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THE WHITE HOUSE

WASHINGTON

April 21, 1993

MEMORANDUM FOR THE PRESIDENT
FROM: ROBERT £, RUBIN i

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 besn expected, largely
bocpuse the approachas gre innovative and expansive.
Consequently, the memsoranda are relatively long and pose numergus
and not simple issues. Furthermore, despite many meetings and a
wall conducted process led by Bruce Reed and Gene Sperling, there
are still substantial disagreements on many of the issues,
especially relating t0 enterpriss zones.

We need decigions on the basic policy issues within the next
few days, in order to dovetall with the legislative schedule.
Given the limits on yvour 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 Carcel and
me. Either way, we would meet the requirements of the
legislatvive schedule.

Marcia Hale is attempting to f£it this into your schedule
vaery late Friday, and you ¢an let us know at that time what
decision-making process you would like to hsave.
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THE WHITE MOUSE

WASHMINGTON

APRIL 19, 1993

MEMORANDUM FOR THE PRESIDENT

FROM: BRUCE REED
GENE SPERLING

SUBJECT: ECONOMIC EMPOWERMENT AGENDA

Almost one vear ago, vou toured Los Angeles after the nots and predicted that despite
all the media attention and Presidential fanfare, a vear would pass and nothing would change.
You were right. Across the country, poor communities from South Ceniral LA to the Mississippi
Delea are sull reeling from a decade of declining opponunity and rising social and cconomic
isolation.

Shonly after vou tock office, Bob Rubin and Carol Rasco asked ug to set up a joint NEC~
DPC interagency working group on community development and empowerment. We wanted a
joint effort spanning economic and domestic policy that could look at the problems of
cconomically distressed urban and rural areas -— not only to prepare specific proposals that could
be passed this spring as part of vour initial Budget, but to develop 3 framework that could
incorporate other new ideas over the course of yvour administration.

Our first task was 10 focus on the cconomic empowerment portion of your community
development strategy.  Job and enterprise development are only a portion of what vour
administration hopes 0 accomplish in distressed areas, through health care reform, welfare
reform, education reform, family policy, Head Sian, and 50 on, but vour campaign commitments
and your stress on economic growth necessitated that we come f{orth with these proposals for
FY1994. :

To create this economic empowerment proposal, our group brought together policy people
from half a dozen agencies, and met with members of Congress, community leaders,
entreprencurs, and federal, state, and local government officials. We agreed in principle on 2
comprehensive, three—part strategy with a strong economic focus:

1. Enterprise Zones: A two-=tier plan 1o create 10 resource~intensive Economic
Empowerment Zones and 100 less expensive Enterprise Neighborhoods around the country.
These 110 communities would be targeted for economic development, reinventing govemment,
community  development banking and microenterpnise, community poelicing, and the
administration’s other empowerment initiatives.
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2. Community Banking: A national network of community development banks and other A

community lending institutions, spurred on by a federal Community Banking and Credit Fund
and perhaps by requiring major banks to start community development banks in retum for limited
interstate branching. We algo propose wavs to strengthen enforcement of the Community
Reinvestment Act and fair lending requirements.

3. Community Policing: We included Community Partnerships Against -Crime

{COMPAC) —- 2 HUD mluamwmmmmwusmg - along with pationwide

efforts 1o promote community policing with economi€ gevelopment~ Communities will need 10
demonstrate progress against ¢rime if they are 10 atiract and maintain enterprises.

CONGRESSIONAL OUTREACH:

We have invited the major Congressional leaders in these arcas to meet with us and with
Bob Rubin and Carol Rasco — including Maxine Waters, Floyd Flake, Charlie Rangel, Chairman
Gonzalez, Bill Bradley, Chairman Rostenkowski, Chairman Riegle, Paul Sarbanes and Chairman
Moynihan. We have also received copies of the bills pending in Congress and will continue to
see which of their ideas can be inCorporated.

By way of example, pursuant to our discussions with Representative Rangel and his staff,
our Enterprise proposal includes a comprehensive approach 10 public and private investment and
coordinated provision of government services, a mix of 1ax targeted tax incentives and Enterprise
grants, and a major emphasis on safe streets. We also have included drug prevention and
rehabilitation-to-work among the new initistives which the Agencies are actively exploring for
the Enterprise proposal.

With respect to the Community Reinvestment Act, our recommendation (© move 0
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 possibitity of making the Federal Reserve
Discount Window available for Community Development Banking 1o spur reinvestment in the
inner cities, Although this would require 3 major rethinking of the Fed's long-esiablished policy
and practice, we have proposed including the Fed on the Board of the CD Banking Fund so that
such institutional issues may be fully considered by the Fund wath full input from the Fed.

Treasury and the FDIC are exploring the impact and cost of Representative Flake's
proposal under the Bank Enterprise Act to appropriate funds to subsidize a discount in insurance
prermums 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
Community Banking proposal, the potential impact will be far greater; and the issue of providing
additional support for bank lending in distressed communities can then be addressed more fully
in this new context by the Fund and by you
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Finaily, our Community Development Banking, Community Policing and Enterprise
initiatives incorporate many of ¢eniral components of the Bradley bills: incentives for personal
savings ang investment in the community, cops on the block and safe streets, a CD Bank fund
to nurture a network of community development financial institutions, true Community Schools,
and mobility and access 16 opportunity throughout the local labor market.

After you have agreed o a preliminary proposal, we will consult with these members of
Congress and come back to vou with additional ideas of theirs that can be included.

MESSAGE:

The attached memos present the proposals for enterprise zones and community
development banks. These memos lay owt the options and decisions you need 1o make for both
proposals. .

We also wanied 10 let you know our swn view of how these proposals support the themes
that vou ran on and now form the underpinning of your economiic plan.

First, these proposals offer 2 new, innovative approach. They move beyond the old iefi-
right debate by taking an activist approach to empowering those in distressed areas without
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 emplovment voucher that will reward any business for giving them a job, a local
banker willing to invest in new jobs in the community. And we belicve they rcpresent a new
direction for poor communities across the country in scveral other important respects:

* Reinventing Government: The working group makes reinventing government a
centespiece of our enmterprise proposal. No community will get help unless they develop
a comprehensive strategic plan that involves the private sector, builds on ¢xistng
community instiutions, and c¢oordinates government ¢fforts across program and
jurisdictional lines. The solutions to these problems must come from the bottom up, from
individuals and communities willing to help themselves. These proposals will change the
way government does business ~~- including the federal government, which will conduct
a competitive grant process through a single point of contact.

* Accountability for Results:  Coromunities will receive unprecedened flexibility 1o
design their own plan, but will be held accountable for real, measurable results in retum.

* Laboratories of Democracy: Communities that show the initiative to make the most
of these cfforts will become natural targets for other initiatives in the administration's
agenda. In exploring our proposals with other agencies and major pnivate sector
institutions, we've found a number that want to take pan.



. * Comprehensive Growth Strategy:  These proposals foster efficient and
entrepreneurial government that promotes hoth private investment and increased
public invesiment in human and physical capital.

!

* A Bold New Experiment: Some will point out that there is no conclusive evidence
that enterprise zones work, and that only three community development banks have been
created in the history of the republic. They're right on both counts —- because ne one
has been trying such new approaches with any federal support or leadership. Owr
proposals are designed to give these ideas a fair test, by targeting resources in 2 limited
number of places and providing clear measures of success or failure.  If these new
approaches don't 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 aptions vou choose to put forward, we believe that these proposals provide you
with a 1angible platform to inspire hope and show your commitment to a new spirit of
opponunity, responsibility, and community that will empower people from Wans to Moum
Pleasant w belicve in the promise of America again.



THE WHMITE HOUSE T

WASHINGTON

Aprit 19, 1993

MEMORANDUM FOR THE PRESIDENT

THROUGH: BRUCE REED
GENE SPERLING
FROM: THE NEC-DPC INTERAGENCY WORKING GROUP ON

COMMUNITY DEVELOPMENT AND EMPOWERMENT

SUBJECT: ENTERPRISE ZONES

L ACTION-FORCING EVENT

The legisiative calendar and the continuing distress in many places in rural and urban
America call for announcement of the first parts of your econamic empowerment initiative.

o. BACKGROUND

Over the [ast two months, the KEC-DPC Interagency Working Group on Community
Development and Empowcrment has been considering seversl ¢lements of an initiative to
empower distressed communities to join the cconomic mainstream, HUD, Treasury, Agriculture,
Commerce, Justice, OMB, CEA, NEC, and DPC have worked together 1o develop a new,
comprehensive empowerment agenda which includes enterprise zones, community development
barks, strengthening of the Community Reinvestment Act and Fair Lending requirements, and
community policing and Community Partnerships against Crime.

This memorandum presents the Enterprise Proposal. While members of the Working
Group differed on the merits of particular components, there was general agreement —- ¢xcapt
for OMB -- on a two~tier proposal 10 create 10 resource~intensive Economic Empowerment
Zones and 100 less expensive Enterprise Neighborhoods. OMB has proposed 2 minimal-cost
alternative and recommends using the savings in budget authority to pay for other, unfunded
pricrities, including Campaign Finance Reform and Family Support. (OMB's views and
suggested alternative are attached at Tab A))

In Section I of this memorandum, we summarize the key components of a two-tier
Enterprisc Proposal. In Section IV we present the key options for your decision, including
OMB's aliernative option.



.  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 cconomic empowerment zones, while having a second tier of 100 enterprise
neighborhoods which grant considesable flexibility ~~ and some limited sesources —~ to areas
that come forth with comprehensive 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, the
zones are designed to be platforms for local experimentation at both the federal and local Jevel
Finally, the proposal takes an expansive view of the need for comprehensive growth strategies -
- ones that take account of the need for both public and private investment.

The proposal has three main goals:

1. Increasing business and jobs within the zones so that they become engings of economic
growth within the region.

1. Empowering zone residents to join the economic mainstream —- by owning and
managing enterprises and assets within the zones and by connecting them 0 jobs and
opportunities throughout the region.

3. Changing the way government does business in distressed arcas -~ by streamlining
regulations and paperwork, encouraging local flexibility and innovation, and targeting
fESOUICES 50 We can measure resulis and learn what works.

CORE ELEMENTS OF ECONOMIC EMPOWERMENT ZONES:
A bricf summary of the key and distinctive components of the proposal include:

A, REINVENTING GOVERNMENT

Competitive Grant Process: The proposal is designed to streamline federal rules and
regulations that discourage initiative at the local level -~ and at the same time, 1o
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 will 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 advances the three goals stated above,

Coordinated, Boftom~-up Planning: To be considered, an applicant must form
partnerships with the affected community and the privaie sector in the region to develop
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a comprehensive strategic plan. The plan must detail bow the applicant will coordinate
all complementary state, local and federal program resources and incentives with private
sector commitments and community initiatives to meet the three goals.

One~Stop Federal Responsiveness: An Interagency Council ("Enterprise Board™) will
develop criteria for selection. In consultation with the 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 Jocal applicants to coordinate federal programs and incentives
in the zone,

B. TWO TIERS OF INCENTIVES AND INVESTMENTS. We recommend a2 two-tier
approach that focuses most resources on a limited number of 2zones where we Can measure and
achieve resulis, but gives a larger number of communities an incentive 1o 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 Empowerment Zones will be designated and will be given discretion o
use all available tax incentives, a substantial (c.g., 330 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 planm, (a) in a community development banking inmitiative, (b) in community
policing and HUD Community Partnerships Against Crime, and (¢} in a DoEd Enterpnise
School Community initiative to implement the National Education Goals for school
readiness, lielong learning, and competitiveness.

100 Enierprise Neighborhoods will be designated and will receive a few of the tax
incentives, a smaller Enterprise Grant {e.g., 33 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 (a) to reduce the costs of doing business in the zone,
(b} to pravide incentives for employing zone sesidents both within the zone and throughout the
local labor market, {¢) {0 provide incentives for investment in new equipment and expansion of
qualified zones business, {d) to finance new construction and renovation within the zone, and (¢)
to empower zone residents with the opportunity to work, save and invest, and obtain a real
ownership stake in their own communities and economic destiny, The proposal includes:
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SUMMARY OF INCENTIVES AND INVESTMENTS

10 ECONOMIC EMPOWERMENT ZONES

INVESTMENTS
® Enterprise Grants (350178 millien)
s Community Development Hanks
s Community Pelicing
* Opordination and Flexibility with Existing Funds
& Educaton Enterprise Funds
# Eligible for Patticipation in 8 Range of Innovative Federal Experiments

EMPLOYMENT TAX INCENTIVES
¢ Employment and Training Credits (ETCs) for 2ome residents:
& A multi~year ETC for employers located in the zone
& Tazgeied Empowsrment ETC {("TETC") for alf employers
* An ETC Opportunity Card for 2ons mesidents

CAPITAL INCENTIVES
8 Increased gropesty expensing under Seqion 179
# Acceierated depresiation for all investments in wngidble propeny in the zone,
» Tax-cxempt Private Activity Bonds for investments in tangible property in the zone.
# Expansion of the Low Income Housing Tax Credit

EMPOWERMENT INCENTIVES
& Resident Empowermen: Savings
# Resident Community Iovestment Corporations {CI1Cs)
& Small, Warkey Controlled Enterprises (W(Es)
& Zone ESOPs

100 ENTERPRISE NEIGHBORHOODS

INVESTMENTS

* Enterprise Grants ($5-15 million)

» Eligible for Community Development Banks

# Eligible for Communiry Policing

» Coordination and Flexibility with Exining Funds

& Eligible for Educarion Enterprise Funds

» Eligibie for Participation io Innovalive Federal Experiments
EMPLOYMENT TAX INCENTIVES

None E
CAPITAL INCENTIVES

® Tax-exempt Private Activity Bonds for invesiments in tangible property in the Zone
s Expansion of the Low Income Housing Tax Credit

EMPOWERMENT INCENTIVES
® Resident Empowerment Savings Acooant
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Propenty Expensing 2
Accelierated Depreciation Y
Flat Employment and Training Credit (ETC) 1.4
Targeted ETC 5
Community Investment Corporations *
Waorker~Controlled Small Enterprise 3
Zone ESOP —_
2.6
Al 110 Zones
Savings Plan .
Private Activity Bonds 4
Low Income Housing Tax Credit 4

2.

o

(The asterisk means that the cost is less than $50 million) The Working Group would
prefer to use §1.3 billion of the tax incentives funds set-aside in the Budget for
investments, Yetf, it 15 important to pote that additional tax expenditures might be
required if, for example, the population limits of one or more zones were increased (as
discussed in Section IV below) or if more tax incentives had to be added to make the 100
Enterprise Neighborhood more attractive.’

INVESTMENT PROVISIONS:

) Enterprise Grants. As noted, beyond mere tax incentives, the ten economic
Empowerment Zones will receive a substantial Enterprise grant, on the order of $156-175
million per urban zone and $30-75 million per rural zone over five years. In addition,

' The two-tier proposal calls for approximately $3 billion in tax expenditures and
approximately 33 billion in investments through Community Policing and Enterprise Grants
{plus investments from several of the Agency budgets)) Your proposed budget provides for
$4.1 Billion in tax expenditures, plus $500 million for Community Policing (appropriated in
FY93 but not authorized) and $500 million for community investments in FY 94. In addition,
HUD and Agnculture have agreed to contribute up to $900 million from their existing budget
authority.

Any enterprise proposal you submit will require careful coordination with Congress for
purposes of authorization, the Budget Enforccment Act, Budget Reconciliation, and annual
appropriations. We will need bi-partisan support 10 secure the sixty votes in the Senate that
will be necessary for approval of many issues, including our enterprise proposal.
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maiching state and local resources and private sector commitments will be expecied for
all zones. The second-tier, enterprise neighborhoods will receive $15-20 million for
urban zones and 3$5-10 million for rural zones over five vears.

Commaunity Policing: All zones will be eligible for additional support for Safe Streets
from the $500 million of the FYs 93-94 baseline which has been reserved (o meet your
pledge of 100,000 additional cops on the beat, {Our enterprise legislation could address
whether these monies will go exclusively to communities with enfterprise 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 vour community lending initiative in order to access private
capital, financial services, and suppont for microenterprises,

Education Enterprise: DoEd has asked to include, and to provide funds for, a
comprehensive Enterprise School Communities initiative to implement the National
Education Goals. DoEd will provide sufficiemt funding for Enterprise School
Communities in each of the 10 Economic Empowerment Zones, pius up 10 another 1010
30 enterprise school communities for Enterpriss Neighborhoods.

Eligibility for Participation in Innovative Federal Experiments: The Enterprise
Neighborhoods and Economic Empowerment Zones can serve as platiorms for
experimentation. This experimentation function serves a dual purpose: First, it aids the
federal government by giving it laboratories to experiment with new innovations designed
andd implemented from the bottom up. Several Agencies believe that the designated 20nes
provide a unique opportunity to offer new initiatives that local communities may use to
complement their swn economic empowerment and community development strategies.
Second, it allows the zones and neighborhoods 16 have an even more comprehensive
mvestment strategy. The 10 zones and 100 neighborhoods will be eligible to participate
through the challenge grant process in a range of other economic, human and community
development and access~to—-oppontunity initiatives that are likely to be sponsored by
varjous Agencies during the operation of the zones.

Possibie initiatives include: foreign trade centers, microenterprise and venture funding,
and entreprencurial assistance (Commerce and SBA); school-to~work, apprenticeship,
youth build, juvenile justice and drug prevention and rehabilitation—to-work (DoEd, DOL,
HHS, HUD and DOT); unemployment~to-waork training and support (DOL); time-limited
welfare and work supports (HHS); and access and moving to opportunities (HUD and
DOT}. (A list of possible federal initiatives is attached at Tab C). States, localities, and
the private and non-profit sectors will be challenged to add their own initiatives. These
human development and access-to-opportunitics 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 imegrate distressed communitics and poor people into the
cCONOMIC mainstream,

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

At the end of the fourth and seventh years, the Designating Secretaries will conduct a full
review of results, Based thereon, they may terminate the designation, withhold or reduce
enterprise funds, or require appropriste changes in the comprehensive sirategic plan of any zone
that is not making satisfactory progress in meeting its benchmarks 1o achieve the three goals of
the enterprise proposal.

The National Academy of Sciences will contract for an independent evaluation of all
aspects of enterprise zones. A full report will be given to the President and Congress at the end
of five years and again at the end of ten years. We cxpect 10 fearn what works from the
performance and results in both the Economic Empowerment Zones and the Enterprise
Neighborhoods. The entire enterprise legislation will sunset at the end of 10 years so that the
lessons learned from actual experience can be included in any reconsideration.

In sum, the two-tier proposal seeks to improve the opportunitics and competitiveness of
both people and places. It challenges affected local communitiss (0 reinvent themselves, 10 join
with the private sector in strategic public-private—community partnerships, and 1o strive to
integrate distressed communities and poor people into the economic mainstream.

1V, ISSUES, RECOMMENDATIONS AND DECISIONS
A TWO-TIER PROPOSAL OR OMB LOW-COST OPTION?

OMB proposes an option that adopts much of the two-tier proposal's emphasis on the
coordination and reinvention of government, but without spending any funds beyond what is
alrcady provided in the bascline or the other new investments proposed in your overall budget.
In particular, OMB's propesal would spend only $110 million of the 34,1 billion included in your
budget for tax expenditures,

OMB has serious reservations concerning the use of any tax incentives or new Enterprise
Grants, OMB argues that 1ax incentives will not be very effective in stimulating new business
development and jobs in distressed areas or, if successful, will be too costly to be widely
replicated in other areas. Or they fear that enterprise zone tax incentives will draw
cmploymentfrom 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 1o
business investment, rather thap 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 use 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 form 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 or 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. If 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 setreat
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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—_ Diher OMB Alternatives
— TWO~tier Propossl

o Dhiscuss Further

B, DECISIONS RELATING TO THE TWO-TIER PROPOSAL

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

1. WHETHER TO NAME THE TEN ZONES IN ADVANCE?

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

RECOMMENDATION: The Working Group opposes this suggestion, First, naming
the "ten worst” communities in advance undermines central tenets of the two~tier proposal. We
want to use the challenge grant process to spur all communities to put forth their best efforts in
designing a coordinated strategic plan. We also want localities 10 make a real effort to reinvent
government and involve community residents and the private sector in the planning 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 the ten
communities that have the best opportunity to succeed in achigving the enterprise mission,

Second, naming ten communities in advance may doom the proposal from the outset,
cither by slienating the 80 senators and 425 congresspersons whose districts will not benefit from
these designations or by encouraging Congress just to pame additional zones. We belizve that
we have a better chance of defending the two~ticr proposal against congressional expansion.

DECISION

e Name Ters Zones in Advance

. K1y 011 Challenge Grant Process

. Discuss Further
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Z. POPULATION LIMITS

The Working Group agreed that we should focus resources (and the energies of the
Designating Secretaries) on smaller targeted areas.  As a 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 fobbied hard for larger zones. The issue, therefore, is whether 1o provide
for a different limit for very large population cities {¢.g., over 2.5 million persons, New York,
L.A.. and Chicago).

The following are three options for targer population limits in some of the six urban
economic empowerment zones, while keeping the total tax expenditure costs around § 3 billion.

. One zone 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 23,000,

RECOMMENDATION: The Working Group recommends that you apply the 100,000
population limit to all zones but be prepared to compromise during the legislative process if it
proves neeessary. If we are to ensure some measure of success, we feel it is essential to target
our Hmiled resources to a relatively small area.

DECISION

—— 100,000 Population Limit
we Allow one 10 three zones with 200,000 to 250,000

_1-250,000, 4~100,000, 1-50,000

_ 3-200,000, 325,000

. 2-250,000, 2-50,000, 2-25,600

___ Discuss Further

3. POVERTY CRITERIA

There is some disagreement among the Working Group as 1o how we should target the
poverty criteria for enterprise zones. H.R. 11, the enterprise zone 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 sens of millions of people and perhaps
give communities 106 much discretion in designating zone areas.

The more liberal the poverty criteria, the higher the risk that communities will designate
areas that are not most in need of assistance, On the other band, the Working Group docs not
wish to hamstring communities by making them pick only hard-core poverty areas that have little
chance of being successful in meeting the enterprise goals.

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

e  Option1:
50% of census tracts at 35% or more of poverty;
90% of census tracts at 25% or more of poverty;
100% of census tracts at 20% or more of poveny;
plus limited discretion in Designating Secretary to permit limited vanation from ¢nteria
to fit existing state~designated enterprisc zones.

. Option 2:
%0% of census tracts with 30% or more of poventy;
100% of census tracts with 25% or more of poverty.

Option 1 has the advantage of being targeted but offering communities a degree of
flexibijity. It alsoc addresses the possibility that a4 communily may wish 10 overlay state~
designated and federal enterprise zones that have slightly different qualifying criteria.

Option 2 is more targeted but less flexible. It has the advantage of ensuring that only
truly needy communities will be designated as coterprise 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 1 would be excluded under

Option 2.

RECOMMENDATION: The Working Group has not reached a firm recommendation
on this issue. HUD supports Option 1. Treasury supports Option 2,

DECISION
Option 1
—0u Option 2

e Discuss Further
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4. MECHANISMS FOR REINVENTING GOVERNMENT

a. New Enterprise 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 issuc arises, however, as to how we will ensure that the zonc
communities adhere to the enterprise mission in developing their strategic plans and in spending
Enterprise funds to implement these plans,

There are essentially two alternatives. The first approach s to state general federal
objectives and vest the Designating Secretary with discretion to choose among applicants based
on the specifics of cach strategic plan in implementing the three enterprise goals. The
Designating Secretary would make sure that Enterprise funds are not used o supplant existing
federal funds and programs and would measure results against the benchmarks sstablished in the
strategic plan, This approach miay be most in keeping with the objective of reinvention, but &
risks providing insufficient federal direction in focal planning and too much discretion in the
Designating Secretaries,

The sccond approach is to state specific federal requirements and objectives in the
legislation which will guide local spending and plan implementation. Last year, for example, the
Senate version of HR. 11 simply listed all the federal programs that zone communities could
spend funds on. However, if the stated criteria are too specific, it could limit a community’s
ability to innovate, for example, in establishing its own matching venture funds and other
public/private economic empowerment partnerships.

The Working Group has no finp recommendation on this issuz, which, may have 1o be
resolved in the legislative process.

DECISION
v Challenge Grant Process and Performance Review
w— Stale Specific Compliance Criteria in the Legislation

. Discuss Further

Xisting Federa grams. 2 . Time and again, mayors and governors have
mfzz;ﬁamcé tzzaz zhcy would bc ina bczzcr peﬁztxﬁm to meet our enterprise objectives if they were
free to deploy existing federal programs and resources to implement thelr own strategic plan.
Former President Carter made much the same point when he visited with you last month about
the 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 to ¢liminaz all burdensome strings from the pew Enterprise Grant
funding, such radical deregulation of existing federal programs is a formidable challenge., We
believe there are at least three approaches o providing greater flexibility and responsiveness with
respett 10 existing federal programs:

. Broad. Pilot Waiver Authority: seck statutory waivers in the Enterprise legislation that
would vest the Enterprise Board with authority to grant any waivers it deems necessary

for a specified list of programs reievant 1o promoting enterprise in each zone. A
municipality with an enterprise zone might be allowed, for example, to aggregate all
funds it receives from the specified range of programs and spend these funds on & new
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
griteria that municipalities must meet to receive funding from existing programs that are
relevant to promoting enterprise in each zone. The emterprise legislation would specify,
for example, 10 to 12 existing programs —- ¢.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 (0 their own
spending priorities.

. Expand the Enterprise Grant Program: beginning with the FY 95 budget request, increase

the Enterprise Grant by an agreed amount and scek 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, then 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 reducad by this amount. This
approach approximates the effect of the broad, pilot waiver approach.

RECOMMENDATION: We do not have a firm recommendation with respect 10 the
three options.

The first approach -~ pilot testing bread regulatory relief in the enterprise zones —- is
most in keeping with our basic goal of reinventing government and would be strongly supported
by the mayors and governors, It may complicate passage of the Enterprise legislation. We do
not know whether Congress would be as willing to go along with such a radical restructuring.
It may also give pause to some of the Secretaries as they work with you to make plans to initiate
new national programs, HUD strongly recommends this 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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should 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 requiremnents ultimately
defeats their purpose,

The third approach provides a means to approximate, roughly, the result of the first
approach: it increases the enterprise grant by the amount that would be available to focus on
impiementing the zone's strategic plan if full waiver authority were available. It does so,
however, by reducing a range of programs throughout the country by the small amount necessary
1o achieve this result. It will also require careful budgeting (and negotiation with Congress) each
year,

Close consultation and cooperation with Congress and interested constituencies may
provide the best approach to resoiving this issue. Given the uncertainties and the need for full
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

Limited Waiver Authority

Expand Enterprise Grant through Annual Budgeting
Consult with Congress and Constituencics

Discuss Further

5. DISAGREEMENTS AS TO EMPOWERMENT TAX INCENTIVES

a. Resident Empowerment Savings. Following on your campaign pledge 1o establish

Individual Development Accounts to empower low-income Americans to move toward econoniic
self-gufficiency, the Working Group recommends a SO-percent tax credit for cmployer
contributions to a Defined Savings Plan ("DSP") on behalf of zone employees. Participating zone
residents could also contribute to the DSP 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 CEA 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 rase of return and allow this interest to be fuily tax exempt to zone residents. These
bonds could be purchased through payroll deductions and excluded from taxable income reported
by the emplover, making tax preparation casier for the saver. Treasury opposcs this savings
incentive.

While the Working Group generally favors having some form of resident empowerment
savings, Treasury is skeptical sbout whether our limited resources might be betier spent on
incentives for employment and business activity rather than savings, The tax expenditures for
such resident empowerment savings and investment in all 110 zones, however, total less than $50
miilion over five years.

RECOMMENDATION: We rccommend that you include cmpowerment savings
incentives in your enterprise. zone proposal.

DECISION
Resident Empowerment Savings Accounts
Add Resident Empowerment Savings Bonds

No Regident savings incentives

Discuss Further

- ; - . Owned 51% by zone residems, CICs
zould t}: sparmi thmugh ax advantag:s to lcndcrs foz loans made to CICs for purchase of
qualifying zone tangible assets and firms. The CIC would be a for-profit, resideni—driven
community investment fund or developer which could, for example, invest in 3 number of zone
businesses or acquire and develop land and buildings within the zone, The CIC would provide
a way for zone yesidents, 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 concemed that zone residents should diversify their investments,
most members of the Working Group support the CIC concept as an essential means to give zone
residents a real stake in their own economic futures.

The tax advantage for investment in CICs could be provided either (a) through the
exclusion of interest from the income of banks and other lenders who make loans 1o finance CICs
or {b) through the issuance of special CIC tax—exempt bonds. Such tax exempt bonds could also
be made available through local banks or community development lenders who will then make
loans to a CIC based on their own underwniting criteria, including the requisite technical,
accounting, and management assistance and expertise. Such Enterprise Zone Tax~Exempt Bonds
could be exempt, cither in whole or major part (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, prevent abuse, and involve the local community, without requiring the
creation of 2 new set of aanti-—abuse rules for a new interest exclusion.

RECOMMENDATION: We recommend that tax incentives for CICs be included. Such
tax expenditures for the ten Economic Empowerment Zones would total $140 million over five
years. No tax advantaged loan would be made unless the underlying asset, whether 2 business
or land, supports the loan. Making such character loans to CICs should be among the financing
mechanism$ that banks have 10 economicaily empower zone residents.

DECISION

o Interest Exclusion on CIC qualifying loans
Tax Exempt Bonds only for CIC financing
No CIC Financing

v Diiscuss Further

¢. Small, Worker Controlled Enterpasss — Owned 51% by zone resident employees,
worker controllcd small businesses (less than $5 million in gross annual receipts) could also be
encouraged through tax incentives, First, interest on loans to permit resident workers to start or
to acguire WCEs could be excluded from taxation to a lender. Second, repayment of principal
and imerest on the loan could be a deductible business expense to the WCE. With full
disclosure, full voting rights, worker control, annual reponting of individual share values to each
zone sharcholder, and deferral of taxes 10 the worker until a sale of shares, the WCE will
empower resident employees with a full ownership stake in their own businesses, while curbing
abuses common to ESOPs.

Secretary Espy strongly supports incentives that empowser residents (o gain an ownership
stake in the businesses in which they work. Others in the Working Group join Agnculture m
supporting such employee stakeholding. Treasury and CEA are concerned that WCES are risky
investments for zone residents and are subject 1o tax shelter abuse in which the benefits go to
outside investors rather than to zone residents.  As with CICs, Treasury therefore proposes that
the tax advantage be financed only through tax exempt bonds, issued by an independent State or
Municipal Bond Financing Authority, which can be exempied from State private activity bond
caps. As with CICs, these tax exempt bonds could finance loans made by CD banks and other
lenders based on their own underwriting criteria, including the requisite technical, accounting and
management assistance and cxpertise.

RECOMMENDATION: We recommend that tax incentives for WCEs be included. Such
tax cxpenditures for the ten Economic Empowerment Zones would total $300 miilion over five
years. No tax advantaged loan would be made unless the underlying small business being started
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or acquired supports the loan, Making such charscter loans to WCEs should be among the
financing mechanisms that banks have 1o economically empower zone residents. I successful,
WCEs could effectively implement the Grameen bank, microenterprise 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

d. Employee Stock Ownership Plans (ESOPs). Secretary Espy also strongly supports a
modified ESOP structure for arger zone businesses, He recommends providing enhanced tax
incentives for special Zone ESOPs. Under current law, cligible lenders may exclude 50% of the
interest income they receive on certain loans to an ESOP from taxable income, provided the
ESOP has the requisite stake (more than 30%) in the sponsoring employer. The interest
exclusion would be raised to 100% for loans 10 Zone ESOPs which have a 30% stake in the
company. In addition, the sale of existing stock t0 Zone ESQPs would qualify for tax deferred
rollover status provided the proceeds are reinvested in sccuritics of other domestic companies.
To meet concems about abuse, all participants in Zone ESOPs would be entitled to the same
voting rights on all matters voted upon by other stockholders possessing the highest voting nights,

The Treasury Deparunent opposes any increased tax incentives 10 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 been effective in transferving to low-
income employees a significant voice in management decisions or a significant share of the
¢conomic appreciation in the value of the employer's stock. It believes the Defined Savings Plan
incentive, together with qualified zone private activity bonds (that could be used to finance C1Cs
and WCES), provide appropriate empowerment incentives for zones.

RECOMMENDATION: Attached at Tab D is Secretary Espy's defense of Zone ESOPs,
It is possible that the Treasury proposal for using tax-exempt bonds {0 finance empowerment
incentives could also be used here 1o alleviate concerns about abuse of Zone ESOPs. Such tax
expenditures for Zone ESOPs in the ten Economic Empowerment Zones would total less than
$50 million over five years.

DECISION
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Interest Exclusion for Zone ESOPs
Tax Exempt Bonds only for Zone ESOPs
No Financing for Zone ESOPs

Discuss Further

6. "FLAT" vs. "INCREMENTAL" EMPLOYMENT AND TRAINING CREDIT

Employment and training tax credits (ETCs) provide an effective means of lowenng the
cost of doing business for employers and incentives for hiring zone residents. When combined
with a coordinated private sector campaign 1o secure the acceptance and support of employers,
they also empower residents 10 seek employment, 10 obtain and hold jobs and to receive training.
The rwo-tier proposal recommends allowing emplovers putside the zone to take advantage of a
onc~year Targeted ETC ("TETC”™) ~« 40% of the first $6,000 in the first vear of ¢ach new zone
resident employee’s wages and qualifying expenses for education and training.’

With respect to the ETC, you must decide whether to adopt a flat or incremental
approach. The flat ETC provides employers within the zone with a credit of 23% of the first
$20,000 in qualified wages and training costs for each zone employee. The credit would remain
at 25% f{or 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 mcremental ETC is applicable only t¢ increases in emplovyment of zone
residents (where total employment also increases) over z stated base. It therefore costs

* The TETC is substantively identical 1o the Targeted Jobs Tax Credit {TTTC), which will
preclude the administrative burdens of having separate criteria and ¢redit amounts. However,
we believe we should distinguish the TETC from the TITC, where centification of eligibility
in one of the 10 categories by DOL has too often operated to stigmatize prospective
applicants as inferior in the cves of employers. An education campaign for prospective
cmplovers is therefore essential with respect 10 the Enterprise TETC. The extent of private
emplover commitment 1o participate should be one of the factors used by the Secretaries in
the Challenge Grant Process to judge the merits of any zong applicant’s strategic plan.

Every qualified zone resident will receive ap empowerment ¢ard in the mail which can
be presemed 0 a prospective employer 10 qualify for the ETC or TETC once place of
residence has been verified. The same card wiil allow zone residents to open a Resident
Empowerment Savings Account and 3 checking account with the nearest Community
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 flat ETC is simpler for zone employers to use and more effective in lowering tota
eosts of doing business for a zone firm. Though less expensive, the incremental ETC is much
more complicated 10 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 reasons, the Working Group unanimously
favors the flat ETC, but believes this is a close call.

DECISION

— FRt ETC

Incremental ETC

Discuss Further
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OMB Views and Suggested Alternative Approach

OMBR supports the two-tier approach (o Enterprise Zones but has reservations about
the proposed incentives, These concerns are briefly summarized below, and a more flexible
alternative is suggested that OMB belicves deserves careful consideration,

The Enterprise Zones approach to urban and rural development proposed by the REC
would spend $5.5 billion over five years, one-half of this 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 budge! for an urban and rural development initiative.

First, we are concerned that the proposal relies too heavily on apparently costly and
largely uncontroliable tax incentives, The emphasis on labor-side as opposed (o 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 $80,000 in revenues for every job added in that period in the 10
super-zones. This is four times the cosi per job created in the Urban Development Action
Grant program. Previous research on tax incentives 10 stimulate jobs and development also
suggests that, compared to spending approaches, they are expensive and less likely to 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 aréas o any significant share of distressed
communities 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 gf, if it succeeds, could
not conceivably be extended to reach more than a small psrcentage of distressed
communites.

An even more fundamental problem with the proposed approach may be that it
focuses to0 much on moving jobs into small areas that are not very hospitable to business
investment rather than prepaning people in those areas for 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 to address chronic poverty and urban distress
may be those that invest in buman capital and in linking people 10 jobs through
transporiation, opportunitics for relocation, and other means,

QOne choice would be 1o save the $2.8 billion now proposed for tax expenditures o
fund other critical priorities that the Administration has proposed but are not funded, such as
famnily preservation and campaign finance reform (see Attachment 3 on the final page of this
Tab). In that case, the 110 communities could still receive the following:



In the 10 economic empowerment zones, substantial challenge grants from a
pool of $2 billion created by earmarking two percent of planned speading
over five years in a number of relevant domestic discretionary programs;

Grants to plan and reorganize services in the 110 zones (these can be funded
from the already appropriated $500 million in 1893 Community Investment
Program funds);

Money to promote community policing and put more cops on the beat in the
zones {$500 million in Community Investment Program funds);

‘Waivers of CDBG, HOME, and other Federal program regulations to facilitate
coordinated, more flexible service delivery;

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

Degignation as "difficult to develop” areas where the eligible basis for
computing the value of the Low-Income Housing Tax Credit would be 130
percent of the cost basis.

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

OMB supporis the component of the NEC’s plan which proposes a competitive
process for planzﬁag grants and other hmited assistance to 100 "Enterprise Ne;gh&arhaods
1f the $4 billion in resources ($2.8 billion in tax e:x;)endltures and $1.2 billion in spending)
anow proposed for the 10 economic empowerment zones i retained, then we suggest the
following approach:

asipnate the erzones up front. Rather than undertaking a lengthy
review and selec:.mn ;}:ocess, the ﬁérmmstmtmn could identify 10 superzones
and could work closely with State and local officials in the designated areas w0
develop attractive plans qQuickly. Naming the superzones has political pluses
and minuses, Those not named will be disappointed, but the ability to point
1o a defensible selection of distressed areas and well-conceived action plans
will be a plus. The key point is that we want to defend the proposal against
dilution. An amendment to add an 11th superzone will have a more apparent
cost - gither in terms of the price of the package, or the erosion of assistance
to the 10 we have designated. Jt’s not an easy sell, but it may be our best
chance of holding down the number of zones and focusing the resources.



p ] fiiia y. {1) To give communities
maximum ﬂmiszkty to fit locai z‘zwds, across both the mandatory and
discretionary spending elements, the funds could be provided as a single new
comprehensive grant with a broad range of authorized uses.  (2) If some part
of the funds must be used as tax expenditures, then OMB would prefer an
approach that gives the communities flexibility to choose a mix of tax items
that they believe best supports their own development strategy. (3} A third
option would allow communities to vary the mix of spending and tax
expenditures as well. More information on how we think these options would
work is provided in Attachment 1.

While preserving flexibility, we also may want to suggest to the communities (but not
require} that they emphasize the development of human resources in the zones. In that case,
wa believe that there are at least two promising emphases, s reflected in Attachment 2,

Whatever the approach, OMB supports the proposal for 2 strong, independent
evaluation of the experiment 50 that, whatever the result, we capture insights that can be
used for the next round of efforts fo address these very difficult problems,
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Attachment 1@ Flexible Funding Options for Eoterprise Zones

Reduce $2.7 billion {5 year) tax expenditure component for the 10 Economic Empowerment
Zones (superzones); use these “savings® for a mandatory spending program targeted to 10
distressect cities. This program would authorize spending of the funds in the zones for a
broad purpose (econamic development) by combining the general authorities now provided
under HUD's Community Development Block Grant program, HHS’s AFDC waiver
authority and Headstari, Education’s chapter I, Labor's YTPA 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 &0 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 allocatad by on
# zone-by-zone basis annually {refiecting both need and relative strength of the zone
stratopies).

In contrast to Option 1, Option 2 preserves the $2.7 bilion in tax expenditures.
However, the ten superzone communities would be given broad flexibility in using the $2.7
billion earmarked for tax expenditures (in addition 1o the spending component), Each
locality could then shape a tax preference package best suited o its objectives: some might
emphasize wage credits to encourage labor-intensive businesses; others might emphasize
capital incentives to promote construction, rehabilitation, and equipment modemization.

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 to the zone’s overall cap. To ensure that the cap was not exceeded, the
community would need 1o suballocate tax expenditure vouchers o the targeted economic
activities of firms 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 (l.e., an overall cap and individual project prior review and
approval), It would allow a locality to target preferences to a particular job category {(e.g.,
no credits for dead-end jobs), approved training, or socially preferred capital investments
(e.g., worker-owned firms, high technology companies).

This option would establish a $4 bilion pool of resources, which the 10 superzones
could use either for spending authorized under the mandatory grant program of o
award selected tax expenditures, as under option 2. This option would still be
consisient with the budget resofution that allows Ways & Means and Finance
commitices to reallocate up 1o 20 percent of their reconciled spending and revenus



increase targets between the two categories. This would be scored by making an
initial estimate of the mix of spending and tax expenditures that the 10 communities
would be expecied to choose. Even though actual decisions may result in 2 different

mix, so long as the agpregate spending total stays within the capp&d amount, there
would be no adverse deficit effect.



Attachment 2

Focus I3

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

Essential elements:
- Systemic reforms (Schools 2000) reinforcement
. facilities, systems retrofitting

- teacher tmining

- 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 2000) is about to be
launched but is in some trouble with traditional liberal advecacy groups. They argue
that imposing national standards on city/rural schools that lack resources to meet the
standards is unfair. Not all Jocalities will receive a share of States’ funding
allocation, An initiative that concentrated aid for facilities upgrading {computers, lab
equipment, security}, setrofitting electrical and telecommunications systems to suppont
the hardware, and released time {teacher substitules) 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 Jocal governments and independent
school jurisdictions, both can be given incentives o coordinale their services to
protect children outside the school and support the education process.  School-1o-work
demonstrations are in the budget and can be done under current law; some would be
targeted to zones. The Administration’s major 19958 school-to-work initiative is being
grafied, will emphasize minimum competencies, choice at 10th grade level of college
or vocational prep., apprenticeships. "Do right” vouchers {which would offer a
sipnificant financial reward to all high-achieving high school grads with clean records
and no kids, which they could use 1o go on to college or for rigorous job training)
also complement this focus. The current education requirements for AFDC mothers
are not fully enforced; granis to States for enforcement in zones would require
additional AFDC spending.



‘ . Focus Z:

Rationale: Jobs and income are keys 1o stabilizing families and normal community
life. Closest o original Enterprise Zones concept in focus and political support.

Essential elements:
- wage supplementation (current authority or strengthened)

- guaranteed jobs, fraining, supportive services to noncustodial parents (Boren
Amendment 1o H.R. 1))

. last resort public service jobs for AFDC recipients

- wage credits to contractors hiring community residents for public construction
in the zones

- exira Job Corps slots/other training

- job search assistance for AFDC recipients
. . capitalize migroenterprise loan funds

- housing rehabilitation; Youthbuild; LIHTC

- infrastructure investments

- reverse commuting

Discussion: The goal is maximizing residents” access 0 existing private sector
employment opportunities. Wage supplementation programs can be conducted under
current law by States without triggering PAYGO. However, experimenting with
jonger duration {max. now 9 menths) or Federal enrichment would require new
AFDC spending and may o1 may nol have PAYGO consequences depending on
details. AFDC or other funds could be used 1o 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 contractors w reduce their bids on public projects, would leave a long-
lasting public works legacy. HUD could target some public housing modemization,
other rehabilitation funds 10 zones.
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Budget Resolution.....oovaveeeene 73 asy 772 1,228 1,699 4,119

* Possible condidates for funding with somefall of enterprise zones 1ax expenditures. Both of these spenging pragrams have
reserve funds in budget resoiution,

Low estimate would subsigize tased on defense needs anly {728 ships for 7 vears); § year costs totat 3286 millign.
These are estimates only; sumbers still being daveioped.

Budget resolution based on ©BRO haseling; sevenue offset therefore needed.

GEPF 3iso has $ 158 millian paypo cost in 1993,
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ELIGIBILITY CRITERIA
ECONOMIC EMPOWERMENT ZONES
ENTERPRIGE NEIGHBORHOUDS

Minimum Population

Urban 15,000

Rural 5,000
Maximum Population 168,000
Maximum Ares In Sguare Miles

Urhan 20

Rural . 104060
Maximum number of non-gontigucus

aress

tfrban 3

Fural, if within state 3

Rural, if multi-state 18]
Maximum number of States

Urhan 2

Rural 3
Minimum % of Heouseholds in Poverty

In 50% of tracts 35%

In 80% of tracts 25%

In 100% cof tracts 20%

Additional Poverty Rules:
1.C8D may be included if at least 35%
poverty rate
2. O populaticn tract may be included
3. Tract with 2000 or fewer residents
may be included iff zoned 73% or more
commercial or industrial {unless (CBD)
4, Secretary discretion to wajive if
substantial conmpliance with eriteria and
targeted area boundaries coincident with
state eénterprise designation prior
to January 20, 1993



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

Community Development Banking

Cops on the Street and Community Partnership against Crime (DOJ and HUD)

Enterprise School Communities (DoEd with HUIY, DOL, HHS, Commerce)

Youth Fair Chance, YouthBuild, and School~to~Work Trangjtions-~link youth

apprenticeship, job training and education to economic and community development projects
in the zone and job-apprenticeship partnerships throughout the local Iabor market (DOL,
HUD, HHS, DOJ, National Service and Dokid)

One Stop Shopping and Dpportunity Cards for job search, retraining and other services {DOL)

Access to Opportunties, including transportation, job matching throughout labor market, and
Moving to Oppertunitics (HUD, HHS, DOT)

Foreign Trade Zones and Technical Assistance {Comimerce}

Minority Basiness, Small Business, Microenterprise and Venture Funding (SBA and
Commerce)

HOME and PHA Tenant economic empowerment, management, ownership (HUD and HHS)
McKinney Homelessness Act, Personal Development and Training (HUD and HHS)

JOBS Make Work Pay-~camings supplement, medical protection, child care and
transportation, like New Hope Project (HHS, Treasury, DOL)

JOBS Distressed Area Demonsiration-~intensive, longer term training and community
support, job matching throughout labor market, with many more immediate benchmarks, like
Project MATCH (HHS)

Drug education and rehabilitation-fo~work (HHS, DOL, DoEd, DON)



DEPARTMENT OF AGRICULTURE
OFMCE OF THE SECRETARY
WABHINGTON. £.8. RORDO

April 16, 1993
To: NEC/DPC Enterprise Zone Working Group

Fr: Secretary Mike Espy
Re: Why we need ESOPs in Enterprise Zones

In 1985, White Pine, Michigan, an isclated coppermining town of 1200 people,
teetered on the edge of economic collapse. To keep the last working mine in Michigans
Upper Perinsula open, employees agreed to wage <uts in a 39 o share employes buyout
of Capper Range, Co., owner of the mine.

According 10 the Wall Street Journal “the timing couldn’ have been better” In
1989 2 West German concern paid 580 2 share for Copper Range - putting $83 million
in1o the bands of area residents. The 1017 employees of Copper Range pocketed an
average of $60,000 each.., Overnight, White Pine was transformed from one of
Michigan’ pootest places inte one of its tichest”

1 relate this story because it demonstrates the unprecedented possibilities
available 1o working Aumericans vig ESOPs. Ceratnly every ESOP company is not bought
out and workers dont accumulate $60,000 in assets overnight everyday. There are far
more examples of ESOP companies where workers steadily accurnulate asseis. To be
sure, there are also others where the ESOP is only a tool for the "real” owners 1o exploit
tax breaks,

But when one considers the economic distress that characterized White Pine,
Michigan, with scores of people on welfare, small businesses collapsing, families breaking
up, and then comprehend the resulting resurgencs, this kind of growth potentisl cannot
easily be dismissed,

The essence of the White Pine, Michigan story is that average working Americans
were gmpowered shrough an ESOP to become equity owners in a free market economy.
Like all successful owners, when the value of their holdings increased (in part through
their own sweat equity) they made a handsome profit. As we work te crafs legislation
that can really empower other Americans in communities wherg the economy collapsed
long cgo, White Pine, Michigan s powerful example and a success siory wailing to be
replicated. Within this success story are lessons that we should not ignore.

Ax ERUAL GHRORTUNTY ENBLOYER



The ESOP allows hourly wage workers to participate in an aspect of the economy
that is foreign to the vast majority. In the best run ESOP companies workers not only
have significant stock holdings, they beve full voting rights, enjoy acecess to financial data,
and the companies rely on the workers’ knowledge and input in the decision making
process, In the best ESOP companies workers are empowered in every sense of the
word,

I these compunies workers not only become part owners, they are educated w0
think like owners. Most importantly they begin 1o got like owners, In his book, Paying for
Brodugtiiiy, Alan Binder observes, "It sppesrs that changing the way workers are treated
may boost productivity more than changing the way they are paid, althoogh profit sharing
or employee stock ownership combined with worker participation may be the best system
of 2ll.” This is why 43 out of 100 companies on the Ine Magazing 100 Ust have ESOPS.

Though ESOPs are not widely popular - there are only 10,000 in the Uaited
States - business puges have many examples of companies where shared ownership and
responsibility with workers has greatly boosted productivity, profits and income.

For example, ConSonics, a bigh tech firm in the Shenandoah Valley with 119
emplovees, recently grew by 269 percent over 8 five year penod, The resson: an ESOP
se1 up over a decade ago under which employees have acquired about 45% of the stock
and a system of participstory managernent that encourages all employees to help solve
company problems.

Or ke the example of the Michael Bakar Corp., an englseering company in
Piusburgh. The company’s ESOP, which kept the company from going under, was born
ie 1984 when Baker was piling up 2 $2 million annual loss, Since then, the company bas
turned around in 8 move the Chairman attributes 1o the ESOP, Berween 1985 and 199)
Bakery revenue sorged an average of 20% annually. Employment increased almost ten
fold since 1984 to 2,040,  More than 100G workers have interest in the ESOP which
owns 619 of the company. '

In June 1992 Inc. Magazine reported on anpthar tremendously successful ESOP.
In 1983 Springfield Remanufacturing Cerp, in Springfield, Missouri, thes owned by
International Harvester, faced an uncertain foture. TH was cutting loose pperations fike
SRC in & desperate attempt to stay afloat. Thats when the managers and 119 workers
used an ESOP to buy the company - with stock worth 10 cents & share. The new
managément’s philosophy was that the most efficient, most profitable, way to operate &
business is to give everybody 8 voice in saying how the compary is run snd a stake in the
financiz] puteome, good or bad

From 1983 1o 1986, sales grew by 30% a yesr. SRC went from a loss of $60,500 w
a pretax esrning of 32.7 million. The workforee incresased to 650, The stock’ value
soared 10 $1830, ayn increase of 18,200% in eight years. Hourly workers who had been
with the company from the beginning had holdings in the BSOP worth as much g5
$35,000 per persop - the price of 8 home in Springfield.



Yet an{;ibcr example is Oregon Steel, According to an &pril 1992 article in the
employees doubled productivity after using sn ESOP to
purehase 16% of the company. In 1991 their share of company profits came to about
40% of base suleries. In the early 19805 the same company was saddled with high labor
costs, outmoded technology and increased competition from foreign companies. Today, it
is one of the most profitable companies in tbe industry.

Another example is Weirton Steel where an ESOP saved 8400 jobs and revitslized
the town of Weirton, West Virginla. At Avls, 12,500 workers acquired 100% of the
company in & $1.7 billion buy out. They are ahead of schedule at paying off the debt and
may have already passed Hertz 2 the number one rental car company.

There are many similar success stories of companies rebounding, jobs saved,
workers empowered, and disiressed communities revitalized through emptogvce stock
ownership combined with creative managemsnt

Of course there are also risks: some ESQOPs replace conventional pension plans so
workers risk losing everything if the stock beeomes woribless. However, most small
sompanies don't bave pension plans anyway. Others are ciosing them down. We should
protect against abuses by giving workers control over their own essets by requiring full
gdisclosure and voting rights, i

Bu1 the risk factor should not be & deterrent. Our gosl is to put residents of
distressed areas in position to take risks, At present, they have
[ believe strongly that the potential benefits of ESOPs for residents of distressed areas
far outweigh the risks, These workers typically have no jobs, no pension plans, und no
assets. Diversification is not gn fisue because there sre no savings to diversify. To
forseke a financing 100! that has proven successful because of risk or the possibility of
abuse is tantamount 1o throwing tbe baby out with the bath water,

The key wsue is whether or not the 1009 interest exzlusions we have proposed
for special Zane ESOPs, coupled with the ESOP provisions already in the law, will
atiract sufficient capitsl investments 1o create jobs und equity ownership opportunites
for residents of Enterprise Zones.

Experience already demonstrates that & 100% interest exclusion, coupled with
other benefits for ESOPs already in the tax code, is 8 powerful 100l to strvast capital
investments, The 1009 interest excluzion has the same tax benefit as a tax free
municipal bond. Bankers and other sommercial lenders would make loans directly 10
Zore ESOF companices, However, unlike wickle down approsches, the expanded gronh
would be financed through a mechanism (ESOP) that creates ownership opportunities
for employees,


http:lecMolollY.od

Invesiments in Zone ESOPs will slso be attractive because with financing through
ESCPS worksrs know they will gaib more teke bome income through productivity gain
and increasss in profits - therefore reducing pressure 10 increase labor costs As
shareholders, workers can iscrease their Income levels through profit sharing and
dividlends without increasing fixed labor costs. Whern workers share equity growtk and
profit sharing companies can produce at Jower costs and therefore become more
competitive in the global marketplace.

Moreover, if workers have a substantial equity stake in their companies, they are
unlikely to agree 10 the transfer of operatlons outside the community and more likely 0
do whatever i necessary 10 keep the company viable. The result would be a reduction of

capital flight.

Clearly, if distressed areas are to reverse their economic decline and enter the
economic mainstream sufficient capital must be attracted into those areas. Relying on
microenterprises, mom and pop stores, and ondy small businesses, while helpful, siroply
won't get the job done. Further, there is simply ne way goverament can spend enough
money to "ix" all of the problems. Government can, however, utilize the tax code to
direst capital to distressed areas in a way that truly empowers zone residents.

We must create en atmosphere where yiakis cormpanies, ¢specially our best run
companies, will want to jnvest within enterprise zopes - rather than sbroad. That means
reducing the cost of credit, Jower than average market wage rates, 8 crime free
snviropment (with community policing), and 3 highly motivated workforce - motivated by
a real ownership stake end profit sharing in thelr jobs and communities,

Government ¢an creatively utllize tax breaks (which almost universally benefit
those who alresdy have sufficient copital) to smpower those who do not. The ESCP is
not perfect. However, it has proven 10 be the best financial 100l to marry capital with
workers and, in the best cases, improve productivity, promote growth, and most of sl
enhance the incomes of working Americans.

There are 100 many places like White Pine, Michipan and Weirton, West Virginia
that are still locked out of the zconomic mainstream to just igniore what bas already
happened in those communities. These are success storics waiting 1o be replicatzed.

T am convinced that & gemuine empowerment strategy must focus on helping
people acquire real ownership opportunities. Pecple don't burn what they own, They do
their best 10 protect and enhance it The fundamental problem within distressed aress is
that sesidents do not have enough oppertunities to become owners - real stakeholders -
irt pur society

- With enterprise zones we have an opportunity to start reversing this trend. ESOPs
are not the tota! solution, but ant Imporiant piece that, In many, many cases, has alresdy
succeeded in promoting economic growth, empowering people and revitalizing distressed
commynities.
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THE WHITE HOUSE

WASHINGTON

April 20, 1993

MEMORANDUM FOR THE PRESIDENT

THROUGH: BRUCE REED, GENE SPERLING

FROM:  THE NEC-DPC INTERAGENCY WORKING GROUP ON
COMMUNITY DEVELOPMENT AND EMPOWERMENT -

SUBJECT: COMMUNITY BANKING PROPOSAL

| 8 ACTION-FORCING EVENT

Across the country, rural and urban communities are starved for affordable credit,
capital, and basic banking services. Millions of Americans in low-income neighborboods
have no bank where they can cash a check, borrow money to buy a home, or get a small foan
1o start a business or keep one going. Perhaps more than any otber proposal, the network of
commusity development banks you promised in the campaign - coupled with reform of the
Community Reinvestment Act (CRA} ~ have the potential to transform these communities
by empowering people and businesses to join the coonomic mainstream.

IoH. BACKGROUKD

Over the last two months, the NEC-DPC Interagency Working Group on Comumugnity
Development and Empowerment has been developing a community banking initiative that
tries to fulfill the basic principles you outlined during your campaign. This memorandum
reflects ideas from HUD, Treasury, Agriculture, Commerce, OMB, CEA, NEC, asd DPC, as
well a5 putreach efforts to community groups and the banking industry.

A. The Problem. As you know, Jow-income communities face several chronic
banking problems:.

&  Inadeguatc Basic Banking Services —— Millions of poor Americans bave no

access 10 nor relationship with a bank. They live in neighborboods with no
ATM machines, no drive-through windows, no checking or savings accoupts.

b}



Instead, they are forced to deal with cash-checking operations that charge an
exorbitant fee for a simple serviee;

. No Loans for Small Borrowess — Most commercial lenders shun Jow-income
communities because small Joans bave higher transaction costs and Jower profit
margins, and require more labor and attention, if not more nisk;

* Lack of Expertise Among Lenders -~ Landing in distressed communities,
pariicularly for small business, is difficult. It requires specialized underwriting
expertise and knowledge — of the borrower and the community, credit
products, subsidies, and secondary markets;

L Lack of Expertise Ampng Borrowers ~- Small businesses, particularly those in
distressed areas, often jack expertise in the basics of small business
management, including accounting, borrowing, managing and repaying money.
When commercial leaders abandon these communities, there is often no place
to turn for essential capital, credit or information;

. Discrimisation -- Home Mortgage Disclosure Act (HMDA) data suggest tha,
deliberately ot not, kome mortgage leaders deny loans to middle~ and upper~
income minority borrowers more often than to moderate~ and lower~income
whites. Anccdotal evidence suggests that the situgtion is even worse for
commercial and consumer loans;

» Shontage of Credit and Capital ~~ The unmet demand for credit and capital in

poor communities is therefore substantial. In 100 many low- and moderate~
income neighborhoods, loans are unavailable for even the most credit~worthy
housing and business purposes. A recent study found 3360 milliop in unmet
demand for credit-worthy small business loans in the City of Oakland alone.
In New York City's distressed communitics, several billion dollars in demand
for housing loans that would qualify for federal insurance went begging.
Economic revitalization cannot take root in these communities where good
risks and sound businesses cannot get loans.

B. Promising Responses to the Problem, Many enterprising communities have come
up with their own ways to fill the void in community development and banking services, We
have looked at a variety of promising alternatives under way around the country, including
community development banks, ¢redit unions, corporations, and loan funds; loan consortia and
other community development intermediaries; and community reinvestment by mainstream
commercial banks,

1. Community Development Baaks (CD Banks): South Shore Bank in Chicago,

Elkhorn Bank and Trust in Arkansas, and Community Capital Bank in Brookiyn offer
a comprehensive range 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 morngage lending services; venture capital for small business;
microenterprise loans; and technical assistance. They alse develop rental and
cooperative housing for low-income residents and commercial real estate for small
businesses. Three such integrated, full-service Gnancial community development bank
holding companies bave emerged over the last twenty years.

2. Community Developinent Financlal Institutions {CDFI's): A variety of other
community-based organizations have found their own financial service miche:

. Community Deyelopment Oredit Unions (CDCL'S) are regulated
financial cooperatives owned and operated by iower~income

persons 1o serve the deposit, check-cashing, and small consumer
joan nexds of their members. A growing number of CDCUs are
making development loans for small business expansion and
start-gp. Like CD Banks, CDCUs can offer federal deposit
insurance up to $100,000. The largest CDCU is the Self-Help
Credit Union in North Carolina. With more than $40 million in
assets, it s second only in size 10 South Shore Bank among
community lending institutions. Self~Help is part of a larger
holding company that includes independent, non-depository
credit and support mechanisms. There are over 100 CDCUs
across the nation, and one the newest was chartered in South
Central Los Angeles last November;

created by civic and wmmnmty pougs, Iocal of state development
auih{)rzz:cs, and banks 1o provide small business or micro—enterprise
lending, large community development projects, or affordable bousing.
Their sources of capital and loans include other banks, federal small
business and housing programs, local corporations and foundations, and
major national assistance corporations such as LISC or Enterprise;

. Scores of speciatized Commun! _ i '
(CDLE5), both for-profit and non~pmﬁz aggregaze z:ap;zai and
contributions from socially conscious banks, investors, and foundations
1 provide equity, bridge loans, or below-market financing for
affordable bousing, revitalization of retail stores, or small businesses in
distressed communities. Much or their lending is to microenterprises —
- small businesses of five or fewer employees, with owners that have
income no higher than twice the poverty level.

3. Community Development Intermediaries {CDI's): A number of state and Jocal
govermnmments, community groups, and fisancial consortia provide specialized services
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that link communities, CDB's, and CDFI's to mainstream banking, credit, capital, znd
govemnment insurance and subsidy programs and sccondary markets. These :
inmermediaries underwrite, guarantee, or repackage credit-worthy business and
individual loans in distressed arcas.

4. Community Reinvestment by Mainstream Banks: Either iv response fo pressure
from community groups to meet their obligations under the Community Reinvestment
Act or out of their own self-interest (o learn bow to betier serve underserved markets,
many mainstream commercial banks and thrifts bave begun 1o provide essential
financial services 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 {(RHC's) have recently created and capitalized Community
Development Banking subsidiaries to serve the Bnancial needs of distressed
communities,

Io those low~income communities that arc receiving credit, both lenders and
borrovrcrs have experienced a major uplift. Leaming that low~income people will work to
pay off a home mortgage or a small business loan can have a profound impact. As onc of the
founders of a CD Bank said, "On¢ of the untold stories js that poor people with small loans
can be better credit risks than rich people with large loans. And the personal reward to me is
that my character loans provide a hand~up to enable the poor family to build a better life and
a befizr community.” That is what community development banking is all about.

1. PROPOSALS

Given the variety and promise of these local efforts, we advise against mandating aoy
single mode! for community development banking ~- slthough the program should encourage
CDFIs which have reached a centain size and level of sophistication {0 eventualty become
chartered depository institutions. Instead, we recommend a flexible community lending
initiative based on the principles you outlined during your campaign.

The community empowerment strategy we have proposed includes four pillars:
CCOROMIc smpowerment zones; community development financial institutions (CDFIs);
strengthened Community Reiovestment Act and Fair Lending laws; and comiunity policing
and community partnerships against crime. Together, they will help to stimulate the public-
private~community partnerships that are essential to erapowering poor people to join the
economic mainstream and businesses in distressed communities 10 bocome engines of
economic growth. These four initiatives are the first in a series of proposals 10 address the
unique needs of urban and rural America.

In this mcmt}f?anéum, we present detailed options {1) to strengthen CRA and Fair
Lending requirements by demanding performance instead of paperwork, and {2} to develop a
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national network of community financial institutions ~ community developrent banks, cmilt
unions, reveolving loan funds, microenterprise loan funds, and more.

A.  Commusliy Reilnvestmnent Act (CRA) Reform
1. Bistory

The Community Reinvestment Act requires regulated financial institutions to “serve
the convenience and the needs of the communities in which they are chartered fo do .
business.™ Under CRA, regulators of financial institutiops ~- the Fed, the Comptrolier of
the Currency {OCC), the Federal Deposit Insurance Corporation (FDIC), and the Office of
Thrift Supervision (OTS) ~~ undertake periodic examinations of cach federally chartered
institution.  Using a twelve~factor analysis, an examiner assesses the institution’s lending
practices and assigns the institution a CRA rating of "outstanding,” “satisfaciory,” "needs to
improve,” or "substantial noncompliance.* The examiner'’s CRA report is available for public
inspection and an institution's CRA rating is taken into account in a regulator's evaluation of
the institution's application for a charter, new branch, merger, or scquisition.

During the campaign, you promised 1o focus CRA evaluations on "performance, sol
paperwork.” Both banks and community groups argue that current CRA policy sufiers from
several shoricomings:

] Vagueness -~ The current evaluation process provides insufficient guidance for
both regulators and regulated institutions on precisely which practices
demonsirate CRA compliance, This vagueness is one source of the highly
subjective nature of CRA evaluations and the *grade inflation” perceived by

community groups;

&  Paperwork, no! results - In the face of this uncertainty, both regulators and
regulated institutions have focused on an institution’s processes and paperwork,

! CRA focuses only on a limited set of financial institutions. A considerable amount of

basic banking, lending and other financial services are provided by other entitics, including

L car loans extended by the credit arms of car companics

. personal and home joans by consumer finance firms

. commercial loans by commercial finance agencies

» basic deposit and checking by money market funds,
The total of such non-bank financing exceeds $1 trillion. The total assets of other Hnancial
sectors (insurance ct}mpanics, investment companies, broker-dealers, mutual funds, money
market funds; and pension funds) almost dwbic ziw tola.l assets of thc rcgszlazed banks, thrifts,
and credit unions. None of these other fir ke ;
date, we will therefore explore how these thcr ﬁnanc;ai mst:tutmns might also play &
constructive role in reinvesting in distressed communities.
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such as meetings with community groups and minutes from board meetings,
rather than on results.. This has created substantial burdens for both regulated
institutions and regulators, without any corresponding gain in CRA
effectiveness;

o Poor performance ~ Although more than 90% of all regulated institutions
receive “satisfactory™ or better CRA ratings, redlining persists in low- and
maderate~income neighborboods;

o Inequity -~ Although some institutions reinvest heavily in their communitics
and others only Lightly, almost all institutions receive passing CRA grades.
This not only bampers the ability of regulators and community groups
monitor reinvestment practices, it also deprives responsible institutions of
recognition for their performance.

Z. Stronger, More Focused URA Enforcement

We recommend three measures to improve CRA enforcement, none of which requires

legislative action:

1) Better examiners: Many examiners lack experience in conducting CRA
examinations. Bank regulators nesd 1o develop 2 well-trained corps of examiners who
specialize in CRA examinations;

2) Stronger sanctions: Regulators should use supervisory letiers, letters of
reprimand, and civil money penalties to epforce actions against institutions with
persistently poor CRA performance;

3) Performasce~based standards: The most sweeping step we can take is to reform
the CRA txamination protocols to focus on quantifiable measures of ap institution's
actual performance in providing credit and other financial services to its community.
Banks should be judged on the basis of the magnitude and distribution of affordable
housing and community development lending and investment, especially in low~ and
moderate~intome neighborboods, and the provision of basic banking services. For
example, banks should receive partial CRA credit for investing in community
development institutions (sez below). Banks should also be subject to fair lending
examinations to determine whether they engaged io a patiern or practice of
discrimination.?

*By the time of your announcement of your initial urbap initiatives, we should also be
abie to include several other important contributions to augment community reinvestment and
fair lending -~ including new objectives and programs for the major GSEs like Fannie Mac
and Freddie Mac.
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The Hrst two steps are relatively pon-controversial. The third measure, performance~
based standards, will draw ¢riticism from some financial institutions who are worried about
“credit allocation”™ and increased paperwork, and a few community groups who have used
vague standards to pressure banks into more specific agreements on community jending,

We believe that neither concern is well-founded: The proposed regime does not
prescribe lending or investmen! guotas, and remains sensitive 1o the varied needs and
strengths of financial institutions. Over time, performance-based standards will reduce -
uncertainty and paperwork for banks and regulators alike, by giving them measurable goals
and clear guidance. A streamlined examination procedure will be developed for the
examination of small and rural institutions.

Most community groups will support the new standards because of their potential to -
increase aceess to basic banking services, as well as Iending and investment. The real
concers of community groups is that afier 12 years of strained relations, they don't trust the
regulatory agencies. Affected communities need 10 know they will have 2 strong voice in the
examination process. In conducting CRA and fair lending examinations, regulators should
actively solicit the views and comments of residents, small businesses, and citizen's groups.

B. A-Nstional Network of Community Development Institutions

To date, with almost po government support, community development financial
institutions {CDFIs) have proved that it is possible to mobilize and lend significant amounts
of capital for development in credit-deprived communities. 'We propose creating a ~
Community Banking and Credit Fund (the “Fund”™) to provide federal capital assistance that
will dramatically expand the amount of capital available for CDFI start-up and expansion
without creating enormous financial lisbilities for the federal government. The Fund
would alse serve as a pational informatiop clearinghouse and support system to belp
prospective CDFIs get off the ground and existing ones to expand, better meet their mission,
and operate soundly,

1. The Community Banking and Credit Fund

In addition, HUD has prepared a proposed executive order 16 commemarste the
twenty-fifth anniversary of the Fair Housing Act which is this month. The executive order
would: {1} establish a Presidential Fair Housing Council consisting of selected cabinet
members; (2) develop 2 pilot program to coordinate cabinet programs to promote exqual
housing opportunity; (3} mandaic a review of all HUD programs to assure that they provide
equal opportunity and promote economic self~sufficiency for their vitimate recipients; (4)
direct the Secretary of HUD to issuc regulations defining discriminatory practices in mostgage
lending, the sccondary mortgage market, property appraisal, and (5) property insurapee; and
update Executive Order 12259 to take account of changes made by the Fair Housing
Amendments Act of 1988,
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The Community Banking and Credit Fund would be 8 federally~chartered, quasi-
public enterprise, responsible for overseeing the development of a nationwide nerwork of
community development financial institutions. The Fund would be governed by an eleven-
member Board of Directors that would be appointed by the President and confirmed by the
Senate. The Board would include the cabinet secretaries or designees of the Departments of
Treasury, HUD, Commerce, and Agriculture, a representative of the Small Business
Administration, two representatives of the CDFI industry, two representatives from
community groups, and two representatives of the mainstream banking sector {including one
of the regulators, ¢.g., the Federal Reserve or Federal Deposit Insurance Corporation). The
Chairman would be appoinied by the President. The Board would serve as a corporate board

© of directors to establish policy and would retain a full-time President/CEQO to manage

operations of the Fund. The size and composition of the Board could be expanded or altered
to reflect the public purpose and the mix of public and private capital.

2. Sclecting Network Participants

To receive financial or technical assistance from the Fund, an institution would have to
be & member of the national CDFI network, and meet several stringent standards:

® Demonstrated ability to manage a3 CDFL;

. A primary, explicit and highly public commitment to community development.
To qualify, a CDFY's loans and investments would bave to go toward
community development, and serve an area that peeds it;

. A realistic, specific strategy to achieve the CDF1 mission, consistent with the
local community development plan, and becoms self-sustaining;

» leverage -~ private capital or other support to maitch Fund support. George
Surgeon of Elk Hom recommends, for cxample, 2 one~dollar federal match for
every two dollars of private money;

. Expertise in providing technical assistance to low income/small borrowers.
Many small borrowers default not because their businesses are not viable, but
because of a lack of knowledge about management, financial, and legal matters,
Existing CDFIs have shown that with active guidance and credit counseling,
low~income residents of distressed areas can be extremely credit-worthy.,

Attached at Tab A is a summary of the criteria for eligibility.
The Fund would solicit proposals for CDF] matching funds and other agsistance op &
competitive basis. Relevant federal agencies and existing CDFIs will be available to assist

applicants in developing their strategic plans. A review board, comprised of agency,
community and private sector representatives, would review and make recommendations for
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sclection of applications.
3. Assistance Provided by the Fuad
The Fund would provide the following types of assistance:

CBFI‘S nrcxpmd existing oncs;

. Tachnical Assistange ~~ Capitalization loans, graots, or technical assistance to
applicants that present proposals in conjunction with new or expanding COFls,
inciuding grants for training for borrowers as well as lenders. This could apply to
subsidiaries of CDFIs as well as community groups with technical assistance expertise,
such as ACORN;

inaled 2 ; cvant Programs - The Fund would set out to give CDFIs a
smgic pomt uf access for melevant technical assistance, lending, and subsidy programs.
Depository CDFls could also be encouraged to provide a telecommunications network
for one-gtop joan centers that would make SBA, FHA, FmHA and mioority business
ioans and other public and private loan and credit programs available (o targeted areas;

* Deposits ~- Monies being held by the Fund would be deposited with eligible CDFIs;

ity I Banking - By forming a network of COFL, the
Fund could aiso bccemt an unportam voice for Community Development Banking in
the country —— o stimulate private support, to spur mainstream financial institutions
and Wall Street to participate in CD Banking, to study and to promote new CD
Banking products, services, partnerships and secondary markets.

4. How to Capitalize the National Network of CDFIs

A key question in establishing a national network of community development bapks is
how to make the most of the federal government’s leverage. We present three basic
alternatives, with no consensus recommendation. In the first approach, the Fund uses the
federal appropriation to capitalize CDFIs on a matching basis with capitalization provided by
cach CDFL In the second, the Fund would be given authority to request a loan from
Treasury to leverage the size of the Fund's available capital based on the Fund's experience.
Int the third option, additional contributions to the Fund would be required or encouraged from
mainstream banks; and mainstream banks would also be required or encouraged to create CD
Bank subsidiaries.

The three approaches are not mutually exclusive and could supplement onc another.
Under all three, we could fusther stimulate the CDFI industry by:



et

» Providing partial CRA credit for bank investmesnts and contributions to CDFIs;’

L Waiving the stock/purchase requirements for depository CDFls that wish to join the
Federal Home Loan Bank System (FHLEB)*

. Earmarking a greater share of the FHLB Affordable Housing and Community
Investment Programs for use by CDFIs or other lending in distressed communities;’

. Providing access to expanded community lending programs of SBA, Fannic Mac, and
Freddiz Mac.

* As described earlier, a reformed CRA can steer more resources toward distressed
communities. Under the cumment system, it is up to bank examiners whether to give banks
CRA credit for investments in CDFls. A simple regulatory change could assure banks partial
CRA credit for investments or grants to CDFIs and community groups who work with CDFIs.
If the banking regulators move to a performance~based sysiem, assistance to CDFIs could be
given 3 specific CRA weight —- large enough fo intrease investment, but not so great that
banks could use contributions to CDFIs as a safe harbor to ciscumvent CRA.

* Another way to expand the pool of financial resources for community lending would be
to make it casier for CDFls 10 join the Federal Home Loan Bank system, FHLB membership
would give CDFIs a liguidity facility (a "window™} and access to jonger term funds at below-
market rates. Under current [aw, any financial institution can join (Cormunity Capital Bank
and South Shore are members), but the cost of membership is moch higher for banks and
credit unions than for S&Ls. We propose & waiver of the FHLB membership fee for
accredited depository CDFls and the removal of any other impediment to community lending.

? The Affordable Housing Program (AHF) and Community lnvestment Program (CIP) of
the FHLB system were implemented as part of the 1989 FIRREA legislation. AHP required
the Federal Housing Finance Board (the regulator for the FHLB) to set aside from the profits
of the FHLB banks $50 milliop in 1993, $75 million in 1994, and $100 million in 1995 and
subsequent years for 8 range of actjvities related to affordable housing. CIP is a
complementary program that authorizes the 12 District Banks of the FHLB to make advances
1o roembers for use in making community and economic development, commercial and small
business loans in low- and moderate~income neighbarhoods. Since CDFIs serve the same
purpose, and since the Federal Home Loan Bank system is pow well-capitalized, a portion of
these funds could be made available for qualifying loans of CDFIs. Qurrently the CIP is not
&s active as the AHF and has yet to develop the infrastructure to support small business
lending. The CIP must become a champion of small business apd entreprencurial lending in
order for the FHLB to become an cffective support vehicle for CDFIs. With your fcadership
and, as appropriate, appointment of new members of the Federa! Housing Finance Board, we
believe that the FHLB system can be persuaded to cooperate fully in implementing your CD
Bark initiative,
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The three hasic approaches for capitalizing the Fund are:
OFTION 1. DIRECT APPROPRIATION

Ie your budget proposal to Congress, you request $382 million for community
development banks through FY97. This appropriation could be used for direct federal support
to CDFls ~— equity capital with a reasonably firm but patient expectation of returns over
time, more venturesome investments to test the full potential of community development
banking, and grants to provide “glue™ money for comprehensive CDFI financial service and
development networks within communities, technical assistance and training. We expect that
the Fund would make allocation decisions between such categonies,

The appropriation alone represents & potential 50% increase in capitalization of the
CDFI industry, which is currently capitalized at approximately $700 million and has extended
almost $2 billion in Joans nationwide. For example, on 8 matching basis of one Fund dollar
for every two local CDFI dollars, the new federal funds could generate an additional $1
billion in capital —~ which in tum could lead to $3-10 billion in new loans in distressed,
low-incoms communities. There may be a practical frade—off here: the higher the Jocal
CDFI match, the fewer the pumber of CDFls that may be able to raise the capital necessary
to apply, particularly in the early years of the Fupd.

OFTION 2. LEVERAGED CAPITAL

Up 10 $300 million of the $382 million in your budget proposal for C Banks could
also be appropriated 1o support a loan to the Fund of up to $1 billion from the Treasury.
This would be handied in the same way that all federal credit programs are: the appropriated
funds are st aside to cover the expected losses and any interest subsidy associated with a
subsidized government loan, The subsidy would be in the form of reduced and deferred
interest repayment as well as deferred principal repayment. The subsidized loan would allow
the Fund to make matching eguity investroents in CDFIs that would carn below-market rate
return and take more risks than other lenders. The amount of leverage available would
depend upon the anticipated returns, the risks of default, and the amount of private capital
invested in the Fund.

The appendix at Tab € illustrates two financial models with different amounts of
private investment in the Fund and different amoupts of leverage. In either fllustration, the
Fund would have sufficient funding fo capitalize over 100 independent D Banks which
together would have the capacity to make a total of over $10 Billion in new Jending available
to distressed communities. Under either model, $82 million of the total appropriation of $382
million would be used for technical assistance, setting up the network, and for other purposss.

This approach may offer scveral advantages: It could leverage a substantial pool of

CDFI equity. It would offer contributing banks and other investors 2 low but positive mte of
seturn.  The projecied losses to the federal government from the Joan to the Fund would be
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paid for up-front with the appropriated fupds. This structure is based oo the SBA's current
Small Business Investment Company (SBIC) program. Treasury or 8 HUD/Government
Sponsored Enterprise segulator would serve as regulator as s regulator to insure that the
federal financial exposure is limited to appropriated levels,

In practice, although the financial expericnee of the two long-~standing CD Banks is
very epcouraging, CDFIs are still a relatively new concept. As & result, there s Limited data
on which to project the performance of the Fund. If the rate of CDFI failure turns out to be
higher (or the level of dividends lower) than anticipated by the Fund or its regulator, the Fund
itself could rup into financial trouble. Debt financing for the Fund might also pressure CD
Banks and CDFls to earn (and dividend) a higher return to cover the Fund's interest payments
ang thereby reduce their ability to mect thely community development banking mission. At
the outset, it may be particularly difficult for the Fund to determine the right balance between
fostering sufficient financial profitability to aftract capital, kecping the fund solvent, and
meeting the extensive community development banking needs.

. Because of these concerns, we recommend that the Fund examine the merits of
leveraged borrowing based upon its actual experience with how CD3Fls perform. The Fund
should have the flexibility to seek authorization for such leverage down the road based on the
real needs, risks, and potential of the Fupd and the CDFI network.

OPTION 3: INCENTIVES TO MAINSTREAM BANKS

Another innovative proposal involves bank bolding companies (BHCs) investing &
small percentage of their equity capital in community development banking, in retum for the
opportunity 1o consolidate al] of their bank operations on ap interstate branching basis in
states where they maintain 3 successful CD Bank subsidiary.

By way of illustration, BHCs eould invest three quarters of 1% of their capital in
setting up are or mote community development bank {CDB) subsidiaries dedicated to lending
in distressed communities. To qualify for the limited consolidation, the BHC would have to
create 3 CDB subsidiary in its home state and another in each state in which it seeks
consolidate all of its banking operations. Another quarter of a percent of equity capital would
be invested with the Fund and retained on the BHC's books as an investment.

In exchange for these investments, each BHC would have the opportunity to apply for
the right 1o consolidate all of its bank operations through interstate branching in any state
where it maintains a successful CDB subsidiary —~ if all of the components of the BHC also
mest their CRA and Fair Lending obligations. This opportunity would be available only in
those states that permit intrastate branching and bave interstate banking agreements, [Banks
in Arkansas would not qualify for the proposal under present state law because it does not

12


http:brancbi.ng

permit unrestricted intrastate branching.]*

Treasury recommends that the 50 largest BHCs be mquired to establish CD Bank subs
and 10 invest in the Fund. Following the "three-quarters-of-1%" illustration described
above, this would provide approximately §1 billion in capital for CD Bank subs.” In addition,
$300 million would be available at the outset to finance the network of CDFls. depending on
the number, size and quality of the applications fom CDFls and the ability of the Fund to
attract additional private investment, the Fund might be able to utilize the federal
appropration for aliernative support activities, such a5 a venture capital fund, = loan loss
reserve, technical grants, ete. The proposal could, however, be made voluntary for these
BHCs as well as for the other banks and thrifts, although the extent of participation would
then be fess certain, ‘

This proposal is based on the premise that distressed communities will never attract
the financial resources they need unti) mainstream banks beeome full partners in community
development banking. It is designed to make use of the mainstream banks' considerable
expertise and capital to generate » substantial sumber of CD Banks in a hurry. At an average
capitalization of 35 to $10 million per CD Bank, 2 network of well over 100 subsidiary CDBs
might be established at the outset of the program, with the potential capacity to make over
$10 billion in community development loans. By contrast, direct appropriation funds would
support only 8 to 10 CD Banks in the first vear. As the 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 to get the mainstream banks effectively involved and committed.

Under this proposal, banks — pot taxpayers — would bear the primary risks and put
up the bulk of capital. The BHCs would also have 8 major stake in making sure that both the
Fund and their CD Bank subs are self-sustaining and successful. Many major banks would
probably support the idea because it represents an opportunity 10 consolidate existing
interstate banking operations. McKinsey estimates that ronlti-state BHCS which currently

¢ Currently, only four states prohibit statewide branching (AK, IL, 1A, MN) and two
states prohibit interstate banking (HI and MT). These six states would not be directly
affected by this Option, but would be able to stimulate their own CDFls to apply for
matching capitalization from the Fund, whose own capacity to finance independent COFI's
couid be increased substantially by investroents from the BHGs.

*The headquarters of the 50 largest BHCs are located in 22 different states: each BHC
would be required 10 Jocate a CDB subsidiary in its home state, Approximately 40 BHCs
also now have bank subsidiaries operating separately in other states. Option 3 provides an
incentive for these banks to establish CD bank subsidiaries in one or more additional states,
{For BHCs that do not have such local barking operatioss in more than one state, flexibility
in the mission of its newly established CD Bank sub could be encouraged. For example, 2
BHC that specializes in certain niches —- ¢.g., merchant banking or wholesaling -~ could
¢stablish a CD Bank sub with a similar specialty to serve CDFls across the country)
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operate interstate could save $400-3$800 million a year from full interstate consolidation of all
of their operations; savings from the limited consolidation provided here would be less. With
technical assistance fom the successful CDFls and Community Development Intermediaries
which have experience on the ground, CD Bank subs could begin to make the essential
connections 1o the communities that need to be served by real characier loans.

5. Polltical Analysls

Securing passage of any type of CDFI legislation this year will be difficult because of
the short time available. Legistation to create a network of CDFIs on a large scale has never
been proposed in Congress; Senator Reigle introduced a pilot program last year. But because
this proposal was a major part of your campaign platform, Members seem willing to move on
your legislative proposal this spring. ,

The three options described above are not mutually exclusive. You could offer s plan
that encompasses any or all three proposals.

Dircct Appropriation (Option 1) is the Jeast controversial, and stands the greatest .
chance of passage this year —— assuring that some CD Banks would be up and running in the
next few years. In fact, after four years of S&L bailout legislation and bad news for the
Banking Committees, members of Congress are anxious for a victory of any kisd, But
Option 1 also provides the least leverage. Even with a stronger CRA and casier acoess to the
FHLB, the effects of this proposal would be limited.

Leveraged Capital {(Option 2) could rrise a significant amount of additional capital for
the CDFI nerwork without opening the controversial issue of bank reform. But it could raise
the specter of an increased federal liability for untried and inherently risky institutions, and
concern over another S&L bailout. It might be more prudent to phase in such leveraging over
time, based on bow CD Banks perform over the next fow years.

Mainstreamn CD Banking {Option 3) could potentially raise the greatest amount of
capital for the network, and private capital a¢ that, plus create a network of CD Bank subs of
BHCs. Getting the propasal through Congress, however, will be difficult.  First, it could
become a vehicle for those who wan! more ambitious banking reform, which would engender
strong opposition from smaller banks and thrifis and other egments of the financial service
industry, Every President since Jimmy Carter has supported some form of interstate
branching reform, yet Congress has been unable to reach a consensus amid the special- |
interest fervor. Second, some community groups may strongly object that mainstreamn banks
don't have the ties or expertise to succeed ot the grass—roots level in community development
banking. Finally, even if such a limited consolidation is enacted this year, some argue that
Congress might not have the political will to consider comprehensive reform of the banking
and financial services industry that you may wish to propose next year, Others argue,
however, that successful passage of this option would set the stage for major financial reform
legislation in the coming years. In any event, Option 3 will require s major political
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. commitment on your part,

T 6. Legisistive Strategy

PR SR

We sce at least three possibie legislative strategies:

® Go All Gut ~ Put considerable political weight behind Mainstream
€D Banking in order to persuade Congress to pass this proposal.

. Test The Waters — In advance of submitiing any bill, consult
the leadership of the banking committees (and John Dingell, who
killed interstate branching legislation in 1991) to gauge the likely
reaction. if the reaction is no? lukewarm or hostile, we could
begin building 2 coalition to support the proposal. Treasury
strongly recommends this approach.

. Two-Stage Process -~ Submit the Direct Appropriation option
to Congress, but lay the groundwork for possible comprebensive
financial services reform later that would infuse sdditional
capital into the Fond and involve mainstream Bnancial
institutions in CD Panking

. We recommend that you hold private conversations with a few selected Members of
the Banking Committees on Option 3. If their reaction is lukewarm or bostile, you will be
able to shift 10 a two stage process.

IV. BECISION
A.  CRA Options

. Comprehensive Reform of CRA Examination Protocols to focus on
Performance

—... Approve only process improvements to CRA

., Beject options, discuss further

B.  CDFI Fundiog Options:

. Option 1 -~ Direct Appropriation of CDFI Fund Only

Supplement with suthority to request leveraged capital based upon experience
Supplement with BHC Contributions

. Mandatory Contributions

— Yoluntary Contributions

. . Reject all options, discuss further
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C.

Legislative Options
Go All Out

Test The Waters

Two-Stage Process
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