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Andrew Quono, Assistant Secretary For Community
Pl anni ng and Devel oprent, D

FROM Chris Geer, Assistant Inspector CGeneral for Audit, GA

SUBJECT: Audit of Enpowernent Zone, Enterprise Community and
Econom ¢ Devel opnent Initiative Gant Sel ection
Processes (Audit Case No. 95- HQ 154-0002)

|| | NTRODUCTI ON ||

This report presents the results of our audit of the Enpowernent
Zone (EZ) and Enterprise Community (EC designation process. W
al so included the Econom c Devel opnent Initiative (ED) grant
award process in our audit, because of its close ties to the

EZ/ EC desi gnation process. Qur prinmary objective was to
determne if fair and equitabl e processes were devel oped and
followed in making all EZ/ EC designations and awards of ED funds
in accordance with statutory requirenents. The audit was
initiated at the request of Senator Bond, Chairman of the Senate
Appropriations Subcommttee on Veterans Affairs, HJUD and

| ndependent Agenci es, and Senator Mack, Chairman of the Senate



Banki ng, Housing and Urban Affairs Subcommttee on Housing
Qoportunity and Community Devel oprent .

I n conducting the audit, we flowharted the EZ/ EC appli cation
revi ew and designation process (Attachnment 1), and assessed the
adequacy of the O fice of Community Pl anning and Devel opnent's
(CPD) nmanagenent controls over the process. W interviewed EZ/ EC
Task Force staff, including application reviewteam nenbers and
revi ew panel nenbers, as well as CPD s |l egal advisors, the
Assistant Secretary for CPD and the Secretary of HUD. The scope
of our audit included all activities related to the EZ/ EC

desi gnati on process, fromthe June 30, 1994 application receipt
deadl i ne through the final designation date on Decenber 21, 1994.
Simlar audit steps were perfornmed for the ED grant application
sel ection process, which took place between Decenber 7, 1994 and
Decenber 21, 1994.

The bel ow captioned sections present: a summary of our audit
results, program background information, detailed descriptions of
the EZ/ EC and ED sel ecti on processes, and our recomrendati ons
for needed corrective actions. Qur audit, which was perforned
during the period January 4, 1995 through May 12, 1995, was
conducted i n accordance with generally accepted governnent al
auditing standards. W considered and have attached HUD
nmanagenent comments on our draft report, which were transmtted
by the Secretary.

|| SUMMARY OF RESULTS ||

The processes used in nmaki ng EZ/ EC desi gnations and ED grant
awards did not provide reasonabl e assurance that the best
eligible applications were selected for benefit designati ons and
funding awards. The origi nal process designed for maki ng EZ/ EC
designations was not fully followd, and the nature of
alternative procedures used was not described in witing. Mre
inmportantly, assessnments of the eligibility, as well as an
application's relative rating and ranki ng agai nst ot her
applications, were inadequately docunented to enabl e an

i ndependent reviewer to determne the bases for decisions nade.
As a result of these process weaknesses, we were unable to
satisfy ourselves as to the basis for or reasonabl eness of:

° The final designation of 6 EZs froma total of 22 EZ
applications which were generally categorized as "strong" by
t he application review process,

° The final selection of 14 EC applications which were



categori zed as "weak" or no |onger under further
consi deration by the application review process, and

° A decision to limt ED grants to 6 strong rated EZ
applicants who did not receive EZ desi gnati ons.

The CPD staff responsible for the EZ/ EC application revi ew
process advi sed us that they avoi ded detailed witten rating,
ranki ng and deci si on processes -- in favor of group discussions
and general consensus ratings -- given the newness and conpl exity
of the EZ/ EC program concept, and their perceived need to

mai ntai n an openness and flexibility in the decision process.

The Secretary infornmed us that he used the CPD staff's general
input, as well as his personal know edge and perspectives on

i ndi vi dual comunity needs, commtnent and | eadership, in making
the final designations and award deci sions. He indicated he had
been advi sed by senior CPD programstaff that he had the | egal
authority to nmake decisions in this manner. Wile the Secretary
had the authority to nake the final EZ EC designations, the basis
for selections should have been limted to the application of the
specific selection criteria provided in the programstatute and
published in the Notice Inviting Applications. It is not evident
that this occurred in each of the final 71 EZ EC desi gnati ons
nmade by the Secretary.

Aven the significant staff coomtnent to the application review
process -- a 5-nonth, 90-person, Federal task force to review 290
proposals -- the Secretary's final decision nmaking process
coul d have been better served with nore diligent staff work to
present himw th nore objective informati on on application
eligibility and conparative strengths and weaknesses. However,
given that there is a degree of subjectivity in any conpetitive
sel ection process, and given that 57 of the Secretary's 71 EZ/ EC
designations were fromthe EZ/ EC Task Force's final recomrended
list of 90 applications for selection, we have only questioned
the 14 EC designations that were not recommended by the extensive
application review process.

The basis for the selection of these 14 | ower rated EC applicants
was undocunented. In the case of sonme of the 14 questionable EC
designations, we believe the eligibility of the application's
designated zone is in question, and in need of clarification.
Furthernore, we believe the stated reliance on unspecified
"needs" and "geographic diversity" selection criteria was unfair
to applicants that were previously determned to have better net
the defined statutory and regulatory selection criteria through
an extensive review process. In this regard, the final

sel ections do not logically flowfromthe defined application
revi ew process, giving the appearance that the process was open
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to favoritism

Wth respect to the ED awards, the Secretary's reliance on the
conpl eted EZ application review process for final selections ran
contrary to EDI's separately published Notice of Fundi ng
Availability (NOFA) requirements, and is in our opinion a
violation of HUD Reform Act requirenments for conpetitive grant
awards. In response to our draft audit report, CPD obtained a
formal legal opinion fromHJU s Ofice of General Counsel to
support prior verbal |egal advice that HUD Reform Act
requirenents did not apply to ED funding. Notw thstanding this
opinion -- with which we disagree -- we still contend that the
manner in which HUD solicited and sel ected applicati ons was
unfair to potential or actual applicants.

Qur draft audit report contained recommendations that the
eligibility and quality of the questioned 14 EC and 6 ED cases
be reassessed, with changes to the status or conditions of their
designations or awards, as appropriate. @G ven HU nanagenent's
stated di sagreenent with the nature of our concerns and the need
to address them (see Attachnment 5), we have del eted t hese
recommendations to HUD fromour final report. W wll, however
distribute this report to HUID s Congressi onal Oversight
Commttees for their consideration of whether HUD has acted in
accordance with Congressional intent. W are also retaining our
recomrendati ons that HUD assure adequate docunentation of the
basis for all future selections and awards, and fornally
condi ti on any EC desi gnati ons where changes to proposed zone
boundaries were necessary to neet eligibility criteria.

|| BACKGROUND ||

Title XI1l of the Omibus Budget Reconciliation Act of 1993 (the
Statute) authorized HUD to designate six Enpower nent Zones and up
to 65 Enterprise Communities in urban areas. The Departnent of
Agriculture was |ikew se authorized to designate three rural EZs
and 30 rural EGCs. The programis intended to conbi ne the
resources of the Federal governnent with those of State and | ocal
governnents, educational institutions, and the private and non-
profit sectors to inplenent a conprehensive Strategic Plan to
revitalize distressed areas. GComunities nust neet certain
eligibility criteria regarding size, poverty, unenploynent and
general distress.

A Strategic Plan, devel oped with the input of community



residents, is required to describe the community's vision for the
future and howthe vision will be inplemented. The Strategic
Plan is judged on the basis of four principles: economc
opportunity, sustainable community devel opnent, comunity-based
partnershi ps, and strategic vision for change. Wile the basic
eligibility criteria are inportant for identifying the needs of
the communities, it is the Strategic Pl an that describes how the
comunities will inplenent corrective actions to address the
identified needs.

The EZ/ EC sel ection process and programare admni stered by an
i nteragency task force consisting of approximately 90
individuals. CPD s Ofice of Economc Devel opnent oversees the
task force. Al final EZ EC designations were to be nmade in
consultation with the Community Enterprise Board, which the
Presi dent established on Septenber 9, 1993. The board is
conprised of 17 executives from Federal Agencies and chaired by
the Vice President.

Each EZ and EC designation is to be given special consideration
for various Federal prograns and ot her assistance, including HHS
Social Service Block Gants, tax exenpt Facility Bonds, tax
incentives for zone enpl oyees, and ot her special consideration
for existing Federal prograns and future Federal awards. These
i ncentives nmake the program extrenely advant ageous for the

desi gnated comuniti es.

Section 232 of the Miultifamly Housing Property D sposition

Ref orm Act of 1994 aut horized the Econom c Devel oprment Initiative
(ED) Gant Program The programwas intended to increase
econom ¢ devel opnent activities in comunities by augnenting the
use of CGPD's Section 108 Loan Program The Section 108 Loan
Program al | ons Communi ty Devel opnent Bl ock Grant (CDBG

reci pients to borrow against future bl ock grant awards for
econom ¢ devel opnment activities. The types of activities
financed with Section 108 |oans are often high risk activities.
The enactnent of the ED grant programwas intended to | ower a
comunity's risk by providing grant funds to buy down the
interest on these loans. The EDI grant is intended to suppl enent
the Section 108 Loan Programby nmaking it |less risky and

t herefore nore desirable.

|| EZ/ EC APPLI CATI ON SELECTI ON PROCESS ||

The Notice Inviting Applications for Designation of Enpower nent




Zones and Enterprise Comunities was i ssued on January 18, 1994,
with applications due by June 30, 1994. Two hundred and ni nety
urban communities submtted proposals for EZ EC designati ons as
foll ows:

TYPE O DESI GNATI ON APPLI CATI ONS SELECTI ONS
RECEl VED TO BE MADE

S

Enpower nent Zones 78 6
" Enterprise Conmuni ties 212 65 "

The origi nal docunented design of the EZ/ EC Task Force review
process called for a rating of each application on a relative
poi nt scal e, where points would be awarded for specific criteria
such as the strategic plan, the level of innovation, community
partnershi ps, and need. Before the application review process
began, CPD officials decided that applications would not be
nureri cal ly scored.

Accordi ng to panel nenbers, the EZ/ EC sel ecti on process was

t hought to be uni que fromnost other HUD conpetitions in that it
i ncl uded: unprecedent ed conpl ex and conprehensi ve applications,
reviewers with different experience |evels from11l Federa
agencies, and a variety of evaluation factors not easily
susceptible to sinple nunerical scores. At the request of the
Assistant Secretary for CPD, one panel nenber conducted a

conpr ehensi ve anal ysis of other conpetition formats used at HUD.
Thi s anal ysi s, which was not docunented, reportedly led to the
revi sed EZ/ EC revi ew process actually used in nmaking fina
designations. The revised process was not established in
witing. However, Attachnent 1 provides a flowchart of the
actual process, which was constructed during our audit.

After receipt of applications, interagency EZ/ EC task force
menbers were assigned to provide narrative assessnents of
applications, noting their strengths and weaknesses. This
interimrecord was used in nmaking oral presentations to a "review
panel ," consisting of three senior CPD officials. At |east one
menber of the review panel was to read the application in advance
of it being presented. W were told by review panel nenbers that
no final rating decisions were nade until all applications were
reviewed, offering the presenters and revi ew panel the broadest
possi bl e perspective on application quality.

The revi ew panel categorically rated the applications as strong,

nmedi um weak, or under further consideration (UFC). In effect,
t he UFC designati on nmeant the application was no | onger under
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consi deration because it was poorly devel oped in conparison to

ot her applications. According to one panel nenber, the UFC
category was created to guard against the premature rel ease of a
list that would reveal to outsiders which cities had been
prelimnarily elimnated fromthe conpetition. A total of 164 of
the 290 applications received were categorized as UFC

Wi |l e the review panel nenbers expressed their beliefs that every
application received a thorough witten and oral review, the
revi ew panel did not provide for distinctions within each rating
category, e.g., the strongest of the strong. This genera
categorical rating systemgave the Secretary great responsibility
and flexibility in making the final designations.

On Decenber 5, 1994, the review panel gave the Secretary a fina
referral list of 13 "strong" rated EZ applications for the
selection of the 6 EZ designations. No witten informati on was
provided to allow the Secretary to distinguish anong these
applications. Furthernore, the review process had resulted in a
total of 22 EZ applications in the "strong" category, but there
was no record as to how that nunber was reduced to the 13 on the
referral list to the Secretary. The applications were never

pl aced in any rank order and the panel did not identify any
preferences for one application over another. Wile sone

di scussions were held between the Secretary, Assistant Secretary
and/ or panel nenbers in identifying the best applications, it
appeared as though the Secretary was largely left on his ow to
nmake these decisions, without the full benefit of input fromthe
staff intensive EZ/ EC application screening process.

There is no witten docunentation as to the factors the Secretary
used in making each final EZ selection. There was a series of

tel ephone calls to the final 13 EZ applicants in the running to
update the application's standing in case there had been any
changes. Again, there was no docunented anal ysis or concl usions
fromthis update process. Since there was no individual scoring
of the applications, and the basis for final selections was not
docunented, we could not readily determne if the final six

desi gnations were the best of the 13 strong applications referred
to the Secretary. The Secretary advised us that he consulted
with the Assistant Secretary for CPD and revi ew panel nenbers to
assess the strengths of his 6 finalists, and that it was their
assessnent that the 6 stood well above the other applicants.

On Decenber 5, 1994, the review panel also referred 77 EC
applications to the Secretary for his consideration in nmaking the
final 65 EC designations. This list consisted primarily of the
EC applicants rated as "strong” and "nedi unf by the panel. The



list also included 23 "alternate" sel ecti ons because the
Secretary asked the panel to include at |east one jurisdiction
for every state, regardl ess of general rating, for possible
consideration in providing greater geographic diversity. The
Secretary's final selections included 14 weak and UFC
applications not anong the 77 referred applicants. These 14 | ow
rated applications were sel ected over eight "strong" and 21

"medi um? rated applications. Attachnent 2 identifies the 14 weak
or UFC applicants that were not on the review panel's referra
list, as well as the referred stronger rated applications that
were not sel ected.

The Statute permtted the Secretary to identify additiona
selection factors that he could use in the designation of EZs and
ECs, subject to publication in the interimand final programrule
and Notice Inviting Applications. An additional selection factor
was established for "geographical diversity," but the nmeaning and
i ntended application of this general factor was never clearly
established for the benefit of potential applicants or
application reviewers. The Secretary indicated that the
geographic diversity factor was intended to allow himto di sperse
the designations if the review panel's recomrendations were too
clustered in specific areas of the country.

As an exanple, the Secretary used geographical diversity to
spread out designations within a State. However, there was no
consi stency in the manner in which geographi cal diversity was
applied between States. For exanple, Los Angel es received a
suppl emental EZ of $125 nillion, yet the Secretary wanted an EC
near the Los Angel es area and sel ected Huntington Park. On the
ot her hand, New York Gty received an EZ designation and the
Secretary decided that the other strongly rated EC applicants in
the vicinity of the designated EZ were too close, resulting in
the selection of lower rated applications in other parts of New
York. Attachnment 3 shows the distribution of the final EZ EC
and EDI selections resulting fromthese processes.

In providing for greater geographical diversity, the Secretary
al so decided to select at |east one EC for each State where
jurisdictions applied, regardl ess of the application's rating by
the review process. Had a clearer definition of geographic
diversity been nmade known in the EZ/ EC application solicitation
it may have changed who applied for designati ons and how
applications were eval uated and screened by the review panel .
For exanple, five States had only one jurisdiction applying.
These jurisdictions coul d have been qui ckly checked for
eligibility since the quality of their applications was
ultimately not a factor in their selection for geographic
diversity. Yet, effort went into the application eval uation
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process by the EZ/EC review teamand the panel. 1In addition
seven States had no jurisdictions applying for EZ/ EC
designations. Jurisdictions in these States may not have applied
because they felt that their chances of designation were renote.
Had they known that the Secretary would interpret geographic
diversity to allow the selection of at |east one EC from each
State, they nay have appli ed.

The interimrule indicated that other selection factors could be
identified by the Secretary, if the factors were published in a
Federal Register notice. |In our discussions on actual factors
used in the selection process, "need' was described as an

addi tional factor that was used by the Secretary in making his
final selections. The elenent of need was a built-in,
quantifiable selection criterion, given that the statute and
regul ations specified required | evels of poverty for areas to be
eligible for designation as an EZ or EC  Furthernore, the
extensi ve application review process consi dered other required
quantifiabl e needs information, such as unenpl oynent rates, in
determning the best applicants for referral to the Secretary.
Neverthel ess, CPD staff interpreted Section 597.301(a)(4) of the
interimrule as giving authority for the Secretary to sel ect
based on "additional" needs criteria without a Federal Register
noti ce defining such criteria. W believe the Secretary had no
authority to select |ower rated applications based on additional
need or other factors, because applicants were not given notice
of any such criteria in the Federal Register.

The Secretary advi sed us that he considered his persona

know edge of communities in nmaking final EC designations. In
each case where a | ower ranked application was brought up, the
Secretary told us that he asked the Task Force Director to re-
exam ne these applications and determne if they were strong
enough to conpete. In our earlier discussions with the Task
Force Drector, he indicated he provided no additional
application information to the Secretary after the panel
recomendati ons were submtted on Decenber 5, 1994. The Task
Force Drector did indicate he was aware that sone additional
comuni ties were under consideration by the Secretary and the
Task Force verified the basic eligibility of those applications.
Sone exanpl es of the Secretary's deviations fromthe
recomrendati ons of the application review process are as foll ows:

° Charlotte N C - The Review Panel rated Charl otte weak based
on the nmerits of their application. The Secretary indicated
he sel ected Charlotte because of their strong community
| eadership and their former successes in other HJUD prograns.

° Rochester NY. - The Review Panel rated this application UFC
9



because of limted community participation and the |ack of a
tinme line for achieving results. The Secretary indicated he
chose Rochester because they had a great need based on the
recent downsizing of a major corporation in the city.

° East St. Louis, IL - The Review Panel rated this application
UFC based on no private commtnments and a | ack of detail on
how Federal funds woul d be spent. The Secretary indicated
he sel ected East St. Louis because he knew they had great
need and al so he wanted to add geographi cal diversity within
the State.

Overall, the Secretary indicated he had a great know edge of many
comunities and their needs based on personal visits. In sone
cases, the Secretary felt his know edge was greater than that of
the panelist and task force nmenbers. H s stated criteria for

sel ection were | eadership, public/private initiatives, need and
geogr aphi cal diversity.

|| EC ELI G BI LI TY CONCERNS ||

The basic eligibility of some of the EZ and EC areas desi gnat ed
by the Secretary is in need of clarification. The eligibility
requirenents for an EZ or EC are prescribed in the Statute. A
jurisdiction nust denonstrate in its application that the

nom nated area neets mnimumpoverty | evels. Nomnated areas are
identified by census tracts. The nomnated area may contai n up
to 3 non-contiguous areas but each area nust separately neet the
eligibility requirenents. For each non-contiguous parcel al
census tracts nmust have 20% pl us poverty, ninety percent of the
census tracts nmust have 25%plus poverty and fifty percent of the
census tracts nmust have 35%plus poverty. The Bureau of the
Census 1990 Data is used to neasure popul ati on and poverty | evels
for each census tract.

A Managenent Information System (M S) was devel oped to aid the
EZ/ EC task force nenbers in evaluating applications. The MS was
| oaded with 1990 Census information. The Census information in
the application was then conpared to the MS. Problens with the
M S program caused a high rate of rejections which required
applications to be nanual |y checked agai nst Census

information available in the HUD library. GConsequently, nost
eligibility checks were nmade late in the review process.

The Statute allowed EC applicants to request exenptions from
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certain poverty thresholds in order to qualify for designation.
Both the statute and the interimrule contain the sane uncl ear
| anguage regardi ng exenptions frompoverty requirenments. Wth
regard to the adjustnent of census tract data, the statute and
rule state:

"the Secretary may reduce by 5 percentage points one of the
follow ng thresholds for not nore than 10 percent of the

popul ati on census tracts (or, if fewer, 5 popul ation census
tracts) in the nomnated area.....

In the parenthetical note above, it is unclear what "if fewer,"
references. The EZ EC team nenbers interpreted the | anguage to
permt either a 10 percent exenption or a reduction of 5 tracts

This interpretati on was used in the application guidelines and

t hroughout the eval uation process. e panel nenber stated that
much di scussi on was generated over the exenption requirenments and
that the Ofice of General Counsel was consulted on howto
interpret this provision.

VW reviewed the Statute's conference report to determ ne whet her
exenpti on | anguage nmay have been incorrectly drafted into the
legislation. In the conference report the parenthetical note

r eads:

"... the appropriate Secretary may reduce one of these
poverty criteria by five percentage points for not nore than
10 percent of the population tracts (up to a maxi numof five
popul ati on census tracts) in the nomnated area."

Thi s conference report | anguage shoul d govern since the statutory
| anguage is unclear. |In other words, if a nom nated parcel
contained |l ess than 10 census tracts, no exenptions are permtted
by Statute. Yet, the Task Force permtted up to 5 exenpti ons, no
matter how small the parcel. The task force interpretation of
the exenption | anguage resulted in 3 EC desi gnations where
applicants did not neet statutory requirenents.

The Al bany, Schenectady, and Renssel aer, NY designation is one
exanpl e where too many exenptions were granted. This application
contai ned three separate parcels and each nust separately neet
the eligibility requirenments. A bany sought an exenption for one
of six census tracts in their parcel and Schenectady sought an
exenption for one of three census tracts in their parcel. The
Renssel aer parcel contained an ineligible Central Business
Dstrict tract (24%poverty). Exenptions were granted al t hough
technically not permtted by the Statute. W noted simlar
problens with the Huntington Park, CA and Manchester, NH EC

desi gnati ons.
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After exenptions were granted, sonme applicants still had census
tracts renmaining that could not neet statutory requirenents. The
task force dropped ineligible census tracts fromthe nom nat ed
area for these designated EZ or ECs. Such nodifications are
permtted in the designation process under Section 597.300(d) of
the InterimRule. The | anguage requires nodifications to
strategic plans or boundaries to be "reasonable."

In the nodification for the Kingston/ Newburgh, NY EC, two of
three parcels were dropped | eaving only the Newburgh parcel. The
remai ning part of the ECis one third the original size and two
thirds the original population. W question whether such a najor
nodi fi cation can be consi dered reasonabl e.

In addition, if the statutory requirements for exenptions were

properly interpreted for the A bany, Schenectady and Renssel aer,
NY EC, five of the 11 census tracts would be ineligible (32% of
t he popul ation and 53% of the area served.) W believe such a

nodi fi cati on woul d be unreasonabl e.

VW al so found that eight designated ECs and one desighated EZ
with census tracts renoved were not notified in witing of their
new boundaries. Formal notification should be required to assure
that benefits associated with designations are restricted to
eligible areas. The EZ/ EC Task Force Director indicated that

EZ/ EC applicants were verbally inforned of the revised nom nated
areas and that he was not concerned that such notification was
not formalized. W did not find any witten docunentation that
HUD staff reviewed the strategic plans in these nodified
applications to assure that a jurisdiction's intended goals were
still achievabl e.

" ECONOM C DEVELOPMENT | NI TI ATI VE AWARD CONCERNS "

Six EZ applicants were effectively awarded a total of $300
mllion in Economc Devel opnent Initiative Gants, in lieu of an
EZ designation. The non-conpetitive manner in which these ED
grants were awarded is in our view a violation of Section 102(a)
of the HUD Reform Act of 1989.

The 1993 statute limted the nunber of urban EZ designations to
six. HJUD was seeking other funds to further support designated
EZ/ ECs, and to further advance the EZ/ EC concept. HJD s Fisca
Year 1995 aut horization bill proposed $500 mllion in grants to
EZs and ECs to be used in conjunction with CPD s Section 108 Loan
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Program Wen the bill was not enacted, CPD staff began
exploring alternative ways to fund additional highly ranked zones
beyond the six formal EZ designations.

HUD s Fiscal Year 1995 Appropriation Bill provided $400 mllion
in funding for new prograns, but the acconpanying authori zing

| egislation for these new prograns was never enacted. After the
1994 el ections, it becane evident that HJUD s authori zi ng

| egi sl ation woul d not pass. CPD sought and received an opi nion
fromthe HUD General Counsel that it woul d be appropriate to use
the "new prograns” funding in the appropriation bill for
previously authorized prograns such as ED .

A reprogramm ng request letter was sent to the Congressional
staff nmenbers on HUD s Appropriations Commttees in | ate Novenber
1994. The letters asked for authorization to use $350 mllion of
the fundi ng designated for new prograns for ED grants. HJUD
requested a rapid response as HUD wanted to announce the ED
awards at the sanme tine as the EZ/ EC desi gnations on Decenber 21,
1994. The Novenber 30, 1994 response fromthe Senate Commttee
aut hori zed the use of $300 nmillion for EDI grants for comunities
that did not receive the EZ designation.

A Notice of Funding Availability was published on Decenber 7,
1994, inviting all 78 previous EZ applicants to apply for $300
mllion in ED funds. The NOFA explicitly stated that the awards
woul d be non-conpetitive and restricted to the 78 EZ applicants.
The NCFA required a 1:1 match of ED with Section 108 | oan
authority. GConsequently, only entitlenment communities with

out standi ng Section 108 | oan authority could apply. The NCFA had
a 2-week response tine, and 45 comunities applied by the
Decenber 17th deadline. The Secretary nade the final ED award
announcenents at the same tine as the EZ designation
announcerents, on Decenber 21, 1994.

At the tinme of the issuance of the EDI NOFA, 13 communities were
under consideration for final EZ designations by the Secretary.
Only six of these 13 could receive EZ awards, as authorized by
Statute. Fromour interviews with those involved in the ED

revi ew and sel ection process, it appeared that ED funds were
only intended for 7 of the final 13 strong rated EZ applicants
that would not receive EZ designations. In this regard, it is
our opinion that the targeting of the ED NOFA to all 78 original
EZ applicants was unfair. The disposition of the 13 EZ
application finalists is shown in Attachnment 4.

The authorization to use the $300 mllion for ED awards in early
Decenber, and the desire to announce EDI awards at the sane tine
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as EZ/ EC designations in |ate Decenber, left little tinme for a
conpetitive NOFA. A nunber of questions centered around whet her
or not the HUID Reform Act applied to this designation of ED
funds. Section 102(a) of the HUD Reform Act would require

establ i shent of and adherence to a nore fornmal conpetitive

sel ection process than that used for the EZ/ EC designations, wth
a mni num 30-day announcenent period. CPD obtained verbal
assurances fromtheir |egal counsel that the ED program coul d be
consi dered a non-denmand programthat nmakes assi stance avail abl e
w thout a conpetition. Therefore, it is exenpt fromthe

requi renents of Section 102(a) of the HUD Reform Act.

VW disagree that ED coul d be considered a non-denmand program

t hat makes assi stance avail abl e without conpetition. The Statute
sets out specific criteria for the selection of ED grants.
Moreover, the legislative history for ED reflects Congress'
expectations that HUD wi Il design "a nethod of selecting [ED ]
grant recipients that is based on conpetition,” including "a
quarterly conpetition for funds.” The ED NOFAs precedi ng and
followi ng this EDI funding round were both conpetitive and
expressly recognized the applicability of Section 102(a) of the
HUD Reform Act. No change in the | aw occurred whi ch woul d have
justified CPD's failure to conply with the HUID ReformAct inits
Decenber 7, 1994 ED NCFA

The Decenber EDI NOFA's required 1:1 | everaging of Section 108

| oans was different fromthe previous August EDI NCFA, which
advocated close to a 10:1 leveraging. The previous NOFA and the
legislation identified the need to use ED to nmaxi m ze the use of
108 | oans through | everaging. It appears fromthe |egislative
history that Congress intended the ED |everaging ratio to be
much larger than one to one. The ED could be used to | ower the
cost of borrowing to nake the econom c devel opnent project |ess
risky. Several billion dollars of 108 | oan authority was

avai | abl e and not being used. The ED was intended to be a

margi nal part of the overall |oan package. Congress was hopef ul
that every dollar of ED could | everage 10 dollars of Section 108
loans. In the Decenber awards the leveraging ratio was 1:1. In
other words, there is no leveraging as the ED grant is
sufficient to pay off the Section 108 | oan.

After receiving the ED applications, CPD reviewed the
applications for eligibility. The final list of eligible
applicants was forwarded to the Secretary who selected 6 ED
awards. The final ED awards were nade to 6 of the 13 EZ
finalists that did not receive an EZ designation. The Secretary
indicated he limted the ED awards to only six comunities
because snaller dollar awards woul d be ineffective, and the
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seventh community on the final EZ selection list, Mam, had
recei ved consi derabl e Federal funding in recent years. Two ED
sel ections received a $100 nillion and $87 mllion grant,
respecti vely, and were designated by HUD as " Suppl enent al

Enterprise Zones." Four other selectees were awarded ED grants
for $22 mllion and were designated by HUID as "Enhanced
Enpower nent Communities.” Aside frompublic relations val ue,

t hese HUD desi gnations had no programmati c nmeani ng or statutory
basi s.

|| ANALYSI S OF HUD COWNENTS ||

On July 10, 1995, we provided a draft audit report to the
Secretary and Assistant Secretary for CPD for review and conment.
Managenent's response to the draft report is provided in
Attachrment 5, and the referenced attachnents are avail abl e under
separate cover upon request. The response generally di sagreed

wi th our depiction of the selection process and our
recomendat i ons to address perceived weaknesses. Qur anal ysis of
the response concluded that it: (1) failed to address our prinmnary
concern over managenent's failure to provide reasonabl e support
and justification for all selections nmade; (2) m sconstrued the
nature of many of our other concern issues; and (3) portrayed
process information and events in a manner which is contradicted
by evi dence obtained during our audit. For these reasons, the
substance of our draft report remai ned unchanged in this final
report.

I n managenent's view, "The nost serious allegations in the Draft
center on the applicability of the HID Reform Act to the Econom c
Initiative grant awards, the interpretation of the Federa

regi ster notice of selection factors for EZ EC desi gnees, and the
interpretation of certain eligibility provisions." As a matter
of general response, HUD managenent took the position that its
actions were consistent with the opinions of HID s (fice of
General Counsel, and that the QG s questioning of reliance on

such opinions was an "ill-advised-- departure fromthe system of
institutional checks and bal ances governi ng program office
managenent." During the course of our audit, we were told

differing stories as to what | egal opinions were sought and
provided on the EZ/ EC and EDI sel ection processes. However, it
was an objective of our audit to independently assess
managenent's conpliance with statutory requirenents governing the
EZ/ EC and EDI sel ection processes. A discussion of the AGs
mandate for review ng programconpliance with statutory
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requirenents is contained in the Inspector CGeneral's August 31,
1995 nmenorandumto the Secretary (see Attachnent 6).

The fol |l ow ng captioned sections provide our analysis of each of
the 15 specific draft report issues to which HUD nanagenent t ook
exception in its response.

1. Interpretation of the Application of the HUD Reform Act to EDI

Awards - In response to our draft report, HUD s CGeneral Counsel
issued a July 18, 1995 |legal opinion to fornalize its prior oral
advice to CPD Oficials that Section 102(a) of the HUD Ref orm Act
did not apply to the Decenber 1995 NOFA for EDI G ants. The
opinion noted that HUD s references to the HID Reform Act for
previous and |latter ED Gants was a matter of "programmatic
choice."” The opinion also noted "The touchstone for mandatory
application of the Section 102 procedures has therefore been
whet her sonet hi ng exogenous to Section 102 itself -- a statute,
regul ation, or other requirenent -- provides for the conpetitive
distribution of the funding."

The preanble to the HUD rul e inplenenting Section 102 of the HUID
Reform Act identifies those prograns excluded fromthe Statute's
coverage. These include 1) fornula prograns, 2) denmand prograns
and 3) prograns that distribute assistance on a discretionary
(non-formul a, non-demand) basis. O3C opined that ED Gants fall
in the |ast category. However, the HD rule identifies the
specific prograns that fall within category three above. It also
states that HID will add other prograns as appropriate. ED

QG ants are not a listed program

Additionally, there are nany other HUD program statutes that do
not expressly prescribe "conpetition" in the | anguage of the
statute. Yet, HUD has interpreted Section 102(a) of the HUID
Reform Act to apply to fundi ng under these statutes. Some

exanpl es include: Innovative Project Funding under the |Innovative
Honel ess Initiatives Denonstration Program Youth Devel opnent
Initiative under PIH Fam |y Investnent Centers, Famly I nvestnent
Centers and Community Qutreach Partnership Centers. Qur position
remai ns that the HUD Reform Act provisions for conpetitive award
processes shoul d have applied to EDI grants, too.

2. Interpretation of the Use of Need as a Selection Factor -
HJUD s response m sconstrues our concern, which is limted to the
Secretary's authority to use "additional"™ needs criteria not

al ready considered by the review process, as a basis for his
final selections. W fully acknow edge that the EZ/ EC
application evaluation process took into consideration a
community's "need" for an EZ/ EC designation by virtue of the
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basi ¢ poverty level eligibility criteria, as well as requirenents
to spell out specific community needs as an integral part of a
comunity's strategic plan. These clearly established needs
factors were reviewed and rated by the task force and the review
panel. W believe the interimrule requires that any "ot her
factors"” the Secretary would use (need was cited as an exanpl e),
requi red Federal Register notification.

During the course of our audit we nmet with CPD and CGeneral
Counsel staff concerning Section 597.301(a)(4) of the interim
rule. CPD staff expressed a belief that the interimrule
permtted the Secretary to use "need" as a selection factor. W
were told by General Counsel staff that CPD staff had not
consulted themon this matter, and that additional needs factors
not already stipulated in the statute or interimrule would
require a Federal Register Notice. In a subsequent August 17,
1995 legal opinion to the Assistant Secretary for CPD, HUD s
Ceneral Counsel noted "...a construction of the quoted text so as
to permt need as a criterion could raise a question of
interpretation. It is not, however, an inpossible
interpretation.” Wile not an inpossible interpretation, we
continue to believe it was an unfair interpretation to apply any
other selection criteria without defining it and all ow ng al
applicants to respond to it.

3. Interpretation of Eligibility Requirenents - HUD s response
generally questions OGs role in nmatters of |egal

interpretation, and contends its interpretation of ECeligibility
requi renents was consistent with HUD s | egal counsel and a newy
introduced |l egal opinion fromthe U S. Departnent of Agriculture
(UsbA). W found the |anguage in the Statute and Regul ati on

anbi guous and uncl ear as to when exenptions to poverty
eligibility levels could be granted. During our audit, CPD staff
indicated that they relied on HID Counsel for an interpretation
of this language. HUD Counsel told us that they were not
consulted on this matter, and their advice to us was consi stent
with basic principles of statutory construction. These
principles permt resorting to extrinsic aids, such as

| egislative history, to discern Congressional intent.

W found that the conference report for this statute clearly

i ndi cates how exenptions can be applied. Notw thstanding that
HJUD s response to our draft report introduced a USDA | ega
opi ni on whi ch supports their position, our position remnains that
the correct procedures were not used in determning the
eligibility of EC applications.
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4. Leveraging of EDI Grants with Section 108 Loans - HJU s
response msconstrued our draft report |anguage. W did not
recommend that the leveraging ratio in the Decenber 1994 ED
awards be 10 to 1. W did point out that Congress was hopef ul
that EDI dollars would be used to | everage Section 108 | oan
activities, and cited the 10 to 1 ratio used in other ED fundi ng
rounds as an exanple. W did express our opinionthat a 1 to 1
rati o does not do rmuch to | everage funds. However, a lower ratio
requi renent woul d open the limted conpetition to nore
applications, and allow nore flexibility in the ED selection

pr ocess.

5. Docunentation of the EZ/EC Application Review Process - HJU s
response does not accurately reflect the extent to which the
"actual " process used in maki ng EZ/ EC sel ections was docunent ed.

The origi nal docunented review process procedures provided to us

by CPD staff included a process where applications were to be
nunerically scored and ranked. The revi ew panel |ater changed

the process to elimnate the scoring and ranking of applications,

in favor of a revised process using categorical groupings of
applications fromstrong to weak. The intended functioning of

the "revi sed" selection process was not docunent ed.

6. Docunentation of the EZ/EC Application Reviews - Qur draft
report did not criticize the EZ/ EC task force staff efforts to
assess the strengths and weaknesses of applications. Qur issue
pertained to the failure to adequately use the results of this
effort as a basis for sonme of the Secretary's final selections.

7. Conposition of the Review Panel - Qur draft report did not
question the conposition of the Review Panel, only its
effectiveness in preparing the Secretary for maki ng sound and
supportabl e sel ecti ons.

8. Information Provided to the Secretary - Wile we agree with
HUD s response that considerable infornation was generally
"avai |l abl e" for the Secretary's review and analysis in nmaking his
final selections, we continue to question the extent to which the
information was actual ly used, and why the informati on was not
better summarized to support the Secretary's final selection

pr ocess.

9. Docunentation of Additional Review Information - Wile we
agree that additional infornation was assenbled on the top 13 EZ
applicants, we are unsure as to the extent that this additiona
information was nade available to the Secretary. The review
panel did not anal yze or summarize this additional infornation.
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10. Initial Screening Process - HUJ s response indicates that the
revi ew panel presentations provided to the auditors were
prelimnary characterizations and not determnative of the fina
recomrendati ons of the review panel. This response contradicts

the information we were provided during the audit. Furthernore,

no other information has been provided as the basis for the final
determnative results of the application review process.

11. Definition of Geographic Diversity - The response indicates
that the audit m sconstrues the intent and actual application of

t he geographical diversity criteria. W disagree. The draft
report identified instances where geographi cal diversity was

i nconsi stently applied and where it coul d have been better used
to solicit additional applicants. In effect, the decision to
anward at |east one ECto each State, regardless of the quality of
the State's applications, created an "entitlenment"” process which
HJUD s response indicates it did not want to create.

12. Timng of Eliqgibility Checks - Qur draft report did not
question the timng of the eligibility checks.

13. Modifications to Boundaries - HUD s response indicates that
they did not negotiate boundary nodifications. The draft report
noted that the regulation only permts reasonabl e nodifications
of proposed zones. W pointed out instances where conpliance
with statutory requirenments would require major nodifications of
zones, and in turn nake the application ineligible. Qur position
on this issue remai ns unchanged by HJJ s response.

14. Notification of Census Track Eligibility - HJUJ s response
indicates that applicants were notified in witing of ineligible
census tracts. The sanple notifications provided in the response
do not cite the specific ineligible tracts, and do not clearly
define the actual final zone designated for benefits under the
program This issue should be brought to closure by HUD.

15. EDI NOFA Eligibility - W interpret HID s response as
supporting our contention that the ED grants were predeterm ned
to be anarded to the 13 EZ finalists that did not receive an EZ
designation. W still contend that this was contrary to the ED
NCFA and unfair to the 45 applicants that applied under the NCFA

" RECOVMVENDATI ONS "

Onh the basis of the above di scussed results of our audit of the
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EZ/ EC and EDI grant sel ection processes, and in full
consi deration of HUD s response to our draft report, we reconmend
that the Assistant Secretary for CPD take the foll owi ng actions:

1. Review al| EZ/ EC selections to identify any wai vers of
eligibility criteria which inpact the boundaries of proposed
benefit zones, and assure that those boundary changes are
formal |y acknow edged as part of the designation so that
future benefits are directed to the proper areas.

2. Require that any future EZ/ EC, ED or other program
sel ection processes be governed by witten processing
instructions which assure a fair and equitable application
review with sufficient docunentation to support the basis
for sel ections nade.

Wthin 60 days, please provide us a status report, for each
recomendati on, which indicates: (a) the corrective action taken;
(b) the proposed corrective action and the date to be conpl et ed;
or (c) why action is not considered necessary. Al so, please
furni sh us copies of any correspondence or directives issued
because of the audit.

Shoul d you or your staff have any questions on our report, please

contact nme, or James M Martin, Drector of Program Research and
Pl anni ng, on (202)-708- 2306.
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Attachnent 4

DI SPCSI TI ON OF 13 EZ APPLI CATI ON FI NALI STS

|| EMPONERMVENT ZONE DESI GNATI ONS ||

ATLANTA, GA

BALTI MORE, MD

CH CAGO, IL

DETRO T, M

NEW YORK, NY

PH LADELPHI A, PA/ CAMDEN, NJ

SUPPLEMENTAL ENTERPRI SE ZONES

LOS ANGELES, CA ($125M EDI Grant)
CLEVELAND, OH ($87M EDI Grant)

ENHANCED EMPONERVENT COVMUNI TI ES

BOSTON, MA  ($22M EDI Grant)
HOUSTON, TX ($22M EDI Grant)

KANSAS CI TY, MY KANSAS CI TY, KS
($22M EDI Grant)

QAKLAND, CA  ($22M EDI Grant)

EC DESI GNATI ON

MAM, FL




Attachnent 6

Distribution

Secretary, S (Room 10000)

Deputy Secretary, SD (Room 10100)

Assistant Secretary for Community Pl anni ng
and Devel opnent, C (Room 7100)

Deputy Assistant Secretary for Economc
Devel opnent, DE (Room 7100)

Drector, Ofice of Economc Devel oprent, DEE (Room 7136) (2)

Communi ty Pl anning and Devel opnent Audit Liaison Oficer, DG
(Room 7204)

General Counsel, C (Room 10214)

Associ ate CGeneral Counsel, Assisted Housing and Comrunity
Devel opnent, CD (Room 8162)

Drector, Ofice of Budget, AB (Room 3270)

Drector, Ofice of Managenent and Pl anning, AM Washi ngton
Ofice Center, Suite 310, 401 Third Street, SW Wshi ngton,
DC, 20024

Acqui sitions Librarian, Library, AS (Room 8141)

Chief Financial Oficer, F (Room 10166)

Deputy Chief Financial Oficer for Qperations, FO (Room 10166)
Assistant Director-in-Charge, US. CGeneral Accounting Ofice,
820 First Street, NE Union Plaza Building 2, Suite 150,
Washi ngt on, DC, 20002, Assistant to the Secretary for Field

Managenent, SC ( Room 7106)

Chai rman, Ranking Mnority Menber and Staff Directors of the

Fol | owi ng Congressi onal Oversight Commttees:

Senat e Banki ng, Housing and Wban Affairs Subcommttees on
Housi ng Qoportunity and Community Devel opnent, and
HUD Oversight and Structure

Senat e Appropriations Subcommttee on
Veterans Affairs, HUD and | ndependent Agencies

Senate Commttee on Government Affairs

House Banki ng and Fi nanci al Services Subconmttee on
Housi ng and Community Qpportunity

House Appropriations Subcommttee on
Veterans Affairs, HUD, and | ndependent Agencies

House Gover nment Reform and Oversi ght Subcomm ttee on
Human Resources and | ntergovernnental Rel ations



