
increasing coinpetition from other countries. All of
these problems suggest the need for innovation that
recognizes the differences between rural and urban
economic development.

~ The structure of rural banking markets also changed
with deregulation in the 1980s. While many of these
changes led to expanded choices for rural firms, rural
capital markets still have less competition and less
sophisticated services than urban markets. The number
of banks operating in rural markets may have increased
during the 1980s, but rural firms still have fewer options
than their urban counterparts. Thirty percent of rural
banking markets are still served by only one or two
banks, suggesting that those lenders have greater market
power than their small business borrowers. Rural banks
are also less likely to employ experienced commercial
lenders.® A small business person whose loan is rejected
must either go to an inexperienced local lender or look
outside the local market, at increased cost. In either case,
the result is likely to be reduced access to credit.

Conditions are
especially
severe for the
start-up and
growth of small
businesses
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As deregulation
conginues,
differences
between small
banks and
affiliates of
larger
insfitutions
take on greater
significance

The Extent of l]apflal Gaps

Research on capital availability at the state and local
levels has identified market imperfections and access
problems for certain classes of business. Market
imperfections range from racism in lending pattems to
increased information and transaction costs associated
with small business and rural lending. These costs are
expected to increase as deregulation and remedies for
bank failures iead to greater consolidation in the banking
industry. In spite of regulations against redlining, when
commercial banks deliberately restrict lending in certain
low-income, minority neighborhoods, recent studies have
found that racial disparities in lending continue in many
urban markets.* These practices create capital gaps for
minority individuals and communities, thus reducing their
economic development potential,

As financial deregulation continues, differences in
lending between small independent banks 'and affiliates of
larger institutions take on greater significance. There is
evidence that affiliated banks have greater access to
capital through the holding company structure and may
increase fund availability, particularly in rural markets,
At the same time, loan decision-making for large banks
operating in distant markets—for example, urban-based
banks operating rural branches-—is increasingly
centralized and local autonomy is reduced. Since
information and transaction costs increase with distance,
loan decisions are often made on the basis of financial
formulas rather than character judgment, This works
against small businesses. Larger affiliate banks appear to
target their services to the needs of larger, more
sophisticated businesses; moreover, local economic
conditions play a more important role in the lending
policy of large banks. The ease with which funds can be
moved among subsidiaries in response to economic
conditions makes large banks more likely to shift money-
away from communities in economic decline, suggesting
greater credit access problems for small businesses.’

12
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Independent banks also face constraints that limit their
ability to capitalize small businesses. Independents tend to
be more risk-averse, placing a larger percentage of their
assets in safe government securities than into riskier
loans.® Thus, a smaller percentage of local deposits are
returned to the community through loans.” While -
independent banks in New England make most of their
loans to relatively small businesses, they are more likely
than affiliated banks to reject small business loan
applications from new firms with no track record.® This
bias against start-up lending may result from inadequate
capacity to evaluate risk.

An important policy and research task is to evaluate
rural capital gaps. While some believe that the
centralization of finance has harmed once-isolated rural
markets, research shows that the increased presence of
affiliated banks has not resuited in an outflow of funds.
Rather, there seems to be a reallocation of capital
between rural areas, with funds flowing from more
slowly to more rapidly growing rural communities.? This
result is consistent with affiliated banks placing greater
emphasis on local economic conditions in making loans.
It does not bode well for small rural businesses during
an economic downtum.

More recent studies of deregulated rural capital markets
. have found no evidence of complete market failure, at
least in regions experiencing growth. Still, there are
concerns about capital access for particular ciasses of
firms, Small and start-up firms face greater problems, as
do those in emerging or nontraditional industries.
Acquiring long-term and unsecured debt and equity
capital is more difficuit for small rural businesses,
particularly those relying on nontraditional collateral.'®
These results suggest that high transaction or information
costs coupled with the higher inherent risk in small
business lending may create credit gaps. These problems
may be exacerbated further by declining economic
conditions or bankers’ desires to shift toward new
investments, such as securities. Underlying all of these
changes is the inherent instability and risk involved as
firms leamn a new market.

There seems 10
be a reallocation

of capital
between rural
areas, with
funds flowing
Jrom more

slowly to more
rapidly growing

rural
communities
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Anentrepreneur
may lack the
expertise to
Jormulate o
bankable deal

Capital gaps may result from an insufficient supply of
capital to viable enterprises; much of the research
discussed above has addressed these gaps. However, they
may also result from a lack of effective demand for
credit. An entrepreneur may identify a rieed for credit but
lack the technical or management expertise to formulate a
bankable deal. While there is demand in this case, it is not
effective demand. To eliminate this kind of gap requires
technical and business assistance for new enterprises
before more capital can be well used. On the other hand,
bankers’ limited capacity to evaluate risk may create the
impression that effective demand is lacking. Small or
rural bankers in particular may not recognize viable small
business deals because of limited training and experience.
Technical assistance for bankers may be required to close
this credit gap. A truly effective development finance
program recognizes that capital gaps may result from
deficiencies on either the demand or supply side of the
capital market. The program must be designed to address
them accordingly.

The studies described above provide insights into
credit needs based on analysis of available data, which in
many cases limits the questions addressed and the
conclusions drawn. However, development practitioners
operate under.some generally accepted conclusions about

capital gaps, particularly in rural areas. These are based

on working in the field with small business borrowers and
Ienders; many of these conclusions are supported by

available academic research. From practitioners’

experience, greater capital access problems exist for
new, small or expanding businesses, those owned by
minorities and women, and those in the middle-risk
market (defined as standing between low-risk, low-return
bank financing and high-risk, high-return venture capital
investments). Particular types of capital are also scarce:
long-term, fixed-rate loans; venture capital (especially in
rural areas); credit for product and process development;
and, seed capital for small firms. Moreover, many bankers
do not aggressively pursue small business loans, as
evidenced by failure to employ Small Business
Administration and state financing programs and limited
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knowledge of alternative lenders who could help package
small business deals. ' '

For policy-makers, these findings combined with the
experience of development practitioners create a powerful
argument in favor of public sector involvement. The kind
of research outlined above can be used in considering the
appropriate public sector role to meet economic
development objectives in each state.

Is This the Right Time
for a State Development Finance Program?

Initiating a development finance program today may
seem like a poor idea, given general economic uncertainty
coupled with changing and, in some cases, unstable :
financial markets. However, several factors make this a Several factors

prime time. First, deregulation of the financial industry make this a
led to fundamental changes in the way services are prime fime to
provided. New technologies (automatic teller machines, initiate a

for example), products (money market accounts), providers  development
{mutual funds), and legislation (interstate banking) have  fingnce
revolutionized the industry. Much bank management program
strategy over the past decade has been in response to these

important changes. The rise of rural affiliated banks

during the 1980s has increased the competitive pressure

on previously insulated independents.™ Most rural

bankers have had to adapt in order to survive.

Second, the federal government is relinquishing control
over economic development programs. Rural development
provisions in the 1990 Farm Bill call for the establishment
of a five-state pilot program to provide seed capital for
local revolving loan funds. States would be eligible to
administer them, tapping a potential source of federal
monies that can be used to leverage private resources.
Funding for this legislation is not yet assured, but it shows
the new direction of federal programs. States are taking
control of economic development; their tendencies toward
innovation must continue if they are to meet increasing
demands with dwindling public resources.
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Tough times
breed tolerance
for alternative
ideas

Third, the crises in the savings and loan and banking
industries create new problems and opportunities. The
problems may arise from regulators' hesitancy to make
changes that enhance risk-taking among financial
institutions. Indeed, regulators may feel pressure to
enforce existing regulations more stringently, taking
flexibility in loan packaging away from local bankers.
These changes may result in reduced credit for small
businesses. On the other hand, proposed banking reforms
create a new opportunity for policymakers concemed with
development finance. Financial modemization—for
example, expansion of banking powers to include
involvement in securities, mutual funds, and insurance—
creates an opportunity to link expanded powers with
requirements for disclosure of development lending
activities. In addition, national interstate banking could
allow states 10 require bank holding companies to submit
plans for development lending. These reporting
requirements are already being used in some states.

Finally, tough times breed tolerance for alternative
ideas and innovative solutions. In troubled economic
climates, credit needs are likely to increase, particularly
for small businesses, but strictly private options for
meeting those needs may be limited. The demand for
innovative public solutions, including public-private
partnerships, is great. New signs of innovation are already
on the horizon. The state of New Hampshire and the
Federal Deposit Insurance Corporation (FDIC) recently
proposed a plan to encourage weakened state banks to
find well-capitalized merger partners. The FDIC would
then consider putting additional public capital into the
merged institution. While the impact on the availability of

- development capital may be limited—the plan does not

explicitly require development lending—the objective is
to create credit in a state faced with recession. Such
leadership in these critical times may be the key to
addressing the development credit needs in most states,
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Chapter 3. Establishing a State
Development Finance Program

Establishing a State Development Finance Program

Establishing a development finance program involves a
number of important steps. Even those from states with
existing development finance programs may find the
following useful as a way of taking stock of ongoing
activities. Development finance programs are not static.
They should change as economic conditions or economic
development objectives in the state change. Since many
programs are young and experimental, they may need to
be fine-tuned with the knowledge gained through
experience. In many cases, programs were established
* with industrial recruitment, not development finance, in
mind. Now it may be time to make the development
objectives of these programs more explicit by tying them
directly to state economic development and emphasizing
the partnerships that are inherent in these activities. In any
case, the steps outlined below provide a framework for
thinking about development finance programs. They
should be useful to both experienced and novice state
policy-makers.

Step #1; Analyzing the State’s Capital Market

The analysis of state capital markets must focus on the
institutions that supply capital—commercial banks,
savings banks, credit unions—as well as the businesses
that derand it. On the demand side, the analysis must
look not only at businesses and their credit needs, but also
at the organizations providing technical and management
assistance as a way of increasing the demand among
credit-worthy enterprises. Analyzing state capital markets
is a murky process. In many states it may not be possible
10 identify and address a well-defined, quantifiable capital
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finance is just
one piece of the
stare’s overall
initiative to
stimulate

economic
development

gap. Nevertheless, gathering the best information
available remains a key to gaining consensus for
appropriate development finance programs at a later stage.

From a policy perspective, there are two ways to
conduct the type of analysis recommended here. The first

‘approach—a broad capital market audit—is

comprehensive. It seeks to identify the type of capital
available from existing institutions in the state; the need
for capital by businesses in different stages of
development, different industrial sectors, and different
settings (e.g., rural or urban); and the fit between supply
and demand. This capital flow study will identify the
pattems of capital availability and sectors facing access

- problems. An in-depth audit requires a significant

commitment of state resources since the data must be
collected through surveys of financial institutions,
borrowers and prospective borrowers. It may be necessary
to seek outside consulting assistance from an organization

- familiar with the methodology.?

The second approach is more targeted. It may identify a
specific public policy goal—for instance, promoting self-
employment for low-income individuals—and conduct a
study to evaluate the credit needs of this particular group.
Such a focus will lead to consideration of the particular
policies and programs required to fill capital gaps for the
target population. While the statewide impact may be
small in terms of jobs, tax revenues, and economic
growth, the credibility gained from addressing a targeted
credit issue may build a constituency to support broader
development finance initiatives.

Regardless of the approach, several principles must
guide the assessment process:

1. An analysis of state capital markets must fit into a
broader analysis of economic development conditions,
problems, and opportunities in the state. Development
finance is just one piece of the state’s overall initiative to
stimulate economic development. Capital needs and
availabilities must be evaluated within this context. For
example, if the state places a high priority on the need to .

18

BUSINESS FINANCE AS A TOOL FOR DEVELOPMENT




improve economic opportunities in depressed rural
communities, then the analysis of state capital markets
should be designed to assess the nature of rural capital
gaps. Addressing these through a development finance
program may increase the potential for rural economic
development.

2. Information gathered during the assessment is an
essential input to the consensus-building process. The
assessment may demonstrate the need for public
intervention to make private capital markets work better.
Identifying and documenting specific capital gaps will
provide the justification for choosing particular
development finance programs and targeting certain groups,
types of businesses, or geographic areas for investment.
For exampte, in western North Carolina, the Center for
the Improvement of Mountain Living was able to
demonstrate the potential demand for small business loans
by working with local banks to track loan applications and
the reasons for rejection. This information was useful in
convincing bankers of small business demand and
initiating discussions on appropriate interventions,

3. Capital markets are fluid and can be expected to
change over time, sometimes dramatically. Any market
study must recognize the underlying economic conditions
and understand how they affect credit availability. As
mentioned earlier, a study of credit markets in New
England prior to today’s economic downturn found some
very specific credit gaps. A development finance program
based on that analysis would have been targeted very
narrowly. However, circumstances just two years later
suggest that problems within the banking industry have
led to tighter credit and a larger range of businesses facing
credit problems. The capital needs addressed by a
program based on present conditions would likely be less
targeted and more flexible. To keep programs flexible and
market-driven, states may want to establish public forums
for communicating changes in private markets so that
policy can be responsive to changing economic realities.

4. Private financial institutions should be brought into
‘the assessment process from the beginning. Their

Capital markets

are fluid

Chapter 3. Establishing a State Development Flnance Program

19



ok

P T

B

Ot iy o Saptal

. A . = I "
L R H . B £ 4

The most effectwe

. deveIOpment ﬁnance pro'grams
‘focus oh 1ncreasrng capital -

. availability ratherthan subs:dtzmg:

thie cosf of capltal to borrowers.

‘In cases where below market
“rates of inferdst 2 are charged o
“small borrowers the overa]l

;1mpact on'd firm’'s operatmg _
' Costsis llmlted To 1llustrate the
' ‘point, tdke-a $mall manufactunng

firm with dnnual gross sales of

$637,000. The firm'is seektng a-
Toan of $20,000 Ttie ﬁ
‘costs are $522,574 and current

m’s total

interest éxpetise; ‘before the
“additional loan. is $33 353
"Inferest expense accounts for 64

" intérest costs of about three

*costs ofO 2 percenL T

percent of the total costs

f_' tepresent 7 percent 'I'he below'-'

CRRRLI “ - ko

In the second case the“fmn ';

"quahﬁes for a market rate Ioan

getttng a $20 000 loan for seven .
years at 12 percent interest. In ,
thrs case the fim’s total mtenest

' 'expense will increase to $16,800 |,

or $2 400 annually However, .
even wrth the h1 gher rate.of,

L #;

s mterest the firm’s total mterest A

Costs mcrease by only 7 percent

_whrle lotaI costs increase by, only Yo
0. 4 percent Compared 10. other W
expenses incufred by the firm, | .
these addmonal interest costs are

'j 'relatwely small For example -
total labor costs represent 29 ;’ o

pefcent of the firm’s total costs, . .
whrle taxes and 1nsurance

market interest rate represents a'

Conmder two dlfferent loan

‘scenanos Th the first case, the =

business’ obtatns thé. $20 000
lodn for Seven yéars at'a ﬁve
pefcent rate’ of mterest below- '
market rates In thrs mstance, \

© the total intereSt experise ovér |
©" thé'life of the loan wr]fzbe $7, 000
+. or$1,000 annually Thts “ ,‘ .
additional expense represents an . '

Increase m the ﬁrm s total

percent or an tncrease m total

T

B ST

=
ki

= L %

. ‘tost savings to this small fim of s
. $1,400, or only 03 percent of .
. total costs, At the .same time, the ..
T below market rat¢ does.not L
rcﬂect accurately the true costs

. of borrowmg gwen the hi gher
. tisk.and transaction costs

mvolved for t.hls small ﬁrrn L
Development ﬁnance L
programs should be des1gned to
enhance caprtal avatlabthty, not -
Just subsidize capttal costs: . .
Cheap credlt programs often

= e T

20

BUSINESS FINANCE AS A TOOL FOR DEVELOPMENT




_ i gem .
' rfrom ol.her sources, but at mgher

¥ mtenest rafes. Chargmg rnarket

L ¢ above-market rates of: mterest

Lo "," el

allocates scarce capltal rcsources i

ka:‘_-__.\‘}.':x;:_..,

A

T g i
< ”u": ¥ o= --.-_?Fv- T..,I;
doa .

iy to’ sma}l_r nskler enterpnses,
ﬁnanc:al mstltunons, whcthcn S

tradmonal banks o1 dcvelopment
ﬁnancc orgamzanons, are more’

llke!y ;o cover 1he“truc costs )

- 1o small “firms: that afe. wnllmgg
", . and able’td pay hlgher interést” *_ : :
: ratesin order 10 gain access. to reqmred and make small -
capltal By pricing development‘ : business lendmg sustalnable ma 3
loans fo reﬂect the cost of_capltal_ Ahe Iong Tun LI ET

o coe g

LY
i
Y
T
L3
é
»

sy R §o

cooperation is essential in order to obtain accurate data on
capital availability. Since banks are required under the
federal Community Reinvestment Act (CRA) to assess
community credit needs, one may be able 10 strike a
deal, exchanging information gathered from a capital
market audit for more detailed information on bank loan
portfolios and lending policies.

Foreign assistance programs have taught us that simply
transferring technology from one area to another is not
always an effective way to stimulate economic
development. Similarly, development finance programs
cannot be borrowed from another setting with any
guarantee of success. Evaluating local capital markets is
an essential first step in designing programs to meet the
capital and economic development needs in each state.

Step #2: Establishing Program Objectives and Targets

The second step is to determine the program’s
objectives and targets. Does the state need a general
development finance program, providing a range of
capital to businesses statewide, or are there persistent
credit needs that must be met through a more targeted
approach, focusing on one type of credit or business? To
address these questions, one must rely on the capital

Chapter 3. Eslablishing a State Development Finance Progrem 21



Development
Jinance
objectives will
flowout of the
broader
economic
development
objectives

market assessment and an understanding of the political
climate of the state. For states with a dominant economic
sector, such as agriculture or traditional manufacturing,
the target may be relatively clear. In other cases, a change
in the dominant ecoromic sector may signal the need to

- focus development finance on an emerging sector, such as
‘high technology industries in Massachusetts, California,
and North Carolina in the 1980s.

Ideally, development finance objectives will flow out
of the broader economic development objectives set by
state policy-makers. For example, one broad objective
may be to improve the income and job opportunities for
low-income residents. A related development finance
objective would be to increase the supply of credit and
technical assistance for low-income people interested in
self-employment. Establishing program objectives
should come after considering the capital needs in the
state, so that existing capital gaps are addressed.
However, since one great advantage of these programs
is their ability to achieve economic development
objectives, it is essential that specific objectives be
established from the beginning.

The answer to the targeting question will follow once
again from the assessment of capital needs. It is possible
that local businesses face a wide array of capital
shortages, from inadequate equity or start-up capital to
insufficient long-term debt. An appropriate development
finance program may be to increase the supply of various
capital instruments to a broad group of businesses
throughout the state. On the other hand, if credit markets
work well for most businesses, but very specific credit
gaps exist, a highly targeted program may be most
efficient. Since state funds are limited, it is important that
they be applied to achieve maximurn public benefit.
Development finance programs will have greater impact
the better they are targeted to key industrial sectors,
regions, or types of businesses that have growth potential.
Alternatively, programs may be targeted to achieve other
public goals, such as the elimination of racial or gender
discriminaton in credit markets.

2
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The issue of targeting is particularly vital when
considering rural vs. urban capital gaps. An important
policy question is whether rural development finance
programs are needed or whether more generic programs
can address specific rural needs. The answer will be based
on the nature and severity of rural credit gaps and the
political clout of the rural constituency in a particular
state, Political support for rural development finance
programs may be lacking in some states, so a generic
program with monies targeted to rural areas would likely
be more acceptable. However, when rural credit needs are
acute, there is the danger that program funds will be
diluted in a broader state program.

Step #3: Determining Key Program Besign Features

Development finance programs should include the four
generic features presented below. Designers may add
other parameters as dictated by their own professional or
political experience and the unique circumstances in their
state or community. '

1. Programs should be market-driven, meaning that
services are provided in response to demand. In addition,
programs must be flexible so that services can change
with market conditions. For example, Illinois’ small
business loan progratn was adapted over time to meet the
credit needs, first of microenterprises, and later of female-
and minority-owned businesses, The number of loans
made through the Illinois program can vary as economic
conditions warrant.

2. Given that capital gaps may arise from either supply-
or demand-side weaknesses, technical assistance to both
bankers and businesses is an essential component of most
programs. Businesses must have access to management
assistance so that capital is used most effectively. At the
same time, bankers, particularly in small rural banks, may
need information and assistance in order to address the
credit needs of particular groups in the market—for
example, firms requiring equity as well as debt financing.

Can generic
programs
address rural
needs?

Chapler 3. Establishing a State Development Finance Program
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The technical assistance component of these programs -
needs to be market-driven as well, provided by
competitive organizations responding to the needs of the
business and banking sectors in the community. If they
are providing a valuable service, clients will be willing to
pay for it and make some effort to obtain-it.

3. Programs must be run by professional,
entrepreneurial managers who can respond to changing
credit needs and economic conditions. While development
finance programs have a broader set of goals than
traditional financial institutions concemed with rate of
refumn, safety and soundness, the ultimate success of the
program depends upon the people who run it. Managers
must maintain the financial integrity and guide the
program toward self-sufficiency—the point where
operating expenses and continued investment can be
covered by program income. At the same time, the
program must be accountable for achieving its public
policy objectives. If the state’s role in- development
finance is regulation, the creation of incentives, or
investment in existing institutions, programs may be run
effectively as part of existing bureaucracies, However, if
the state is involved in creating new institutions or

The most providing direct financing, the most effective models

.effective models appear 1o be separate entities guided by economic

may be private, development goals—either private, non-profit

non-profit organizations or quasi-public entities with their own

organizations independent boards.

or quasi-public ) .

entities -4, To ensure accountability, systems for evaluation
and monitoring must be built into each program. The
ability to evaluate programs is linked directly to the
degree of professional management; the evaluation in turn
provides information to help management respond to
changing circumstances. Since development finance
evolves constantly, it is important to evaluate the
effectiveness of altematives and make appropriate
modifications. However, it is difficult to evaluate a
program without first identifying which criteria are
important to measure and gathering the necessary data. In
development finance, if is not enough merely to evaluate
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financial health such as the rate of return, loan
delinquency and capital reserves. One must also measure
the developmental impact of loans and investments. How
many jobs were created? How many people became self-
employaed? How much additional investment was
leveraged? The answers to these questions provide the
basis for evaluating each program as a development
program, not merely as a finance program. The relevant
information for such an evaluation must be identified at
the outset, based on the objectives of the program, and a
mechanism for collecting information and monitoring
performance over time must be established.

Step #4: Evaluating Best Practices

* States must be willing to share successes and failures
with others. What makes the most innovative programs
work? A set of models is presented here, each one
capturing the state in a particular role—the state as
regulator or inducer, as investor, and as direct provider of
capital. There are other ways to categorize state
development programs, but these models define
alternative roles the state may assume in development
finance programs. The choice of approach will affect the
program’s cost, ease of administration, and complexity.

- The models demonstrate varying degrees of state
involvement. At one end of the spectrum, the state plays a
“catalytic or regulator role. For example, it may pass
reinvestment legislation tying the deposit of state funds to
a bank’s provision of capital to small businesses in low-
income communities. In this role, the state works within
the private market to change the rules of the game and
induce private sector investment that meets economic
development objectives. When this proves insufficient to
promote economic development, the next step is for the
state to assume the role of investor, usually working in
partnership with private institutions or, if needed, creating
new ones. For example, the state could make an
investment in an existing development credit union that
was providing financing to small rural businesses. Finally,
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as lender of last resort the state may provide needed
capital when the retumn is too low and the risks too high
for private investors. Broader public benefits may be great
enough to justify direct investment by the state. One '
example is a state program to provide equity capital to
traditional manufacturing firms that are not expected to '
generate the high returns required by venture capitalists.

The programs discussed below represent best practices
in development finance. But no single model will work
best in all states. These programs reflect the latest
thinking and innovation in development finance. In some
cases, the program is unigue to one state; in others, it has
been replicated widely. In all cases, the programs are
attempts by states to address the capital gaps that limit
economic development.
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Chapler 4. The Role of the State
in Development Finance

The State as Regulator or Inducer

The public sector has the unique capacity to catalyze
change among private institutions. Most mechanisms the
state can use to instigate changes fall into two categories:
carrots and sticks. The state can offer inducements to
private sector institutions to encourage particular types of
development lending—to minority businesses, for
example. Alternatively, the state may wield the stick to
regulate lenders to achieve the same ends. In
‘development finance, the use of each mechanism has led
to innovative programs.

Linked deposit programs, a popular way to
encourage development lending, tie the deposit of public
funds in an institution to its policy of lending to meet
critical capital needs, such as low-income or small

_business lending. A state invests part of its regular
portfolio in a bank at below-market interest rates. The
bank, in turmn, agrees to lend the money at below-market
rates to qualified small business borrowers. But these
programs often do not work well as development
stimulators. Since in most cases the small business
borrower already qualifies for a market-rate loan, the
linked deposit program simply results in an interest
subsidy. Moreover, the state sacrifices revenues on its
deposits, anticipating that the public benefits—increased
tax revenues and employment from business expansion—
will compensate for the loss. The results show mixed
performance depending on the types of loans made and
the targeting of the program, One study of six state-linked
deposit programs found that the states, on average, lost

about $4,000 per loan. Since the programs were not

targeted explicitly to groups with capital access problems,
the economic development benefits were nebulous. ™
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Massachusetts’
program does
not merely
subsidize the
costs of capital

Massachusetts takes a much more innovative approach
to linked deposits: the investment of public funds is linked
to community lending performance and Community
Reinvestment Act evaluations. Any in-state bank or thrift
can bid for public deposits and, as a condition of the
award, it is required to allocate 70 percent to specified
kinds of loans, such as small business loans, mortgages
and home improvement loans in low-income communities
or neighborhoods. These categories correspond to
perceived capital gaps among target populations.
Continued eligibility in the program is based on the
bank’s performance in increased lending to the targets,
Consequently, Massachusetts’ linked deposit program has
a developmental impact; it does not merely subsidize the
costs of capital for bankable busmesses

It also creates competition for public deposits and
rewards banks for contributing to the supply of
development capital. Private institutions are encouraged
to increase their development lending through judicious
investment of public deposiis. The cost to the public is the
loss of interest on linked deposits, but it involves no

- additional appropriation of money. To the extent that

these linked deposits stimulate further lending in the long
run, the public benefits may be high. But even this
program has an important drawback. Linked deposits
depend upon the availability of state funds for six- or
twelve-month investments. With the state in financial
crisis, the availability of public funds is severely limited.

“In 1988, a boom year, the Massachusetts treasurer
placed $90 million in the linked deposit program. But for
the past two years, there has been no money available.
The result is an inconsistent supply of loanable funds at
the very time when demand for funds is likely to be high.
Given the program’s limited history, it is also difficult to
evaluate whether the lending performance criteria are
being met. If public deposits are not used to reward banks
that increase their lending to the targets, then this program
has no major advantages.

To help capitalize businesses which lenders view as
higher-risk, states use another popular tool: the loan

BUSINESS FINANCE AS A TOOL FOR DEVELOPMENT




guarantee program. The businesses receiving guaranteed
loans generally fall between the Iow-risk, low-return
enterprises traditionally served by banks and the high-risk,
high-return firms sought by venture capitalists. With the
guarantee, the lender and the state share the risk that the
enterprise will fail. The state appropriates money that can
be used to secure a certain portion of commercial bank
loans. California’s program, for example, guarantees that
the state will repay up to 90 percent of the loan in case of
failure. Loans are initiated by the small business borrower
who approaches the bank directly. The bank decides
whether or not to proceed with the loan, subject to obtaining
a state guarantee. Still at risk for a small percent of the
loan, the bank has an incentive to make a sound decision.
The guarantee should increase credit availability for
higher-risk enterprises that might otherwise be turned away.

To be successful in the long run, the state must be able
to evaluate the potential success of ventures it guarantees
so that funds are not depleted and additional money is
available to suppont the program, The future of loan
guarantees would be threatened by high loss rates. Once
again, the California Loan Guarantee Program offers a
sound approach. It authorizes guarantees through regional
non-profit intermediaries known as Small Business
Development Corporations (SBDCs). These offer
technical and management assistance to small businesses;
the SBDCs have access to better information about local
lending prospects and are better positioned to evaluate the
risk-return tradeoffs inherent in each loan guarantee.

Loan guarantees can increase commercial capital to
projects that would not have been undertaken otherwise,
but the guarantee shifts much of the burden for loan
evaluation to the public sector since banks are protected
against losses from poor loan decisions. In this sense, loan
guarantees do not take full advantage of bankers’
expertise and indeed may encourage banks to pursue
guarantees for loans with limited potential for both retums
and developmental impact.

An alternative tool that addresses this issue is a risk
pooling or loan insurance program, These typically

The state must

be able to
evaluate the
potential
success of
ventures it
guarantees
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require payment of a one-time fee or loan premium, equal
to a percent of the total loan value, by the borrower and -
the bank. The premium is matched by a state contribution.

"These combined funds form a loan loss reserve the bank

may use against a portfolio of loans made under the
program. Since the loss reserve covers only a portion of
the loan amount, there is a strong incentive for the bank to
accurately appraise the risk of each loan and place only
moderately-risky loans into the program. Since the

- borrower, bank, and state are pariners in the risk pool, the

bank is encouraged to accept loans with more risk than
those in the rest of its portfolio.

The Michigan Capital Access Program (CAP) provides
a successful model of a risk pooling program (see box
beginning on page 31). It increases capital availability to
businesses that are perceived as being too risky for
conventional lending, yet the responsibility for making
and monitoring loans resides with private institutions, not
the state. In keeping with the principles of innovative
development finance programs, CAP is demand- and
market-driven; it enhances private investment rather than
replacing it with a state program, and provides banks with
the flexibility to meet changing capital needs in their markets.

The Massachusetts Capital Resource Company
(MCRC) offers a different approach to increasing privaie
development lending. MCRC was created in 1978, the
result of a deal struck between the govemor and the

" state’s life insurance industry. The insurance industry

sought repeal of a one percent tax on gross income, while
the governor wanted insurance industry investment in
high technology. In exchange for the tax cut, the industry

- agreed to create the $100 million MCRC which would

make unsecured loans or investments in businesses that
could not get funding from other sources. The legislation
specified criteria for these investments—firm size,
location, and ownership-—and made the tax cut contingent

~on meeting certain investment and job creation targets.™

Several factors contribute to MCRC’s success. First,
the investment record has been very good. Between 1978
and 1989, MCRC invested over $223 million in 150
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different businesses, resulting in the creation of over
10,000 jobs. Second, MCRC has the flexibility to -
structure investments according to business needs,
providing capital in many forms: long-ierm debt, later
stage venture capital for firms experiencing growth, and
capital for small firms needing less than $1 million. Most
of the investment takes the form of debt made in
conjunction with another lender, with or without equity."”
As a result, MCRC is an important source of risk capital
to both traditional and high technology firms. Third,
MCRC provided an example to institutional investors that
higher-risk investments could be profitable. By working
with the insurance industry, the state was able to create a
new institution capitalized with $100 million, achieving a

‘scale virntually impossible for a strictly public investment

program. Moreover, MCRC is professionally managed
by the life insurance industry, not operated as part of the
state bureaucracy.

One caution is in order. MCRC has achieved success in
targeting medium-sized industries, with more than half the
pontfolio companies having less than $10 million in
revenue. Loans range from $500,000 to $5 million. While
the capital needs of these firms in Massachusetts may
have been large, the gaps in other states may be different.
For smaller firms, the MCRC model may not be
appropriate. However, MCRC still represents an
important example of a public-private partmership to
induce high-risk development lending.

Since the banking industry is regulated at both the
federal and state levels, states have an opportunity to
require of banks a greater commitment to development
lending. Over $6 billion in profitable community
development loans would not have been made without the
use of the Community Reinvestment Act and its protest
provision.”® A number of states have accepted the
challenge presenied by CRA. A state Community
Reinvestment Act can be used to encourage banks to meet
community credit needs, along the same lines as the
federal legislation. States may strengthen requirements
beyond the federal legislation: the New York CRA
provided for the establishment and disclosure of CRA
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ratings and served as the model for recently adopted
federal disclosure legislation. The importance of
disclosure to encourage development lending should not
be underestimated. Evidence from Atlanta, Detroit, and
Boston suggests that public disclosure of poor community
lending performance was the stick needed to prod banks
to dedicate more funds to low-income mortgages and
other development loans.”

Another regulatory option for states is combining
interstate or branch banking legislation with net new funds
requirements. Maine was the pioneer. An out-of-state
bank acquiring a Maine institution must provide an initial
plan for how it will create net new funds through its
lending and investment policies, and then submit annual
reports on its performance. However, it is possible for a
bank to create net new funds without having much
development impact on the local economy or even while it
excludes lending to certain groups, such as small businesses.

An alternative is to amend these requirements to
specify that net new funds must flow to developmental
lending—small, low-income, or minority business loans.
Minnesota’s interstate banking legislation does just that.
Banks seeking access to Minnesota markets must specify
what developmental loans they are now making and their
lending plans for the future. Developmental loans are
defined to include loans for low- and moderate-income
housing, and minority businesses, student education, and
alternative energy. Required annual reports must detail
loans made in areas not covered under the Home
Mongage Disclosure Act (HMDA), specifically rural
areas. In essence, Minnesota’s legislation has defined
priority credit needs and is directing additional capital
toward them. The state has also committed resources for ~ The emphasis is
technical assistance and other services to these same on identifying
target groups, linking development lending with other credit gaps and
economic development programs. Again, the emphasisis ~ disclosing
on changing bank behavior by identifying credit gaps and ~ banks’
disclosing banks’ performance in filling them. performance

A final regulatory option available to states is the
creation of entrepreneurial portfolios, which allow
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banks to engage in higher-risk lending with less concern
for regulation.® Under this scheme, banks could develop a
small portfolio of loans that they and their examiners
considered high-risk, such as loans to small businesses or
rural enterprises. These would be evaluated separately
from a bank’s full portfolio; thus, the bank would be
encouraged to make a limited number of higher-risk loans
without concern that losses would jeopardize the entire
portfolio. The strength of this approach lies in the fact that
the bank bears full responsibility for loan losses and is
more likely to exercise sound financial judgment in
making loans. An important question, however, is whether
this regulatory change will be enough to increase capital
availability to higher-risk businesses without also
increasing the bank’s capacity to spread risk, such as
through loan insurance or risk pooling programs.

An equally important question is the impact of the
savings and loan and banking crises on the attitudes of
regulators. Some believe that bank failures have resulted
from excessive risk-taking and poor management. Any
new initiatives that foster even moderate risk-taking may
be difficult 10 achieve. At the same time, however, the
sweeping bank reforms proposed by the Bush

. administration may provide an opportunity to link

increased development lending with expanded banking
powers and restructured regulatory authority. These
reform proposals would allow banks to expand into new
products, such as securities and insurance, and new
markets through nationwide interstate banking.

The State as Investor

If regulatory changes or private inducements fail to
correct flaws in the market, states may have to intervene.
The state can assume the role of investor either actively or
passively. As an active investor, the state creates and
capitalizes new institutions or programs that increase the
supply of development capital. As a passive investor, the
state plays a more supportive role, investing in existing
development finance institutions or non-profit
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organizations with financing programs. Whether a state
investment is active or passive really depends upon how
much capital the state invests relative to other players and
how much control the state exercises over the
intermediary institution and its decisions. The role the
state plays will depend largely on whether intermediaries
already exist, whether the state has confidence in their
capacity to deliver development capital, and whether they
are addressing capital gaps important to state economic
development policy.

The Minnesota Community Reinvestment Fund (CRF),
which began operating in March 1989, demonstrates the
states’ abilities to straddle the line between regulatory and
investor roles. CRF increases the availability of
‘development capital by supporting community
development corporations. These non-profits can fund
ventures that banks would ignore. In most cases, their
~ capital base is small and at times may be tied up
completely in current investments. Most banks minimize

this problem by selling loans in established secondary
markets, but non-profits cannot. There is no well-
developed secondary market for loans made by these
small agencies. Consequently, their effectiveness is
limited by the liquidity of their capital base.

To address this need, the Community Reinvestment
Fund (CRF) was designed to recapitalize development
agencies by creating a secondary market for their loans.
The fund purchases loans from community development
organizations, then sells community reinvestment
revenue bonds through private placement to investors.
Since its inception, CRF has completed two bond issues,
purchasing 202 loans valued at over $2.1 million from
community development organizations and municipal
governments. Some of.the more than $1.5 million

returned to the organizations has already been reinvested.*

In addition to providing some initial capital for CRF,
the state authorized the sale of community development
bonds and defined bank investments in CRF as

- developmental loans under the interstate banking law.
These changes permitted CRF to attract private capital

The Minnesota
Community
Reinvestment
Fund
demonstrates
the states’
abilities to
straddle the
fine between
regulatory and
investor roles

Chapter 4, The Role of the State [n Development Finance




into the fund. CRF has targeted socially motivated
investors, including some banks, insurance companies and
a church pension fund. Through the secondary market,
CRF hopes to' encourage more private investment in areas
experiencing economic decline. To do so, CRF must raise
capital for its credit reserve, a pool of funds used as
additional collateral for the loans it purchases. Although
part of the loan purchase price is contributed to the _
reserve, CRF must raise additional money to expand its
bond issues. CRF continues to raise this money from both
public and private sources and is beginning to seek loans
from institutions outside of Minnesota.

An example of states’ active investor role is the
creation of Business and Industrial Development
Corporations (BIDCOs), private financial institutions _
designed to address moderate-risk capital needs. These
finance firms that need access to risk capital but are not
expected to generate the high retumns required by most
venture capital companies. BIDCOs have flexibility in the
financing tools available to them, blending debt financing
with equity and near-equity investments.

The Michigan Strategic Fund’s BIDCO program
provides a good example of how a state can actively
encourage the formation of these institutions (see box
beginning on page 39). Enabling legislation was necessary
to launch the new program, then the state used the
Strategic Fund to provide an initial capital investment,
matched by private investment. Technical assistance has
been the critical catalyst for establishing several BIDCOs
throughout the state. The first seven BIDCOs are expected
to provide $400 million to Michigan businesses over the
next ten years, significantly leveraging the state’s initial
investment of $14.5 million.

The BIDCO concept embodies several important
principles of development finance. The state uses its
resources to leverage additional private lending, |
increasing the scale of the BIDCO program and thus its
developmental impact. The BIDCO concept is flexible
enough to be applied to a variety of markets and to meet
specific capital needs of small businesses. For example,
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Michigan created a Minority BIDCO Program. Minority
BIDCOs have the same institutional structure as the
others, but they are more heavily subsidized by the state
in two ways. Each minority BIDCO can receive up to
$3 million from the state (compared to only $2 million
for other BIDCOs), and the loan must be matched by an
equivalent amount of private capital, including at least
$500,000 from minority individuals. Other BIDCOs

are required to raise $2 in private funds for each $1 in
public capital. Although minority BIDCOs are not
constrained to invest only in minority enterprises or
communities, the state encourages such investment by
agreeing to convert the initial state loan to a grant if the
BIDCO achieves certain standards—for example, job
creation or sales growth, or investment in minority firms
in distressed areas. The first minority BIDCO became
operational in 1990 and has made investments in two
minority-owned companies.

The Rural BIDCO Program represents another
innovation. Recognizing the constraints rural areas may
face in setting up a BIDCO—for instance, the need for a
larger geographic market to ensure deal flow, the small
size of most deals, economic distress in many rural
counties—the Rural BIDCO Program has the same
subsidy elements as the Minority BIDCO Program. With
a rural BIDCO, conversion of the state’s loan to a grant
can occur gradually as jobs are created and sales increase
in rural areas. Greater credit is given for job creation in
the most distressed rural areas to encourage targeted
financing to areas most in need.

Revolving loan funds (RLFs) allow the state to play
the role of active or passive investor. RLFs can meet
capital needs that are too small or risky for banks to
meet—the retums are not high enough to compensate for
the added cost or risk. RLFs are willing to provide
capital to these small firms because of the expectation
that social or economic development benefits will result

from the investment,

These funds are said to be “revolving” because loans
repaid to the fund provide the capital for additional loans
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in the future. RLFs must be managed professionally to
ensure that repayment occurs and the fund is sustainable
without subsidy. The state’s role in an RLF program can
be twofold. First, the state may be involved in establishing
revolving loan funds, using either state or federal money
to capitalize it. A good example is the North Carolina
Microenterprise Fund (NCMF). Second, the state may
invest in an existing loan fund, perhaps one established
by a private, non-profit community-based organization
ora quasi-public agency. Maine's Coastal Enterprises
Inc.’s day care RLF (discussed below) provides an
example of the latter. In the first case, the state is actively
involved in establishing the organizational structure of
the Fund, setting its objectives and determining how the
fund will be targeted to achieve them. In the second case,
the state invests in an existing fund that best reflects its
own set of economic development objectives or is
targeted to particular populations such as minority or
low-income communities.

The North Carolina Microenterprise Fund began as a
demonstration project in 1989, following a state-funded
analysis of capital markets. Its founders wanted to
determine the demand for commercial loans under
$20,000, and the role of microenterprises in economic
development. They designed NCMF to work through
established technical assistance providers, who would
identify borrowers, provide technical assistance, and make
loan decisions. Loan servicing is handled by Self-Help
Credit Union, a statewide development bank. The NCMF
model combines local decision-making with centralized
loan servicing and administration in an attempt to make
small lending cost-effective.

To undertake this demonstration, foundations pledged
$300,000 with another $500,000 coming from the state.
A monitoring and evaluation system ensures that the
results of the program can be used to guide future
development finance policy. NCMF uses two lending
models: group and individual. Under the group lending
model, individuals organize borrowing groups to decide
who should receive the first loan, to provide mutual
support and assistance, and to enforce repayment of the
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loans. Other members can receive loans only when the
initial borrower establishes a successful repayment

. record. Loans vary in size, growing from $2,500 to as
much as $8,000 as a successful track record is built.
Loans are unsecured, one-year-term, at market rates of
interest. For the first nine months of the program, 16
groups representing 80 businesses received 36 loans
totalling $79,000.

The individual lending model is more traditional,
making loans to individual microenterprises. The
innovation occurs through the use of volunteer loan
committees who operate at local sites throughout the state.
These committees include local bankers, accountants,
development officials and others who can consider a
borrower’s character in making a loan decision. The
maximum loan size is $20,000; actual loans have ranged
from $3,750 to $20,000. For the first ten months of the
program, 14 businesses received loans totalling $201,430.

The goal of both models is to use small amounts of
capital to encourage microenterprises, particularly in
rural communities. Banks have supported the program as
an experiment in growing borrowers. Indeed, one One objective is
objective of both models is to graduate borrowers from to graduate
NCMF to more traditional lenders. The state has played borrowers to
a very active role in NCMF, setting objectives and more traditional
investing in the fund along with the private sector. The lenders
role of the initial capital market study was critical in the
success of this young program. The study identified
potential credit needs among a target population and
catalyzed state action.

Coastal Enterprises Inc.’s day care Revolving Loan
Fund demonstrates another role for the state: supporting
an existing RLF. Coastal Enterprises Inc. (CEI), a non-
profit organization serving low-income people in coastal
Maine communities, was actively involved in providing
technical assistance to day care facilities, both family
providers and centers. CEI’s goals are to create jobs for
low-income people and increase the supply of day care
slots in the region, particularly for low-income children.
One key constraint was the availability of capital.
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CEI was able to get $230,000 from the Maine
Department of Human Services to match a Ford
Foundation grant conditioned on state support. Additional
federal and foundation support enabled CEI to create a
$1.4 million RLF for its day care clients. It is important to
note that the conditional Ford grant served as the key
catalyst, for without the state funding, much of the
remaining capital from out-of-state sources may not have
been available.

Since the state appropriation in Spring 1988, the RLF
has supported 45 enterprises, with loans ranging from
$1,500 to $150,000. A total of 1,400 new day care slots
have been created with one-third allocated t low-income
children, All of the enterprises also received CEI's
technical assistance, a necessary ingredient to the success
of the projects.

This model shows how the state can support an on-
going effort to help a particular target group, in this case
low-income individuals. State funds were used to leverage
federal and foundation resources, along with about $3
million in private bank financing. The key component of
the project, however, was CEI's understanding of the
local day care industry and its credit and technical
assistance needs. This model requires an entrepreneurial
financial intermediary, a role betier left to a local
organization like CEI rather than the state..

An analysis of RLF performance across the country
suggests the important role it can play in meeting the
capital needs of firms with significant capital access
problems, particularly small firms, start-ups, minority-
and female-owned enterprises.” RLFs are more likely to

succeed if they:

1. Develop targeted strategies for lending based on a
thorough understanding of capital needs.

2. Pursue higher-risk ventures that are less likely to -
receive conventional financing, so that the RLF increases
capital availability rather than simply substituting for
private financing.
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3. Aggressively manage this higher-risk portfolio by
monitoring problem loans and providing assistance to
business owners 10 avoid loan defaults.

These principles help to move the RLF model closer to
the Third Wave approach to development finance. As the
two programs described above demonstrate, the state role
is to invest in financially sound RLFs that support the
state’s economic developmerit objectives, OF to create new
institutions that can achieve the same purpose.

Since states do not have a monopoly on innovation in
development finance, existing private development
finance institutions should be viewed as vehicles for state
investment. Development banks, development credit
unions and community development loan funds are three
vehicles to promote economic development by addressing
the capital and technical assistance needs of firms and
individuals who are not served by traditional finance.
Unlike other private investors, development finance
organizations consider both private and social returns in
making investment decisions. They provide patient
capital: they are willing to forego high retums in favor of
achieving some long-term developmental impact in the
community or state. In this sense, development financiers
differ significantly from traditional lenders and must be
evaluated differently.

Several good examples of these institutions exist. Self-
Help Credit Union in North Carolina (see box beginning
on page 46) is an example of a successful, statewide
institution with a particular focus on low-income and
minority individuals. Southern Development Bancorp in
Arkansas is a development bank focused on meeting the
credit needs of low-income individuals in rural counties
(see box beginning on page 48).

These institutions suggest the important role the private
sector has to play in development finance, but where does
the state fit in? The state here is a passive investor.
Through an initial investment in a loan fund or deposits in
a development bank or credit union, the state can provide
the capital required to leverage private investments. The
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state can also assist these institutions without investing
money, by creating tax credits and other incentives for
private investors to place their funds in development
finance institutions. Finally, the state can recognize the
economic development impact of these institutions and
more effectively use them as vehicles for achieving state
policy. By supporting these organizations with grants for

- operating funds or through deposits, the state can spend its
scarce resources directly on economic development rather
than creating redundant, ineffective new programs.

The State as Birect Provider

There may be circumstances when the state is unable to
move capital 1o target groups, either by correcting market
failure or investing in development finance institutions.
Moreover, under some economic conditions, such as those
currently faced by many New England banks, the state
may not be able to induce more private lending. In these
instances, the state must assume the role of direct provider
to ensure that a lack of credit does not constrain economic
development. While this is a less desirable role for the
state—in some ways a regression to past practices—it
may be necessary to meet the capital needs of high-
priority groups or regions.

Massachusetts has one of the oldest state agencies
involved in direct lending, the Community Development
Finance Corporation (CDFC). CDFC provides flexible
financing by working through the state’s network of
private community development corporations (CDCs).

- Funds are channeled to businesses with job creation
potential to ensure that public benefits occur. The
program addresses capital gaps by concentrating on firms
that have been unable to obtain private financing. CDFC
has the flexibility to make both debt and equity
investments, with the local CDC providing financial as
well as technical assistance to the business. Although the
size of investment typically made by CDFC is small by
venture capital standards ($75,000 to $300,000), it is quite
large in relation to the needs of many small businesses
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and start-up ventures. As a result, CDFC is not effective
in meeting the credit needs of microenterprises requiring
less than $20,000 in capital, including many businesses in
rural westem Massachusetts.

CDFC had trouble managing its initial portfolio (see
box beginning on page 53). Moreover, the local community
development corporations’ limited experience with small
business finance—until then, CDCs had been involved in
housing and real estate development—hindered CDFC’s
performance. In recent years, however, CDFC management
has evolved to address some of these problems, and the
more recent lending experience has improved. Siill,
CDFC continues to face some of the problems of the first
development finance institutions because of its strong ties
to the state bureaucracy and the difficulties local CDCs
have encountered in venture development. a

Another example of a direct lending program appears
in Ilinois to provide subordinated debt financing to
small businesses. The state provides up to 25 percent of
the backing for a small business, working with a private
financial institution to obtain the rest. State funds act
like a second mortgage for the borrower and increase the
chances of private financing. To ensure public benefits,
state funds are used only to help firms locate or remain
in the state, thus creating or maintaining jobs. The
program is administered by the Hlinois Bureau of Small
Business and received annual appropriations from the

. legislature (fiscal years 1986 through 1990) totalling

almost $37 million. These funds were used initially to
make direct term loans, from three to twenty years, to
businesses with fewer than 500 employees. State loans,
made in partnership with banks and savings banks,

have leveraged private capital by a 3:1 ratio over the life
of the program.

The statute creating this program was flexible enough
to permit changes based on newly identified credit needs.
In 1986, soon after the program was initiated,
administrators observed that the credit needs of
microenterprises were not adequately served under
existing guidelines. As a result, they created a new
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program in which a certain portion of the loan funds were
set aside to finance firms requiring less than $100,000.
Later, in 1988, adaptations resulied in financing
businesses owned by minorities and women.

Over the past five years, the program has made 198
loans: 78 (totalling $31 million) to small businesses, 71
($4.4 million) to microenterprises, and 49 ($1.7 million)
to minority and female entrepreneurs. To help make this
program sustainable, even without additional state
appropriations, loan repayments were used to create a
revolving loan fund of over $15 million. The last state
appropriation was made in FY 1990; in early 1991, the
RLF offered its first loan.

The Iilinois program shows how state funds can be
loaned directly to meet specific credit needs while
leveraging additional private capital. Leveraging is
important since it helps to address the problem of
scale associated with most state loan programs. In
- addition, the program demonstrates how flexibility in
program design can help meet credit needs as they
become priority objectives for state policy. Finally,
combining 2 state direct loan program with a revolving
loan fund helps to ensure some measure of sustainability
and serves as a buffer against changes in fiscal or
political circumstances.

Another example of a state direct financing program
is the Massachusetts Technology Development
Corporation (MTDC). MTDC was created in 1978 to
address the capital gap for expanding, early-stage
technology companies. These were not targets for private
venture firms because they were too small, needing less
than $1 million in equity, and in the earliest stages of
commercializing their products. MTDC makes equity
investments of up to $1 million in high technology start-
up companies. MTDC does not finance product
development, as do some technology centers, but rather
invests in firms seeking to expand operations to -
commercial scale. Since most venture capitalists have
ignored these early-stage firms, MTDC is complementing
rather than substituting for private funds.
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MTDC received federal grants of $3 million to begin
operations, followed by state appropriations of $4.2
million from 1981 to 1989. Recently, the capital base
has been augmented by gains from MTDC investments
and now stands at almost $13 million. Best of all, MTDC
has become self-sufficient: it has received no state or
federal grants since 1988. Through 1989, MTDC has
invested $14.7 million in 50 Massachusetts companies
and has exited from 24 of these initial investments,
either through acquisition of the firms, buy-back of stock,
or private offerings.

One criticism of any state direct investment program is
its limited scale of impact. MTDC’s almost $15 million in
equity investments pales in comparison to private venture
capital investments of billions nationally during the
1980s. However, private venture firms are not meeting the
needs of the businesses MTDC has chosen to address.
Significantly, MTDC’s investment leveraged $68 million

in private funds at the time of their initial investment,

Subsequently, MTDC firms have gone on to raise another
$155 million in capital. At the end of 1989, the 41 active
companies in which MTDC had invested employed over
4,400 people.®

These figures suggest that MTDC has been successful
in meeting its economic development objectives: to
create employment in technology-based industries; to
leverage private investment; and to encourage
entrepreneurship, leading to long-term economic
development in Massachusetts. This last objective has
been addressed directly by MTDC’s Management -
Assistance Program (MAP), Under MAP, MTDC staff
help entrepreneurs even when MTDC does not make a
direct capital investment, by developing business
plans, identifying feasible ways of raising capital, and
helping to locate funding. MAP helps reduce the
transaction costs to private investors who may then be
induced fo invest. '
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Technical Assistance—
A Guiding Principle for Development Finance

While many characteristics distinguish development
finance from more traditional lending programs, technical
assistance to small business borrowers must be viewed
as one of the guiding principles of development finance.
Most development finance programs focus on weaknesses
in both the demand and supply sides of local capital
markets, By definition, development finance aims to
increase capital availability for entrepreneurs who do not
have access to private capital markets, for many of the
reasons discussed earlier. In most cases, however, helping
business clients prepare business plans, put together
adequate financial statements, and think through their
financing needs facilitates their access to capital, either
from a private lender or a public program. The future
success of that entrepreneur depends to a great extent on
maintaining a relationship with the technical assistance
provider so that small problems are handled quickly and
do not become insurmountable obstacles.

Many of the best practices described earlier include a
well-defined technical assistance component along with
the provision of capital. Indeed, one important criticism of
states’ direct lending programs has been the lack of
technical assistance and follow-up with borrowers to help
ensure the success of their businesses. The private sector
models presented—North Carolina’s Microenterprise
Fund, CEI’s day care RLF, Self-Help Credit Union, and
Southern Development Bancorp—link technical
assistance with financing to meet development objectives.
The experience of these programs demonstrates the
success of this linkage.

Some states clearly recognize the importance of
technical assistance in development finance programs.
One is Michigan’s Northern Economic Initiatives
Center (NEIC), which serves entrepreneurs and small
businesses in Michigan’s Upper Peninsula. NEIC’s
programs include technical assistance through a Small
Business Development Center, evaluation of a firm’s
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current technology, loans for modemization, and product
promotion and distribution. The center is located at

- Northern Michigan University and can draw on university

faculty as needed. NEIC relies primarily on state funding,
using private funds to support particular research or
application projects (see box on page 59).

The Small Business Development Center (SBDC)
within NEIC is part of a network of centers operated in
most states. SBDCs are sponsored by the U.S. Small
Business Administration (SBA) and link private, public,
and university resources. SBDCs provide business
management assistance to those who cannot afford 1o

* purchase these services from the private sector. While

SBDCs do not provide direct financing to entrepreneurs,
they offer a wide range of business services, such as _
accounting, marketing and financial planning. They work
to improve planning and management, hopefully making

- bank financing more likely. In addition, they may help

identify less traditional sources of financing—venture
capital or quasi-public sources of capital—once a business
plan is developed.

There may be problems with the SBDC concept
applied to state development finance. Often located at
universities, SBDCs may be isolated from the
entrepreneurs who really need their services. In some
states, local community development organizations, such
as CEl in Maine, serve as SBDCs, connecting business

. assistance and sources of financing directly with small

business clients. Such modifications in the SBDC concept
can improve its effectiveness.

Another problem may arise when SBDC performance
is evaluated on criteria unrelated to economic
development objectives. For example, an SBDC may be
judged by the number of clients served or business plans
developed, rather than the number of successful business .
deals completed or jobs created in a target area. If the
center is performing to meet some numerical criteria
established by the Small Business Administration, without
consideration of the state’s development finance
objectives, it may not provide the type of business
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development cultivation and follow-up that is required to
support a successful state development finance program.

These criticisms suggest that modifications in the
SBDC structure, such as those found in Michigan’s NEIC
and Maine’s CEI, may be necessary to make it a more
appropriate development finance tool. In addition, both
the objectives and criteria used for evaluating SBDCs
should be consistent with those established for state
development finance programs so that the two efforts are
mutually supportive.

In addition to enhancing an entrepreneut’s business
management skills, programs should also try to increase
the effectiveness of public sector suppliers to meet small
business credit needs. The National Development Council
(NDC), a private non-profit organization, has focused its
attention on providing such assistance as a way of
increasing small business access to capital for expansion
and, consequently, job creation. NDC works with cities
and states to evaluate development projects and determine
what private and public resources are needed to make 2
deal work. NDC also trains economic development officials
10 use existing development finance programs, such as
SBA and state Community Development Block Grant
programs, more effectively. By working closely with state
and local officials, NDC is able to increase staff capacity
to analyze small business deals and structure loans to
make deals move forward. In more recent years, NDC has
begun to address the demand side, training entrepreneurs
in the basic skills of financial management and analysis.

The NDC model differs from many of the technical
assistance components of private development finance
programs. NDC began with a strong focus on working
with public sector people to enhance their capacity in
financing small businesses. Thus, this technical assistance
model focuses on supply-side capacity needs, an issue that
has received much less attention than technical assistance
for individual entreprencurs. As states consider ways to
enhance development finance initiatives, the need for the
kind of capacity-building provided through the NDC
model should be considered.

Chapter 4. The Role of the State in Development Finance
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Chapter 5. Mustering Political Support
for Development Finance Programs

Getting Started

The first step in building political support for
development finance programs is documenting the need.
State politicians and private sector partners must se¢ the
evidence that calls for a development finance program.
Designing an appropriate intervention and selling the
program to the public will also be served by documenting
need. The capital market analysis can be used to generate
some galvanizing statistics to capture the attention of
politicians and citizens—for example, the percentage of
new jobs created by the state’s small businesses.

Next, create a task force, legislative study
commission or citizen’s commission to study the
problem. If a study has already been completed, this
group can work to design the appropriate program. As the
group convenes, it is important to keep in mind that it
represents a new coalition that will bear much of the
burden for gaining political consensus for the program.,
Members of the coalition should perhaps include local
bankers, small business people, economic development
practitioners, members of the Chamber of Commerce,
business groups, community development organizations
and other intermediaries, legislators and public officials,
representatives of appropriate state agencies, and ,
consumer groups. It is important 1o recognize the trade-off
in drawing members from a wide group of interests.
People with very diverse interests or agendas may have
trouble reaching consensus on the nature of the problem
and how best to address it. Once they gain consensus,
however, selling the program to the public and
implementing it will both be easier. One possible solution
to the dilemma of consensus calls for a two-stage process.
First, convene a fairly diverse group to identify the
problem and build political support for a solution. Second,

Chapter 5. Mustering Politlcal Support for the Development Finance Programs



* identify a smaller group of key actors to negotiate among

One compromise -
is to explicitly
identify target
populations in

a statewide
program

themselves to devise the intervention strategy.

Targeting the Progeam

A targeted program may best achieve state economic
development objectives, but targeting must be considered
from a political perspective. What is the best way to gain
broad support for a narrowly-defined development finance
program? Several important targeting issues must precede
implementation of the program: geography, industry
sector, and business size.

Geographic targeting typically involves the question
of whether to design a staewide or rural program. The
need for rural development finance is generally much
easier to document but much harder to sell politically,
since rural quarters usually include fewer legislators and
fewer areas to benefit. A statewide program may be more
palatable politically, but the need may be more difficult to
document. Private sector intermediaries often argue that
they are already meeting particular credit needs statewide,
if only in some isolated markets. Moreover, the impact of
a statewide program is likely to be diluted. Sophisticated
urban firms may be better able to compete for scarce
funds, leaving small rural enterprises credit-shy once
again. One compromise is to explicitly identify depressed
rural firms, sectors, and communities as target populations,
in the enabling legislation for a statewide program. In
some states, the best political strategy may be to target a
well-known depressed region.

A related issue involves targeting a specific industry
sector. Unless an industry is of overriding importance to
the state—agriculture, high technology and manufacturing
are common examples—it may be politically difficult to -
single it out for assistance, particularly when other _
industries may be suffering as well. Still, some development
finance models may be successful onty when targeted 10
particular industries, such as we saw in MTDC’s focus on
early-stage high technology companies. Combining

64

BUSINESS FINANCE AS A TOOL FOR DEVELOPMENT




targeting strategies to achieve specific objectives may be
the best bet. It may be easier politically to target
traditionally rural industries as a way of creating a rural
finance program, thus increasing capital in those areas.

Finally, the size of firm eligible for financing must be
weighed. Programs targeted to microenterprises may
address critical capital gaps but may be difficult to sell.
Entrepreneurs in these very small businesses are not well-
organized and may be hard to identify and mobilize
before the program gets off the ground. Programs targeted
to start-up firms will have, by definition, no identifiable
group of business people to organize for support.
Consequently, one must consider ways to encourage
support (or at least neutrality) from other small businesses,
many of whom may not benefit directly from the program.
Once again, the ability to document both the need and the
economic development potential of the program is crucial
to garnering support from the state’s business sector.

The attitude of bankers is an over-arching concem in The attitude of
any development finance initiative. If bankers feel they bankers is an
will benefit from the program, they may see that their best  gver-arching
interests are served by supporting it. Targeting may help.  concern
For example, bankers may be persuaded that a program to
capitalize start-up businesses will cultivate future business
borrowers. If the banking industry does not come forward
with immediate support, some sort of quid pro quo may
be necessary to blunt its opposition. Bank lobbies tend to
be well-organized and carry significant clout; striking a
deal before the program comes up for political debate may
be the best strategy. A number of carrots and sticks may
be used to win bankers’ support.

Steucture and Control of the Program

Who will run the development finance program? How
will it be structured? How will economic development
and financial objectives be maintained? These questions
relate to the nuts and bolts of implementation. The
answers are critical to securing strong political support.
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Account&bility
can be designed
into programs

A board or advisory committee may be the key to
solidifying political support. The make-up of the board
demonstrates that the appropriate interests are represented
and that no key actors have been left out. Including
bankers on the board of a direct loan program will
neutralize much opposition. By including supporters as
well as potential opponents to the program, the board
serves to overcome political obstacles as they arise.

State programs structured in partnership with the
private sector provide political advantages beyond
leveraging additional capital. Both the public and private
sectors can take credit for program benefits. If success
does not come, they can share in the failure, making both
parties less vulnerable. Partnership with banks in
particular helps to overcome potential opposition by
bringing in the private sector as an active partner.

The choice between creating a new intermediary and
working through an existing one is especially delicate.
Using an existing institution—modifying its objectives to
meet state economic development needs—may create
fewer turf problems and less opposition. The state is then
not guilty of substituting for the private sector. But do
appropriate intermediaries exist, and are-they committed
and flexible enough to meet the state's economic
development needs?

Partnerships with the private sector offer numerous
advantages: management expertise, professionalism, and
insulation from political pressure in deal analysis, to name
three. These same advantages often apply to private
development finance as well. But how can one be sure
that a private organization will be accountable to public
objectives—for example, to meeting the credit needs of a
target population? Unless accountability can be ensured
from the outset, the program may not get the political
support it needs to get off the ground.

Accountability can be designed into programs in a
number of ways. First, the board can include
representatives of either target populations (small
businesses, for example) or their advocates (community
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development organizations). Such representatives can be
trusted to focus public attention on abuses of purpose.

Second, mandated reports to the legislature or some
appropriate state body can provide the information
necessary to monitor and evaluate performance.
Recognizing the need for these reports, program designers
can establish monitoring and data collection systems to
facilitate evaluation. Legitimate concems about public
access to sensitive lending data can be met without
violating confidentiality. A good way to do so is.to focus -
reporting on program objectives without disclosing the
identities of borrowers. For example, reports can include
data on the number, sizes and geographic locations of
loans, and the sizes, locations, types of business
borrowers, purposes of loans, jobs created, and private
funds leveraged.

Third, public-private partnerships do not necessarily
demand hands-on management and decision-making on
the part of public agencies; rather, their role can be
limited to oversight. Public sector staff can participate on
a board or through some other formal arrangement and
thus be actively involved in defining objectives,

. monitoring progress and evaluating overall performance.
Similarly, ongoing public support can be made contingent
-on meeting specific performance standards which are

explicit from the inception of the program and consistent Development
with overall objectives. finance
programs must
A final point about the structure and control of a address capital
development finance program.is this: A recurring theme gaps that
throughout this discussion is the need to relate clearly limit

development finance to the state’s (often the govemor’s) economic
overall economic development strategy. If development development
finance programs are to go beyond what the private sector

can do, they must be designed to address capital gaps that

clearly limit economic development. These programs

must be guided by a set of development objectives

related to and supportive of economic development

activities in general. '
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Cost and Burden of the Program

In choosing a development finance program to meet a
state’s needs, two politically important questions are
these: what will it cost and how will it be paid for?
Ignoring these questions may doom the program, Several
observations may be helpful in considering them. First,
regulation is cheaper than creating a new program or
funding an existing one. From a political standpoint,
regulation can be presented as the cost-free aliemative,
perhaps increasing its acceptability in an era of deregulation.

Second, other inducements such as tax incentives,
linked deposits and public guarantees are also politically

- easier than funding a new program. While these options

carry costs, the costs are usually less tangible and do not
require large, additional appropriations.

Third, it is usually more acceptable politically to
provide funding for capital rather than to support the
operating expenses of a new or existing intermediary.
Generally, a capital commitment is a one-time event,
while political support for operating expenses must be
mustered annually. These same arguments also suggest
greater political support for making a capital commitment
1o an existing intermediary rather than creating a new one.
Supporting a new intermediary usually requires both a
capital infusion and operating expenses for several years,
perhaps indefinitely.

Fourth, regardless of the intermediary, getting high
leverage from a public capital investment is politically

appealing,

And fifth, if the capital infusion can be used to create a
permanent source of capital—for instance, a revolving
loan fund like the one created in Dlinois—the political
acceptability is likely to be quite high.

While these insights may be helpful in mustering
political support, the best advice may come from
anecdotes depicting the political marketing process at
work in a real state situation. As the story accompanying
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this text suggests, political work is utterly crucial to
successful development finance programs. Identifying
capital needs and choosing among program altematives
are just two steps in getting a development finance
program moving. Laying the political groundwork and
gamering support may be the toughest part of the task.

Chapter 5. Mustering Polltical Support for the Development Finance Programs
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*” announce cfeation of the '
" Enterprise Corporatton Several
* days before'the press conference
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Chapter 6. Conclusions

Recurrent Themes in Development Finance

The discussion here presents a hierarchy of state
development finance programs, from the state as catalyst
to encourage more private sector financing down to the
state as direct provider of capital to fill specific gaps. An  An effective

effective finance program will proceed down the finance program
hierarchy, initially creating programs (o correct market will proceed
failure and induce private markets to meet development down the
finance needs. As credit needs remain, the state can hierarchy

become more active, investing in new or established
institutions that provide capital and meet economic
development objectives. Finally, as a last resort to address
stubbormn but important capital gaps, the state may become
a direct provider. The state’s success here will depend on
aiming programs at narrowly defined capital gaps and
adopting innovations in management and design.

Development finance is characterized by
experimentation and innovation. Because of the risks
involved, program evaluation becomes critical. The
program objectives and their relationship to overall state
economic development policy must be clearly defined
from the beginning, for it is these objectives to create
public benefits and not simply financial considerations
that distinguish public development finance from most
private investment. It is also important to evaluate
program objectives in Jight of changes in the state’s
economy. The development finance organization must be
flexible enough to alter objectives as circumstances
dictate and to adjust programs to mect new objectives.

The need for flexibility extends to the financing options
as well, Development finance needs are cyclical,
" depending on state economic conditions. Public and
private capital gaps are prone to change. Development
finance programs must be able to respond, abandoning
ineffective approaches while experimenting with
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The most

effective
programs
provide both
financial and
business

development .

assistance

promising new ones. For example, subsidies that
sometimes accompany development finance may need to
vary as economic conditions and interest rates change.
During a period of economic downtm or enhanced
regulatory scrutiny, conventional financiers may become
more conservative so that the size of businesses falling
into the capital gap may increase. Development finance
programs should also be able to respond to expanded
capital gaps.

The most effective programs address both the demand-
and supply-side capital gaps by providing both financial
and business development assistance. For a state program
to be effective, the technical and business development
needs of borrowers must be addressed at the same time
that alternative sources of capital are identified.
Otherwise, the potential for losses that damage the
integrity of the program and reduce its developmental
impact is too high, :

The key issue which state programs must address is
increasing the availability of capital to target populations
wholack access. Contrary to widespread opinion, the
issue is not the cost of capital, since in most cases capital
represents a relatively small portion of business expenses.
When interest subsidies are included in development
finance, the danger of substituting for private finance is
high, but the developmental impact is likely to be small,
since subsidies will most likely benefit firms that already
qualify for market-rate capital. Still left out will be the
small businesses concemed with gaining access to credit
markets at any cost.

Finally, the new wave of state development finance
requires a new approach to program management.
Managers must be committed to the economic
development objectives of the program and have the skills
to make the finance programs effective. These skills must
be great enough to distinguish among alternative smatl
business investment opportunities, weighing social and
private retums against the cost and risk involved with the
investment. To sustain a development finance program,
managers must be concerned with getting investment
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returns and minimizing loan losses. However, to meet the
program’s economic development objectives, managers
must be willing to accept lower returns and higher losses
in exchange for positive social benefits.

Maintaining this balance is a key task for any
development finance program manager. Particularly when
the state takes on the investor role, managers must be
held accountable for achieving economic development
objectives. Ensuring accountability is easier if the
development finance objectives are clearly stated in
relation to economic development objectives, and if
monitoring and evaluation are designed into the program
from the beginning. When these steps are not possible,
periodic review of program performance is important
10 determine how well economic development and
financial objectives are being achieved and to modify the
program accordingly.

Where Do You Go From Here?

The information presented here should enrich
understanding of the rationale for development finance
programs and the steps required to establish them. Most
importantly, this text should provide a sense of which
programs across the couniry represent best practices in
development finance—those innovative, cutting-edge
programs that may be worthy of further study. Each state
has a unique set of capital needs and economic
development goals. Some programs described here may
seem inappropriate, while others will appear to be the
perfect match. Acquiring more information about these
programs can only help to clarify their applicability to any
given state. The best insight can be gained directly from
the people who manage, use and evaluate the programs
described here. To help readers gain additional
information, a list of programs and contact people is
provided beginning on page 85. Use this information to
learn more before proceeding with efforts to establish an
innovative development program in your state.
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Contacts in State Development Finance

State Program
AK Southern Development Bancorporation
CA Loan Guarantee Progiam
IL Small Business Loan Program
MA Capital Resource Corporation
MA Community Development Finance Corporation
MA Linked Deposit Program
MA Technology Development Corporation
ME Coastal Enterprises, Inc. Day Care Loan Fund
ME Net New Funds

"MI Business & Industrial Development Corporation

MI Capital Access Program

MI Northern Economic Initiatives Center
MN Community Reinvestment Fund
MN Interstate Banking Law

NC Center for Community Self Help
NC Microenterprise Fund

NY Community Reinvestment Act

Contact Person
George Surgeon, President, Elk Homn Bank
Ed Kawahara, Director of S3mall Business Loans
Richard LeGrand, Bureau of Small Business
William 'forpey. Jr., President
Milten Benjamin, Jr., President
Kathy Shepard, Deputy Treasurer, MA Treasurer’s Office
John Hodgman, President
Jeannie Hameron, Project Manager
Colette Mooney, Deputy Superintendent, ME Bureau of Banking
Steve Rohde, Michigan Strategic Fund
Steve Rohde, Michigan Strategic Fund
H. Richard Anderson, Director
Frank Aluman, President and CEO
James G. Miller, Deputy Commissioner, MN Department of Commerce
Kate McKee, Associate Director
Bill Bynum, Program Director
Walter O'Meara, Consumer Services, NY Banking Department

Phone
501/246-5811
916/445.6545
217/524-4615
617/536-3900
617/482-9141
617/367-3900
617/7234920
207/882-7552
207/582-8713
517/373-71500
517/373-71550
906/227-2406
£12/338-3050
612/296-2135
919/683-9686
919/821-1154
212/618-6408
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State Development Finance Programs

STATE ROLE: .
Program Regulator/Inducer Investor _ Direct Provider Key Feature
CA Loan Guarantes Inducer Decentralized loan decision-making; banks bear
Program only small part of risk; minimal appropriation required
CED’s Day Care RLP ’ Passive State funds used to leverage public and private funds;
working through private nonprofit; TA important
Center for Community Passive Provides capital and TA; targeted on low-income,

- Self Help minorities; recognized as statewide development bank
Entrepreneurial Fortfolios Regulator Works through private sector to expand risk taking
IL Small Business Loan Debt Program flexibility key to responding to capital gaps;

Program used loan repayments to create RLF to ensure
conunu:ty after state appropriations stopped
MA Capital Resource Inducer Private sector induced to fill lugh technology capital
Company market niche by trading investment for tax break
MA Community Development Debt/equity Management problems in beginning; works through
Finance Corporation private nonprofits,; size of loan not suited for many
small businesses
MA Linked Deposit Inducer Establishes development loan categories;
Program future public deposits depend on performance
MA Technology Development Equity Provides equity capital to small firms in early stage of

Corporation

commercializing products; focused on high tech firms
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STATE ROLE:

'Program Regulator/Inducer Investor Direct Provider Key Feature
ME Net New Funds Regulator Ties interstate bank expansion to creation of new
capital; no explicit development lending criteria
MI BIDCOs Active New imstitutions to fill capital gaps with debt and
equity-like investments; leveraging state funds key
MI Capital Access Inducer Expands risk-taking of private sector; leveraging key,
Program banks bear large share of risk; demand-driven
MI Northern Economic Tech Asst, Focused on small businesses; heavy emphasis on TA;
Initiatives Center university partnership key
MN Community Regulator Passive Recapitalizes private nenprofit community lenders;
Reinvestment Fund public money used for reserves and operating expenses
MN Interstate Banking Regulator Ties interstate expansion to specific development
lending criteria; targeted at critical capital gaps
National Development Center Tech Asst. Work with cities/states to increase effective use of
existing programs; increase capacity for packaging
deals
NC Microenterprise Fund Active Identified capital need through state audit; monitoring
key; working through private sector; TA important
NY Community Regulator Disclosure of CRA ratings creates pressure for
Reinvestment Act community lending
Southern Development Passive Provides capital and TA; targeted to multi-county,

Bancorporation

low-income area; state suppert in creation key
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