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PRESIDENTIAL DECISION MEMOS 



THe: WHITE: HOUSE 

WASHfNCiTON 

"'~ll 1'/:09 
April 21, 1993 

MEMORANDUM FOR THE PRESIDENT 

FROM: ROBERT E. RUBIN f· l ,,­

SUBJECT: Enterprise Zones and Community Development Banks 

Attached are decision memoranda regarding enterprise zones 
and community development banks. 

Both of these issues have turned out to be far more complex 
and controversial than had originally been expected, largely 
because the approaches are innovative and expansive. 
Consequently. the memoranda are relatively long and pose numerous 
and not simple issues. Furthermore. despite many meetings and a 
well conducted process led by Bruce Reed and Gene Sperling, there 
are still substantial disagreements on many of the issues. 
especial.ly relating to enterprise zones. 

We need decisions on the basic policy issues within the next 
few days, in order to dovetail with the legislative sChedule. 
Given the limits on your time, one possibility would be that we 
could have a meeting with you which would lead to decisions on 
the basic issues. with the subsidiary design issues reserved for 
decision at a later date or, if you wish, delegated to Carol and 
me. Either way. we would meet the,requirements of the 
legislative schedule. 

Marcia Hale is attempting to fit this into your schedule 
very late FridaYI and you can let us know at that time what 
decision-making process you would like to have. 

http:especial.ly
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THE. WHITE HOUSE 

WASH!NGTON 
~. 

APRIL 19, 1993 

MEMORANDU~l FOR THE PRESIDENT 


fROM: BRUCE REED 

GENE SPERLING 


SUBJECT: ECONOMIC EMPOWER\fENT AGENDA 


Almost One year ago, you toured Los Angeles after the riots and predicted that despite 
all the media attention and Presidenlial fanfare, a year would pass and nothing would change. 
You were right" Across the country, poor communities from South Cemral LA to the Mississippi 
Delm arc Sllll reeling from a decade of declining opponunilY and rising social and economic 
isolation. 

Shortly after you took office, Bob Rubin and Carol Rasco asked us to set up a joint NEC­
DPC interagency working group on community development and empowerment We wanted a 
joint effol1 spanning economic and domestic policy that could look at the problems of 
economically disiressed urban and rural areas -- not only to prepare specific proposals that could 
be passed this spring as part of your initial Budget, but to develOp a framework that could 
Incorporate other new ideas over the: course of your administration. 

Our first task was to focus On the economic empowerment portion of YOllr community 
development strategy. Job and enu:rprise development arc only a ponion of what your 
administration hopes to accomplish in distressed areas, lhrough health care reform. ,¥elfare 
refonn, education reform, family policy, Head Start, and so on t but your campaign commitments 
and your stress on economic growth necessitated [hat we COme forth with these proposals for 
fYl994. 

To creale this economic empowerment proposal. our group brought together policy people 
(rom haif a dozen agencies, and met with members of Congress., -community leaders, 
entrepreneurs, and federal. state, and local government officials. We agreed in principle on a 
comprehensive, three-pan strategy with a strong economic focus: 

1. Enterprise Zones: A two-tier p1an 10 create 10 rcsQuTce,-intensivc Economic. 
Empowennent Zones and 100 less expensive Enterprise Neighborhoods around the country. 
These 110 communities would be targeted for economic development, reinventing government! 
community development banking and microenterprisc, community, policing. and the 
administration's other empowerment initiatives. 
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2. Community Banking: A nalional network of community development banks and other AI 1~ 

communitr lending institutions, spurred on by a federal Community Banking and Credit Fund ~l 
and perhaps by requiring major banks to start community development banks in return for limited 
interS!3tt branching. We also propose ways to strengthen enforcement of the Commumty 
Reinvestment Act and fair lending requirements. 

3. Community Policing: We included Community PartnerShips Against 'Crime 
(COMPAC) -- a HUD initia < . Qusing -- along with nationwide 
efforts to promote communIty policing with economic ~.;:::::;:.: Communities will need 10 

demonstrate progress against crime if they are to attract and maintain enterprises. 

CONGRESSIONAL OUTREACH: 

We have invited the major Congressional leaders in these areas to meet with us and with 
Bob Rubin arid Caro! Rasco -- including Maxine Walers. Floyd Flake. Charlie Rangel. Chairman 
Gonzalez. Bill Bradley, Chairman Rostenkowski. Chairmao Riegle. Paul Sarbanes and Chairman 
Moynihan We have also received copies of the bills pending in Congress and wiU continue to 
see which of theif ideas can be incorporated. 

By way of example, pursuant to OUf discussions with Representative Rangel a~d his staff, 
our Enterprise proposal includes a comprehensive approach to public and private investment and 
coordinated provision of government services, a mix of lax targeted tax incemives and Enterprise 
grants. and a major emphasis 00 safe streets. We also have included drug preventlon and 
rehabilitation-to-work among the new initialives which the Agencies are actively exploring for 
the Enterprise proposal. 

With respect to the: Community Reinvestment Act, our recommendation to move 10 

performance-based standards for all bank lending (including for small business and commercial 
loans; adopts much of the direction and emphasis of Representative Waters' bilL In addition. 
Representative Waters has also suggested exploring the possibility of making the Federal Reserve 
Discount Window available for Community Development Banking to spur reinvestment in the 
inner cities< Although this would require a major rethinking of the Fed's long-established policy 
and practice, we have proposed including the Fed on 'he Board of the CD Banking Fund so that 
such institutional issues may be fully considered by the Fund with fult input from the Fed. 

Treasury and the FDIC are exploring the impact and COSt of Represc:ntative flake's 
proposal under the Bank Enterprise Act to appropriate funds to subsidize a discount in insurance 
premiums paid by banks (including CD Banks) to the extent of their loans in distressed 
communities. If you choose to require major BHCs to participate fully in the attached 
Commonity Banking proposal. the potential impact will be (at grt:tller; and the issue of pro\-'iding 
additional support for bank lending in distressed communities can then be addressed more fully 
in this new COntext by 1he Fund and by you. 
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Finally, our Community Development Banking, Community Policing and Enterprise 
initiatives incorporate IIl.AD.): of cenlral components of the Bradlc·y bills: incentives for personal 
savings and invtstment in the community, cops on the block and safe streets, a CD Bank fund 
10 nurture a network of community development financial institutions, true CommuniiY Schools, 
and mobility and access to opportunity throughout the local labor market. 

After you have agreed to a preliminary proposal, we will consult with these membCrs of 
Congress and come back to you with additional ideas of theirs that can be inc:luded. 

MESSAGE: 

The auached memos present the proposals for enterprise zones and community 
developmenr banks. These memos Jay QUI the options and decisions you need to make for both 
proposals. 

We also wamcd to let you know our own view of how these proposals support the themes 
that you ran On and now form the underpinning of your economic plan. 

First, these proposals offer a new. jnnovarive approach. They move beyond the old left­
right debate by taking an activisl approach to empowering those in distressed areas wifhout 
assuming tha: the answer to every problem is mOre federal spending on the one hand or more 
tax breaks on the other. They offer real opportunity to real people: a savings account. a cop on 
their block, an employment voucher that wHi reward any business for giving them 3 job, 3" local 
banker willing to invest in new jobs in the community. And we believe they represent a new 
direction for poor communities across the country in several OIher imponant respects: 

• Reinventing Government: The working group makes reinventing govemment a 
centerpiece of our enterprise proposal. No community will get help unless they develop 
a comprehensive strategic plan that involves the private: sector, buHds on existing 
community institutions, and coordinates government efforts across program and 
jurisdictional lines. The solutions to these problems must come from the bottom up, from 
individuals and communifles willing to help themselves, These proposals will Change the 
way government docs business -- including the federal government, which will conduct 
a competitive grant process through a single point of cont.:lCt. 

• Accountability for Results: Communities will receive unprecedented flexibility to 
design their own plan. bur will be held accountable for reat, measurable results in retum, 

• Laboratories of Democracy: Communities that show the initiative to make the most 
of these efforts will become natural targets for other initiatives in the administrationts 
agenda. In exploring our proposals with olher agencies and major private sector 
institutions l we've found a number that want to take part. 

3 
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• Comprehensive Growth Strategy: These proposals foster efficient and 
entrepreneurial government that promotes b.Q1h private investment and increased 

1· public investment in human and physical capital. 

• A Bold New Experiment: Some will point out thai there is no conclusive evidence 
rhat enterprise zones work. and that only three community dcvc:lopment banks have been 
created in the history of the republic. They're right on both counts -- because no one 
h~ been trying 'Such new approaches with any federal support or )eadership. OUf 
proposals are designed to give these ideas a fair test, by targeting resources In a limited 
number of places and providing clear measures of success or failure. If these new 
approaches don" work, we can give up Or try something else -- but we shouldn't quit 
before we start just because the old answers have failed. 

Whatever options you choose: to put forward, we believe that these proposals provide you 
witn a tangible platform to inspire hope and snow your commifment to a new spirit of 
opportunity, responsibility, and community that' will empower people from Watts to Mount 
Pleasant to believe in the promise of America again. 
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THE. WHITE HOUSE. g{)NrmENflAt
WASHINGTON 

::fGS \0/14-/0'+
April 19, 1993 

MEMORANDUM FOR THE PRESIDE", 

THROUGH: 	 BRUCE REED 
GENE SPERUNG 

fROM: 	 THE NEC-DPC INTERAGENCY WORKING GROUP ON 
COMMUNITY DEVELOPMEl'<, AND EMPOWERMENT 

SUBJECT: 	 ENTERPRISE ZONES 

I. AcnON-FORCING EVEl'o'T 

The legislative calendar and the continuing distress in many places in rural and urban 
Arneri~l call for announcement of the first pans of your economic empowerment initiative. 

11, BACKGROUND 

Over the last two months, the NEC-OPC Interngency Working Group on Community 
Development and Empowcnnent has been considering several clements of an initiative to 
empower distressed communities to join (he economic mainstream, HUD) Treasury, Agriculture, 
Commerce, Justice, OMB. CEA, NEe, and OPC have worked together to develop a new, 
comprehensive empowerment agenda which includes enterprise zones, community development 
banks, strengthening of the Community Reinves!ment Act and Fair Lending requirements. and 
community policing and Community Partnerships against Oime. 

This memorandum presents the Enterprise Proposal. While members of the Working 
Group differed On (he merits of partiCUlar components, there was general agreement -- except 
for OMB -- on a N'o-(jer proposal to create 10 resource-intensive Economic Empowerment 
Zones and 100 less expensive Enterprise Neighborhoods. OMB has proposed • minimal-cost 
alternative and recommends uSing the savings in budget authori1y to pay for other, unfunded 
priorities, including Campaign Finance Reform and Family Support. (OMB's views arid 
suggested altern.tive are att.ched al Tab A.) 

In Section 111 of this memorandum, we summarize the key components of a two-tier 
Enlerprisc ProposaL In Section IV we present the key options for your decision, inCluding 
OMB's alternative option. 
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1II. THE TWO-TIER PROPOSAL 

This proposal seeks to go beyond mOre traditional enterprise zone proposals in three 
fundamental ways: One, it makes reinventing government a centerpiece of the entire proposaL 
Two, it seeks to concentrate a combination of resources (tax incentives and public investment 
grants) in 10 economic empowerment zones, while having a second tier of 100 enterprise 
neighborhoods which grant considerable Ilexibility -- and some limited resources -- to areas 
tbat come forth with cornprehenshre proposals for economic development. Zone population is 
limited to 100,000 persons in order to achieve this focus and to ensure opportunities for 
demonstrated success. (The objective criteria for eligibility are attached at Tab B.) 'Three, tbe 
zones are designed to be platforms for local experimentation at both the federal and local level. 
Finally. the proposal takes an expansive view of tbe need for comprehensive growth strategies ­
- ones that take account of the need for both public and private inves.tment. 

The proposal has three main goats: 

1. Increasing business and jobs within the wnes so that they become engines of economic 
gro,""1h within the region, 

2. Empowering zone residents to join the economic mainstream -- b)' owning and 
managing enterprises and assets within the zones and by connecting them to jobs and 
opportunities throughout the region. 

3. Changing the way government does business in distressed areas -- by streamlining 
reguiations and paperwork, encouraging l()(;3t flexibility and innovalion, and targeting 
resources so we can measure results and learn what works. 

CORE ELEMENTS OF ECONOMIC EMPOWERMENT ZONES: 

A brief summary of the key and distinctive components of the proposal include: 

A. REINVENTING GOVERNMEi'o' 

Competitive Grant Process: The proposal is designed to streamline federal rules and 
regulations that discourage initiative at the local level -- and al the same time, to 
challenge communities to develop a coordinated, comprehensive strategic plan to spur 
economic empowerment. Communities will apply for zone deSignation through a federal 
challenge grant process. The winners wiU qualify for tax incentives that encourage job 
creation. investment, and individual empowerment and will receive an Enterprise: Grant 
they can use in any way that ad"a."". the three goals stated above. 

Coordinated, Bottom-up Planning: To be considered, an applicanl must form 
partnerships with the affected community and Ih. private seclor in the region to develop 
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a comprehensive strategic plan, 'Tbe plan must detail how the applicant will coordinate 
,all complementary state, Itx21 and federal program resources and incentives with prhrate 
secwr commitments and (;Ommunhy initiatives to meet the three gools. 

Ooe-Slop Federal Responsiveoess: An Interagency Council ("Enterprise Board") will 
develop criteria for selection. In consultalion with tbe Enterprise Board, HUD will 
designate the urban zones, Agriculture the rural zones, and Interior the Indian zones -­
based On the quality and promise of the strategic plan submitted by each applicant. The 
Designating Secretaries, in cooperation with the: Enterprise Board, will serve as a single 
point of COntact to allow local applicants to coordinate federal programs and incentives 
in the zone. 

B, TWO TIERS OF INCENTIVES AND INVESTMENTS. We recommend a two-tier 
approach that focuses most resources on a limited number of zones where We can measure and 
achieve results, but gives a larger number of communjties an incentive to take part. The larger 
number of Enterprise Neighborhoods may make. it more palatable for members of Congress to 
support the concentration of resources in the 10 zones. 

10 Economic Empowennent Zones will be designated and will be given discretion to 
use all available tax incentives, a substantial (e.g., S30 million per year) Enterprise Grant, 
and one-stop federal responsiveness based upon their approved strategic plan. In 
addition, each Economic Empowerment Zone will participate) based on its approved 
strategic plan, (a) in a community development banking initiative~ (b) in community 
policing and HUD Community Partnerships Against Crime, and (0) in a DoEd Enterprise 
School Community initiative to implement the National Education Goals for school 
readiness, lifelong learning. and competitiveness. 

100 Enterprise Neighborhoods will be designated and will receive a few of th. tax 
incentives, a smalier Enterprise Grant (e.g., $3 million per year), and one-stop federal 
responsiveness. In addition, these Enterprise Neighborhoods will also be eligible to 
participate in the Community Policing, Enterprise School. and Community Development 
Banking initiatives. 

C. TAX INCENTIVES AND INVESTMENT PROVISIONS 

TAX INCENTIVES: 

The tax expenditures are designed (oj 10 reduce the costs of doing business in Ibe zone, 
(0) to provide incentives for employing ZOne residents both within the zone and throughout th. 
local labor market, (c) to provide incentives for investment in new equipment and expansion of 
qualified zones business, (d) to finance new construction and renovation within the zone, and (e) 
to empower zone residents with the opportunity to work, save and invest, and obtain a real 
ownership slake in their own communities and economic destiny. The proposal includes: 
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SUMMARY OF INCEl<o'TIVES AND INVESTMENTS 

10 ECONOMIC EMPOWERMENT ZONES 

1~'VESThfENTS 

• Enterprise Grants ($SO-175 million) 
• Community Devclopn:itDt Banks 
• Community Policing 
• Coordination and Rexibility with Existing Funds 
• Education Enterpnse Funds 
• Eligible for Participation in a Range of lnnovadve Federal Experiments 

EMPLOYMENT TAX INCENTIVES 
• Employment and Training Credits (ETCs) for :wnt residentS: 

• A multi-year ETC (or employers Joeau~d in the zone 
• Targeted Empowerment ETC rTETC~) for all employers 

• An ETC Oppornmity Card tor ume mi<ttl'lts 

CAPITAL INCEr.'TI\'ES 
• Inoea$cd propmy expensing under Seaton 179 
• Accelerat.ed dC?l'et:.a!lcm fot all In'<<;Slments in Wlglhle property in the zone, 
• 'fax-nempl Private Activity Bonds fOf investmetliS in tangible property in the :tone" 

• Expansion of the lAw lnrome Housing Tax Credit 

EMPOWERMENT INCENTIVES 
• Residen1 Empowerment Savings 
• R~ident Community Investment Corporations (CICs) 
• Small. Worker Controlled Enterprises (WCEs) 

• Zone £SOPs 

100 ENTERPRISE NEIGHBORHOODS 

I!"VESTMENTS 
• Enlerprise Grants ($5-15 million) 
• E!.ig.ibJ~ (or Community Dev~IQpmenl Banks 
• Eligible for Community Policing 
• Coo.dinatlon and Flcxibilil), with Exi$ting Funds 
• Eligible for Education Enterprise Funds 
• Eligible for Participation in Innovative Federal Expc:rimenl$ 

EMPLOYMENT TAX INCE1>ITIVES 

None 


CAPlT AL INCENTIVES 
• Tax-exempt Private Activity Boods fOT investments in tangible property in the Zone 
• Expansion of the Low tncom~ Housing Tax Credit 

EMPOWERMENTINCENnVES 
• Residen! Empowerment Savings Account 

http:Accelerat.ed
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.Econpmic Empowcancnt Zones FY 94-98 cost in SBillions 

Property ExpellSing .2 

Accelerated Otpreciation • 

Flat Employmenl and Training Credil (ETC) 1.4 

Targeled ETC .5 

Community Investment Corporations • 

WOlker-Conlrolled Small Enlerprise .3 

Zone ESOP •


~ 

2.6 

All 11 0 Zones 


Savings Plan • 

Private: ActivJty Bonds .1 

Low Income Housing Tax Credit .1 


2.8 

(The asterisk meanS that the cost is Jess than $50 million.) The Working Group would 
prefer to use S1.3 bilHon of the lax incentives funds set-aside in the Budget for 
investments, Yet, it is imponant to note that additional tax expenditures might be 
required if, for example, the populalion limits of Ont Or more zones were increased (as 
discussed in Section rv below) or if more tax incentives had to be added to make tbe 100 
Enterprise Neighborhood more attractive, J 

INVESTMENT PROVISIONS: 

• 	 Enterprise Grants. As noted l beyond mere tax incentives, the ten economic 
Empowerment Zones wili re""lve a subslantial Enterprise grant, on Ihe order of $150-175 
million per urban zone and $50-75 million per rural zone over five years. In addition. 

, The two-lier proposal calis for approximately $3 billion in tax expenditures and 
approximately $3 billion in inveSlmenlS Ihrough Community Policing and Enlerprise Grant. 
(Plus inveslments from several of Ihe Agency budgets.) Your proposed budgel provide. for 
54.1 Billion in tax e.penditures, plus $500 million for CommunilY Policing (appropriated in 
FY93 but not authorized) and $500 million for community investmenlS in FY 94. In addition, 
HUD and Agriculture have agreed to contribute up to $900 million from their existing budgel 
authority. 

Any. enterprise proposal you submit will require careful coordination with Congress for 
purposes of authorization, the Budget Enforcement Act, Budget Reconciliation, and annual 
apPlOprialions. We will need bi-panisan suppon to secure the sixty votes in the Senate that 
will be n=1)' for approval of many issues, including our enterprise proposal. 
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matching state and local resources and private sector commitments will be cxpt:cted for 
all zones. The second-tier. enterprise neighborhoods will receive $l5-20 million for 
urban zones and $5-10 million for rural zones over five years. 

Community Policing: All zones will be eligible for additional support for Safe Slreets 
from Ihe $500 million of Ihe FYs 93-94 boseline which bos been reserved to meet your 
pledge of 100,000 addilional cops on 'be beal. (Our enterprise legislation could address 
whether these monies will go exclusively to communities with enterprise zones). 

Community Development Banks: The 10 Economic Empowerment zones will be given 
first priority on having a Community Development Bank. The other zones will be: 
eligible to participate in your community lending initiative in order to access private 
capital. financial services, and support for microenterprises. 

EducaUoo Enterprise: DoEd has asked to include, and to provide funds for, a 
comprehensive Enterprise School Communities initiative to implement the National 
EduC<ltion Goals. DoEd will provide sufficient funding for Enterprise School 
Q)mrnunities in each of the 10 Economic Empowerment Zones, pius up to another 10 to 
30 enterprise school communil'es for Enterprise Neighborhoods. 

Eligibility (or Participatlon in Innovative Federal Experiments~ The Enterprise 
Neighborhoods and Economic Empowennenl Zones can seJVe as platforms: for 
experimentation. This experimenlation function serves a dual purpose: First, it aids the 
federal government by giving it laboratories to experiment with new innovations designed 
and implemented from the botlom up. Several Agencies believe that the designated zones 
provide 3 unique opportunity to offer new initiatives that local communities may use to 
complement their Own economic empowerment and community development strategies. 
Second, it allows the zones and neighborhoods to have an even more oomprehensive 
investment stralegy. The 10 zones and 100 neighborhoods will be eligible to participate 
through the Challenge grant process in a range of other economic1 human and community 
development and access-Io-opportunity initiatives that are likely 10 be sponsored by 
various Agencies during the operation of the zones. 

Possible initiatives include: foreign trade centers. microenterprise and venture funding, 
and entrepreneurial assistance (Commerce and SEA); school-to-work. apprenti=hip. 
youtb build. juvenile juslice and drug prevention and rehabilitalion-ta-work (DoEd. DOL, 
HHS, HUD and DOJ); unemployment-to-work lraining and support (DOL); time-limilcd 
welfare and work supports (HHS); and access and moving to opportunities (HUD and 
DOl), (A list of possible federal initiatives is anached al Tab C). States, localities. and 
tht private and non-profit sectors will be challenged to add their own initiatives. These 
human development and access-to-opportunWes initiatives, coupled with the Fair 
Housing and fair lending components of your CD Banking and Community Reinvestment 
Act proposals. should send a clear message that enterprise zones will not be isolated 
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garrisons but will strive to integrate distressed communities and poor people into the 
economic mainstream, 

D. EVALUATION OF PERFORMANCE AND RESULTS: The enterprise;wnes will run for 
ten years, Each year the Designating Secretaries will review the performance and results of the 
zones in achieving the benchmarks set in the zone's strategic plan. Mid-course corrections will 
be permined and encouraged. 

At the end of the fourth and seventh y...... the Designating Secretaries will conduct a full 
review of results, Basw thereon, they may terminate the designation! withhold or reduce 
enterprise funds. or require appropriate changes in the comprehensive strategic plan of any zone 
that is not making satisfactory progress in meeting its benchmarks to achieve the three goals of 
the en1erprise proposal. 

The National Academy of Sciences will COntract for an independent evaluation of aU 
aspeCtS of enlerprise zonc.:S. A full repon will be given to the President and Congress at the end 
of five years and again at the end of ten years. We expect to learn what works from the 
performance and results in both (he Economic Empowerment Zones and the Enterprise 
Neighborhoods. The entire enterprise legislation will sunset at the end of 10 years so that the 
lessons leamed from actual experience can be included in any reconsideration. 

In sum, Ihe two-tier proposal seeks to improve the opportunities and competitiveness of 
both people and places. It challenges affected local communities to reinvent themselves, to join 
with the private sector in strategic public-private-community partnershipsj and to stri\'e to 
integrate distressed communities and poor people into the economic mainstream, 

IV. ISSUES, RECOMMEl'DATIONS AND DECISIONS 

A, TWO-TIER PROPOSAL OR OMS LOW-COST OPTION? 

OMB proposes an option thaI adopts much of lhe two-tier proposal's emphasis on the 
coordination and reinvention of government, hut without spending any funds beyond what is 
already provided in 1he baseline or the other new investments proposed in your overall budget. 
In panicular, OMB's proposal would spend only $110 million of the 54.1 billion included in your 
budget for tax expenditures, 

OMB has serious reservations concerning the use of any tax incentives or new Enterprise 
Grants, OMS argues that tax incentives will not be very effective in stimulating new business 
development and jobs in distressed areas or, if su""essful, will be too COSIly to be widely 
replicated in other areas. Or they fear that enterprise zone tax ,incentives will draw 
employmentfrom other economically depressed areas. In addition, OMB believes the two-tier 
proposal focuses too much on moving jobs into small areas that are not very hospitable 10 
business investment, rather than preparing people in those areas for work opportunities. OMB 
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is also concerned that the almost $6 billion that would be absorbed by the two-tier proposal will 
benefit a very small fraction of the heavy poverty areas in the country. 

OMB, therefore, proposes a "low cost" option which, in its view, meets your campaign 
promise to create enterprise zones while preserving the opportunity to usc some of the resources 
originally committed to enterprise zones for other budget priorities. Attached at Tab A is a 
summary of OMB's concerns and its alternative, low-cost option. 

If you decide to devote additional new budget authority to enterprise zones, as does the 
two-tier proposal, OMB offers three additional alternative options, as described in Tab A. One 
of these options does not rely on tax incentives and proposes an increase in the Enterprise Grant 
instead; the second and third would give localities greater flexibility in choosing between direct 
spending and a menu of tax incentives. 

RECOMMENDATION: With the exception of OMB, the Working Group uniformly 
supports the two-tier proposal for the following reasons. (There are differences of opinion on 
certain aspects of the proposal, as described below.) First, we believe that we have tailored and 
targeted the tax incentives to encourage investments in both places and people. Second, tax 
incentives fonn the basis of the enterprise zone concept and have strong bi-partisan support in 
Congress. If you do not include tax incentives, you will not be entertaining an "enterprise zone" 
proposal. 

Third, we believe that the two-tier proposal will produce some real success stories in 
distressed areas in rural and urban America. OMB's criticism that the cost of replicating tax 
incentives is too great may miss the point. We do not have enough money on the discretionary 
spending side ill the tax incentive side to improve every distressed area. Instead, the mix of tax 
incentives, investments and reinvention of government in the two-tier proposal will challenge 
public-private-community partnerships to develop effective strategies in the lower-cost 
Enterprise Neighborhoods as well as the Economic Empowerment Zones. [f we are successful, 
we believe more resources from the public and private sectors will be forthcoming for what 
works. Finally, we are concerned that OMB's "low-cost" proposal may be perceived as a retreat 
from your commitment to distressed areas, particularly urban areas. 

OMB's three additional alternatives offer ideas for reinventing government and investing 
in people. The two-tier proposal incorporates both concepts. With respect to OMB's proposal 
to offer localities a menu of tax incentives, the Working Group considered and rejected such an 
approach because of its administrative infeasibility and our decision to target tax incentives that 
would be used to invest in both people (e.g. labor and empowerment) and places (e.g. cost­
recovery). 

DECISION 

__ "Low-cost" OMB Proposal 
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Other OMB Alternatives 

Two-tier Proposal 

Discuss Further 

B. DECISIONS RELATING TO TIlE TWO-TIER PROPOSAL 

If you select the two-tier proposal. a number of other issues must be resolved, as will be 
described in this section of the memorandum. 

I. WHETHER TO NAME THE TEN ZONES IN ADVAI'ICE? 

As set forth in Tab A, OMB Director Panetta fears that Congressional expansion of the 
number of zones may be unavoidable. To limit the likelihood of such expansion, be suggests that 
you designate in advance the ten communities that would receive (he Economic Empowerment 
Zones. Presumably~ you would justify naming these ten by stressing that they are "hardship" 
communities, e.g., South Central Los Angeles, that warnnt targeted attention. Other communities 
would be reminded that they may compete for Enterprise Neighborhoods and that aU 
communities will benefit from the stimulus package should the stimulus pass. 

RECOMMENDATION: The Working Group opposes this suggestion, First, naming 
the "'<m worst H communiljes in advance undennines central tenets of the two-tier proposaL We 
want 10 use the challenge grant process to spur all communities to put fortb their best efforts in 
deslgning a coordinated strategic plan. We also want localities to make a real effort to reinvent 
government and invol vc community residents and the private sector in the pJanning process. We 
feel the competition of the challenge grant process is critical to ensuring successful zones. 
Through the challenge grant, we will have an opportunity to reward innovation and pick tbe ten 
communities that have the best opportunity to succeed in achieving the enterprise mission. 

Second, naming ten communiries in advance may doom the proposal from the outset, 
either by alienating the 80 senators and 425 congresspersons whose districts will not benefit from 
these designations or by encouraging Congress just to name additional zones. We believe that 
we have a bener chance of defending Ihe two-tier proposal against congressional expansion. 

DECISION 

Name Ten Zones in Advance 

Rely on ChaUenge Grant Process 

Discuss Furtner 
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2. 	 POPt:LATION LIMITS 

The Working Group agreed that we should focus resources (and the energies of the 
Designating Secretaries) on smaller targeted areas. As. result, we placed a 100,000 population 
limit on any zone. Los Angeles clearly will be very disappointed with such a limit. California 
representatives have: lobbied hard for larger zones. The issue, therdore" is whether to provide 
for a different limit for very large population cities (e.g., over 2.5 million persons, New York, 
L.A.. and Chicago). 

The following are three options for larger population limits in some of the six urban 
economic empowcnncnt zones, while keeping the total tax expenditure costs around S 3 bUlion, 

• 	 One wne with 250,000; four with 100,000; one with 50,000. 

• 	 Three zones with 200.000; three with 25,000. 

• 	 Two zones with 250,000; two with 50,000; two with 25,000. 

R.ECOMMENDATION: The Working Group recommends that you apply the 100,000 
population limit to aU zones but be prepared to compromise during the legiSlative process if it 
proves necessary. If we are to ensure SOmt measure of success~ we feel it is essential to target 
our Hmited resources to a relatively small area. 

DECISION 

100,000 Population Limit 

Allow one to three zones with 200,000 to 250,000 

_ 1-250,000, 4-100,000, 1-50,000 


__ 3-200,000, 3-25,000 


2-250,000, 2-50,000, 2-25,000 


Discuss Further 


3. 	 POVERTY CRITERIA 

There is some disag,reement among the Working Group as to bow we should targel the 
poverty criteria for enterprise zones. H.R. 11, the enterprise zane bill passed by Congress last 
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year (and vetoed by Bush), required only that all of the census tracts in the zone be at 20% or 
more of poverty level. This requirement would apply to tens of millions of people and perhaps 
give communities too much discretion in designating zone areas. 

The morc liberal the poverty criteria, the higher the risk that communities will designate 
areas that are not most in need of assistance. On the other hand, the Working Group does not 
wish to hamstring communities by making them pick only hard-core poverty areas that have little 
chance of being su<ussful in meeting lbe enterprise goals. 

Two options that attempf to address these competing values have been offered. 

• 	 Option 1: 
50% of census tracts al 35% or more of poveny; 
90% of census tracts al 25% or more of poverty; 
100% of census tracts at 20% or more of poveny~ 
plus limited discretion in Designating Secretary to permit limited variation from criteria 
10 fit existing srale-desigmncd enterprise zones, 

• 	 Q:llilm..2: 
90% of census tracts with 30% Or more of poveny; 

100% of census tracts with 25% or more of poverty. 


Option 1 has the advantage of being targeted but offering communities a degree of 
flexibiiity It also addresses the possibility that a community may wish 10 overlay state­
designated and federal enterprise zones that have slightly different qualifyi.ng criteria. 

Option 2 is more targeted but less flexible, It has the advantage of ensuring that only 
truly needy communities win be designated as enterprise zones. But, this set of criteria could 
knock out some prime candidates for enterprise zones. In New York City, for example, a 
budding commercial area in Harlem that would qualify under Option I would be excluded under 
Op . 	 >hon ... 

RECOMMENDATION: The Working Grnup has not reached a finn recommendation 
nn this issue. HUD supports Option l. Treasury supports Option 2. 

DECISION 

Option 1 

Option 2 

Discuss Funher 

http:qualifyi.ng
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4. MECHANISMS FOR REINVEI'<'11NG GOVERNMENT 

3. New En'Crprisc funds, The new Enterprise Grants will be vehicles for reinvention and 
innovation because localities will have considerable flexibility in using this money to address 
unique local needs. An issue arises. however, as to how We will ensure that the zone 
communities adhere to the enterprise mission in developing their strategic plans and in spending 
Enterprise funds to implement these plans, 

There an: essentially two alternatives, The first approach is to Slate general federal 
objectives and vesl the Designating Secretary wilh discrelion 10 choose among applicants based 
on the specifics of each strategic plan in implementing the three enterprise goals. The 
Designating Secretary would make sure tbat Enterprise funds are not used to supplant existing 
federal funds and programs and would measure results against the benchmarks established in the 
slralegic plan. This approach may be most in keeping with the objective of reinvention. but it 
risks providing insufficient federal direction in local planning and too much discretion in the 
Designating Secretaries. 

The second approach is to state specific federal requirements and objectives in the 
legistation which will guide local spending and plan implement.tion. last year, for example, the 
Senate version of H,R, 11 simply listed all Ihe federal programs that zone communities could 
spend funds On, However, if the stated criteria arc too specific, it could limit a community'S 
ability to innovate, for example, in estabfishing its own matching venture funds and other 
public/private economic empowerment partnerships, 

The Working Group has no finn recommendation on this jssue. which, may have to be 
resolved in the legislative process. 

DECISION 

Challenge Grant Process and Performance Review 

Slale SpeCific Q)mpliance Criteria in Ihe Legislation 

Discuss Further 

b. Existing. Federal Programs and Funds, Time and again. mayors and governors have 
complained that they would be in a beUer posilion 10 meet our enlerprise objectives if they were 
free to deploy exjsting federal programs and resources to implement their own strategic. plan. 
Former Presideni Carter made mucb the same point when he visited with you last month about 
tbe Atlanta Project: we would not need to invest much mOre federal money to revitalize urban 
America if we empowered local communities to apply existing federal funds fleXibly in 
conjunction with State and local resources, and private enterprise. 
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Although we propose 10 .Iiminal< all burdensome strings from Ihe ~ Enlerprise Grant 
funding, such radical deregulation of existing federal programs i •• formidable cl!allenge, We 
believe there are at least thre~ approaches 10 providing greater flexibility and responsiveness with 
respect to existing federal programs: 

• 	 Broad. Pilot Waiver Autbority: seek statutory waivers in the Enterprise legislation that 
would vesl the Enterprise Board with authority to grant any waivers it deems necessary 
for a specified list of programs relevant to promoting enterprise in each zone. A 
municipality with an enterprise zone might be allowed, for example, to aggregate all 
funds it receives from tbe specified range of programs and spend these funda on a DOW 

type of activity to implement the strategic plan approved by the Designating Secretary for 
the zone. 

• 	 Limited Waiver Authority: allow the Enterprise Board to develop one set of categorical 
criteria that municipalities must meet to receive funding from existing programs that are 
relevant to promoting enterprise in each zone. The enterprise legiSlation would specify, 
for example, 10 to 12 existing programs -- e.g., CDBG, Jobs Training Partnership Act, 
Job Corps, Youth Apprenticeship, JOBS -- for which one set of categorical criteria will 
be developed, Municipalities that receive enterprise zones, therefore, would be relieved 
of some of the burdens of meeting uncoordinated, fragmented program requirements, 
MuniCipalities would not) however, have the flexibility to redirect funds to their own 
spending priorities. 

• 	 Expand the Enlerprist Grant Program: beginning with the FY 95 budget request, increase 
the Enterprise Grant by an agreed amount and seek lower appropriations from a range of 
existing programs. For example, if total federal spending on a range of separate 
categorical programs averages $25 million per zone, Ihen the budget request for Enterprise 
grants in each zone could be increased by a proportionate share. At the same time, the 
budget requests for these categorical programs would be reduced by this amount. This 
approach approxima1es the effect of the broad, pUot waiver approach. 

RECOMMENDATION: We do not have a finn recommendation with r.spect to the 
thIee options. 

The first approach -- pilot testing broad regulatory relief in the enterprise zones -- is, 
most in keeping with our basic goaJ of reinventlng government and would be strongly supported 
by the mayors and g.overnors. It lila)! complicate passag.e of the Enterprise legislation. We do 
not know whether Congress would be as wining to go along with such a radical restructuring. 
It ~ also give pause to some of the Secre,aries as they work with you to make plans to initiate 
new national programs. HUD strongly recommends Ihis approach. 

The second approach -- limited waiver authority -- will provide substantial flexibility 
and responsiveness for those programs specified for uniform categorical treatment. Congress 
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shouid be receptive to such narrower statutory waiver authority as a part of the Enterprise 
package. But many localities and public-private partnerships will argue that we should go 
further because the COStS of compliance with the multitude of federal requirements ultimately 
defeats their purpose. 

The third approach provides a means to approximate, roughly, the result of the first 
approach: it increases the enterprise gnmt by the amount tbat would be available to focus on 
implementing the zone's strategic plan if full waiver authority were available. It docs so, 
however, by reducing a range of programs throughout the country by the small amOunt necessary 
to achieve this result. II will also require eareful budgeting (and negotiation with Congress) each 
year. 

Close consultation and cooperation with Congress and interested constituencies may 
provide the best approach to resolving this issue. Given the uncertainties and the need for fun 
Congressional cooperation to implement any of the three approaches, it may be prudent to 
explore this issue fully with Congress and constituency groups before making a final 
determination. 

DECISION 

Broad, Pilot Waiver Authority 

Urnited Waiver Authority 

Expand Enterprise Grant through Annual Budseting 

Consult with Congress and Constituencies 

Discuss Further 

S. DISAGREEMENTS AS TO EMI'OWERMEl'o'T TAX INCENTIVES 

a. Resident EmpowelIDcnt Savina', Following on your campaign pledge to establish 
Individual Development Accounts to empower low-income Americans to move toward economic 
self-sufficiency, the Working Group recommends a 50-percent tax credit for employer 
contrihotioDS to a Defined Savings Plan ("OSP") on behalf of zone employees. Participating zone 
residents could also contribute to the OSP on a tax deferred basis. These savings could be 
withdrawn (or borrowed against) without penalty to pay for education, purchasing a first home, 
starting a small business, or investing in a Community Investment Corporation. 

In addition, the C'EA has recommended that you also consider encouraging short-term 
savings that would help zone residents avoid excessive credit costS On large COnSumer purchases 
such as furniture and cars. We could offer a special-issue: U,S. Savings Bond with"an above­
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market nue of return and allow this interest to be fully tax exempt to zone residents, These 
bonds could be purchased through payroll deductions and excluded from taxable income reported 
by the employer, making tax preparation easier for the saVer. Treasury opposes this savings 
incentive. 

While the Working Group generally favors having some fom of resident empowerment 
savings. Treasury is skeptical about whether OUf limited resources might be better spent on 
incentives for employment and business activity rather than savings. The tax expenditures for 
such resident empowennent savings and investment in all 110 zones. however! total less than $.50 
million over five years. 

RECOMMENDATION: We rceommend that you include empowerment savings 
incentive:; in your enterprise zone proposal. 

DECISION 

ResIdent Empowerment Savings Accounts 

Add Resident Empowerment Savings Bonds 

No Resident savings incentives 

Discuss Funher 

b, Community Investment funds or Corporations. Owned 51 % by zone residents. CICs 
could be spurred through tax advantages to lenders for loans made to CICs for purchase of 
qualifying zone tangible assets and firms. The ere would be a for-profit, resident-driven 
community investment fund or developer which could, for example. invest in a number of zone 
businesses or acquire and develop land and buildings within the zone. The ere would provide 
a way for zone residents, as shareholders, 10 accumulate assets, invest in ZOne businesseS, share 
in profits from development. and gain control of their communities and their economic destinies. 
Although Treasury and CEA. are concerned that zone residents should diversify their investments, 
most members of the Working Group support the ClC concept as an essential means to give zone 
residents a real stake in their own economic futures. 

The tax advantage for investment i. ClCs eould be provided either (aJ through tbe 
exclusion of interest from the income of banks and other lenders who make loans to finance CICs 
or (bJ through the issuance of special ClC tax-exempt bonds. Such tax exempt bonds could also 
be made available through local banks or community development lendors who wit! then make 
Joans to a ac based on their own underwriting criteri.a~ including the requisite technical, 
accounting. and management assistance and expertise. Such Enterprise Zone Tax-Exempt Bonds 
eould be exempt, either in whole or major pan (e.g., 75%), from state volume caps. Treasury 
believes that existing rules for review by a local bond authority would help assure compliance 
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with applicable law, prc:v~t abuse. and involve the loeaJ community, without requiring tbe. 
creation of a new set of anti-abuse rules for a new interest exclusion. 

RECOMMENDATION: We recommend that tI,,, incentives for C1Cs be ineluded. Such 
ta:x expenditures for the (en Economic Empowerment Zones would total $140 million over five 
years. No tax advantaged loan would be made unless the underlying asset, whether a business 
or land, supportS the loan. Making such character loans to C1Cs should be among the financing 
mechanisms that banks have to economically empower zone residents. 

DECISION 

lnterest Exelusion on crc qualifying loans 

Tax Exempt Bonds only for CIC financing 

No C1C Financing 

Discuss Funher 

c. Small. Worker Controlled Enterprises - Owned 51% by zone resident employees, 
wotker <onlrolled small businesses (less than $5 million in gross annual receipts) could .IS() he 
encouraged through tax incentives, First, interest on loans to permit resident workers to start or 
to acquire WCEs could be exduded from taxation to a lender. Second, repayment of principal 
and inlerest on the loan could be a deduClible business expense to the WCE. With fuU 
disclosure! futl voting rights, wotker control, annual reporting of individual share values to each 
zone shareholder, and deferral of taxes to the worker until • saie of shares, the WCE will 
empower residenl employees with a fun ownership stake in their own businesses, while curbing 
abuses common [0 ESOP's. 

Secretary Espy strongly supports incc:ntives tbat empower residents to gain an ownership 
stake in the businesses in which they work. Others in the Working Group join Agriculture in 
supporting such employee stake holding. Treasury and CEA are concerned that WCEs are risky 
investments for zone residents and are subject to tu shelter abuse in which the benefit. go to 
outside investors rather than to zont residents, As with CICs, Treasury therefore proposes that 
the tax advantage be financed only through ta:< exempt bonds, issued by an independent State or 
Municipal Bond Financing Authority, which can be exempted from State private activity bond 
caps. As with C1Cs, these ta:< exempt bonds could finance loans made by CD banks and other 
lenders based on their own underwriting criteria. including the requisite Itclmical, accounting and 
management assistance and expertise. 

RECOMMENDATION: We recommend that talt incentives for WCEs be included. Such 
tax expenditures for the ten Economic Empowerment Zones would IOtal $300 million over five 
years. No tax advantaged loan would be made uniess the underiying small business being started 
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or aC<juired supports the loan, Making such character loans to WCEs should he among the 
financing mechanisms that banks have m economically empower zone residents. rr successful, 
WCEs could effectively implement the Grameen bank, microcmcrprise lending approach in 
distressed communities throughout rural and urban American. 

DECISION 

Interest Exclusion on WCE qualifying loans 

Tax Exempt Bonds only for WCE financing 

No WCE Financing 

Discuss Further 

ct, Employee Siock Ownership Plans (ESOPs). Secretary Espy also strongly supports a 
modified ESOP structure for larger zone bUSinesses, He recommends providing enhanced tax 
incentives for special Zone ESOPs. Vndcr curren< law, eligible lenders may exclude 50% of the 
interest income they receive on certain loans (0 an ESOP from taxable income, provided the 
ESOP has the requisite stake (more than 30%) in the sponsoring employer. The interest 
exclus;on would he raised to 100% for loans to Zone ESOPs which have a 30% stake in the 
company. In addition. the sale of existing stock to Zone ESOPs would qualify for tax deferred 
roHover status provided the proceeds are reinvested in securities of other domestic companies. 
To meet concerns about abuse. all participants in Zone ESOPs would he entitled to the same 
voting rights on all matters voted upon by otber stockbolders possessing tbe highest voting rights. 

The Treasury Depanmenr opposes any increased tax incentives to Zone ESOPs, Treasury 
reasons that ESOPs are inherently risky for employees because of lack of diversification of the 
plan asSets. It also argues that traditional ESOPs have not heen effe.tive in transferring to low­
inc.om: employees a significant voice in management decisions or a significant share of the 
economic appreciation in the value of the employer's stock. It helieves the Defined Savings Plan 
incentive, together wilh qualified zone private activity bonds (that could be used to finance CICs 
and WCEs), provide appropriate empowennent incc:ntives for zones. 

RECOMMENDATION: Attached at Tab D is Secretary Espy's defense of Zone ESOP •. 
It is pt)ss.lble that the Treasury proposal for using tax-exempt bonds to finance empowerment 
incentives could also be used here to alleviate concerns about abuse of Zone £SOPs. Such tax 
expenditures for Zone ESOP, in the ten Ei:onomic Empowerment Zones would total less than 
$50 million over five years, 

DECISION 
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Interest Exclusion for Zon. ESOPs 

Tax Exemp' Bonds only for Zone ESOP. 

No Financing for Zone ESOP. 

Discuss Fumer 

6. "FLAT" vs. "I!'<CREMENTAL" EMPLOYMENT AND TRAINING CREDIT 

Employmen, and 'raining 'ax credits (ETCs) provide an effective means of lowering the 
cost of doing business for employers and incentives for hiring zone residents. When combined 
with a coordinated private sector campaign to secure the acceptance and suppon of employers, 
they also empower residents to seek empioyment, to obtain and hold jobs and to receive training. 
The two-til:T proposal recommends allowing employers outside the zone to take advantage of a 
one-year Targeted ETC ("TETC") -- 40% of the fi ... , $6,000 in 'he firs, year of each new zane 
resident employee's wages and qualifying expenses for education and training.:! 

With respect to the ErC, you must decide whether to adopt a flat or incremental 
approaCh. The flat ETC provides employers within the zone with a credit of 25% of {he first 
520,000 in qualified wages and training costs for each zone employee, The credit would remain 
at 25% for the first six years and then be phased out proportionately over the remaining life of 
the zone, This credit applies to all resident zone employees. 

By contrast, the incremental ETC is applicabJe only to increases in employment of zone 
residents (where 'total employmenl also increases) Over a stated base. It therefore costs 

l The TETe is substan,lvely iden,ical to 'he Targeted Jobs Tax Credit (TITC), which will 
preclude the administrative burdens of having separate criteria and credit amounts. However, 
we believe we should distinguish the TETe from the TITC, where certification of eligibility 
In one of the 10 categories by DOL bas too often operated to Stigma'ize prospective 
applicants as inferior in the eyes of employers. An education campaign for prospective 
employers is therefore essential with respect to the Enterprise TETe. The extent of private 
employer commitment to participa,e should be one of the f.ctots used by tbe Secretaries in 
the Challenge Grant Process to judge the merits of any zone applicant's strategic plan. 

Every qualified zone resident will receive an empowerment card in the mail which can 
be prc5<med '0 a prospective employer '0 qu.lify for the ETC or TETe once pl.ce of 
resjdence has been verified, The same card wiU anow zone residents 10 open a Resident 
Empowerment Savings Accounl and a checking account with the nearest Communiry 
Development Bank, It also could be used in future experiments with electronic delivery of 
food stamps, AFDC and job-training and with providing rewards for zone residents who 
succeed in finding and keeping a job, 
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substantially less in tax expenditures than the flat ETC. 

The tlat ETC is simpler for zone employers to use and more effective in lowering total 
costs of doing business for a zone firm. Though less expensive, the incremental ETC is much 
more complicated to use and is often ignored by small employers. In addition~ the incremental 
ETC would give a competitive advantage to new businesses OVer existing zone businesses. 

RECOMMENDATION: For the above-stated ",awns, the Working Group unanimously 
favors the flat ETC, but believes this is a close call. 

DECISION 

Fl.tETe 

Incremental ETC 


Discuss Further 
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OM» Views and Suggested A1ternatJve Approach 

OMB supports the two-tier approach 10 Enterprise ZOnes but has reservations about 
the proposed incentives. These concerns are briefly summarized below, and a more flexible 
allemativ. is suggested that OMB believes deserves careful consideration. 

Concerns About the Prmwed awroach 

The Enterprise Zones approach 10 urban and rural development proposed by the NEe 
would spond $5.5 billion over five years, one-half of lhis for tax incentives 10 stimulate new 
business investment and jobs, primarily in 10 designated zones. This may not be the best 
use of our limited Federal budget for an urban and ·rural development initiative. 

First, we are concerned that the proposal relies 100 heavily on apparently costly and 
largely unC<lntroll.ble tax incentives. The emphasis on labor-side as opposed to capital-side 
incentives is an improvement over previous versions of Enterprise Zones. Nevertheless, 
using the Treasury's assumptions about revenue losses and job growth in the Zones, it will 
cost the Treasury about SSO,OOO in revenues for every job added in that period in the 10 
super-wnes. This i1; four limes the cos. per job croaled In the Urban Developmelll Action 
Grant program. Previous research on tax incentives to stimulate jobs and development also 
suggests that, compared to spending approaches, they are exponsiv. and less likely 10 work. 
Tax incentives are a blunt instrument, but there may be ways 10 increase their flexibility as 
discussed below. 

A second concern is that, because the tax approach is so costly, the high costs of 
extending the proposed approach beyond 10 areas to any significant share of distressed 
C<lmmunities may be prohibitive. This is just not the time to be investing very limited 
budgetary resources in an idea that has a limited chance of payoff m:, if il succeeds, could 
not conceivably be extended to reach more than a small percentage of distressed 
communities. 

An even more fundamental problem with the proposed approach may be thaI it 
focuses 100 much on moving jobs into small areas that are not very hospitable to business 
investment rather than preparing people in those areas fot the work opportunities offered by 
the regional economy. After all, relatively few people both live and work in the same 
neighborhood. The most effective strategies 10 address chronic poverty and urban distress 
may be those thaI invest in human capital and in linking people to jobs through 
transportation, opportunities for relocation, and other means. 

One choice would be to save the 52.8 billion now proposed for tax expenditures to 
fund other critical priorities that the Administration has proposed but are not funded, such as 
farnlly preservation and campaign finance reform (see Attachment 3 on the final page of this 
Tab). In that case, the 110 C<lmmunities could still receive the foUowing: 



o 	 In the IO economic empowerment zones, substantial challenge grants from a 
pool of $2 billion created by eannarking two percent of planned spending 
over five years in a number of relevant domestic discretionary programs; 

o 	 Grants to plan and reorganize services in the 110 zones (these can be funded 
from the already appropriated $500 million in 1993 Community Investment 
Progrun funds); 

o 	 Money 10 promote community policing and put more cops on the beat in the 
zones ($500 million in Community Investment Progrun funds); 

o 	 Waivers of CDBG, HOME, and other Federal progrun regulations 10 facilitate 
coordinated, more flexible service delivery; 

o 	 Priority for Community Development Banks, provided they meet other 
qualifying criteria; and 

o 	 Designation as "difficult 10 develop" areas where the eligible basis for 
computing Ibe value of the Low-Income Housing Tax Credit would be 130 
percent of Ibe cost basi,. 

However, if the President feels that now is the time 10 put forward a major urban and 
rural development progrun, the following is probably a better approach. 

An AHemative AllProa~b 

OMB supports the component of the NBC's plan which proposes a competitive 
process for planning grants and other limited assistance 10 100 "Enterprise Neighborhoods." 
If the $4 billion in resources ($2.8 billion in tax expenditures and $1.2 billion in spending) 
now proposed for the 10 economic empowerment zones is retained, then we suggest the 
following approach: 

A. 	 Designate the 10 superwnes yp froot Rather than undertaking a lengthy 
review and selection process, the Administration could identify 10 superzones 
and could work closely with Slate and local officials in the designated aneas to 
develop attractive plans quickly. Nanling the superzones bas political pluses 
and minuses. Those not named will be disappointed, but the ability to point 
to a defensible selection of distressed areas and well-conceived action plans 
will be • plus. The!rey point is that we want 10 defend the proposal against 
dilution. An amendment to add an 11th superzone will have a more apparent 
cost -- either in terms of the price of the package. or the erosion of assistance 
to the 10 we bave designated. It's not an easy sell. but it may be our best 
chance of holding down the number of wnes and focusing the resources. 

2 



11. 	 Provide communities with ma>:imum flexibility. (I) To give communities 
maximum /le;tibility to fit local needs, across both the IlWldatory and 
discretionary spending elements, the funds could be provided as a single new 
comprehensive grant with. broad range of authorized uses. (2) If some part 
of the funds l!l.l!ll be usod as taJ; expenditures, then OMll would prefer an 
approach that gives the communities flexibility to choose a mix of taJ; items 
that they believe bast supports their own development sttategy. (3) A third 
option would allow communities to vary the mix of spending and lax 
expenditures as well. More information on how we think Ihese options would 
work is provided in Attachment 1. 

"''hile preserving flexibility, we also may want to suggest to the communities (but not 
require) that they emphasiv: Ihe development of human resources in Ihe zones. In !hat case, 
we believe that Ihere are at least two promising emphases, as reflected in Attachment 2. 

Whatever Ihe approach, OMll supports Ihe proposal for a strong, independent 
evaluation ot the experiment so that, whatever the resu1t~ we capture insights that can be 
usod for Ihe next round of efforts to address these very difficult problems. 

3 




Attachment 1: FlexIble FIIndlna Options for Eoterprlse ZO.... 

Option I: A Cap,ped MMdillOIY Entitlement 

Reduce $2.7 billion (5 year) tax expenditure component for the lQ Economic Empowerment 
Zones (superrones); use these "savings" for a mandatory spending program targeted to 10 
distressed cities. This program would authorize spending of the funds in the zones for a 
broad purpose (economic development) by combining the general authorities now provided 
under HUn's Community Development Block Grant program, HHS's AFDC waiver 
authority and Headstart, Education's chapter I, Laber's ITPA and other training and 
employment programs, and others. Communities would submit plans for use of the funds 
identifying a coordinated development strategy and the planned mix of programs the 
community intends to pursue in the zone. Plans would be subject to approval by the Federal 
government, which could encourage a substantive focus such as those outlined in Attachment 
2. Funding for the superzones would be spread over 5 years and could be allocated by on 
a zone-by-zone basis annually (reflecting beth need and relative strength of the zone 
strategies). 

Option 2: A Cappello FleJtible Tax El;jlenditure Pool 

In contrast to Option I, Option 2 preserves the $2_7 billion in tax expenditures. 
However, the ten superrone communities would be given broad flexibility in using the $2.7 
billion earmarked for tax expenditures (11\ addition In the spending component). Each 
locallty wuld then shape a tax preforerce package best suited to its objectives: some might 
emphasize wage credits to encourage labor-intensive businesses; others might emphasize 
capital incentives In promote construction, rellabilitation, and equipment modernization. 

Each community could be given a tax expenditure 'budget' or overall cap and a menu 
of individual tax preferences with "price tags" attached. It could choose its unique mix of 
preferences, subject In the zone's overall cap. To ensure that the cap was not exceeded, the 
community would need to suballocate tax expenditure vouellers In the targeted economic 
activities of finns and individuals (hiring, construction, other capital spending) qualifying for 
each tax preference. This is similar to the way the Low-income Housing Tax Credit 
program works at the State level (I.e., an overall cap and individual project prior review and 
approval). It would allow a locallty to target preferences to. particular job category (e.g., 
no credits for dead-end jobs), approved training, or socially preferred capital investments 
(e.g., worker-<lwned ftrms, high technology companies). 

Option 3: II Capped Blend of MandatoD' Entitlement and Flexible Tax &,pendjtures 

This option would establish a $4 billion pool of resources, whiell the 10 superwnes 
could use either for spending authorized under the mandatory grant program or to 
award selected tax expenditures, as under option 2. This option would still be 
consistent with the budget resolution that allows Ways &. Means and Finance 
committees to reallocate up to 20 percent of their roconciled spending and revenue 



increase targets between the two categori... This would be scored by making an 
initial estimate of the mix of spending and tax expenditures that the 10 cammuolti.. 
would be expected to choose. Even though actual decisions may result in a different 
mix, so long as the aggregate spending total .tays within the capped amount. there 
would be no adverse deficit effect. 



Attachment 2 
Focus 1: Edutillion/PersQnal atblm:men! 

Rationale: Excellent schools can be the institutions that focus community renewal, 
attract new people and investment. 

lis,entia! elements: 

Systemic reforms (Schools 2(00) reinforcement 

facilities, systems retrofitting 

ti:aCher training 

foster program integration between school districts, local communities 

school-to-work demonstrations 

"Do the Right Thing" vouchers 

support rigorous education/training opportunities/requirements for AFDC 
recipients 

Discussion: The President's proposed systemic reform (Schools 2(00) is about to be 
launched but i. in some trouble with traditional liberal advocaoy groups. They argue 
that imposing national standards on city/rural schools that lack resources to meet the 
standards is unfair. Not all localities will receive a share of States' funding 
allocation. An initiative that concentrated aid for facilities upgrading (computers, lab 
equipment. security), retrofitting electrical and telecommunications systems to suppon 
the hardware, and released time (teacher substitutes) for training all-curriculum 
teachers in software applications would be one answer to these critics. 
States/localities can be required to include zones' schools in the systemic reform 
process. To foster program integration between local governments and independent 
school jurisdictions, both can be given incentives to coordirtate their services to 
protect children outside the school and support the educatioo process. Stbool-to-work 
demonstrations are in the budget and can be done under current law; some would be 
targeted to wnes. Tbe Administration's major 1995 school-to-work initiative is being 
drafted, will emphasize minimum compotencies, choice at 10th grade level of college 
or vocational prep., apprenticeships. "00 right' vouchers (which would offer a 
,ign.ificant financial reward to all high-achieving high school grads with clean records 
and no kids, which they could use to go on to college or for rigorous job traitting) 
also complement this focus. The current education requirements for AFDC mothers 
are not fully enforced; grants to States for enforcement in wnes would require 
additional AFDC spending. 



Fo-:us Z: Jilb cl'flItionlemploymenlltllDilallnyestmentimilblUty 

Rationale: Jobs and income are nys 10 stabilizing families and normal community 
life. Closest 10 original Enterprise Zones concept in focus and political support. 

llSll'otiaJ eJemen\li: 

wage supplementation (current authority or strengthened) 

guaranteed jobs, tnllning, supportive services 10 noncustodial parents (Boren 
Amendment 10 H.R. 11) 

last resort public service jobs {or AFDC recipients 

wage credits 10 contractors hiring community residents for public construction 
in the wnes 

extra 10b Corp' 'lots/other training 

job search assistance for AFDC recipients 

capitalize rnicroenterprise loan funds 

housing rehabilitation; Youthbuild; LlHTC 

infrastructure investments 

reverse commuting 

IliSCUSSIQO: The goal is maximizing residents' access to existing private sector 
employment opportunities. Wage supplementation programs can be conducted under 
current law by States without triggering PAYGO. However, experimenting with 
longer duration (max. now 9 months) or Federal enrichment would require new 
AFDC spending and mayor may nO! have PAYGO consequences depending on 
details. AFDC or other funds could be used 10 pay absentee fathers for community 
service, on the condition that they pay child support. AFDC JOBS participation 
requirements for job search and employment would be reinforced by new AFDC 
spending for last-resort community service (housing rehab., child care) and by reverse 
commuting subsidies. Wage credits would reduce the cost of hiring zone residents 
and allow contraclors 10 reduce their bids on public projects, would leave a long· 
lasting public works legacy. MUD could target some public housing modernization, 
other rehsbilitation funds 10 zones. 



AdmInlstrtlt1~ PriorIty 
UnfundadlMendatory Ptogramt 

(in Millions of dollar.) 

04/19193 
02:34 PM 

1994·98 

OUTLAY INCREAS'ES 

1. 	Family Support· 
Proposal in 94 8udget"........ 48 91 ~60 538 597 1,534 

2. 	U.S. mamime: hdustry initiative 11 
DOT propos..1to $vbsidize: 90 
Ships over ten Vests".......... 340 340 31. 220 1,480 

3. 	Medicare premiums 
lou in $avin~s since Feb, .. " 0 0 1,145 1,720 1,9S0 4,B55 

4. Campaign finance Reform·...... 50·100 v SO· 100 11 50·10021 50·10011 

Outley Increases SubtotaL""........ 438 - 488 481 - 531 1,170· , ,820 2.573·2.623 2.857·2.907 8,119·8.369 


REVENUE LOSSES 

1- Proposal as.sumed in OMS baseline {but not CSOI; 
Ufu~uay rouno :U,,, ............. 0 313 795 1.257 1,694 4,069 

2. 	 Pfoposa~s endorsed: 
NAFTA.. " .. " ........... , ........... 333 476 62, 562 607 2,499 
G$P 4/......................., ...",., 629 501 526 .48 564 2,666 

Revanua lasse. Subtotal............ ,., 652 1,290 1,842 2.377 2,865 9.236 


M&m~ Entry 

1, Urban enterprise zones 
Pfoposal in 94 Budget an(l 
BIJdget Resolution"".,." ....... 13 347 772 1,228 1,699 4.119 

• 	 Possible candidates for fundinQ with some/aU of enterprise :tones tal( eJl:penditures. Both 01 thue :sptiru1ing programs have 
reserve fundS In budget resolution, 

1, 	 low estimate would subsidize based on defelUe needs onl'{ (25 ships for 7 yearsl; 5 year costs total $286 million. 
2. These afe estimates ol1ly; numbers still being developed. 

3, BlJdget tesoh.ltion based on CSO baseline; revenlJe offset therefore needed, 

4. 	GSP also has $158 millioil paygo (;ost in 1993. 
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ELIGIBILITY CRITERIA 

ECONOMIC EMPOWERMENT ZONES 


ENTERPRISE HEIGHBORHOODS 


Minimum population 
Urban 15,000 
Rural 5,000 

Maximum Population 100,000 

Maximum Area in Square Miles 
Urban 20 
Rural 1000 

Maximum number of non-contiguous 
areas 


Urban 3 

Rural # if within state 3 

Rural, if multi-state o 


Maximum number of States 
Urban 2 
Rural 3 

Minimum t of Households 1n Poverty 
In 50% of tracts 35% 
In 90' of tracts 25% 
In 100% of tracts 20% 

Additional Poverty Rules: 
l.CSO IDay be included if at least 35% 
poverty rate 
2. 0 population tract may be included 
3. Tract with 2000 or fewer residents 
may be included iff zoned 75' or more 
commercial or industrial (unless CaD) 
4. Secretary discretion to waivQ if 
substantial compliance with criteria and 
targeted area boundaries coincident with 
state enterprise designation prior 
to January 20, 1993 



LIST OF EXAMPLES OF FEDERAL CHALLENGE GRANTS FOR WHICH 
ENTERPRlSE ZONES MAY BE ELIGIBLE TO APPLY 

Community Development Banking 

Cops on the Slreet and Community PartnelShip against Crime (DOl and HUD) 

Enterprise School Communities (DoEd wilh HUD, DOL, HHS, Comme"",) 


Youth Fair Chance, YOIllhBuild, and School-Io-Work Transilions--link youth 

apprenticeship, job training and education to economic and community development projects 

in the zone and job-apprenticeship partnerships throughout the local labor market (DOL, 

HUD, HHS, DOl, National Service and DoEd) 


One SlOP Shopping and Opportunity Cards for job search, retraining and olher services (DOL) 


Access 10 Opportunties, including transportation, job matcbing throughout labor market, and 

Moving to Opportunities (HUD, HHS, DOl) 


Foreign Trade Zones and Technical Assistance (Commerce) 


Minority Business, Small Business, Microenterprise and Venture Funding (SBA and 

Commerce) 


HOME and PHA Tenant economic empoweunent, management, ownership (HUD and HHS) 


McKinne), Homelessness Act, Personal Developmenl and Training (HUD and HHS) 


lOBS Make Work Pay--eamings supplemeot, medical prolection, child care and 

transportation, like New Hope Projecl (HHS, Treasury, DOL) 


JOBS Distressed Area Demonstration~-intensive. longer term training and community 

supp<>rt, job matching throughout labor market) with many mOre immediate benchmarks, like 

Projecl MATCH (HBS) 


Drug eduC<ltion and rehabililalion-Io-work (HBS, DOL, DoEd, 001) 




OIPAJIITMIINT O~ AGlFlICIJLTV... 

()IIJltlca 01' THe .'CI'UrTAlIlv 


W....HINCI'fOH. C.C. aO.8Q 


April 16, 1993 

To: NEe/OPC Enterprise Zone World,S Oroup 

Fr: Seorelary Mike Espy 

Re: Why we De.d ESOP, in i!nlerprise Zones 

In 1985, White Pine, Mkhisan, aD !$olated ooppe..minlng lawn of 1200 people, 
teetered on the edge 01 economic collapse. To lceep Ibe lasl worlcing mine in Mic:big.n~ 
Upper Peninsula open, emplO\'ee, agreed to wage OllIS in • $9 a share employee buyout 
01 Copper Rang., Co. owner of the min •. 

According to tb. Wall Sm.' Journal. "the timing .ouldn~ ha.. !>eo" !>ell.." In 
1989 a West Oerman .on~ro paid SSO. share ror Copper Range· putting $83 million 
Ir.to th. bands of .rea residents. ne ]017 employee. 01 Copper Ranse poclceted an 
average of $60,000 ••ch... Overnight, White Pine was transformed from one of 
Michigan's poorest places into one of its dchest." 

I ,.Iote this story bec.u.e it de:nonstrates \he unpre~d'.I.d possibilities 
a",,:J.ble ro working Americans via ESOP•. Certainly every ESOP company b not bought 
out and "~rke" don' ,c<UIDula,e $60,000 in amu ""ernight everyday. 'l'l>ere a,. far 
more examples of ESOP oompanie. where "",ricers steadily accumulate asse... To !>e 
sure, there are also others where the ESOP is only a 1001 for the 'real" owners \0 exploit 
tax breaks. 

But when one considers tbe etonomic distress that tharactcrlzcd White Pine. 
)Jkhigllrl, with scores of people on wellare, small businesses collapsing. fantilles brealting 
up, or.d tnen comprehend the ,.,ulting resu".n¢<>, this kind of growth potential cannol 
easily b. dismissed. 

Th. es.senoe of Ihe While Pine, Mlchisan slory U lhal ....,""'. worlcing Americans 
were ,mpQwered through an ESOP to become equity owner\ in a flu marlcel economy. 
Lik. aU successful owner., when the vaiue of their holdings incre...d (in part Ihmugh 
their own sw.ar eqult)') Ihey mad•• handsome profit. As we work to caf, legislation 
Ihat ca. really empower other Americal1$ 10 communities where tile economy collapsed 
long tgo, Whi te Pine, Michigan is powerful example and a lucecn ilOry waiting to be 
replicated. Wlthin [his sue<::ess ItOry are Jessons that we should not igoorc. 



The ESOP all",,', hourly wage worken 10 parti<ipate in an ... pe<:t of the economy 
that is foreign to the vast majority. In the best run ESOP companies worbu not only 
have significant .tock boldine', they have full roting rishts, .njoy a ..... to fUlllOcia) data, 
and the companies rely on tbe worker!' lmowledge and input in tbe decision making 
proce", In the best ESOP <ornpanies """ken are empowered in every sense of the 
v.ord. 

b these companies workers no. only become part owne.... they an: educated 10 
.hink like "",ner!. Most importantly they besin to Al:1 like ownen, In hi. book. &.vin, for 
Emdue!OOIY, Alan Binde, observe.. "It appean that cbanging the way worken an: treated 
may boost productivity more than changing the way they an: paid, although profit 'haring 
or employee stock ownmhip combined with worker participation rney be the be" oystem 
of .11," Thl> is why 4;) out of 100 companies on tbe Ine, Mauzlru: 100 list h"'" ESOPS. 

Thoogh ESOPs are not widely popular· there are only 10,000 ill the United 
Stale, . busin.", page, bave many examples of companies wbere sh....d ownenllIp and 
responsibility wi.h workers has greatly boosted productivity, profits and income. 

For example, ConSonics, a high tech [lIm in the ShenandOah VaUey with 119 
emp:")',.,, recently grew by 269 percent over a five year period. Th. "'..on: an ESOP 
101 up over a dec.de ago under which employe., hav< acquired aboul 45% of Ihc stock 
and a system of participatory management that encourages all employees to help 50Jve 
company prol:>lems, 

Or take the example of the Michael Baker Corp., .n engineering company In 
PitlS~u'l!h, 1>. company's ESOP. whl(h kept tbe romp.n), from going undor, was born 
ic 1984 when Saker was pHing up a S2 Inlilion annual loss, Sinc. then, th. comp.ny h ... 
•urned around in a move the Ch.:Zman attribu •• s to Ih. ESOP. Between 1985 and 1991 
Baker'& revenue surged an average of 20% annually. Employment increased almost ten 
fold ,ince 1984 to 2.040. More than 1,000 workers h ..... interest in the ESOP which 
"""' 61 % of the company. 

In lune 1992 Inc.. Manzine reponed on another tremendously O1Jcceruul ESOP. 
In 1983 Springfield Remanufacturing Corp. in Springfield, M;Slouri, Ihco awned by 
International Harve.ter. faced an uncertain future. IH wa.s <IItting loose opem!ions like 
SRC in a oesperat. attempt to stay .nOat. That, when Ihc nut••g... and 119 worke.. 
used D!l ESOP to buy the (ampalfY • witb stock wor'.h 10 cents a share. The new 
manil8emen,'s philosophy was that the mo" .fficient, mo>t pronlable, way to operate a 
bu.;.... is to zivt everybody a \Cice in uyir,S how Ihc company Is run and a ,take in the 
financial outcome. good or bad. 

From 1983 to 19&6. &ale, 8f1'W by 30% aye.... SRC went from a loss or S60,500 to 
• pretax ••rning of $2.7 million. The ""rkforee !ncr .....d to 650.. The stock\ valuc 
,oared to $1830, an incre ..e of lB.20~% in eight yean. Hourly worken wbo had boen 
with the company from tbe beginning bad holdings in the ESOP worth lIS much as 
S35,000 pet person· the price oC a home io Springfield. 



.. 


Vet anotber o..,mpl. i, Or.gon St.el. Aocordi.g to an Apri1199Z article in !he 
Corum",. Business nail;;. employee. doubled productivity after lI.ins an ESOP to 
pvrch... 16% of the company. In 1991 their .bare of company profit! ""mete about 
.0% of base ,alaric,. [n tbe early 1980. th. sa,,", company was saddled with IUgh labor 
<0.1$. outmoded lecMolollY.od incre&SOd competition from foreign compani.s. Today,lt 
is one of the most profitable companies in We industry. 

Another example is Weitto. Steel "'h .... till ESOP saved 8400 jobs and llMtaIized 
the town of Weirton, We" Vlrglrn... At Avis. 12,SOO worken acquired 100% of !he 
company in a S!,7 billion bvy out. They are ahead of schedule at paylns off !he debt aod 
may have alr.ady passed Hertz as the number one ...ntal car company. 

Th.....r...any simila, success storie, of companie, ... bounding, jobs savtd. 
workers empowered, and dist",,,.d commuDitie. revitalized through employee stock 
ownership combined with creative management. 

Of course there are also rub: some ESOP.s replace conventional pension plans 60 

workers risk Insing evef)'1hlns if tbe stock .erome, wonbless. Howeve,. most smaU 
compa:ties con't have: pClUion plans anyway. Others are closing them dOlNll. We should 
P'OtW against abuses by giving w,kers <ODlml over their OWl> ....ts by requiring full 
disclosurt and voting rights. 

But tlt. risk factor sboald not be • deterrent Our &oalls 10 pul residents or 
distressed areas in position to tau risks. At present. they have notbio~ to lose. 
I belie", .trongly that the potential benefits of ESOP, for residents of cist .....d a,... 
far ou!Weigh the risks, The•• worken typically have no job., no pension plans, and no 
assets. Diversification is not an issue because there are no $2.Vlnss to diversify. To 
fo"uke • finaDcir.g tool that has proven 5u"".,,(ul .,,,,use of risk 0' the possibility 01 
abu!\e is tantamount to throwing the baby out with the bat~ water. 

The key issue is whether or not the 100% in"'",'1 exctusions we haw proposed 
for special Zone ESOP" coupled with the ESOP previ,io.. already in !be law, ",nI 
aUra.t su!fioier.t capital in"""ments to ....al. job. and equity ownership opportUnities 
fo, ",siden:. of Enterprise Zon ... 

Experience alr.ady demonstrates Ihal a 100% intere.1 _Iudo", coupled wllb 
other benefitS for ESOP, already in lb. tax code, iJ a powerfultDOlto attract ",pita! 
investments. The 100% interest exclusion has the same taX benefit as a tax free 
municipal bond, Bankers and other ¢ommerciallenders would JI14ke loans directly to 
Zone ESOP rompanies. H~r, unlike trickle dowb approaches, the e"Ponded &tv .. ' " 
would b. financed through. mechani,m (ESOP) that oreate' owllCnhip apportuDiti", 
for employees. 

http:lecMolollY.od
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In.estments in Zone ESOPs will also be anracrivc because witb financing thn:rugb 
ESOPS workers know they will gain more take hom. ineom. Ihrough productivity pin 
and increases in profits· therefore reducing pre.!SUIo to increLlt labor <0$1$. As 
shareholders, workers <an inc..... their income le",ls through profit sbaring and 
dividends withem inmasing fixed labor costs. Wben \\Orkers share equill' growth and 
profit sharing companies can produce at I"""" costs and therefore be<:ome more 
<omp.,itl... in the globallnlll'k<otpl.... 

Moreover. if workers have a s.ubstantial equity stake in their com.panies, thoy are 
unlikely to agree 10 the transfer of operations outside tho c<imI:lunity and ~ likely to 
do whate"",r is neeo..ary to keep the company viabl •. The mull would be a reduction of 
capital flight 

Clearly, if dlstresscd area!. arc to reverse their economic decline and enter the 
economic r.tainstream sufficient capital must be attracted into those ereas. Relylng on 
microenterprim. mom and pop "ores, and Dilly sman busine.,es. whOe helpful, $Imply 
v.Qn~ get the joh done. Further. there is sb:nply no wW; government can spend enough 
money to "flX" ill of the problems, GC7Vernment can, however, utilize the tax code to 
dire.:t capilal to -distressed areas in a way thtlt truly empowers tone residents. 

We must create en aunospbcre where lda.bk companies. tspedally our best fWl 
tOmpanic5, wiU want to invest within enterprise zones .. rather than abroad.. That means 
reducing the co.t of credit. I"",.r than ''''''ge market wage rates, • crime fI•• 
environment (""th community policing). and. highly motivat.d wo,ld'or... 'motivoted by 
• rea.! ownership Slake and profit sharing in their job. and oommunltles. 

O"",rnment can creatively uriliu taX breaks (whieh almo.t unive,...lIy benefit 
those who already have sufficient capital) to empower those who do not. The ESOP is 
nOt perfecL HO"Never. it has prt)\lt'n to be the best financial tool to marry capital '\Vi.th 
workers and, in the besl C ..... imp""" productivity. promote &rQW!h, and most of aU 
enhance the incomes of workipg Amedcans. 

There are too many pia... like Whlte Pine. Michigan and Weirton, Wes, Virginia 
that ate stilI locked out of the economic mainstream to just i8nor~ what has already 
happened in those communities. These .... SIlCCC$S stories waiting to be "'plical'a. 

I am convinced that a getruine empowerment strategy 1Il1151 fOCUl on helping 
people ".quire real ownership opportunities. People dOll' burn what they own. They do 
their best to protect and enhance it. The fundamental probt~m whb~ distressed areu is 
that resid~nt5 do not have enough opportunities to become owners .. real stakeholder& .. 
in our society. 

Witb enterprise zone. we have an opportunity '0 start r.ve"i", this !rend. ESOP, 
.ro "ot th. tOlal solution. but an Important piece th.~ In maD)'. maD)' case., has .1 ....dy 
succeeded in promoting economic growth, empowering people and revitalizing di.ttessed 
communities. 
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THE WHITE HOUSE 

WASHINGTON 

AprIl 2&, 1993 

MEMORANDUM FOR THE PRESIDENT 

THROUGH: BRUCE REED, GENE SPERUNG 

FROM: 	 THE NEC-DPC INTERAGENCY WORKING GROUl' ON 

COMMUNITY DEVELOPMENT AND EMPOWERMENT . 


SUBJECT: 	 COMMUJ'.TrY BANKING PROPOSAL 

I. 	 ACflON-FORClNG EVENT 

Across the country, rural and utban commuDities arc starved for affordable credit, 
capital, and basic banking services. Millions of Americans in low-inoom. neighborhoods 
have no bank whe.. they can cash a check, borrow money to boy • home, or get a small 10M 
to start • business or keep one going. Perhaps mOre than any other proposal. the network of 
community developmen, banks you promised in the campaign - coupled with reform of the 
Community Reinvestment Act (CRA) -- have the potential to ImlSform these commullities 
by empowering people and bosinesses to join the economic mainstrtam. 

n. 	 BACKGROUND 

Over ,h. last two months. the NEe-DPC Interagency Working Group 011 Collllllullity 
Development and Empowerment bas been developing. community banking initiative tbat 
tries to fulfill the basic principles you outlined during your campaign. This memorandum 
reflect' ideas from MUD, Treasury, Agriculture. Commerce, OMB, CEA, NEe, and DPC, as 
"'ell as outreacb efforts to commuDity groups and the banking industry. 

A. The Problem. As you 1aJow. low-income commullilies floce "",eral chronic 
banking problems:. 

• 	 Inad.,.".t" Basic Bank;ns Sm;ocs -- Millions of poor Americans have DO 
access to nor relationship with a bank. They live in neighborhoods with DO 

ATM machines, no drive-through windows, DO checking or savings accounts. 
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Instead, they are foreed to deal with casb-che<:king operations that cllarge an 
exorbitant fee for. a simple service; 

No Loans for Small Bo!IllWt.!i - Mosl commercial lenders &hUll low-inc::ome.1 • rommunilies be<:ause small loans have higber _criOD OOOIS and lower profit 
margins. and n>qUirt mar<: labor and aIIefilion, if nOI more risk; 

• 	 u.ck of Exporti$( AmOll/ll.enden; - I.cnding in distressed communities. 
partiC\llarly for small busin.... is difficult. II ~uirts specialized underwriting 
expertise and knowledge -- of the borrower and the community. aedil 
products. suooidies. and serondary markets; 

• 	 Lack or Experlis. AmODa Borrowe" - Small businesses. particularly &hose in 
dislressed areas. often lack expertise in Ibe basics of small business 
management) including accounting, borrowing, managing and repaying mODey. 
When commercial lende" abandon these communilies. Ihere is often no place 
to rum for essential capital. credit or information; 

• 	 I!is<riminatiOD -- Home Mortgage Disclosure Act (HMDA) data suggest that. 
deliberalely or nOI. bome mOllgagc lenders dooy loans to middle- and uppcr­
income minority borrowers more often than to moderate- and lower-income 
whites. Anecdotal evidence suggests that the situation is eVeD worse for 
coDlmercial and consumer loans; 

• 	 Shon'ae of Credit and Capital -- The unmet demand for endit and capital in 
poor communilie, is therefore suootanlial. In 100 many law- and modcrale­
income neighborhoods. loans are unavailable for even the most endil-wortby 
housing and business purposes. A..-t study found 5360 million in unmet 
demand for credit-worthy small business loans in the City of Oakland alone. 
In New York Cily', distnessed communilies. several billion dollars in demand 
for housing loans thaI would qualify for federal insurance weol begglllg. 
Economic revitalization cannot take root in these communities where good 
risks and sound businesses cannot ,et loans. 

B. Promising Responses'" lb. Problem. Many CDtapriSing communities have come 
up with their OWl) ways to fill the void in community development and banking scrvic:cs. W. 
have looked al a variety of promising alternatives under way around Ibe country. including 
community development banks. credit unions. corporations. and loan funds; loan consortia and 
other community developme.t intermediaries; and community reinvestment by mainstteam 
commercial banks. 

1. CommunIty D....lopm.bl Babks (CD Banks): Soutb Shore Bank in Clicago. 
Blk.hom Bank and TJiIS! in Aliansas. and Community Capital Bank in Brooklyn offer 
• comprehensive I1lnge of assistance 10 the communities they serve. Through for­
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profit and non-profit affiliates, they provide basic deposit, saving, checking, and 
consumer and mortgage lending servictSi venture capital for small business; 
microcnterpris< loans; and technical assis=. They also develop "'Dtal and 
cooperative housing for low-income residents and commercial teal estate fur small 
businesses. Three such integrated, full-scrvice finaru:ial commwrlty development bank 
holding companj.. have emerged over the last IWCIlIy years. 

2. Community De.elopment Fln8nda! lnslitudollS (CDFf's): A variety of other 
community-based organizations ha, .. found their own financial servia: niche: 

• 	 Coinmunity Dt:~,lopmen! Credit Unions (CDCU's) arc ",guJ.ted 
financial cooperat;... owned and operated by lower-income 
pe"".s to serve the deposit, cheek-casbing, and small consumer 
loan needs of their members. A growing number of COCUs arc 
making development Joans for small business expansion and 
$tart-up. Uke CD Banks, COCUs can offer federal deposit 
insurance: up to 5100,000. The largest CDCU is the Self-}klp 
Credit Union in North Carolina. With more than $40 million in 
assets, it is second only in size to South Shore Bank among 
community lending institutions. Self-Help is pan of a larger 
holding company that includes independent, non-depository 
credit and support mcebanisms. There are over )00 COCUs 
across the nation, and one the newest was chartered in South 
Central Los Angel.. last November; 

• 	 Over 1000 CllmmunilY Development Cmporntjons (Cl>Cs) have been 
created by civic and community groups, local or stale development 
authorities, and banks to provide small business or micrCH:ntcrprise 
lending, large ""mmunity development projects, OJ affordable housing. 
Their sources of capital and loan. include other banks, federal small 
business and hOUSing programs, local corporations and foundations, and 
major national assistance corporations such as USC or Enterprise; 

• 	 Scores of specialized Community Development/Micro Loan Funtk 
(CDLF'.i), both for-profit and non-profit, aggregate capital and 
eontrlbulions from socially conscious banks, investors, and foundations 
10 provide equity, bridge loans, OJ below-market financin& for 
affordable housing, revitalization of n:tail &tores, or small busin..... in 
distressed communities. Much Or tbeir lending is 10 microenterprises ­
- "",all busin..... of five or f.wO! employ..., with OWDctS that have 
income no higher than twi"" the poverty level. 

3. Community Developmentlntennedlarlcs (CDI's): A number of Slate and local 
governments, community groups, and finaocial ",,"sortia provide specialized services 
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that link communities, COB·s. and COFl', to mainstream bankiIJ&. c:tedit, capital, and 
government insurance and subsidy programs and secondary markets. These 
intermediaries underwrite. guarantee, or repackage credit-worthy business and 
individual loans in distressed areas. 

4. Community Relnn,tment by M.lnst....m Banks: Eilber in response to pressure 
from community groups to meet their obligations under the Community Reinveslment 
Act or out of their own self-interest to Ioarn how to bener serve underscrved markets, 
Illany mainstream commercial banks and thrifts have begun 10 provide essential 
financial servi""" to distressed communities. Some have formed loan consortia, loan 
loss reserve funds. and community lending networks; others provide capital, loans, or 
contributions to the community development institutions described above. A few Bank 
Holding Companies (BHCs) have ....,.tly created and capitalized Community 
[levelopment Banking subsidiaries to serve the financial needs of distressed 
communities. 

In those low-income communities that lilt receiving credit, botb lenders and 
borrowers have experienced a major uplift, Learning !hat low-income people will work to 
payoff a home mortgage or a small business loan can have a profound impact, As one of the 
founder> of a CO Bank said. "One of the untold stories is that poor people with mall loans 
can be better credit risks than rich people with large loans. And Ibe personal reward to me is 
that my character loans provide a band-up 10 enable lb. poor family to build a better life and 
a bener communit),," That is what community development banklng is all about. 

m. PROPOSALS 

Given lh. variety and promise of these local efforts, we advise against mandating any 
single model for community development banking -- although the program should encourage 
COFls which have reached a certain ,iz< and level of sophistication to evenntally become 
chartered depository institutions, Instead, we recommend 8 flexible community lending 
initiative based on the principles you outlined during your campaign, 

The community empowerment straregy we have proposed includes four pillars: 
economic empowerment zones; community development financial institutions (CDfls); 
strengthened Community Reinveslment Act and Fair Lending laws; and community policing 
and community pattner>hips against crime, Togetber, they will help 10 stimulate the public­
private-community partnerships !hat are essential to empowering poor people to join the 
economic mainstream and businesses in distressed communities 10 become engines of 
eeooomic growth. These four initiatives are the Wst in a series of proposals 10 address the 
unique needs of urban and rural America, 

In this memorandum, we present detailed options (1) 10 strengtben CRA and Fair 
Lending requirements by demanding performance instead of paperwork, and (2) to develop Ii 

4 




national network of community financial institutions - community developmen! banks, credit 
unions, revolving loan funds. mieroentcxprisc loan fwlds, and more. 

CommuniI)' Reiovestment Act (CRA) Refoml 

1. Hlsto')' 

The O>mmunity Reinvestment ACI tcqu~, regulated financial iDstitutions to "serve 
the convenience and tbe D<Ods of the communities in whieb they are chartcred to do 
business," Under eRA, ..gul.tors of financial institutions - the Fed, the O>mptroller of 
the Currency (OCC), the Federal Deposit insul'alJ(:e O:>Tporation (FDIC), lind the Office of 
Thrift Supervision (OTS) -- undertake periodic examinations of each federally chartered 
institu1ion. Using a twelve-factor analysis, an examiner assesses the institution's lending 
praerices and assigns the institution. eRA rating of 'outstanding." 'satisfactmy" "llcods to 
improve.. or 'substantial nonoomplillDCe,' The examiner's eRA ..port is available for public 
inspection and an institution1s CRA rating is taken into account in a regulators evaluation of 
the institution's application for a char1er, new branch, merger, Of acquisition. 

During the campaign, you promised 10 focus eRA evaluations on 'performance, DO! 
paperwotk: Both banks and community groups argue that c:um:DI eRA policy suffers from 
several shortcomings: 

• 	 Vagueness -- The cumnt evaluation process provides insufficient guidllDCe for 
both ..gulators and regulated institutions on precisely which praCliccs 
demonSlrate eRA compliance, This vagueness is one source of the hishly 
subjective nature of eRA evaluations and tbe 'grade inflation" perceived by 
commumty groups; 

• 	 Paperwork, llOI ",suits - In the face of this uncertainty. both regulators and 
regulated institutions have focused on an institution'. processes and paperwork, 

, CRA focuses only on • limited set of financial instirutions. A considerable amOlllll of 
basic banking, lending and other financial services arc provided by OIhcr entities, including 

• 	 car loans extended by the credit arms of car ",mpanics . 
• 	 personal and home loans by consumer finance 6mts 
• 	 commercial loans by commercial finance agencies 
• basic deposit and checking by !Doney market funds, 

The total of such non-bank financing exceeds $1 trillion, The total _ of OIhcr financial 
sectors (insurance companies; investment companies. brokcr-dtalers. mutual funds, money 
market funds; and pension funds) almost double the total assets of the ..gulated banks, thrifts, 
and credit unions. NOM of t~ .other financial institutions is subject to CBA. At a later 
dale, we will therefort explore bow these otber financial institutions might also playa 
constructive role in ..investing in distressed oommunitins, 
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such as m..tings with community groups and minulf:S from board meetings, 
rather than on ttSUlts.. This bas created substantial buJdens for both regulated 
institutions and regulators, without any corresponding gain in CRA 
effectiventss; 

(> 	 Poor perform..... - Although more !han 90% of all regulated institutions 
receiv. ' ..tisfactory' Or bettor CRA ratings, redlining persists in low- and 
moderate-income ncighborhoods; 

• Inequity -- Although some institutions reinvest heavily in !heir communities 
and others only lightly. almosl all institutions receive passing CRA pdes. 
This Dot ooly hampers the ability of regulators and community groups 10 
monitor ..investment practi.... It also deprives tcSpOnsible institutions of 
..cognition for their performanee. 

1. Stronger, M .... Focused CRA Enforcement 

W. recommend three measu",. to improve CRA enforcement, DOoe of which ..quires 
legislative action: 

1) Better e.aml.....: Many examiners lack experience in conducting CRA 
examinations. Bank regulators DOed to develop a well-trained corps of examiners who 
specialize in eRA examinations; 

1) Stronger sanctions: Regulators should use supervisory leno",. len.". of 
reprimand, and civil money penaltics to enforce actions against institutions with 
persistently poor CRA performance; 

3) Performance-based standards: The most sweeping Slep wo """ Iak. is to reform 
the eRA e.amination protocols to focus on quantifiable measures of an institution', 
acrual performance in providing credit and other financial service, to its community. 
Banks should be judged on tbe basi. of the magnitude and distribution of affordable 
housing and community development lending and investment, especially in low- and 
moderate-income neighborhoods, and the provision of basic banking serviecs. For 
example, banks should ",celv. partial CRA eredil for investing in community 
developmenl insliMions (sec below). Banks should also be subject to fair lcnding 
examinations to delcrmine whether !hey engaged in • panern or practice of 
discrimination,' 

"Bl' Ihe time of your annount:emelll of your inliial wban initiatives, we should also be 
able to include several other imponanl contributions to augmenl community reinveslment and 
fair lending -- including new objectives and proguuns for lb. major GSEs like Fannie Mae 
and Freddie Mac. 
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The fitsl two steps are ",Iatively non-controven;;al. The third meas""" perfonnaDce­
based standanls, will draw criticism from some financial institutions who are worried about 
"credit allocation" and increased papetWOrx, and a few community groups who bave used 

r vague standanls to plOss.,. banks into mo", specific agreements on community IcDdiDg,
• L 

We believe that neltber concern is well-foondod: The proposed ..gime does DO! 
p..scribe lending or investment quotas, and ..mains sensitive 10 the varied needs and 
strengths of financial institutions. Over time. perfonnance-based standanls wiU roduce . 
uncertainty and paperwork for banks and ",gulaton; alike, by giving them measurable goals 
and cleat guidance, A Streamlined examination procedure will be developed for the 
examination of small and rural institutions. 

Most community groups will support the new Slandanls because of their potential 10 
increase access 10 basic banking services, as well as lending and inveStment. The mal 
concern of community groups is that after 12 years of strained ..lations, they don' trust the 
..gul.tory agencies. Affected communities need 10 know they will bave a strong voice in the 
examination process. In conducting CRA and fair lending examinations, ..gulaton; should 
actively solicit the yjews and comments of ..sidents. small businesses, and ariz.en's groups. 

B. ANatloDal Network or Community Development Insllrullooa 

To dale, with almost DO government support, community developmenl financial 
institutions (COFls) bave proved lbat il is possible to mobilize and lend significant amounts 
of capital for development in credi!-deprived communities. W. psopose creating. 
Community Banking and Credit Fund (tbe "Fund") to provide federal capital assistance that 
will dramatically ..pond tbe amount of capital available for COFl start-up and expansion 
without creating enormous Ilnancialliabilities for Ihe federal government, The Fund 
would also serve as • national infenn.lion clearinghou$C and support system 10 bell' 
prospective COFrs get off the ground and oxisting ones to e.pand, hen.. meet Ibeir mission, 
and operate soundly, 

1. The Community Banking aDd Credit FUnd 

In addition, HUD bas plOpared • proposed executive Older 10 oommemorat. the 
twenty-fifth anniven;ary of Ibe Fair Hoosing AcI which is tbis montb. The executive onIet 
would: (1) establiSh a Presidential Fair HOUSing Council <x>nsisting of selected cabinet 
members; (2) develop a pilot program to c:oordinale cabin.. programs 10 promote cqu.aI 
housing opportunity; (3) mandate a ",view of all HUD programs to assure that they prov;de 
equal opportunity and promote economic self-SUfficiency for their ultimate recipieolli; (4) 
direct tbe Secretary of HUD to issue "'gulalions defIning discriminatory ~i= in mortgage 
lending, Ibe secondary mortgage market, property appraisal, and (5) property insura.nec; and 
update Executive Order 12259 to take account of changes made by the Fair Housing . 
Amendment. Act of 1988, 
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The Community Banlting ""d Credit Fund would be a fcdcrally-cbartc~ quasi­
pu!>lic enterprise, ",spons;!>le for ovmccins \he developmCDt of. nationwide network of 
community development financial institutions. The Fund would be governed by an eleven­
member Board of Oilectors !hat would be appointed bY \he President 8lld confirrncd by the 
Senate. The Board would include the cabinet ...",,!aries 01' designees of the Depam:oeuts of 
Treasury, HUD, Commer<:e, 8lld AgricullUll', • "'presentative of the Small Businestl 
Administration, two ",presentatives of the CDFI industry, two representatives from 
community groups, and two representatives of \he mainstream banking _ (mcludins one 
of the regulators, e.g., the Federal Reserve or Federal Deposit Insurance Corporation). The 
Chairman would be appointed by \he PresideDt. The Board would ""rve /IS • c:orpotate bcuud 

. 	of directors to establisb policy 8lld would ",!aiD • full-time President/CEO to manage 
operations of the Fund. The size 8lld composition of the Board oould be ellpODded 01' a1re,.,d 
to "'flee! the public purpose and \he mix of poblic 8lld private capital. 

2. Selecting Network Participants 

To ",eeive financial or te<:hnical assistance from the Fund, an institution would have to 
be a member of the national CDFI ...!Work, ""d meet ""veral stringent standards: 

• 	 Demonstrated ability to manage a CDFI; 

• 	 A primary, explicit and bigbly public commitment to community development. 

To qualify, a CDFr. loans and investments would have to go toward 

community development, and serve an area that needs it; 

• 	 A realistic, specific strat.gylO achieve the CDFI mission, consistent with the 

local community development pi"", and become self-su&taining; 


• 	 Leverage -- private capiral or other support to match Fund support. George 

Surgeon of Elk Hom ",commends, for example, a one-<lollar federal match for 

every two dollars of privat. m ....y; 


• 	 Expertise in providing le<:bnical ass;&tanee to low income/small bonowers. 

Many small bolTowers default nOl because Ibeir businesses are DOl viable, bul 

because of a lack of knowledge about lIlanagemenl, financial, ""eI legal mailers. 

Existing CDFIs have shown that with active guidance and credit oounseIing, 

low-income residents of distressed areas can be extremely aedit-worthy. 


Attached at Tab A is a summary of \he criteria for eligibility. 

The Fund would solicil proposals for CDFllIlatching funds 8lld 0Iber assistanoe on a 

competitive basis. Relevant federal agencie. and existing CDFIs will be availabl. 10 assist 

applicants in developing their &tralegic pi.".. A review board, comprised of agency, 

community and private sectOr representatives, would review 8lld make rec:ommerulaliollS for 
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selection of applications, 

, 	 3. Assistance Provided by !be fwId'"L. 

The Fund would provide tbt. fonowing Iypes of assislancc: 

• 	 Capitalization AssistiI!ICIJ - Malching equity thai could be used 10 capitalize.. ­
COFrs or expand existing ODeS; 

• 	 n.imical Assistance - Capitalization loans, pn!S, Of IcChnlc::al assistance to 
applicants that present proposals in conjunction with new or expanding COFis. 
including grants for trailling for bonowenl as well as leode... 'Ib.is could apply to 
subsidiaries of COFis as well as community """po with technic::al assistance expettise, 
such as ACORN; 

• 	 Q>ordinaled Access IQ BcI,y.m PrQJillUll& - The Fund would $Ct out to give CDFIs a 
single point of access for relevant tcchnlca! assistance. lending, and subsidy programs. 
Depository COF!. could also be encouraged to provide a telecommunications network 
for one-stop loan centen that would make SBA, FHA, FmHA and minority business 
loans and other public and private loan and credit programs avallable 10 targeted ......; 

• Deposits -- Moni.. being held by tbt. Fund would be deposited with eligible CDFIs; 

• 	 Yni« for Community DevelQplllent Bank;n, -- By forming a network of COFls, the 
Fund could also become an important voice for Community Development Banking In 
the country -- to stimulate private suppon, to spur mainstream financial institutions 
and Wall St....t to participate in CD Banking. to Study and to promote ..- CO 
Banking producrs, services. partnerships and IiCCOndary !DarkelS. 

4, How to CapltaU.. the National Network of CDns 

A key question in establishing a national network of community development banks is 
how to make the most of the federal go..rnmeo~. leverage, We present three basic 
alternatives, with 00 consensus recommendation. III the first approach, tbt. Fund uses tbt. 
federal appropriation to capitalize CDFIs Ill) • matching basis with capitalization provided by 
each CDFI. III the second, the Fund would be given authority to request a loan from 
Tr....ury to leverage the size of the fund's available capital based Ill) the Fund's experi ..ce. 
In the third option, additional contributions to the Fund would be required or encouraged from 
mainstream banks; and !Dainstream banks would also be required or encouraged to creal. CD 
Bank subsidiaries. 

The three approaclles are DOl mutually e.clusive and could supplement one another, 
Under allthrce, we could funher stimulate the CDR industry by: 
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• PrOYiding partial CRA credit for bank investments and contributions to COlli;' 

Waiving the stock/purchase !tQuirements for depository COlli !hat wish to join the •..... 	 F.deral Home Loan Bank System (FHLB);' 

• 	 Earmarking a greater share of the FHLB Affordable Housing and Community 
Investment Programs for use by COFls or other lending in distressed communities;' 

• 	 Pro"iding ....ss to expaeded communiI)' lending programs of SBA, Fannie Mae, and 
Freddie Mac. 

, As described carlier, a ",formed CRA can steer mo", resources toward distressed 
communities, Under the current system. it is up to bank examiners whether to give banks 
CRA credit for investments in COFls. A simple ",gul.lory change could assure banks partial 
CRA credit for investments or grants to COFIs and communiI)' groups who work wilb COlli: 
U the banking regulators move to a performance-based syst.m, assistance to COlli could be 
given a specific CRA w.ight -- large enough 10 incr.... investment, but not so great !hat 
banks could use contributions to COFls as a safe harbor to circumvent CRA. 

• Another way to expand the pool of financial ",sources for community lending would be 
to make it easi.r for COlli to join tbe Federal Home Loan Bank system. FHLB membenhip 
would give CDFls • liquidity facility (a 'window') and access to longer term funds at below­
market rate.. Und.r current law, any financial institution can Join (Community Capital Bank 
and South Shore are members), but Ibe cost of membership is much higher for banks and 
credit unions lhan for S&Ls. W. propose • waiver of the FHLB membership fee for 
accredited depository COFIs and the ",maval of any other impediment to community lending. 

, The Affordable Housing Program (AHP) and Community !nvestment Program (ClP) of 
the FHLB system were implemented as part of Ibe 1989 FlRREA legislation. AHP lCIjUired 
the Federal Housing Finance Board (the ",gulator for the FHLB) 10 set aside from the profits 
of the FHLB banks $50 million in 1993, $75 million in 1994, and $100 million in 1995 and 
subsequent years for a range of activities ",laled to affordable housing. CI1' is a 
complementary program that authnrius lb. 12 District Banks of the FHLB 10 make advan ... s 
to members for use in making community and economic development, commercial and small 
business loans in low- and moderate-income neighborhoods. Since COlli serve Ibe same 
purpose, and since Ibe Federal Home Loan Bank system is now wcll-eapiralized, a portion of 
lhese funds could be made available for qualifying loans of COlli. OIm:ntly the CI1' is not 
as active as the AMP and has yet to develop the infrastrut'tUn; 10 support small business 
lending. The ClP must become • champion of small business and entrepreneurial lending ill 
order for the FHLB 10 become an effective support vehicle for COlli.Wlth your leadership 
and, as appropriate, appointment of new members of the Federal Housing Finance Board, we 
believe that the FHLB system can be persuaded to cooperate fully in implementing your CO 
Bank iniliative. 
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The three basic approaches for capitalizing tbe Fund """ 

OPTION 1. DIRECT APPROPRIATION 

In your budget proposal 10 Congress, you ""luC$! $382 million for oommunity 
development banks tbrough FY97. ThIs appropriation could be used for dma federal support 
10 CDFIs -- equity capital with • roasonably firm but patie.t expectation of returns over 
lime, mo... venturesome investments to IC$! the fuU potential of community development 
banking, and grants to provide "glu,- money for comprebensive CDFl financial service and 
development networks within communities, technical assistance and training. W. ""P""I that 
the Fund would make allocation decisions between such cale,OOes. 

The appropriation alone ...presents a potClltial SO% incr.... in capitalization of the 
CDF! industry, whieh is cumnUy capitalized at approximately $700 million and has mcoded 
almost $2 billion in loans nationwide. For example, on • matching hasis of one Fuod donar 
for every two local CDF! dollars, the new federal funds oould ,enerate an additional $1 
billion in capital -- which in tum could lead to $3-10 billioo in new loans in distressed, 
low-income communities. There may be a practical trade....ff h .... : th. higher Ihe local 
CDFI match, tbe fewer lb. number of CDFIs tbat may be abl. 10 Illise the capitalllOCtlSSary 
to apply, particularly in the early years of the Food. 

OPTION 1. LEVERAGED CAPITAL 

Up to $300 million of Ih. $382 million in your budget proposal for CD Ban.ks could 
also be appropriated to support a loan to tb. Fuod of up to S 1 billion from the Treasury. 
This would be bandied in the same way that all federal credit programs """ the appropriated 
funds arc sct aside to cover the expected losses cod any interest subsidy associated with • 
subsidized governm.nt loan. The SUbsidy would be in the form of reduced and deferred 
inter..! repayment as we" as deferred principal repayment. The subsidized loan would allow 
tbe Fund to make matChing equity investments in CDFIs that would earn below-market rate 
"'tum and take more risks than other lenders. The amount of leverage avallable would 
depend upon tbe anticipated returns, the risks of default, and the amount of private capital 
invested in the fund. 

The appeodix at Tab C illustrates two financial models with different amounts of 
private investment in tbe Fund and different amounts of levcrage. In either illustration, the 
Fuod would have sufficient funding to capitaliz. over 100 independent CD Ban.ks which 
together would have the capacity to make a total of over $10 Billion in new l.ndin, available 
to distressed communities. Under .itber moo.l, $82 million of the lotal appropriation of $382 
millioo would be used for technical assistanec. setting up the network, and for OIber purposes. 

This approach may offer several advantag.s: II could levCIllgt • substantial pool of 
CDFI equity. It would offer contributing banks and oth.r investors. low but positive rate of 
return. The projected losses to the fed.ral government from the Joan to th. Fund would be 
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paid for up-front with the appropriated funds. Thi, structure is based on the SBA's aureat 
Small Bu,iness Investment Company (SBle) program. Treasury or • HUD/Government 
Sponsored Enterprise "'gulator would ..rve as "'gulator as a regulator to insure that the 
federal financial exposure is limited to appropriated levels. 

In practice, although the financial experience of the two lOIlg-staDding CD Banks is 
very encouraging, CDFls are still • ",lalively new concept. As. result, there is limited data 
on which to project the performance of the Fund. If the Jale of CDFl failure turnS out to be 
higher (or the level of dividends lower) than anticipated by the Fund or its regulator, the Fund 
itself could run into financial trouble. Debt financing for the Fund might also pressure CD 
Banks and CDFls to earn (aod dividend) a higher return to _or the Fund's Interest payments 
and tbereby ",duce their ability 10 meet their community development banking mission. .AI 
tbe outset, it rna)' be particularly difficult for the Fund to determine the right balance betwoen 
fostering sufficient financial profilability to anract capital, keeping the fund solvent, IIId 
meeting tbe extensive community deveJopment ba.nking needs. 

Because of these concerns, we JCcommend that the Fund examine the merits of 
leveraged borrowing based upon ils actual experience with bow CDFls perform. The Fund 
should have the flexibility to seek authorization for such leverage down the road based on the 
",al needs, risks, and potential of Ibe Fuod aod the CDFI network. 

OPTION 3: INCE!'.TI\'ES TO MAINSTREAM BANKS 

Another innovative proposal involves bank bolding companJes (BHO;) investing • 
mall percentage of their equity capital in community development banking, in retum for the 
opponunity to consolidate all of Iheir bank operalions on "" inler&ta.e brancbing basis in 
states where Ihey maintain a successful CD Bank subsidiary. 

By way of illustration, BHO; could invest three quarters of 1 % of their capital in 
sening up one or more community development bank (CDB) subsidiaries dedicated to leading 
in distressed communities. To qualify for the limited consolidation, the BHC would have to 
create a CDB subsidiary in its borne SUite and anoIher in each state in which il secks 
consolidate all of its banking operations. Another quarter of • percent of equity capital would 
be invested with .he Fuod Bod retained on tbe BHCs books as an in_CUI. 

In excbange for these investments, each SHe would have the opportunity 10 apply for 
the righ. to consolidate all of its bank operations through interstate brancbi.ng in any state 
where il main.ains a successful CDB subsidiary -- if all of the compooents of the BHC also 
meet .heir CRA and Fair Lending obligations. This opporrunity would be available only in 
those state. that permit intrastate branching ""d have inlem.atc banking agreements. (Banks 
in Arkansas would nol qualify for Ibe proposal onder present state law because il does DOl 
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permit unrestricted intrastJlte bnmching,1' 

TrtaSury recommends that the SO largest BHe's be rujuimd to establisb CO Bank lUlls~ 
'. " lIlllI to invest in the Fund, Following the "Ihree-quarters-of-l<J1o" illustration d"scribed 

above, tbis would provide approximately $I billioo in capital for CO Bank subs.' In addition, 
$300 million would be available at the outset to tin"""" the network of COl'll;, depending 00 
the number, size and quality of lbe applications from COFls BOd the ability of tbe Fund I<l 
attract additional private investment, the Fund might be able 10 utiliz.e the fedCIBj 
II,llpropriatjon for alternative suppon activities, suell as a venlUre capital fund, • loan loss 
rese",., technical grants, etc, The proposal could, however, be made volunlazy for tbcse 
BHCs as ....11 as for the otber banks and Ibrifts, although the extent of participation would 
then be less ecrtaIn, ' 

This proposal is based on the premise that distressed communities will never aIITaCI 
the financial resources they need until mainstream banks become full paTIne", in community 
development banking, It is designed to make usc of tbe mainstream banks' considerable 
exPoni,e and capital to generate 8 substJlDtial Dumber of CO Banks in • buny. At an average 
capitalization of $5 to $10 million per CO Bank, a network of wen over 100 subsidiary COBs 
might be eslablished at the outset of tbe program, withtbe potential capacity to make over 
S10 billion in community development loans. By contrast, direct appropriation funds would 
suppon only 8 to 10 CD Banks in tbe first year, As tbe founder of one CD Bank told us, the 
only practical way to make a major, visible impact in community development banking in the 
first few years Is 10 get the mainstream banks effectively involved BOd committed, 

Under tbis proposal, banks - DOt Ulxpayers - would beat the primary risks BOd put 
up the bulk of capital. The BHCs would also bave a major stake in making sure thaI botb the 
Fund and their CD Bank subs are ..If-sustaining BOd su=ful, Many major banks would 
probably suppon the idea because it represents an opponunity to consolidate existing 
interstate bankinS operations, McKinsey estimates that multi-Slate BHCs wmell _ntly 

• Currently, only four Slates prohibit statewide branelling (AK, IL, lA, MN) and two 
Slates prohibit interstate banking (HI BOd M1), Tbese six states would nol be dirt<:IIy 
affected by this Option, but would be able to Slimulate their own COFls 10 apply for 
matching capitalization from the Fund, whose own capacity I<l finan<% independent COFfs 
could be increased substJlDtially by investments from the BHCs. 

"The bendquaners of tbe 50 largest BHCs arc located in 22 different states: eacll BHC 
would be required to locate a CDB subsidiary in its home state, Approximately 40 BHe's 
also DOW have bank subsidiaries operating separately in otber Slates. Option 3 provides an 
incentive for these banks to establish CD bank subsidiaries in one or more additional stales. 
(For BHCs that do not bave ..ell local banking operations in more than ooe state, flexibility 
in the mission of its newly ....blisbed CD Bank sub could be encouraged. For example, a 
BHe that specializes in cenain niclles -- e,8" merchant banking or wholesaling - could 
establish a CO Bank sub with a similar specialty to ....... COFls across the country.) 
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operate intemtate could sa"" $400-$800 million a year from 1i!II intemta'" consolidation of all 
of their operations; savings from the limited consolidation provided here would be less. With 
t~i""l assistance from the successful CDFls aod Community Development Intermediaries 
which have. expetience on the ground, CD Bank subs _ld begin 10 make the essential 
connections to the communities that need to be served by noal characlcr loaDs, 

5. PoIIIl...I Arlalysls 

Securing passage of any type of CDAlegislaoon this year will be difficult because of 
the short time available. Legislation to create a netWOrk of CDFls on • large scale has never 
been proposed in Congress; Senator Reigle introduced a pilot program Lut year. But because 
lhis propos.l was a major part of your ......paign platform, Members seem willing to move on 
your legislative proposal this spring. 

The three options described above arc not mulually exclusive. You could offer 8 plan 
that encompasses any or all three proposals. 

Direct Appropriation (Option I) is the least controversial, and stands the grealest ' 
chance of passage this year - assuring that some CD Banks would be up and running in the 
next few years, In fact, after four yean of s&L bailout legislation aod bad nellIS for the 
Banking Committ=s, members of Congress arc anxious for • viclory of any kind. But 
Option 1 also provides lhe least leverage. Even with. stronger CRA aod easier aca:ss to the 
FHLB, the effeces of Ihis proposal would be limited. 

Leveraged Capital (Option 2) could mise. significant amount of additional capital for 
tbe CDA network witbout opening the controversial iss.. of bank reform. But it could mise 
the specter of an increased federal liability for untried aod inherently risky institutions, and 
conCCrn over another s&L bailoul, It might be more prudent 10 pbase in sudllevcmging over 
time, based on bow CD Banks perform over Ibe next few years, 

Mainstream CD Banking (Option 3) could potentially rai"" the greatest amount of 
capital for tbe network, and pd.ate capital at tbat, Jilia create. network of CD Bank subs of 
BHCs. Getting the proposal through Congress, bowever, will be diffICUlt. First, it could 
become a vehicle for those wbo want more ambitious banking teform, which would engender 
strong opposition from smaller banks and thrifcs and other segments of the financial servicc 
industry. Every Ptesident sin"" Jimmy Carter has supported some form of interstate 
branching teform, yet Congress has beco unable to reach • consensus amid the special- . 
interest fervor. Second, SOme community groups may strongly object that mainstream banks 
don~ bave the ties or e.pertise 10 suecccd at the gmss-roots level in community development 
banking. Finally, eveo if such • lintiled C<lDSO!idation is enacted this year, some argue that 
Congress mighl not bave Ibe political will to consider comprchensive "'form of !he banking 
and financial services industry that you may wish to propose _ year. Others argue, 
however, that successful passage of tbis option would set the stage for major financial teform 
legislation in the coming yean, In any eveot, Option 3 will requin: • major political 
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commitment on your part. 

,­
L _ 6. Leglslativ. Strategy 

We ..., al least ~ possible legislative _eglcs: 

• 	 Go All Out - Put considerable political weight behind Mainsttwn 
CD Banl<lng in order to persuade Congll'SS to pass thi$ proposal. 

• 	 Teol The Walen - In advance ofsubmitting any bill, oonsult 
tbe-leadership of tbe banking """""iltees (and John Dingell, who 
killed inte_te brancbing legild,tion in 1991) 10 gause tbe likely 
reaction. If the reaction is not lukewann or hostile, ,.., could 
begin building. coalition to SlIppotI the proposal. Treasury 
strongly recommends this approach. 

• 	 Two-Slage Process - Submit tbe Direct Appropriation option 
to Congress, but lay tbe groundwork for possible comprehensive 
financial services reform I,ter th.t would infuse additional 
capital into tbe Fund and involve mainsncam financial 
institutions in CD Banking. 

W. ~comm.nd that you hold private conv....tions with. rew selected Members of 
the Banl<lng Committees on Option 3. If tbeir reaction is lukewann or hnstile, you will be 
able to shift to • two stage process. 

IV. DECISION 

A. 	 CRA Options 

Comprehensive Reform of CRA Examination Protocols to focus on 
Performance 
Approve only process improvemCDIS to CRA 
Reject options, discuss funber 

B. 	 CDR Funding Opllous: 

Option 1 -- ~C1 Appropriation of COR Fund Only 
Supplement witb authority to request leveraged capital based upon experience 
Supplement with SHC Contributions 

- Mandat Contributions- ory 
_ Voluntary Contributions 
Reject all options. discuss funber 
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C. 	 LegIslative Options 

Go All Out1 
.. - <. 	 Test The Waters 

Two-Stage Process 
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