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NOles Prepared By: Bruce Reed 
Paul Weinstein 

Remarks 

Date: March 24, 1993 

Time: 3;()() pm 
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BACKGROUND 

.On March 24, the National Community Action Foundation (NeAP) will begin its annual 
legislative conference. The Foundation is very interested in how Ibey can utilize tbeir 
network of agencies to help implement the Clinton AdminisUation's anti-poverty and 
outreach agenda. 400 to 450 of !he people will be in attendance, including board members, 
directors, and staff from community action agencies around the country. 

NCAF represents nearly one thousand community action agencies Ibat operate a variety of 
programs, including Head Start. rucl assistance. weatherization, and housing, The 
organization would probably be interested in your experiences with community action 
agenCies in Arkansas. 

EXPECTATION'S ABOUT YOUR REMARKS 

You are scheduled to speak to the conference from 3;()() to 4:()() pm, however, David Bradley, 
NCAFs Executive Dj_or, says you should feel free to talk as little or as much as you want. 
They would like to have a Q&A following your remarks. David Bradley assures me that the 
questions will be softballs, such as will the administration support community action agencies. 
There is considerable goodwill arnoag the NCAF membership, who are relieved to have a 
Democrat in office after twelve years of Reagan and Bush. David Bradley emphasized to me 
that Ibe membership will be satisfied if all you say is that the Reagan-Bush cra is over, and 
President Clinton is open to the ideas of NCAF. 
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TALKING POINTS 


• 	 Putting people first m..". putting people back in control -- of their lives. their 
neighborhoods, and their country, There are plenty of ways to do it, 
,Community development banks, Head Stan, low-income energy assistance 
programs, 

• 	 President Ointon has Slated that to restore our cities and encourage rural 
economic development, we must create a partnership at aU Jevels, committed to 
excellence and community service. The federal government must get involved 
again, worldng hand and hand with state and local governments, Non-profit 
organizations have a major rol. to play. But most important, community , 
groups and local citizen organizations must serve as the backbone of our rural 
and urban improvement efions. 

• 	 President Ointon recognizes the need to develop innovative ideas to promote 
growth in low-income communities. The Working Group on Community 
Development and Empowerment is already at wort developing propos.ls. 

• 	 The President bas committed to Investing In communities, people, and grass 
root organizations. His economic plan includes additional funds for Head Start, 
low-income housing. weatherization assistance, and community development 
hanks, 

• 	 Presid(",t Clinton understands the effectiveness of community action agencies. 
He used them iMov31iveJy as Governor of Arkansas in implementing welfare 
rerorm~ Our door is open to your ideas on how 10 utilize the community action 
agencies in encouraging community development) opportunity~ and 
empowerment. 

http:propos.ls
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FACT SHEET 

Community Action Agencies Program 

• 	 President Bush tried to eliminate the Community Action Agency program. He 
proposOd zeroing out its budget for Fis.:al Year 1993. Congress was able to 
fund the program at $372 million, in great part due to the efforts of the 
National Community Action Foundation 

• 	 For Fiscal Year 1994, the Community Action Program's funding will be frozen 
at last year's level -- $372 million. The program is funded out of HHS as part 
of the Community Service Block Ornnt. The NcAF is comfortable with this 
level of funding. 

• 	 The program is ~p for reauthorization this year. To the best of my knowledge, 
[ do not believe the Administration bas taken a.position on tbe legislation yet. 

• 	 The Community Action Agency Program was founded in 1964, as part of 
Lyndon Johnson's war on poverty. 

Head Start 

• 	 Around 700 community action agencies operate Hend Start programs. . 

• 	 The Clinton Administration's economic package proposes to incrcasc funding 
for Head Start by $3.2 billion by 1997, $8 billion ovcr four years, achieving 
full funding for an estimated 1.4 million eligible disadvantaged children by 
1999. 

Weatherization AssIStance 

• 	 As part of the stimulus package, the weatherization assislance program for 
low-income citizens will receive an increase of $60 million in 1994, and $100 
million per year in 1995-1997. 

• 	 With a IcYCr.Iging ratio of 1:1 from the Stales, an additional 450,000 homes 
will be weatherized over the currently projeCted number for the 1994-97 
period. . 

Community De.elopment Banks (CDDs) 

• CDlls, community credit unions, lOVolving loan funds, microcnterpriscs, go 
to neighborhoods that traditional financial institutions won't serve. Thei' 
leaders get to know the people there. They provide money for capital to start 
small business, for technical .id to keep their businesses going, for loans to .
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rehab a gutted building. The President'. economic plan includes $354 million 
',. (FY94-FY97) for development of • COB network. 
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WMI1IH.YOf.f. c..c. ItCHlIIC 


April 16, 1993 

·To: NEC/OPC Enterpri>e Zone Working Group 

Fro Secretary Mike Espy 
.. 
~ W7ay we need ESOP, in Enterprise Zone' 

[n 1985. Whit. Pine. Michigan. All isolated coppe..minlna tawn of 1200 peOple. 
te.=d on ,be edse ol."""omil: eollap$!'. To keep the· Ian working mine in Michipn's 
Upper Peninsula open, employees aped to wage cuu in • $9 • sbaro employee bv»:>u' 
of Copper Range. Co. owner of the mine. 

According to Ihe l:lillIl Str.l1 Journal. ·th~ timing eouldn\ _ been betle%." In 
1989 • West German eona:rn paid S80 a .!tare for Copper Range • putting $83 million 
i&10 the ba.,ds of area ",,(!lenlS. The 1017 employee, 01 Copper Range pocketed an 
average of $60,000 •••h., Ovemigb~ White Pine was .....nsformed from one of 
Michigan's poorest places into one of iu rich••~· 

I ,.I.te thi, .tory beca.s. it d.mon"",t •• Ihe unprea:denl.d poss;bilitles 
available to working Americans via ESOP•. Certainly .vory ESOP company is no. bought 

· out and workers don' lCCllmu!ate $60,000 in wen _tnight evoryday. Tbel:e an: far 
more example. of ESOP companie' wbere workers steadily aocumuIale _15. To b. 
,ure. Ihor. are also othm where the ESOP 1$ only a tool for the -,.aI' owners to e>ploit 
I.... breaks. . ' 

But when one considers 'the economic distress thaI c:haracteriu4 While Pine. 
Michigan. with .core, of l'enpl. on welfare, small busin..... collapsin& famiUe, breaking 
uP. and then comprehend the resulting re,ursenee, !his Idnd of growth potential ca.ttnOt . 

· easily b. dismissed; . 

Th. e&sence of Ihe Whit. Pine, Michigan story is thaI _ta,c working Americans" 
we...mp"""'red through aD ESOP to beenme equit)' owner. In a flee market economy. 
Uke aU .ucceS$fu! owners. whe" the value of th.ir boldiD&' increased (in pan through 
their own .weat equity) they mad. a bandso.... profit /u we work to craft lesWarlon 
tba. can really empower other Amoricans In oommtmltles whore the 000I!llIIl)' collapsed 
Jong ago, White Pine, Michig&ll is powerful exampl. &lid ••__u "")I, W1llting to be 
replicated. Within tbls IUccess story .'" lessons thaI we should 001 ignore. 
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The ESOP allows hourly wage ""rkers to panlcipatc in III ..pe<t of the oconomy 
that is foreign to the va.u majority. In the best run ESOP companies WOl'brs !lOt only 
have significant stock holdinp. they hIM (WI votins rights. enjoy "".... to fin.accial data. 
and Ihe companies rely on lbe worurs' knowledge and mput in the decision u:Uing 
pro«... in Ill. beSt ESOP companies WOIUrs If. empowered in ''''''Y sense of the 
\\md. 

b thelO compani.. worker> not only become pan """"en. lhey "" edueated to 
think like owners. Most impottantly !hey begin to lI&l Ub .,...".,.,. In hi! book. PaviU fur 
Produotjvilx, Alan Binder observes, "It appears that cbangillg the ~ worke" "" lre.1Itcd 
may boo.. produCtivity m.ot'O than c!wlsing the ~ they are paid. although profit sIwin;! 
Or employee stock own.mip eomblned with worbr participation IIllIY be the be" 'l"tem 
of all: This is why 43 out of 100 companies 00 thelD" Manziae 100 list ha¥C ESOPS. 

ThO'.lgh ESOP, arc not widely papular. thore oro only 10,000 in the United 
State, - busine .. pag•• bavo many example. of ""mp'nie. where shared ownership and 
responsibility with workers has greatly boosled productivity. profits ud mcome. 

For exnmple. ConSonies, a high tecb fltm in Ihe She.aadoah Valley with 119 
employee.. recenlly grew by 269 p."",nt over a fM year period. 'The "lIOn; an ESOP 
set up over a decade ago under which employe.. h... a<quirod aboul 4S'J!> of the stock 
and a 'l"t.m of participatory Illanagement that encourage. all employee. 10 help sol .. 
company proble= 

Or take the example of Ih. Mich••1 Baker Corp •••n engineering company in 
Pittsburgh. The comp,,1)'\ ESOP, which Io:pt Ihe company frolll going under. was bom 
in 1984 when Baker was piling up • $2 nilllion ••nuallou. Since tben. tb. COIllPany bu 
turned around in. move the Chairman auribute, to the ESOP. Setween 1985 and 1991 
Baker~ revenue 'urged an • ..,rage of 20% annually. Employment increased almo.t re. 
fold since 1984 to 2,040. More than 1.000 worurs luMo int....' in the ESOP which 
ow", 61 % of Ih. company. 

In Iune 1992 In". Masujoo reponed on another tremendously successful ESOP. 
In 1983 Springfield RemanufatlUrlng Corp. in Springfield. Missouri, than owned by 
International Harve"er, faced an uncelwn fu\Ule. IH was CUllin, loose operations liD 
SRC in a desperate attempt to stay .OOIL Thalli when the maDllgers and 119 worb.. 
used cil ESOP to buy the cOlllpany • will> stock worth 10 cents I sha .... The now 
managomenll p!tllosophy was thallhe most efficient, mO$I profitable. way to ope,... a 
bu.in.ess is to give .verybody a voice in saying how the a:ornpany Is run and ••taIa! in the 
fin..ci&! outcome. rood or b.d. 

From 1983 10 1986. salos J!fOW by 30% a yoar. SRC went from a lou of $6D.5oo 10 
• prelax earning of 52.7 nillllon. The workforce incre..ed 10 6S1l. The stodt\ Y8h.lo 
soarod to SI8JO. an increase of 18,20091> In eight >'"lB. Hourly woru" who lad been 
wi.h 'he romp'!!), from the beginning had holdinSS in the ESOP worth as much as 
535.000 per person· tbe price of a bome in Sprlniflcld . 
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Vet anotbe, example is 0re80. SteeL A=ording 10 an April 1992 artidein the 
Coom;rc"Buljnm Daily. =plO)<e. dotlbled produc:tMty after using an ESOP to 
purchase 16% of the co"",all)',ln 1991 their share of company profiu came to about, 
~U% of base salarie" In the ......Jy 1980s the same company wanaddled with hip labor 
COSlS, outmoded technology aad inmlued """petition from foreign eompanill$, Today, il 
is, one of the most protitable companies in the Industry. 

Another exampl. is Weirtoo Ste.1 wh.... "" ESOP ....d 8400 Jobs &ad rmtallzed 
, the IOWll ofWeinon, We" VIIl!Inla. AI. Avis. 12,500 worlc.crs acquinld 100% of the 

company in a $1.7 billion buy au!. n.y .... ahead at S<hedule at paying of[ the debt Illd 
may h""" already p....d Hertc .. lb. otlmber one ... ntal car compall)', 

There .... mall)' simila, sue.... Storie. of companies ...boundlng, Jobs saved. 

workers empowered, and di5uc.ued commuaitics revitallzed through employe. stock 

¢",mership combined Vlith creative management. 

Of (ourse there ar. also ruks: 10m. ESOP. replace collVOllliOll&l pension plans 50 
workers risk losing everything if the stoc:Ic becomes wonhless. However, most small 
comp..'lics can' b••• peilsion plans anyway, Others .... closing them d"..". We should 
proteCl against abu... by Jiving worken conupl 0"" thel, .........1$ by requiring tuII 
dildos"", and voting rights, 

But the risk factor .bould Dot be a det.r ... n!. Our &oal b to put residents of 

di.tressed ar ... in po.jlj@ to tm risks, AI presen~ they hM QQlhin(llo 10.., 

I belie.. strongly that Ihe potential benefiu of ESOP, for residenlS of disueued are.. 

far outweigh the risks. n ... worke,., typically ha"" no jobs, tID pension plans, Illa no 

assets. Diversification is not an issue becaule there are no savinp to divel'3ify. To 
fonllke • fina.cing tool that bas p....n su.....ful b........ of ruk or the possibility of 

abu,. i. tantamount to throwing the baby out with the bath waler, 


Th. koy issuo is whether or not the 100% intereSt exdosioll$ we have proposed 

faT .pe<iol Zone ESOI's, coupled with tho ESOP provision:! aI.nIady in the law. will 

attractlufficient capital investment> to aute Jobs and equi!)' OWDOrShlp oppol'tUllitl•• 

for re~dents of Enterprise Zones, 


Experi••~ already demonstntN thaI a 100% latel'tSt exclusion. coupled willl 
alher banefits for ESOP. already Ie the lax oode, is • powcri\ll tool 10 alO'act capital 
investment<. n. 100% interest exclusion bas the sam. !ale benefit as a tax free 
munidpal bond, Bankers and atb.r commor<lallende.. would malo! I"""" dlrectly to 
Zan. ESOP companies, H"""",,~ unlike trlcld. d..... approach... tb. expanded growth 
would be financed throug!l a mcohanism (ESOp) that creates ownenbip opj>onuniti.. 
for o"",loyeos. 

,
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Inve.lmenu in Zone ESOPs will also be attractive because with flrumcing 1l1louJlb 

ESOPS wor!<en know they wiU gain more take home income -JIb productivity gain 
and incruses in profits. therefore rcducinl pressure 10 incrcue labor _IS. As 
shareholders, workers """ incu... their income 1"",,1. lhrouJ!h profu .baring and 
dividend. wjthout increMing fixed labor costs. When worlcen share .quity gro..th and 
profit sharing companies can produ", at l(JW1Or casu and therefore become more 
competitive in the global ........tplace. 

MoreOYer. if work.n have a lNbstantial equ!ty .take in their companies, they are 
unlik.ly 10 agree to th. "ansfer of opemllons ouwde the eomrrumfty and m.ore liIo:ly to 
do wharever is ••cc....ry to keep the rompaD)' viable. Th. mult would be a ..duction of 
capital niJlbt. . . 

Clearly. if disucssed ..... arc to ",,,,rse tbeir economic decline and .llIer tile 
economic r:wnnream sutficj:m capital muSt be ,anracted into those areas. Relying on 
micro.nt.rpri.... mom and pop 1t01." and only!",all buslnesse.;whne helpful, simply 
won't gOl !he job dor.e. Furtber. the", i"imply no way """""".nt can spelld eneuJlb 
:noney to .. ~.... all of the problems. OOYernment <an. h.....:ve~ utilize the tax <Ode to 
direct copilal to di.treSsed nre.. in • way that truly emp"""'" %OlIe Je5ldenu. 

We must create on auno.pbeIo wbeio xiIIbh: compani.s, esp.cially oW' b.st lUll 
tompanies, will wanl1c invest within enterprise zont$, . rather than abroad. That mearu. 
reducing the COS! oC credll, lower than avor.ge market wage rates, a crim. free 
environment (with community policing). and a highly moti..ted ,,,,,l:iorce •'motivated by 
• rnl ownmhip Stake ""d profitsbaring in their jobs and communlt!es. 

OOI'ernrn_nt can creatively Utlll:.e tax breaks (which almost universally benefil 
tho._ who already have sufficient <apit.l) 10 elllPower those woo do DoL The ESOP Is 
not pertocL However. it h.. proven'" be the best financW tool to maery capital with 
workers and. in tho be.t case.. improve producllvil)'. promote 1fOWIh. and IIIO<SI of aU 
enhance the inco:ncs of vmrldng Americans. 

There are 100 many pl3C1O$ Uke WhIte Pine, M!t:blgan and Weirton. West Vitpnia 
thai are !till lock.d out 01 the .conomic mt.instroam to jll.!t ijjnore wbat has alludy , 
hlppe.cd in those communities. Th... arc SIICcc..s SlOri.. waiUnIL 10 be replicated. 

J am convinced tha, • genuine ctnpewermeDt S1nUgy must fO<Ul on helping 
people acquire real ownonhip opportunities. I'1:ople don'! bum wbat they.,..", They do 
their best to protect ""d enhanc. it. The fund.mental problem With", dlslzeSSlld &n!I.$ is 
that residents do not have enough opportuniti.s 10 berome 0W!l0n • real stakeholders • 
in our society. . 

With enterprise ion", we have an opportUnity to $Ia" reversin& thil; trend. ESOP, 
are not the total solution. but an ImpOrtant pl••• thaI, in many. many c:ases. has alludl 
.ucceeded in promoting economic growth. ."'Powering people aIld revitalizing distrosslld 
comm~nities. 

http:hlppe.cd
http:unlik.ly


TH E WHfTE: HOUSE 

WASHINGTON 

APRIL 19, 1993 

MEMORAlilDUM FOR THE PRESIDENT 

• 
FROM: 	 BRUCE REED 

GENE SPERLING 

SUBJECf: 	 ECONOM1C EMPOWERMENT AGENDA 

Almost one year ago, you toured Los' Angeles afler the riots and predicted that despite 
aU the media attention and Presidential fanfare. a year would pass and nothing would change. 
You were right Across therountryl poor communities from Soulh Central LA to the Mississippi 
Delta are still reeling from a decade of dcclining opportunIty .and rising social and economic 
isolation. 

Shortly aft.r you took office, Bob Rubin and Carol Rasco asked us to set up. joint NEC­
ope interagency working group on community development and empowerment. We wanted a 
join. effort spanning economic and domestic policy that could look at the problems of 
economically distressed urban and rural areas -- not only 10 prepare specific proposals thaI could 
be passed this spring as part of your initial Budget, but to develop a framework lhat could 
incorporate Other new ideas over the ~oursc of your administration. 

Our first task was to focus on the economic empowerment portion of your community 
development strafegy. Job and enterprise developmenr are only a portion of what your 
administration nopes 10 accomplish in distressed areas, through health care reform, welfare 
reform. education refonn, family policy, Head Start, and SO on. but your campaign commitments 
and your stress on economic growth necessitated Illal we come fortb with these proposals for 
FYI994. 

To create this """nomic empowmnent proposal, our group brought together policy people 
from half a dozen agencies, and met with members of Congress, community leaders, 
,nlr.pre.curs, and lederal, stale, and local government officials. We agrtCd in principle On a 
comprehensive, three-~ strategy with a strong economic focus; 

I. Enterprist Zones: . A two-lier plan 10 create 10 resource-intensive Economic 
Empowermenl Zone. and 100 less ..pensive Enterprise Neighborhoods around th. countl}'. 
These 110 communities would be targ.eted for eoonomic: development, reinventing government, 
community development hanking and microenlerprise, community poliCing, and the 
administration'S other empowennent initiativC$, 
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2. Community Banking: A national network of community development banks and' other I,..-r\. 
community lending institutions~ spurred on by a federal Community Banking and Credit Funo 
and perhaps by requiring major banks to SUitt community development banks in relurn for limited 
inlc:rstale t:?ranching. We also propose ways 10 strengthen' enforcement of the Community 
Reinvestment Act and fair lending requirements. 

.~'-
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J. Community Policing: W. included Community Partnerships AlI'insl Crime 

(COMPAC) --~~~~~~~~~~~~ - alonll with nationwide 
efforts,to promote Communities will need to 
demonsfrate progress against crime' they are [0 attract and maintain enterprises, 

CONGRf:SSIONAL OUTREACH: 

We bJ.Vt invited the major Congressional leaders in these areas to meet with us and with 
Bob Rubin .nd Carol Raseo -­ including Maxine Waters, Floyd Flake, Charlie Ransel, Chairman 
GOll2lllez, Bill Bradley, Chainnan ROSlenkowski. Chairman Riegle, Paul SarOOn.s and Chairman 
Moynihan. We have atso received copies of the: bills pending in Congress and will continue to 
see whicb of their ideas can be ineorporated. 

By way of example. pursuant to OUr discussions with Representative Rangel aJ,ld his slatt, 
our Enterprise proposal includes a comprebensive approach to public and private investment and 
coordinated provision of government services. a mix of taX 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 initiatives which the Agencies are actively exploring for 
the Enterprise. proposal. 

. 

With respect to the Community Reinvestment Act, our recommendation to move to 
performance-based standards for all bank lending (including for small OOsiness and c:crnmercial 
loans) adopts much of the direction and emphasis of Representati"e Waters' bill. In addition, 
Representative Waters has also suggested exploring tbe possibility of making the Federal Reserve 
Discount Window available for Community Development Banking to spur reinvestment in the 
inner cities. Although this would require a major rethinking of th. Fed', long-cstablished policy , 
and practice, we have proposed including the Fed on tbe Board of the CD Banking Fund so that 
such institutional issue. may be fully considered by the Fund with full input from the Fed. 

Treasury and the FDIC are exploring the impae! and cOS! of Repr...ntative Flake's 
propos.1 under th. Bank Enterprise Act to appropriate funds to subsidize._ discount in insurance 
premiums paid by banks (including CD Banks) to th...tent of tbeir loans in distressed 
communI"e.. If you choose 10 require major BHCs 10 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.th. Fund and by you. 

2 



Finally. our Community Development Eanking, Community PoUcing and Enterprise 
initiatives incorporate m.a.DJ: of cc:'ntral components of the Bradley bills: incentives for personal 
savings and in.... estment in Ihe community, cops on Ihe:- block and safe streets, a CD Bank fund 
to nurture a network of community development financial institutions, true Community Schools, 
and mObility and =$5 to opportunity throughout the local labor market, 

After you have agreed to a preliminary proposal. we will c.onsult with these members of 
Congress and come back to you with additional ideas of theirs that can he included. 

MESSAGE: 

The attached memos presenl the proposals for enterprise zones and community 
development banks. The,sc: memos layout the options and decisions you need to make for both 
proposals.. 

, 
We also wanted to let you know our own view of how Illest proposals suppon the themes 

that you ran on and now fonn the underpinning of YOUl economic plan. 

Fina, these proposals offer a new~ innovalive approach. They' move beyond the old left­
right debale by laking an aClivisl approach 10 empowering those in distressed areas without 
assuming that the answer to every problem is more federal spending on the one hand or mOR 

taX brtaks on the other. ney offer real opportunity 10 real people: a savings account, a cop on 
their block. an employment voucher that will reward any business for giving them a job•• loea! 
banker willing to invest in new jobs in tbe community. And we believe they represent is neW 
direction for poor communities across the: country in several other important respects: 

• Reinventing Government: The working group makes reinventing, government a 
cenlerpiece of our enterprise proposal. No communilY will get help unless they develop 
a comprehensive strategic plan that involves the private sector, builds on existing 
community institutions; and coordinates government efforts across program and 
jurisdictional line" The solulions 10 tllest problems must come from Ihe bottom up, from 
individuals and communities willing 10 help Ihemselves, These proposals will change the 
way government does business -- including lhe federal go"emment. which will conduct 
a competitive grant process Ihrough a single point of conl.ct. 

• Accountability for Results: Communities will receive unprecedented flexibility to 
design tDeir own plan. bUI will he held accountable for real. m ...urable results in return. 

• Lab.ratorie, of DernO<r3cy: Communities that show the initiative to make the most 
of these efforts will become natural targets for other initiatives in the administration's 
agenda. In exploring our proposals with other agencies and major pri,,:atc sector 
institutions, we've found a number tbat want to lake part, 

,, 
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• Comprehensive Growth Strategy: These proposals foster efficient and 
entrepreneurial government that promotes .b:oth private investment and increased 
pubtic in....estmen! in human and physical capitaL 

.. A Bold New Experiment: Some wit) point Out that there is nO conclusive evidence 
that enterprise zones work, and that only thlCc community development banks have been 
created in the history of .he republic. They're right on both counlS - because no one 
has becn trying such new approaches with any federal support or leadership. Our 
proposals are designed to give: these ideas a fair test. by targeting resources in a limited 
number of places and providing dear measures· of success or failure. tr thcsc. new 
approaches don't work. we can give:' up '" try something else -- but we shouldo't quit 
before we start juS! because tbe old answers have failed. 

Whaleve, options you choose.'o put forward. we believe that these proposals provide you 
with a tangible platform to inspire hope -and show your commitment to a, new spirit of 
opportunity, responsibility. and community tbat wilL empower people from Watts to Mount 
Pleasant 10 believe in the promise of America again. 

i 
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TH E. WH ITE HOUS E 

WASHINGTON 

;3'"'R21 PI:09 
April'19,1993 

I\IEMORAN'DUlIf FOR THE PRESIDENT 

THROUGH: 	 BRUCE REED 
GENE SPERLING 

FRO,M: 	 THE NEC-OPC INTERAGENCY WORKING GROUP ON 
COMlIfUNlTY DEVELOPMENT AND EMPOWER..'\fENT 

SUBJECT: 	 ENTERPRISE ZONES 

I. ACTION-FORCING EVENT 

The legislative calendar and the continuing distress in many places in Nral .and urban 
America cail for announcement of the first parts of your economic empowenncnt initiative. 

H. BACKGROUND 

Over the lasl two months, the NEC-DPC [nt<rngcncy Working Group on Community 
Development and Empowerment has been cOnsidering severa1 elements of an initiative to 
empower distressed communities to jOin the economic: mainstream, HUD. Treasury; Agriculture. 
Commerce, JuStie<, OMB, CEI\, NEe, and OPC have worked together to develop a new, 
comprehenslve empowennent agenda which includes enterprise zones, communit), development 
banks, strengthening of the Community Rdn'Ves.tment ACI and Fair Lending requirements; and 
community policing and Community PartnelShips against Crime. 

This memorandum p",sents tbe Enterprise Proposal. Whil~ membelS 01 Ihe Working 
Group differed on the merits of particular components. ,;1Cre was general agreeJ!lcnt -- except 
for OMS -- On a two-tler proposal to create 10 n:sourct:--inlcnsive Economic Empowerment 
Zones and lOO less expensive Enterprise Neighborhoods. OMB has proposed a minimal-cost 
alternative and rtcommends using the savings in budget authority to pay for other. unfunded 
priOrities, including Campaign Finance Reform and Family Suppon. (OMB', views and 

"uggested alternative are atlaCbed at Tab A.) 

In Section I!J of tbis memorandum, we summarize 'he key components of • ,two-tier 

Enterprise Proposal. In Section IV we prtsent the key options for your decision, including 

OMS's a[ternati\"c option. 
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III. THE TWO-TIER PROPOSAL 


This proposal suks 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 (teu: incentives and public investment 
grants). in 10 ecooomic empowerment zones. while having a second tier of 100 enterprise 
neighborhoods which grant considerable fleIibility -- and some limited ",Sources -- to areas 
that come forth witb 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 S.) TInce, the 
zones are designed 10 be platfonns for local experimentation at both the federal and local level. 
Finally. (he proposal takes an expansive view of the need for comprehensive growth strategies ­
- ones that take account of the need for both public and private investmem. 

The propOsal has three main goals: 

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

2. Empowering zone residents to join the economic mainstream -- by owning and 
. managing enterprises and assets witrnn the zones and by connecting them to jobs and 
opportunities throughoul Ihe ",sion. 

3. Changing the way government dou business in distressed areas -- by streamlining 
regulations and paperwork. encouraging local flexibility and innovatwn, and targeting 
n:sources so we can measure results and learn what works, 

CORE ELEMENTS OF ECONOMIC EMPOWERMEt.'T ZONES: 

A brier summary of Ihe 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, to 
challenge communities to' develop a coordinated, comprehensive strategic plan to spur 
economic empowerment. Communhies win apply for zone designation through a federal 
challenge grant process. The winners will qualify for tax incentives that encourage job 
creation, in~estment. and individual empowennent and will receive an ~Ierpri$e Grant 
tliey can use in any way that advances the three goals stated above. 

Coordinated, Bottom-up Planning: To be considered, an applicant must form 
partnerships with the affected community and the private sector in the region to develop 
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a comprehensive strategic plan. Th~ plan must delail bow the applicant will coordinate 
all complementary state. local and federal program resources and incentives with private 
sector commitments tl!1d comrnunilY initiatives to meet the: three goals. 

One-Stop Federal Responsiveness, An Interagency Council ("Enterprise Board") will 
.deyelop criteria [or 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 stI1Itegic plan submitted by each applicant. The 
Designating Secretaries, in cooperation with the Enterprise Board. will serve as a single 
point of contact to allow local applicants to coordinate federal programs and incentives 
in the zone. 

B. TWO TIERS .OF INCENTIVES AND INVESTMENTS. We recommend a two-tier 
approach that focuses most resources on a limited number of zones where we can measure and 
achieve results, but gh'ts a larger number of communities an inccnlivt to talee ·part. The larger 
number 01 Enterprise Neighborhoods may make it more palatable for members of Congress to 
suppon the concentration of resources in tbe 10 zones, 

10 Economic Empowennent Zon•• will be designated and will be given discretion to 
use all available tax incentives, a substanti.1 (e.g .• $30 million per year) Enterprise Grant. 
and one-stop federal responsiveness based upon their approved strategic plan. In 
addition, each Economic Empowerment. Zone ~Il participate, based on its approved 
strategic plan. (al in a community development banking initiative. (b) in community 
policing and HUD Community Partnership, Against Crime, and (c) in a OoEd Enterprise 
Sehool Community initiative to implement the National Education Goals for school 
readiness. lifelong learning. and competitiveness. 

100 Enterprise Neighborhoods will be design.ted and will receive a few of the tax 
incentives. a smaller Enterprise Grant (e.g., $3 million per year), and one-stop lederal 
responsiveness. In addition, these Enterprise Neighbor.nods will .lso be eligible '" 
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 tbe zone. 
(bl to provide incentives [or employing zone residents both within the zone and throughout the 
local'laber market, (e) to provide incentives for investment in new equipment and expansion of 
qualified zones business, (d) to finan<:e new construction and renovation within the :Wne, and (0) 
to empower zone residents with tbe opportunity to work, Save and invest, lWl1 obtain a real 
ownership stake in their own communities and economic destiny. The propos.l includes: 
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SUMMARY OF INCENTIVES AND INYESJ'MENTS, 

10 ECONOMIC EMPOWERMENT ZONES 

INVESTMENTS 
• Enterprise Granu·(S50-11S million) 
• Community De~ Banks 
• Community Potiting 
• Coordination and Flexibility with Existing Funds 
• EdUCAtion Enterprise Funds 
• Eligible for Palticipalion in a Ran&e of Innovative Federal Expcritmnl$ 

EMPLOYME~'T TAX INCENTIVES 
• 	Employmcn'l and Training Credits (lITCs) fur wne residents: 


!' A muhi-yar ETC for employers I,?catcd in the zone 

• Targcled Empowerment ETC ("TETe") for aU employer.s 

• An ETC Opponunity Card for zone It:sidenls 

CAPITAL INCENTIVES 
• I.ncteased properly expensing under SeC1ion 179 

, • Accelerated dcpu::ciation for aU inves1mcnts m Wlgible property in the roDe:. , 
• Tax-exempt Prjva1C: Activity Bonds. for investments in tangiblt ptopt:f1y in the zone. 
• Expansion of the Low mo:»ne: Housing Tax Credit 

E.'!POWER....ENT INCE1>o'TlVES 
• Resident Empowennem Savin8s 
• Resi~i Community Investment CruPQu:tions (OCs) 
• Sma!.!. W()tker Controlled Entc:rpri.scs (WCEs) 

• Zone 	ESOPs 

100 ENTERPRISE NEIGHBOIUlOO!)S 

INVESThIENTS 
• Enlerpris< Cu"ts ($S-IS million) 
• Eligible for Community JXvelopmtm Banks 

• Eigibte for Community tellie-ing 
• Co:irdinalicn and Flexibility whh Existing Funds 
• Eligible for E4uut.inD EIIt¢rpriM: Funds 
• Eligible tor P.artkipation in lnnovative Fewa! Experiments 

EMPLOYMENT TAX INCENTIVES 

No", 


CAPITAL INCENTIVES 
• Tax-txempt Private Activity Bonds for investments in tangible property in the: Zone 
., Exp;tm;I()II of the Low lncome Housing To: Credit 

EMPOWERMENT INCENTIVES 
., Resident Empowennent Savings Account 	 .). 
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Economic Empowerment Zpoes FY 94-98 cost in SBiHiQns 

,Property Expensing .• 
A=l,rated Depreciation • r, 
Flat Employment and Training Credit (ETC) 1.4 
Targeted ETC 5 
Community lnvestment Corporat~ons • 
Worker-<:Ontrolled Small Entetprise .3 
Zone ESOP 

2.6 

All 11 Q Zones 


Savings Plan • 

Private Aclivity Bonds .1 

Low income Housing Tax Credit .1 


2.8 

(The asterisk'means that tbe cost is less tban $50 million.) The Working Group would 
prefer to use $1.3 billion of the lax incentivC$ funds sec-aside in the: Budget for 
investments. Yet, it is importa.nt to note that additional tax expenditures: might be 
re:quired if, for example, the population limits of one or more zones were increased (as, 
discussed in Section IV I><low) ot if more tax inc,ntives had to I>< added 10 make the 100 
Enterprise Neighborhood mote attractive. l 

INVESTMENT PROVISIONS: 

• 	 Enterprise Gratlts. As noted~ beyond mere tax incentives, the ten ea>nomjc 
Empowerment Zones will receive a substantial Enterprise grant, on the order of 5150-175 
million per urban ZOne and 550-75 million per rural zone over five years. In additioll, 

, The two-tier proposal calts for approximately $3 billion in tM expenditures and 
approximately 53 billion in investments through Community Policing and Enterprise Grants 
(Plus investments from several of Ibe Agency budgets.) Your proposed budget provides for 
54.! Billion in tM expenditures, plus 5SOO million for Community Policing (appropriated in 
FY93. bu. no. authorized) and 5500 million fot communi.y investments in FY 94. In addition, 
HUD and Agriculture have agreed to contribute up to $900 million from their existing budget 

. authority, 
/I.Ilj: enterprise proposal you submit will require careful coordination wilb Congress for 

putpOScs of authorization. tl>< Budget Enforcement Act, Budget Reconciliation, and annual 
. appropriations. We will need l>i-pa!1isan support to $Ccure the sixty vo.esin the Senate tbat 
will I>< necessal)' for approval of many issues, including OUt enterprise proposal. 

http:importa.nt
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matching state and local resources and private sector commitments will be expected for 
all zones, The ",cond-tier, enterprise neighborhoods will m:eive 515-20 million for 
urban :zones and S5-10 million for rural zones over five yeatS, 

Community Policing: All zones willile eligible for additional suppolt for Safe Str .... 
from the 5500 million of the ITs 93-94 baseline which has been reserved to m..t iour 
pledge of 100,000 additional cops on the Ileal. (Our enterprise legislation could address 
whether these monies will go exclusively to communities with enterprise zones). 

, , 
Commonity Development Banks: The 10 ~nomi. Empowerment zorics will be given . 
first priority on having a Community Devdopment Bank. The other zon•• will be 
eligible to participate in your community lending initiative in order to access private 
capital. financial service~. and suppon. for microenterprises. 

Education Enterprise: DoEd has asked to include, and to provide funds for, a 
comprehensive Enterprise School Communilics initiative to implcm=nt the Nationa) 
Edu,",rion Goals. DoEd will provide sufficient funding for Enterprise S<:hool 
Communities in each of the 10 ~nnmic Empowerment Zon ••, plus up to another 10 to 
30 enterprise school communities for Emerprise Neighboriloods. 

Eligibility for Participation in [nno.alive Federal Experiments! The Enterprise 
Neighborhoods and EConomic Empowerment Zones can serve as platforms for 
experimentation. This experimentation function serves a dual Pl.:Irp<>Sc: First, it aids tbe 
federal80vemrntnt by giving it laboratories to experiment with new iMovations deSigned 
and implemented from the Ixlttom up. Several Agencies believe that the designated 20nes 

provide a unique opportunity to offer new initiatives that local communities may use to 
. complement their own economic empowermenr and community development strategies. 
Second. it allows the zones and neighborhoods to have an even more comprehensive 
investment strategy. The 10 zones and 100 neighborboods will be eligible to participate 
through the challenge grant process in a rang. of Other economic;, human and community 
development and accz:ss-to-opportunity initiatives that are likely to be sponsored by 
various Agencies during the operation of tbe zones. 

Possible initiatives include: foreign trade centers, microenterprisc and venture funding, 
and entrepreneurial assistanee (Commerce and SBA); scbool-IO-work, apprenticeship, 
youth build, juvenile justice and drug prevention and rehabilitation-to-worlc (DoEd, DOl, 
HHS, HUD and DOJ); unemploymcnl-ta-worX ,miningand support (DOL); time-limited 
welfare and work suppolts. (HHS); and a..... and moving to opportunities (HUD and 
DOl). (A list of possible federal initiatives is a«ached al Tab C). States, localities, and 
tbe private and non-profit sectors Will be challenged to add tbeir own initi.tives. Th... 
human development and access-to-opponunities initiativc:s. coupled with the Fair 
Housing and fair lending components of your CD Banking and Community Reinvestment 
Act proposals, should send a clear message that enterprise zones will not be isolated 
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garrisons but will strive to integrate distressed communities and poor people into the 
economic mainstream. 

D. EVALUATION OF PERFORMANCE AND RESULTS, The .nterprise zo.es will run for 
te. years. Each year the Designating Secretaries will ",view the perfonnance and ",...115 oC the 
zones in achieving the benchmarks set in tbe zone's strategic plan. Mid-coUISC corrections will 
be permitted and encouraged. 

At the end of the founh and seventh years, the Designating Secretaries will conduct a full 
review of results, Based thereon, they may tenninate the designation, withhold or reducc 
enterprise funds, or require appropriate ch~ges in the comprehensive: strategic plan of any zone 
that is not making satisfactory progress in meeting its benchmarks to achieve the three goals of 
,the enterprise proposal. . 

The National Academy of Scienus will Contracl for an ind'pendent evaluation of all 
aspects of enterprise zones. A full "'port will be given to the President and Congress at the end 
of five years and again at the end of ten years. We expcc:t to learn what works from the 
performance and ,.,..ils in both the Economic Empowerment :zones and the Enterprise 
Neighborhonds. Th' entire enterprise legislation will sunset .tthe 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 opportunities and competitiveness of 
botb people and. places, It challenges affected local communities to reInvent themselves, to join 
with [he private sector in strategic public-privatc-comrnunity partnerships, and to strive to 
integrate distressed communities and poor peopJe into the economic mainstream. 

IV. ISSUES, RECOMMENDATIONS AND DECISIOSS 

A. TWO-TIER PROPOSAL OR OMB LOW-COST OPTION? 

OMS proposes an option that adopts much of the two-lier proposal's emphasis on the 
,. coordination and reinvention of gov~rrunent, but without spending any funds beyond what is 

al",.dy provided in the baseline or the otber new investments proposed in your overall budget. 
In panicular, OMS's proposal would spend only $110 million oflbe «.1 billion included in your 
budget for taX expenditures. 

OMB has serious reset'¥'ations roncmring the use of any tax incentives or new Enterprise 
Grants. OMB argu-c:s that tax 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 tbat enlerprise zone ta:t incentives will draw 
cmploymemfrom other economically depressed areas, In .ddition, OMB believes the two-tier 
proposal focuses too much on moving jobs into small areas thaI are not vny hospitable to 
business investment, rather than preparing people in those areas for wot!<; oppottunities, OMB 
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is also concerned that the almost $6 billion [hat would be absorbed by the two-tier proposal win 
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 concetD:s and its alternative, low-cost option. 

If you decide to devote Odditional new budget authority to enterprise zon .., as does tbe 
two-tier proposal, OMB offe.. three additionalaltemative options, as described in Tab A. one 
of these options does not rc:ty on tax incentives and proposes an increase in the Enterprise Grant. 
instead; the second and third ~ould give localities greater flexibility in choosing between direct 
spending and a menu of tax incentives, 

RECOMMENDA110N: With the exception of OMS, the Working Group unifonnly 
supports the two-tier proposal for the foUowing reasons. (There are differences of opinion on 
certain aspeCIS of the proposal, as described below.) rUSt, we believe that we have tailored and 
targeted the tax inceDlives to encourage investments in both places and people. Second, tax 
incentives form the basis of the enterprise ZOne cancept and have strong hi-panisan support ill 
Congress. If you do not include tax incentives, ~ou will not be entertaining<an "entcij'rise zone" 
nronosal. ('I' ',::'~_ __" 

r_ ... ~V-' ... 
j,-e::::.:; 

Third, we ,beljeve that the two-tier proposal will produce some real success stories in 
distressed areas in rural and urban America. OMS'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 w: the tax incentive side to improve every distressed area. ·lnstead, the mix of laX 

incentives, investments and reinvention of government in tbe two-tier proposal will Challenge 
public-priv.te-comrnunity partnerships to develop effective strategies in the lower-cost 
Enterprise NeighbOrhoods as well as the Economic Empowerment Zones. If we are sucCessful, 
we believe mote resources nom tbe public and private seeto," will be -forthcoming for what 
works. Finally, we are concerned tbat OMS's "low-cost" proposal may be perceived as a retreat 
nom· your commitment to,distr! area., particularly urban are••• 

. '-' 
OMB's thre" .dditional a1t atives 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 laX incentilles that 
would be used to inve" in lllllh people (e.g. labor and empow<:rment) and plac<. (e.g. cost­
recovery). 

DECISION 
. 

_ "Low-cost" OMB Proposal \ 
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, I. .n .• \tl3 ~ .... ­
Other OMB Alternatives ~ T1ooUI... • -. 

f( '( ", ::::!.Two-tierPropos.1 111Ai..[_.tJ~,~k..:... _<~.1\~./ -::;:, uc...· 3 ~~ 'ijQ,..-- . 
";' " t .,J Discuss Further _ ~ ...,... ''''-It' -- 10()...........,,0 t""t . 

, " • fl&<J.l! 1"" ...../utii1 ~ 
\':'): \·B. DECISIONS RElATING TO THE TWO-TIER PROPOSAL 

~(. If you select the two-tier proposal, a number of otber issue. must be resolved, as will be 
described in this section of the memorandum. , 

I. WHETHER TO NAME THE TEN ZONES IN ADVANCE? 

As Set forth in Tab A, OMB Director Panena rears that Congressional expansion of the 
number of lones may be unavoidable. To limi1 the likelihood of such exp3ItSiOtl. 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 tbey are "hardship" 
communities, e.g., South Central Los Angeles, that warrant targ~ted attention. Orherc:ommunities 
would be reminded .hat they may compet. for Enterprise Neighborhoods and thai all 
communities win benefit .from the stimulus package should tbe 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 '0 use the cballenge granl process 10 spur aU communities 10 put forth their best efforts in 
designing a coordinated scrategic plan. We also want localities to 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 th. challenge grant, we will have an opportunity to reward innovation and pick tbe ten· 

. communities that have the beSt opportunity to succeed in achieving the enterprise mission, 

Second, naming len communities in advance may doom the proposal from the QulStl, 
eilher by alienating tbe 80 senalors and 425 congrcsspersons whose disrricts will not benefit from 
these designations Of by encouraging Congress just to name additional zones. We believe that 
w< have a beuer chance of defending the two-tier proposal against congressional expansion. 

DECISION 

Name Ten Zones in Advance: 

..;".l Rely on Challenge G.mOI Process 

.."I Discuss Further 
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2. . POPV~TION lJMnp 

The Working. Group agreed that wc should focus resourw; (and the energies of th. 
Design.ting Secretaries) on smaller targeted areas. As a resuh, we placed a 100,000 population 
limit on any zone. Los Angeles clearly will be very disappointed with such a limit. California 
representativ~ have lobbied hard for larger zones. The issue, therefore, is wbether to provide 
for a different limit for very large population cities (e.g., over 2.!i million persons, New York, 
LA, and Olicago). 

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

\ • One Zone with 250,000; four with 100,000; one =;~ ',U\!~.--' 

~. Three zones with 200,000: three with 25.000. 

'\ ~ • Two zones with 250,000; two with 50,000; two ;;-;h1r,oOOC 
"~ 

. :c!J RECOMMENDATION: 
. 

The Working Group recommends that you apply 
-----POpuIation limIt to all zones but be prepared to compromise during the legislative process 

proves necessary, If we are to ensure some measure of success, we feel it is essential to target 
our limited reSOurces 10 a relalively small area. 

DECISION 

100,000 Populat;on Limit 

Allow one to three zones with 200,000 to 250.000 

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

_ 3-200,000, 3-25,000 

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

Discuss Further 

~...~,:<:e) '2 "ioe.e~ 1 c.. 
3. POVERTY CRITERIA 

There is some disagreement among tlte Working Group as to how we should target the 
poverty crit<:ria for enterprise zones. H.R. 11, the enterprise zOne bill pasSed by Congress last 



-11­

year (and vetoed by Bush), n:quired only lhat all of the census tracts in the zone be at 20% Or 

more of poverty level. This requirement would apply '0 tens of millions of people and perhap' 
give communities 100 much discretion in designating zone areas, 

The more liberal the poverty Critcria~ the higher the risk that communitic:s will designate 
areas 1hat are not mOS1 in need of assistance, On the other hand t the Working Group does not ' 
wish to bamstring communities by making lbem pick only hard-core poverty areos that have little 
chance of being successful in meeting the enterprise goals, 

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

• Option 1: 
50% of census tracts at 35% or more of povenYi 
90% of census tracts at 25% or more of poverty; 

100% of census tracts at 20% or mOre of povcny; 

plus limited discretion in Designating Secretary to permit limited variation from criteria 

to fit existing state-designated enterprise zones. 


• oPlillli ~: 
90% of census Iracts with 30% or more: of pover:ty: 
100% of census tracts with 25% or m{)re of poverty_ 

Option 1 has the advantage of being targeted but offering communities a degree of 
flexibility, It also addresses the possibility that a community may wish to overlay state­
designated and rederal enterprise zone' tbat have slightly different qualifying criteria. 

Option 2 i. more largeled but less flexible, It has tlie advantage of ensuring Ih.t only 
truly need)' communities will be designated as enterprise zones. But, this set of criteria could 
knock OUI 80m<: prime candidales for enterprise ZOnes. In New York Cily, for example, a 
budding commercial area in Harlem Ih.1 would qualify under Oplion I would be excludad under 

,0 pHon ..... 0 

RECOMMENDATION: The Working Group has not reacbed a firm recommendation 
on this issue. HUD support•. Option I, Treasury suppotls Oplion 2. 

, 

~ISION 

Option I 

Option 2 

Discus. funher 
\ 
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4. MECiIANlSMS FOR REINVENTING GOVERNMENT , 

a. &w Entexprisc Funds. The new Enterprise Grants will be vehicles for ttinvcntion and 
innovation because loealjties will ,have considerable flctiblHty in using this money to address 
unique local needs. An issue arises, howcver~ as to how we will ensure that the zone 
communities adhere to the enterprise mission in developing their strategic plans and in spending 
Enterprise funds to implement these plans, • 

The,e are essentially two alternativeS. "The fiBt approach is 10 Slale general federal 
objectives and vest the Designating Secretary with discretion to choose among applic:ants based 
on the specifics of each strategic plan in implementing the three enterprise goals. The 
Designating Secretary would make sure that Enterpris~ funds· are not used to supplant existing 
federal funds and programs and would measure: results 'against the benchmarks established In the 
strategic plan. This approach may be most in keeping with the objective of reinvention. but it 
risks providing insufficient federal direCtion in local planning and too 'much discretion in the 
Designating Secretaries. 

The second approach is to state specific federal requirements and objectives in the 
legislation which will guide local spending and plan implementation. Last year. for example. the 
Senate version of H.R 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 ilS, own matChing ,vent,ure funds and other 
publicJpth"ate economic: empowerment partnerships. 

The Working Group has no firm recommendation on this issue, which, may bave to be 
resolved in the legislative process. . 

DECISION 

'->L Challenge Grant Process and Performance Review 

State Specific ComplianeeCriteria in the Legislation
\, ­

v 

Discuss Further 

b. Eltis,jng Federal Program, and funds. Tune and again. mayors and governors have 
complained that they would be in a better position to meet our enterprise objectives if they were 
free to deploy existing federal program, and resources to implement their own strategic plan. 
Former President Carter.made much the same pointwhcn he visited with you last month about 
the Atlanta Project: we, would not need to invest much more federal money to ..vitalize 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 eliminate all burdensome strings from tlie =Enterprise Gran. 
funding, such radi<41 deregulation of clistioa federal programs is a forrnidabl~ challenge. We 
believe there are at least three approaches to providing greater flexibilily and responsiveness with 
r'spcct to existing federal programs: 

• 	 Broad, Pilot Waiver AulbQritlt: seek statutory waivers in the Enterprise legislation that 
would Vesl the Enterprise Board wilh authority to grant any waivers it deems nec.essary 
for a spe<:ified list of programs ",levant to promoting 'enterprise in eacb:zone. A 
municipali'y with an enterprise zone might be allowod. for example. to aggregate all 
funds it re~ives from the specified range of programs and spend these funds on a new 
type of activity to implement the strategic plan approved by the DesiBll"ting Secretary for 
the zone: 

• l-imited Wajver Authority: a1low the Enterp~ Board to develop one set of categorical 
criteria that municipalities must meet to receive: funding from existing programs that are 
relevant to promoting enterprise in each zone. The enterprise legislation would specify, 

.. , , for example. 10 to 12 existing programs -- e.g., CDBG. Jobs Training PartneIShip Act • ' 

Job Corps, Youth Apprenticeship, JOBS -- for which one set of calegorical criteria will 
be deVeloped. Municipalities that receive enterprise zones. thererore, would be relieved 
of some of the burdens of meeting uncoordinated, fragmented program requirements. 
Municipalities would not, however. have the flexibility to n::dirett funds to their own 
spending priorities. 

• 	 Expand the Enterprjse Grant ErQ,ram: beginning with the FY 95 budget request, increase 
the Ent.tpn.e Grant by an agreed amount and seek lower appropriations frOlTl • range of 
eXISting programs. for example. if total federal spending on a range of separate 
categorical programs averages $2$ million per-zone, then the budget RqutSt for Enterprise 
grants in each zone could be increased by a proportionate share. At the same time, the 
budget requests for these categorical programs would be reduced by this amount. This 
approach approximates .he effect of the broad, pilot waiver approach. 

RECOMMENDATION: We do no, have a firm reoommendation with respect 10 the 
three options. 

The fitst approach -- pilot testing broad "'suiatory relief in the e •• etprise zones -- is 
most in keeping with our basic goal of ",inventing government and would be Strongly supported 
by the mayors and governors. It lila)( complicate passage of the Enterprise logislatioo. We do 
not know whether Congress would be as wl1Ung to go atong with slJch a radical restructuring. 
I, lila)( also give pause to some of the Secretaries as .hey work with you to make plans '0 initiate 
new national programs. HUD strongly recommends this approach. 

The second approach -- limited waiver authority - will provide "Jbstarilial flexibility 
and responsiveness for those programs specified for uniform categorical treatment. Congress 
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should be reccpdvc to such naITower stalutory waiver authority as a part of the Enterprise 
package, But many localities and public-private partnerships will atgue that we should go 
funber because (he costs of eomplfance with the multifude of federal requirements ultimately 
defeats theit purpose. 

"The third approach provide. a means to approximate, roughly, the result of the fits! 
, approach: it incr..... the enterprise grant by the amount that would be available to focus •• 
implementing the zone's strategic plan if full waive, authority were available. b does so, 
however. by roduting a range of programs throUghout the c:ountIy by the small amount necessary 
to achieve this resuit, It will also require careful budgeting (and negotiation with Co.gresa) tach 
year. 

Close consultation and cooperation witb Congress and interested constituendes may 
provide the best approach to resolving this issue, Given the unctnainries and the need for full 
Congressional cooperation [0 implement any of the three approaches, it may be prudent to 
explore this issue fuBy with Congress and constituency groups before making a final 
detc:nnination. 

~ISION , 

:\~\road. PilOt Waiver Authority ~"'I 
~~, ~Limited WaivcrAuthori,y 

-
\"J b.1 

Consult with Congress and Constituencies --<4 ~~,.l_.

"oJ ~Discuss Further 

5. DISAGREEMENTS AS TO EMPOWERMENT TAX INCENTIVES 

s, &sident Empowcnncnt SaviOis, following on your tampalgu pledge to establish 
fndividual'Oevclopment Accounts to empower low-income Americans to move toward economic 
self-sufficiency. the Working Group recommends a SO-pereent taX credit for employer 
contriburlons to • Defined Savings Plan ("DSP·) on behalf of zone employees. Participating ZOoe 
residents could also contribute to the DSP on a tax defemd hasis, These savings could be 
withdrawn (or borrowed against) withou, penalty to pay for, education, pUlChasing s [lISt home. 
staning a small bUSiness, or investing in a Community mvestment Corporation. 

In addition. 'he CEA has recommended that you also consider cllC()uJaging .bort-term 
savings that would help zone residents avoid excessive credit costs on large consumer purchases 
sucb as furniture and cars. w~ could offer a special-issue: U.S. Savings Bond with an above­

~~~-...:..~~"'" 
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market rate of return and allow this interest to be fully I:1X exempt to zone residents. 'TIiesc 
bonds could b. purch:>sed through payroll deductions and excluded from taxable income reponed 
by the employer, making taX preparation easier for the saver, Treasury opposes this savings 
incentive. 

•While the Working Group generally favors having some form of resident empowerment 
savings. Treasury is skeptical about whether OUf limited ftsources might be better spent oJ1 
incentives for employment and business activilY rat~c:r [han savings. The tax expenditures for 
such resident empowerment savings and investment in all110 zones, however, totallcss than SSO 
million over five years, 

RECOMMENDATION: We recommend that you include empowerment savings 
incentives in your enterprise zone proposa1. 

DECISION 

,- R~idcnt Empowerment Savings Accounrs 

Add Resident Empowerment Savings Bonds 

, 
" No Resident savings incentives 

Discuss Further 

b. Community [nycstmcDf Funds or Corporations. Owned 51% by zone residents, oes 
could be spurred through tax advanlages to lenders for loans made to CICs for purchase of· 
qualifying tOne tangible asseIS and firms. The etC would be a for-profit. rcsident-_driven 
community investment fund or developer which could. for example. invest in a number of zone 
businesses or acquire and develop Jand and buildings within the zone. The DC would provide 
a way (or zone residents, as sharebolders, to accumulate assets, invest in ZOne busincsses, share 
in profits from development, and gain control of their communIties and their economic destinies. 
Although Treasury and CEA are con~d thai zone, residents sbould diversify their investmenlS, 
moS! members oflhe Working Group suppOrt the C1C concept as .n essential means to give zone 
residents a rcal stake in their own economic futures. • 

The tax advantage for investment in C1Cs could be provided eitber (a) lhrough the 
exclusion of interest from the income of banks and other lenders who make loans to finance C1Cs 
or (b) through tile issuance of special C1C tax-exempt bonds. Such tax exernptoonds could also 
be made available through local hanks or community deyelopment lenders who will then make 
loans to a ac based on their own underwriting criteria, including the reqUisite tedmica), 
accQunting) and management assistance and expertise. Such Enterprise Zone Tax-Excmpt Bonds 
could be exempt, either in whole or major pan (e,g'l 75%), from state. volume caps. Treasury 
believes that existing rules for review by a local bond authority would he'p assure compliance 
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with applicable law, prevent abuse. and involve the local community, without requiring ..he 
creation of a new set of anti-abuse rules for a new interest exclusion. 

/' RECOMMENDATION: We recommend tbat tax incentive. for C1Cs be iaduded. Such 
,I tax expenditures for the len Economic Empowerment Zones would tocal 5140 million ()ver five 
\ years.' No cax advantaged loan would be made unless lhe uoderlying asset. whether a business 

-: or land. supportS the loan. Making such character loans to C1Cs should be among the financing 
: " ~echanisms rhat banks have to economically empower zone residents. 

"',.' \ DECISION .. 

mtereS! Exclusion on ClC qualifying loans " , 

Tax Exempt Bonds only for erc financing 


No C1C Financing 

Discuss Funher 

c. Small. Worker Controlled Ente'llrises -- Own<d 51% by zone resident employees, 
worker controlled small businesses (less rhan 55 million in gross annual reccipts) could also be 
encouraged fhrOUgh taX incentives. First, tntcrcst on loans 10 permit resident workers to stan or 
to acquire WCEs could be .,c1ud<d from caxarion to • lender. Second. repayment of principal 
and inlCre.t On the loan could be • deduaible business expense to the WCE. With full 

. , disclosure. full voting rights, worke, control. annual reponing of individual share values to each 
zone shareholder, and defenal of taxes to the wOlker until a sale of shales, the WCE will 
empower resident employees with a fun ownCIShip stake in their own businesses, while curbing 
abuses COmmon to ESOP's.' 

\ r Secretary Espy strongly supportS incentives that empower residents to gain an ownmhip 
lfitake in rhe businesses in which they worle. Others in the Wo,king Group join Agriculture in 
supponing such employee stakeholding. Treasury and CEA are concerned that WCEs ate risky 
investments for Wilt residents and are subject to tax she!mr abuse in which the benefits go 10 
outside investors rarber than to ZOne residents. As with ClCs, Treasury therefore proposes rhat 
the tax advantage be financed only through tax ""empt bonds, issu<d by an independent State 0' 

Municipal Bond Fmancing Authority. which can. be exemplCd from State private activity bond 
caps. As with C1Cs. these cax exempt bonds could finance loans made by CD banks and other 
lenders based on their own uoderwriting critcria, including the requisite teclmical, accounting and 
manag~rnc:nt assistance and expertise. 

RECOMMENDATION: We recommend tbattax incentive. for WeE. be included. Such 
tax expenditures for the ten Economic Empowerment Zones would total BOO million over five 
years. No tax advantaged loan would be made unless the underlying small business being started 



The inlerCS! 

-17­

or acquired suppons the loan. Making such chancrer loans 10 WCEs should be among the/ financing mechanisms that banks have to economically empower ZOne residents. If successful. 
WCE, could effectively implement the Gram«n bank, rnicroenlerptise 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. Emplo~.. Stock Ownersbip Elans (ESOPs). Secretary Espy also strongly suppons a 
modified ESOP structure for huger zone businesses. He recommends providing enhanced tax 
incentives for spoeml Zone ESOPs. Under current law, eligible lenders may <xclude 50% of the 
interest income tbey receive on cenain loans to ail ESOP from taxable income, provided the 
ESOP has the requisil< stake (more than 30%) in .he sponsoring employer. 
exclusion would he raised 10 tOO% for loans to Zone ESOPs wbich have a 30% Slake in the 
company. In addition, the sal. of exis.ing s.ock '0 Zone ESOPs would qualify for tax deferred 

. roJlover status provided the proceeds are lCinvested in securities of other domestic companies. 
To mee. concerns abou. abuse, "II 'participants in Zone ESOPs would be entitled to the same 
yo.Ing rightS on all ma"ers vored upon by o.her srockholders possessing the highest voting rights. 

The Treasury Department opposes my incr"""ed tax incentives to Zone ESOPs. Treasury 
reasons .ha. ESOPs are inberenrly risky for employ••s because of .lack of diversification of the 
plan assets. It also argues that trnditional ESOPs have no. been effeerive in transferring to low­
income employees a significant voice in management decisions or a Significant share ,?f the 
economic oppreciation in the value of the employer's Stock. II believes the Dermed Saving:; Plan 
incentive, .ogether with qualified zone prjv••• actiyj.y bonds (th.t coold be used to fmance oes 
and WCEs), provide appropria'e empowerment incentives (or zones. 

RECOMMENDATION: Attached at Tab 0 is Sccn:tary Espy'. defense of Zone £SOPs. 
I. is possible .hat Ih. Treasury proposal for using tax-exempt bonds I!, fmance .mpowerment 
incentives could also be used here to aUeviatc concerns about abuse of Zone ESOPs. Such tax 
expendirures for Zon. ESOPs in .he len Economic Empowermen. Zones would total less than 
$50 million over five years. 

DECISION 
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Inte,est Exclusion for Zone ESOPs 

Tax Exempt Bonds only for Zone ESOPs 

No financing fot Zone ESOPs 

Discuss Further 

G. 'FLAT' vs. "INCREMENTAl.' E1W~LOYMENT A.lIID TRAINING CREDIT 

Employment and uaining taX credits (ETCs) provide an effective means of lo_ring the 
cost of doing business for employers and incentives tor hiring zone residents. When eombmcd 
with a coordinated private sector campaign to secure the accc:ptancc and suppon of employers. 

.they also empower residents 10 seek cmpioymtnt~ to obfain and hold jobs and to receive training, 
The two-lier proposal recommends allowing employers outside ehe zone to take advantage of a 
one-year Targeted ETC ("TETC') -- -10% of the filSt $6,000 in the fU'St year of each new zone 
resident e,mployee's wages and qualifying expenses for education and training.:! 

With respect to the ETC, you must decide whether to adopt a nat or incremental 
approach. The nat ETC provides employers witbig .he zone wi.h a credit of 25% of the first 
520,000 in qualified wages and training costs {or each zone employee. The credit would remain 
at 25% for the first six years and .hen be phased OUt proportionately over the remaining life of 
the zone:. This credit applies to all resident zone employees. 

By contrast, the incrementa! ETC is applicable only to increases in employment of zone 
residents. (where total employment also increases) over a stated base. It therefore costs 

, The TETe is substantively identical io .he Targeted Jobs Tax ClOdi! (TITC), which will 
preclude the administrative burdens of having separate aiteria and credit amounts. However. 
we believe we should distinguish the TETe from the TlTC, where certification of eligibility 
in one of the 10 categories by DOL has .on often operated to stigmatize prospective 
applicants as inferior in the eyes of employers. An education crunpaign for prospective 
employers is therefon: essential wi!h ",speC! to the En!erprise TETC. The extent of private 
employer commitment to participate should be one oLthe factors used by the Secretaries in 
the Challenge Grant Process to judge the merits of any zone applican(s strategic plan. 

EVcry qualified zone resident will receive an empowerment card in the mail wilich can 
he presented to a prospective employer to qualify for the ETC or TETC once place of 
residence has been verified. The same card wiil allow zone residents 10 open a Resident 
Empowennenr Savings Account and a checking account with the n~t Community 
Development Bank. It also could be used in future experiments with eleCtronic delivery of 
food starnps, AFDC and job-training and with providing rewards for 'zcne residents who 
succeed in finding and keeping a job. 
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substantiaHy less in tax expenditures than the flat ETC. 

The flat ETC is simpier for tOne employers 10 use and more effective in lowering tOlal 

cos's of doing business for a zone firm. Though less expensive ••he incremental ErC is much 
more complicated to usc and is often ignored by small empioyers, In addition, the incremental 
ETC would give a competitive advantage to· new businesses over c:xisting ZOne businesses. 

. RECOMMENDAnON: For ,he above-stated reasons. the Working Group unanimously 
favors the flat ErC. bu,·believes this is • close call. 

Flat ETC 

Incremental ErC 

Discuss Further 
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OM1l Views and Suggested Alternative Approach 

OMB sUpportS the rwo-tier approach 10 Enterprise Zones but has reservations about 
the proposed incentives. These cmt= are briefly summarized below, and a mon:: flexible 
alternative is suggessed that OMB believes deserves careful consideration • 

•Concerns About the Pw>osed Allproacb 

The Enterprise Zones approach to w:ban and rUm! development proposed by the NEe 
would spend $5.5 billion over five years, one-balf of this for tax incentives to stimulate new 
business investment and jobs, primarily in 10 designased zones. 'lbiJ may not be the best 
use of our limised Federal budget for an urban. and rural development initiative. 

Fir,t, we are concerned that the proposal reIJe.s 100 heavily on apparently costly and 
largely u.cmttrollable tax incentives. The emphasis on labor-side as <>ppOsed 10 capital-side 
incentiv ... 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 Tieasury about $80,000 in revenues for every job added in that period in the 10 
super·zon.... 'Ihis is rour times tht cost per job crtated In tht Ur/Jan Development AClion 
G/'I1JlJ program. Previous research on tax incentiVe> to stimulate jobs and development also 
suggests tllat, compared to spending approaches, tlley are expensive and less lllceIy to work. 
Tax incentives are a blunt instrument, but there may be way, 10 increase their flexibility as 
discussed below. 

A second 'concern is that, because the tax approacb is so costly, the high costs of 
extending tlle proposed approach beyond 10 areas to any Significant share of disttes.sed 
communiti ... may be prohibitive. This is just not the time to be investing very limited 
budgetary resources in an idea that has a 1imited chance of payoff Ilr, if it succeeds, could 
not conCeivably be extended to reach more than a small percentage of disttessed 
communities. 

An even more fundamental problem. with the proposed approach may be that it 
focuses 100 much on moving jobs inID small areas that are not very hospitable to business 
investment rather than preparing peWl. in those arw for the work ~~:: offer;!! by 
the regional economy. After all, relatively few peop.!!.!,~!!U!~ and wOrk.'ll same 
neighl>.rlIe9cI. 'Fhc dlust ttree!!v. strategies to lIiIiIiiSS chronic poverty and urban distress 
may be ffioitthat invest in human capital and in w\ldng peopl. to jobs through 
transportation, opportunities for relocation, and other means. 

One choice would be to $Ive the $2.8 billion now ptopOsed for tax expenditureS to 
fund other critical priorities that the Administration has proposed but are not funded, such as 
family preservation and campaign finance refonn (see AtlaChment 3 on the final page of this 
Tab). In that case, the no communities could still receive the following: 



o 	 In the 10 economic empowerment ",nes, substantial challenge gnmu from a 
pool of$2 billion created by earmarking two percent of planned spending 
over five years in a number of relevant domestic discretionary programs; 

o 	 Grants to plan and reorganize services in the 110 :r.ones (!hese can be funded 
from the already appropriated $$00 million in 1993 Community Investment 
Program funds); 

'0 	 Money to promote community pollcing and pot more cops on the beat in the 
zones ($500 million in Community Investment Program fimds); 

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

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

o 	 Designation 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 !he President feels that now is the time to put forward a major uman and 
rural development program, the following is probably a bener approacb, 

An Alternative 6.gproacb 

OMS supports the component of the NEe', plan which proposes. competitive 
process for planning grants and other limited assistance to I00 ~Entcrprise Neighborl'loods,' 
If the $4 billion in resources (S2,8 billion in tax exponditur.. and S1.2 billion in spending) 
now proposed for the 10 economic empowerment:ron.. is retained, then we suggest the 
following approach: 

A, 	 Desi&nale !he 10 Sl!I2WO!l!:S yp front, Ralher than undertaking a leng!lJy 
review and selection process, the Administration could identify 10 supesz.ones 
and could work closely with State and local officials in the designated areas to 
develop atttactive plans quickly, Naming the super:wnes has political pluses 
and minuses, Those not named will be disappointed, but the ability 10 point 
10 a defensible selection of distressed areas and well-conccived action plans 
will be a plus, The key point ;" that we want to defend the proposal against 
dilution, An amendment to add an 11th supcnone will have a more apparent 
cost - either in terms of the price of the package, or the erosion of assistance 
to the 10 we have designated, It', DOl an easy sell, but it may be our best 
chance of holding down the number of "'... and focusing the resources, 

2 



B. 	 Proyjde communities with maximum flexibility. (1) To give communities 
maximum flexibility to fit local needs, 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 IDlW be used as tax expenditutes, 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.. 
expenditutes as well. More information on how we Ibink 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 I'CSOUI'Ce$ in the zones. In that case, 
we believe that there are at least two promising emphases, as reflected in Attachment 2. 

Whatever the approach, OMB supports the proposal for a strong, independent 
evaluation of the ,xperiment so that, whatever the result, we capture insights that can be 
used for the next round of efforts 10 address these very difficult problems. 

3 
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Attachment 1: Flexible FundiD& Options ror Enterprise Zones 

Option 1: A CaD!1!:<l MandatoD' Entitlement 

Reduu $2.7 billion (5 year) tax expenditure component for the 10 Economic Empowerment 
Zones (superr.ones); use these "savings" for a!l1a!ldatory spending program targel1:d to 10 
distressed cities. This program would authoriie spending of the funds in the :zones for a 
broad purpose (economic development) by combining the genernl authorities now provided 
under HUD's Community Development Block Grant program, HHS's AFDC waiver 
authority and Headstart, Education's chapter I, labor's rnA and other training and 
employment programs, and others. Cominuruties would submit plans for use of the funds 
identifying a coordinated development strategy and the planned mix of programs the 
community intends to pursue in the zone. Plans would be subject to approval by the Federal 
government, which could encourage a substantive focus such as those outlined in Attacbment 
2, Funding for the superr.ones would be spread over 5 years and could be allocated by on 
a zonO.by-zone basis annually (reflecting both need and relative strength of the zone 
strategies), . 

Option 2: A Cawed. Flexible Tax Expenditure Pool. 

In contrast to Option I, Option 2 preserves the $2.7 billion in tax expenditures. 
However, the ten superrone communities would be given broad flexibility in using the $2.7 
billion earmarked for tax expenditures (in addition 10 the spending component). Each 
locality could then shape a tax preference package best suited to its objectives: some might 
emphasize wage credits to encourage labor-intensive businesses; others might emphasize i/-~._ 
capilal incentive. to prolDOte construction, rehabilitation, and equipmenl modernization.·'11 , ~ 

......... "',;
\-,.", Each community could be given a tax expenditure "budget" or ovCrall cap and a menu 

of individual tax preferences with "price tags" attached. II could choose its unique mix of 
. preferences, subject to the zone's overall cap. To ensure !hat the cap was not exceeded, the 
i community would need to suballocate tax expenditure vouchers to the targeted economic 
[\ activities of firms and individuals (hiring, construction, other capilal spending) quallfying for 

each tax preference. This is similar to the way the Low-income Housing Tax Credit 
program works at the State Il:vel fLe., 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-<:nd jobi), approved training, or socially preferred capilal investments ' 
(e.g., worw-owned firms, high u:chno1ogy companies). 

Option 3: A CaPl'Cd Blend of MandatQD' Entitlement and Flexible Tax Emmditures 

This option would establish a $4 billion pool of resources, which the 10 super:wnes 
could use elthet for sponding authorized under the !l1a!ldatory grant program or to 
award seleel1:d tax expenditures, as under option 2. This option would ,tiIi be 
consistent with the budget resolution !hat allows Ways & Means aUd F'mance 
committees to reallocate.up to 20 percent of their reconciled spending and revenue 

http:reallocate.up


. . . 
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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 
wO\Ild be expected 10 choose. Even though actual decision. may result in • diff"""'t 
mix, so long as the aggregate spending total stays within the capped amount, there 
would be no adverse deficil effect. 



A=hment2 
FOCIlS 1: ' Edutl\li9nLee!'Wlill'acblevemenl 

• 

Ratjonal~: Excellent schools can be the institutiOIl1 that focus community renewal, 
attract new people and investment. 

Essential elements: 

'­

-

Systemic reforms (Schools 20(0) reinforcement , 

facilities, systems retrofitting 

teacber training 

foster program integration between school districts, local communities 

school-IO-work demonstIatiolU 

"00 the Right Thing" vouchers 

support rigorous education/training Dpponunitiesfrequirements for AFDC 
recipients 

Discussion: The President's proposed systemic reform (Schools 2000) is about to be 
launched but is in some trouble with traditionallibet:al advocacy groups. They argue 
that imposing national standards on city/rural schools that lack resources to meet the 
standards is unfair. Not all localities will r=ive a share of Stales' funding 
allocation. An initiative that concentrated aid for facilities upgrading (computers, Jab 

, ,equipment, security), retrofitting electrical and telecommunications systems to support 
the hardware, and released time (tea.:her substitutes) for training alI-<:urriculum 
tea.:hers in software applications would be one answer to these critics. 
Statesflocalities can be required to include zones' schools in the systemic reform 
process. To foster program integration belween local governments and independent 
school jurisdictions, both can be given incentives to coordinate Ibcir services to 
protect children outside the school and support the education process. Schooi-to-work 
demonstrations are in the budget and can be done under cum:nt law; some would be 
targeted to zones. The Administration's major 1995 school-to-work initiative is being 
drafted, will emphasize minimum competeilcie.s, choice at 10th grade level of college 
or vocational prep., apprenticeships. "Do right" vouchers (wbich would offer a 
significant financia1 reward to all high-achieving high school grads with clean records 
and no kids, which they could use to go on to conege or for rigorous job training) 
also complement this fOCllS. The current education requiremenl$ for AFDC mothers 
are not fully enforced; grants to States for enforcement in zones would require 
additional AFDC spending. 



FO(:IIS 1: Job cmlliogjeml!l<mntl!!/glpital investment/mobWty 

Rationale: Job. and income are eys to stabilizing families and normal community 
, life. Closest to original Enterprise Zones concept in fOC\l$ and political support 

Essential elements: 

wage supplementation (current aulhority or st:rengtheoed) 

guaranteed jobs, training, supportive services to noncustodial parents (Bo= 
Amendment to H.R. 11) 

last reson public service jobs for AFDC recipients 

wage credits to contrnctors hiring community residents for public construction 
in the wnes 

extra lob Corps sloWotller training 

. / ....~~. job search assisIance for AFDC recipients 
r '; 

capitalize microenterprise loan tunds 

housing rehabilitation; Youthoulid; UHTC 

infrasttuctureinvestments 

reverse commuting 

Discussion: The goal is maximizing residents' access to existiug private sector 
employment opponunities. Wage supplementation programs can be conducted under 
=tIaw'by States without triggering PAYGO. However, experimenting with 
longer duration (rna:<. now 9 months) or Fcder1ll enrichment would rtqUire new 
AFDC spending and may or may not have PAYGO consequences depending on 
details. AFDC or other funds could be used to 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 
commutiug subsidies. Wage credits would reduce the cost of hiring rone residents
and allow con=torsto reduce their bids on public projects. would leave a long­
lastiug public works legacy. HUD could tatget some public housing modernization. 
otller rehabilitation funds to zones. 

\ 
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OUTlAY INCREASES 

1. Family 5ul'Pott" 
Proposat in 94 Budget ..... "". 48 91 260 53a 597 1.534 

2. V.S. maritime: industry initiative 1I 
DOT proposal to stJbsidile 90 
ships avet ten years." ... ,,,... 340 340 315 265 22.0 1.480 

3, Medicare ptemiums 
loss in ,savinos since Feb..... 0 0 1.145 1.720 1.990 4.855 

4, Campaign Finance Re'orm- """ 50· 100 ~ 50· 100 1I 50- 100l< 50·100v 50·10021 250*500u 

O1Jtlay lI'IClnu, Subtow..... , ••••.••• 438·488 481 ·531 1.770,' 1.820 2.573 ·2.623 2.851 ~ 2,907 8.119· a,J69 

REVENue LOSSES 

1, Praposaf assumed in OMS baseline ibut nol CBOI: 
Vru~uay round 3/""............. 0 313 795 1.267 1.694 4,069 

2. Proposals endOlsed: 
NAFTA""........................... 333 475 521 552 507 2.499 
GSP 4/...........................,.... 529 501 526 648 664 2.668 

I.".nu. L.ot". SubtotaL...... ,,", .. 8S2 1.290 1,842 2.317 2,8eS 9,235 

M&mo Entry 

1. 	Urban enterprise zones 
Proposal in 94 BtJdget and 
Budget Resolution ... ,., ... , ... ", 13 347 772 , .228 	 4,119 

• Possible candidates for funding: with somelall of enterprise zones tax e)(peru:littlfes. Both of lhese spendino programs ha¥C 
reetve funds in bOOoe{ resolution. 

1, l.aw estimate would Subsidize bned on- defense needs amy (25 ships fot 7 yeersl: 5 year costs tota2 4286 million. 
2. These ate estimates only; numbe:rs still being developed. 
3. Budget resolution based on ceo baseline; revenue offset tharefortt needed. 
4, asp also has '158 million paygo cost in 1993. 



ELIGIBILITY CRITERIA 

ECONOMIC EMPOWERMENT ZONES 


ENTERPRISE NEIGHBOaHOOOS 


Minimum Population 

Urban 

Rural 

"Maximum population 

Maximum Area in Square Miles 

Urban 20 

Rural 1000 


Maximum number of non-contiguous 

areas 


Urban 3 
Rural, if within state 3 
Rural, if multi-state 0 

Maximum number of States 
Urban 2 
Rural 3 

Minimum , ,of Households in Poverty 

In 50% of tracts 35% 

In 90% of tracts 25% 

In 100% of tracts 20% 


A~~itionalPoverty Rules: 
I.CSD may be inclu~e~ if at least 35% 
poverty rate 
2. 0 population tract may be inclu~e~ 
3. Tract with 2000 or fewer residents 
may be included 1ff zoned 75' or more 
commercial or industrial (unless CBD)
4. Secretary ~iscretion to waive if 
substantial compliance with criteria and 
targeted area boundaries coincident with 
state enterprise designation prior
to January 20, 1993 
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UST OF EXAMPLES OF FEDERAL CHALLENGE GRANTS FO 


ENTERPRISE ZONES MAY BE EUGIBLE TO APPL' 


Community Development Banking 

Cops on the Street and Community Partnership against Crime (DOl and HUD)
\ . 

Enterprise School Communities (DoEd with HUD, DOL, HHS, Commerce). . 
Youth Fair Chance, YauthBuild. and School-ro-Wark Transitions--link youth 
apprenticeshipl job training and education to economic and community development projects 
in the zone and job-apprenticeship partnerships throughout the local labor market (DOL, 
HUD, HHS, DOl, National Service and DoEd) 

One Stop Shopping and Oppcrtunity Cards for job search, retraining and other services (DOL) . 

Access to Opponunties, including transportation. job matching throughout labor market~ and 
Moving to Oppcrtunities (HUD. HHS, 001) 

Foreign Trade Zones and Technical Assistance (Commerce) 

Minority Busin~ss. Small Business, Microenterprise and Venture Funding (SBA and 
Commerce) . 

,I 

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--eamings supplement, medical protection, child care and 
transportation, like New Hope Project (HHS, Treasury, DOL) 

JOBS Distressed Arca Demonstration--intensive, longer tCrtO training and collUllunity 
suppcrt, job matching throughout labo. market, with many more immediate benchmarks, like 
Project MATCH (HHS) 

Drug education and rehabilitation-to-work (HHS, DOl., DeEd, DOl) 
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THE WHITE: HOUSE: 

WASHINGTON 

April 20, 1993 

• 

MEMORANDUM FOR THE PRESIDENT 

THROUGH: 	BRUCE REED, GENE SPERUNG 

FROM: 	 THE NEC-DPC 11Io'TERAGENCY WORKING GROUP ON 
COMMUNITY DEVELOPMENT AND EMPOWERMENT 

SUBJECT: 	 COMMUNITY BANKING PROPOSAL 

I. 	 ACflON-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 neighborh()()(js 
have no bank where they can cash a check, borrow money to buy a borne, or get a small loan 
to start a business or keep one going. Perhaps more than any other proposal, the network of 
community development banks you promised in the campaign -- coupled with reform of the 
Community Reinvestment Act (eRA) -- have the potential to transform these communities 
by empowering people and businesses to join the economic mainstream. 

D. 	 BACKGROUND 

Over the last two months, the NEC-DPC Interagency Working Group on Community 
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 t Commerce, OMS, CEA, NEel and DPC, as 
well as outreach efforts to community groups and the banking industry. 

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

• 	 ["adequate Basic Bankjng Seryi",s -- Millions of poor Americans have no 
access to nor relationship with a bank, They live in neighborhoods with no 
A1M machines. no drive-through windows, no checking or savings accounts, 
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Instead, they are forced to deal witb cash-ehecIdng operations tbat charge an 
exorbitant fee for a simple service; 

• 	 No Loans fur Small Il<lrrowcIS -- Most commercial lenders shun low-income 

communities because small loans have higher transaction costs and lower profit 

margins. and require mOre labor and attention, if not more risk; 


• 	 I..al;k of Expertise Among Lenders -- Lending in distressed communities, 

particularly for small business, is difficult. It requires specialized underwriting 

expertise and knowledge -- of the herrower and the community, eredit 

products, subsidies, and secondary markets; 


• 	 Uick of Expenise Amnng BorroWl:1li -- Small businesses, particularly those in 

distressed areas~ often tack cxpenise in the basics of small business 

management. including accounting, borrowing. managing and repaying money. 

When commC:fcial lenders abandon these communities) there is often no place 

to turn for essential apital, credit or information; 


• 	 i:!i",rimjnatiOD -- Home Mortgage Disclosure Act (HMDA) data suggest that. 

deliberately or not, home mongage lenders deny loans to middle- and upper­

income minority borrowers. more often than to mooerate- and lower-income 

whites. Anecdotal evidence suggests that the situation is even worse for 

commercial and consumer loans; 


• 	 Sbortage of Cledit and Capilal -- The urunet demand for credit and capital in 

poor communities is therefore substantial. In too many low- and moderate­

income neighborhoods, loans are unavailable for even the most credit-worthy 

housing and business purposes. A reccnt study found $360 million in unmet 

demand for credit-worthy small business loans in the City of Oaklaod alone. 

In New York City's distressed communities, several bUliDD dollars in demand 

for housing loans that would qualify for federal insurance went begging. 

Economic revitalization cannot take fOOl in these communities where good 

risks and sound businesses cannot gel loans. 


D. PromIsIng Responses to the Problem. Many enterprising communities have come 
up with their own ways to fill tbe void in community development and banking services. We 
have looked at a variety of promising alternatives under way around tbe country, including 
community development banks, qed!! unions. corporations, and loan funds; loan consonia and 
other community devdopment intermediaries; and community ~investmcnt by mainstream 
commercial hanks. 

I. Community Development Banks (CD Banks): South Shore Bank in Chicago, 
Elkhorn Bank and Trust in Arkansas, and Community CapItal Bank in Brooklyn offer 
• comprehensive range of assistance to the communities they serve. Through for­
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profit and non-profit affiliates, tbey provide basic deposit, saving, checking, and 
consumer and mortgage lending services; venture; capital for small bUSiness; 
microenterprise loans; and tcclmieal assistance. They aIsn develop rental and 
cooperative housing for low-income residents and eommereial teal estate for small 
businesses. Three such integrated, full-service financial community development hank 
holding companies have emerged over the last twenty years. 

2. Community Development FInancial InstitutlOIl$ (CDFI's): 'A variety of other 
community-based organizations have found their own financial service niche: 

• 	 Community Deve1Qpment Credit Unions (COOl's) are regulated 
financial cooperatives owned and operated by lower-income 
per.;ons to serve the deposit, check -cashing. and small consumer 
loan needs of their member.;. A growing number of rnctJs are 
making development loans for small business expansion and 
start-up, Like CD Banks, rnctJs can offcr federal deposit 
insurance up to $100,000. The largest CDCU is the Self-Help 
Credit Union in North Crnolina. With more than $40 million in 
assets, it is second only in size to South Shore Bank among 
rommunity lending institutions. Self-Help is part of a larger 
holding company that includes independent, non-depository 
credit and support mechanisms. There are over 100 COCOs 
aCrOSS the nation1 and one the newest was chartered in Soulh 
Central Los Angeles last November; 

• 	 Over 1000 Community Development CO!:poratiPllll (CDCs) have been 
created by civic and community groups, local or state development 
authorities, and banks to provide small business or micro-enterprise 
lending, large community development projects, or affordable housing. 
Their sources of capital and loans include other banks, federal small 
business and housing programs, loea! corporations and foundations, and 
major national assistance corporations such as USC or Enterprise; 

o 	 Scores of specialized Community DeyelopmentlMicm Ipan Funds 
(CDLFs), both for-profit and non-profit, aggregate capital and 
contributions from socially conscious hanks, investors, aDd foundations 
to provide equity, bridge loans, or below-market financing for 
affordable housing, revitalization of retail stOfes. or small businesses in 
distressed communities. Much or their lending is to microenlerprises -', 
- small businesses of five Or fewer employees, with owners that have 
income no bighar than twice the poverty level. 

3. Community Development Intermedlari .. (CDr.): A number of state and loea! 
governments, community groups, and financial consortia provide specialized services 
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that link communities, CDB's, and CDFI', to mainstream banking. credit, capital, and 
govemment insurance and sUbsidy programs and ~ markets. These 
intennediaries underwrite, guarantee. or repackage credit-worthy business and 
individual loans in distressed areas. 

4. CommunIty Reinvestment by Mainstream Banks: Either in response to pressure 
from community groups to meet tbeir obligations under the Community Reinvestment 
Act or out of their own self-interest 10 learn how to better serve undenerved markets, 
many mainstream commercial hanks and thrifts have begun to 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 communi.y develupment institutions described above. A few Bank 
Holding Companies (BHC's) have recently created and capitalized Community 
Development Banking subsidiaries to serve Ibe ftnancial needs of distressed 
communities. 

In those low-income communities that IW: receiving credit, botb lenders and 
borrowe" have experienced a major uplift. Learning Ibat low-income peuple will work to 
payoff a hume mortgage or a small business loan can have. profound impact. As one of the 
founders of • CD Bank said, "One of the untold stories is that poor people with small loans 
can be better eredit risks than rich people with large loans. And the personal reward to me is 
that my charaCler loans provide a band-up to enable the poor family to build a better life and 
a belter community." That is what community development banking is aU about. 

III. PROPOSALS 

Given the variely and promise of these local efforts, we advi$<: against mandating any 
single model for community development banking - although the program should encourage 
CDFls which bave reaciled a certain size and level of sopbistication ,to eventually become 
chartered depository in8Wutions. Instead, we recommend a flexible community lending 
initiative based on the principles you outlined during your campaigo. 

The community empowerment slrlItegy we have proposed includes four pillars: 
economic empowelll'eol zones; community development financial institutiorts (CDAs); 
strengthened Community Reinvestment Act and Fair Lending laws; and community policing 
and community partnerships against crime. Tngether, they will help to stimulate the public­
private-community partnerships that are essential to empowering poor peuple to join the 
economic mainstream and businesses in distressed communities to bc:.c.ome engines of 
economic growth. These four initiatives are the first in a series of proposals to address the 
unique needs of uwan and rural America. 

In this memorandum, we present detailed uptions (1) to strengthen CRA and Fair 
Lending requirements by demanding perfOll1lance instead of paperwork, and (2) to develop a 
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national network of community financial institutions - community development books, credit 
unions, :revolving loan funds, microenterprise loan funds, and more. 

A. 	 Community Reinvestment Ad (CRA) R.Cono 

I. Hlslory 

The Community Reinvestment Act requires regulated financial institutions to ".erve 
the convenience and the needs. of the communities in which they are chartered to do 
business."' Under CRA, regulators of financial institutions -- the Fed, the Comptroller of 
the Currency (Ocq, the Federal Deposit Insurance Corporation (FDlq. and the Office of 
TIuift Supervision (OTS) -- undertake periodic examinations of each federally chartered 
institution. Using a twelve-factor analysis, an examiner assesses the institution's lending 
practices and assigus the institution a CRA rating of 'outsumding," "satisfactory," "needs. to 
improve," or ·substantial,noncompliance." The examiners eRA 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 charier, new branch, merger, or acquisition. 

During the campaign, you, promised to focus eRA c,"aluations on "'performance, not 
paperwork." Both banks and community groups argue thai current eRA policy suffers from 
several shortcomings: 

• 	 Vagueness -- The CUrrent evaluation process provides insufficient guidance for 
bolh regulators and regulated institutions on precisely which practices 
demonstrale CRA compliance. This vagueness is one source of the highly 
subjective nature of CRA evaluations and the "grade inflation" perceived by 
community groups; 

• 	 Paperwork, nOI results -- In the face of this uDcertainty, both regulators and 
regulated institutions have focused on an institution's processes and paperwork) 

I 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 entities, including 

• . 	 car loans extended by the credit ann. of car companies 
• 	 personal and home loans by consumer finance finns 
• 	 commercial loans by commercial finance agencie. 
• basic deposit and checking by money market funds. 

The total of such Don-bank financing exceeds $1 triIliOD. The total assets of other financial 
sectorS (insurance companies; investmen~ companies, broker-dc.a!ers, mutual funds, money 
market funds; and pension fuods) almost double the tota! assets of Ibe regulated books, thrifts, 
and credit unions. Nont of these otber financial institutions is mbject So eRA. At a later 
date,. we will therefore explore how these other financial institutions might also playa 
constructive role in reinvesting in distressed communities. 

5 



such as meetings wilh community groups and minutes from board meetings, 
rather than on results. This has created substantial burdens for both regulated 
institutions and regulators, without any com:spondinS sain in CRA 
cffectivenessi 

• 	 Poor performance -- Althoush more than 90% of aU regulated institutions 
receive "satisractory" or belter CRA ratings. redlining persists in low- and 
moderate-income neishborhoods; 

• 	 Inequity -- Althoush some institutions reinvest heavily in !heir communities 
and oth.m only lishlly. almost all institutions receive passiOS CRA srades.· 
This not only hampers the ability of regulatom and community groups to 
monitor reinvestment practices, it also deprives responsible institutions of 
recoguition for their performance. 

Z. Stronger, More Focused eRA Enforcement 

We recommend three measures to improve eRA enforcement, none of which requires 
legislative action: 

1) Better examiners: Many examiners lack e:<perience in conducting CRA 
examinations. Bank regulators need to develop. well-trained corps of examiners who 
speciaJize in eRA examinations; 

.	Z) Stronger ,anctlons: Regulators should use supervisory lettem, letters of 
reprimand) and civil money penalties.to enforce actions against institutions with 
persistently poor eRA performance; 

3) P<rformanct-based standards: The most sweepins step we can take is to ",form 
the eRA examination protocols to focus on quantifiable measureS of an institution'S 
actual performance in providing credit and other financial services to its community. 
Banks should be judged On tbe basis of the magnitude and distribution of affordable 
bousing and community development lending and investtnent. especially in low- and 
moderate-income neighborboods, and the provision of basic banking services. For 
example, banks should receive partial CRA credit for investing in community 
development institutions (see below). Banks should also be subject to fair lendins 
examinations to determine whether they ensased in a pattern or practice of 
discrimination.1 

'By the time of your announcement of your initial urban initiatives, we sbould also be 
able to include several other important conrtibutions to augment community reinvestment and 
fair lending -- including new objectives and programs for the major GSEs like Fannie Mae 
and Freddie Mae. 
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The fj"'t twO steps are ",lallvely non-controve",ial. The thin! measure, perfonnanee­
based standards, will draw criticism from some financial institutions who are worried about 
"credit allocation" and increased paperworlc, and a few community groups who have used 
vague standards to p",ssure banks into more specific agreements on community lending. 

We believe that neither concern is well-fouoded: The proposed regime does not 
prescribe lending or investment quotas, and remains sensitive to the varied needs and 
strengths of flnancial institutions. Over time, performance-based standards will reduce 
unc<:rtainty and paperwork for banks and regulators alike, bY giving them measurable gools 
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 access to basic banking services, as well as Ilending and investment. The reat 
concern of community groups is that after 12 years of strained ..lations. they don't trust tbe 
regulatory agencies. Affected communities need to know they will have a strong voic<: 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 Nallonal Network or Communlt~ Development institutions 

To date, with almost no government support, community development fmancial 
institution. (CDPls) Imve proved that it is possible to mobilize and lend siguilicant amounts 
of capital for development in credit-deprived communities. We propose creating a 
Community Banking and Credit Fund (the "Fund") to provide rederal capital assistanc<: tlmt 
will dramatically expand tbe amount of capital available for CDFI start-up and expansion 
without creating enormous financial liabilities for the federal government. The Fund 
would also serve as a national information clearinghouse and support syslem to bell' 
prospective CDFls gel off tbe ground and existing ones to expaod, better meet their miSSion, 
and operate soundly. 

1. The Community Banldng and Credit Fund 

In addition, HUD has prepared a proposed executive order to commemorate the 
twenty-fifth annlven;ary of the Fair Housing Act which is this monlh. The executive order 
would: (1) ostablish a Presidential Fair Housing Council oonsisting of selected cabinet 
members; (2) develop. pilOl program to coordinate cabinet programs to promote equal 
housing opportunity; (3) mandate a review of aU BUD pmgrams to assure that t~ provide 
equal Opportunily and promote economic self-sufficiency for their ultimate recipients; (4) 
direct the Secretary of HUD 10 Issue regulations defining discriminatory practices in mortgage 
leoding, the secondary mortgage market. pmperty appraisal, and (5) property insurance; and 
update Executive Order 12259 to take account of changes made by tbe Fair Housing 
Amendments Act of 1988. 
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The Community Banking and Credit Fund would be a federally-chartcn:d. quasi­
public enterprise. n:sponsible for overseeing the development of a nationwide network 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 confumed by the 
Senate. The Board would include the cabinet sccn:lMies or designees of the Departments of 
Treasury. HUD. Commerce. and Agricultu",. a ",pn:sent.live of the Small Business 
Administration. two n:pn:scntatives of the CDFI industry. two n:p",scntatives from 
oommunity groups. and two "'prc:sentat!ves of the mainstream banlting sector (including one 
of the n:gol.tors, e.g .• the Federal Reserve or Federal Deposit insurance Corpomtion). The 
Chairman would be appointed by the President. The Board would serve as a oorpomte board 
of directors 10 establish policy and would n:1ain • full-lime President/CEO to manage 
operations of th. Fund. The size and composition of the Board could be expanded or alten:d 
to reflect the public purpose and Ihe mix of public and private capital. 

2. Selecting Network Participants 

To receive financial or technical assistance from tbe Fund. an institution would have to 
be • member of the ~.tional CDA network. and meet several stringent standards: 

• 	 Demonstrated ability to manage a CDFI; 

• 	 A primary. explicit and highly public commitment 10 community development. 
To qualify, a CDHs loans and investments would have to go toward 
community development, and serve an area that needs it; 

• 	 A realistic, spedfie strategy to achieve the CDR mission, consistent with the 
local community development plan. and become ..If-sustaining; 

• 	 Lever.ge -- private capital or other support to match I'\lnd support. GeOJge 
Surgeon of Elk Horn rc:oommends, for example. a 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"", not viable. but 
because of a lack of knowledge about management, financial. and legal matters. 
Existing CDAs have shown that with active guidance and credit COUllSeling. 
low-income residents of distressed areas can be extremely credit-worthy. 

Attached at Tab A is • summary of the criteria for eligibility. 

The Fund would solicit proposals for CDA matching funds and other assistaoce on a 
oompetitive basis. Relevant federal agencies and exisling CDRs will be available 10 assi" 
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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selection of applications. 

3. Assistance Provided by the Fund 

The Fund would provide lbe following types of assistance: 

• 	 Capitalization AssjSlance -- Matching equity thaI could be used to capitalize new 
CDFI's or expand existing ones; 

• 	 Technical Assistance -- Capitalizatjon loans, grants, or technical assistance to 
applicants that present proposals in conjunction with new or expanding COR., 
including grents for ttaining for borrowers as well as lendelll. This could apply to 
subsidiaries of CDFIs as well as community groups with technical assistance expertise, 
such as ACORN; 

• 	 Coordinated Access to Relevant Programs -- The Fund would set out to give CDFIs a 
single point of access for relevant technical assistance, lending, and subsidy programs. 
Depository CDFls could also be encouraged to provide. telecommunications network 
for one-stop loan centers that would make SBA, FHA, fmHA and minority business 
loans and other public and private loan and credit programs available to targeted """"'; 

• 	 ~!lllSiIs .-- Monies being beld by the Fund would be deposited with eligible CORs; 

• 	 Voice for Communily Development Banking -- By fomting a network of CORs, the 
Fund could also become an important voice for Community Development Banking in 
the country -- to stimulate private support, to spur mainstream financial institutions 
and Wall Street to participate in CD Banking. to study and to promote new CO 
Banking prnduclS, services. partnerships and secondary markets. 

4. How to Capitalize Ibe NaUonal Network or CDFls 

A key question in establishing a national network of community de;'elopment hanks is 
how to make the moS! of the federal government's leverage, We present three basie 
alternatives, with nO consensus recommendation, In tbe first approacb, Ibe Fund uses the 
federal appropriation to capitalize CDFls on a matehing basis with capitalization provided by 
each COH. In the second, the Fund would be given authority to "'ques! a loan from 
Treasury to leverage Ibe size of the Fund's available capital hosed 00 the Fund's experience. 
In the third option, additional contributions 10 the Fund would be required or encouraged from 
mainstream hanks; and mainstream hanks would also be required Or eocouraged to create CO 
Bank subsidiaries. 

The three approaches are not mutually exclusive and could supplement one anotber, 
Under all three, we could further stimulate the CDF[ indUstry by: 
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• 	 Providing partial CRA """'it for bank investments and contributions to CDFls;' 

• 	 Waiving the stock/purchase requirements fnr depository CDR. tbat wish to join the 
Feder.! Hnme Loan Bank System (FHLB);' 

• 	 Earmarking. groater share of the FHLB Affordable Housing and Community 
Investment Programs for use by CDR. or other lending in distressed communities;' 

• 	 Providing access to expanded community lending programs of SBA, Fannie Mae, and 
Freddie Mac. 

, As de.<eribed earlier, a reformed CRA can.steer more resources toward distressed 
communities:. Under the current 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 CDPls and community groups wbn work with CDFls. 
If the banking regulators move to a performance-based system, assistance to CDRs could be 
given a specific eRA weight --'large enough to increase investment, but not so great that 
banks could use contributions to CDPts as • safe barbor to circumvent CRA. 

, Another way to expand the pool of financial resources fnr community lending would be 
to make it easier for CDRs tn join the Pederal Home Loan Bank system. FHLB membership 
would give CDFls a liquidity facility (a "window") and access to longer term funds at below­
mad;:et 	rateS. Under current law, any financial institution can join (Community Capital Bank 
and South Shore are members), but the cost of membership is much higber tor banks and 
credit unions than for S&Ls. We propose a waiver of tbe FHLB membership fee for 
accredited de""sitory CDFI. and tbe ",moyal of any other impediment to community lending. 

, The Affordable HOUSing Program (ARP) and Community Investment Prngram (CIP) of 
the FHLB system were implemented as part of the 1989 FlRREA legislation. AHP required 
the Federal HOUSing Finance Board (the regulator for the FHLB) to set aside from the profits 
oflbe FHLB banks $50 million in 1993. $15 million in 1994, and $100 miUinn in 1995 and 
subsequent years for a range of activities related to affordable bousing. C1P is a 
romplemcntary program that authorizes the 12 District Banks of the FHLB to make advances 
to members for use in making community and economic development, commercial and small 
business lOllns in low- and moderate-income neighborhoods. Since CDFls serve the same 
purpose, and since the Federal Home Loan Bank system is now weU-eapitalized, a portion of 
these funds could be made available for qualifying loans of CDFls. Dlnently tbe C1P is nOl 
as active as tbe AHP and has yet to develop tbe infrastructure to support small business . 
lending. The C1P must become a champion of small business and entrepreneurial lending in 
order for the FHLB to become an effective support vehicle for CDFls.With your leadership 
and, as appropriate, appointment of new members of tbe Federal Housing F"mance Board, we 
believe that the FHLB system can be persuaded to cooperate fully in implementing your CD 
Bank initiative. 
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The three basic approaches for capitalizing tbe Pund are: 

omON 1. DIRECT APPROPRIATION 

In your budge! proposal to Congress, you request $382 million for community 
development banks through F¥97. This appropriation could be used for direct federal support 
to COPI. -- equity capital with. reasonably firm but patient expectation of returns over 
time, more venturesome investments to test the full potential of community development 
banking, and graots to provide "glue" money for comprehensive CDA financial service and 
development networks within communities, technical assistance and Indning. We expect lbal 
the Fund would make allocation decisions between such calegories. 

The appropriation alone represenlS a potential 50% incr.... in capitalization (}f the 
CDPI industry, which is currently capitalized at approximately $700 million and bas extended 
almost $2 billion in loans nationwide. For example, on a matching basis of one Fund dollar 
for every two local CDPI dollars, the new federal funds could generate an additional $1 
billion in ""pital --' which in tum could lead to $3-10 billion in new loans in distressed, 
low-income communities. There may be a practical trade-off bere: tbe higher the local 
CDA match, the fewer the number of CDAs that rnay be able 10 raise the capital necessary 
10 apply, particularly in the early years of the Fund. 

OPTION 2. LEVERAGED CAPITAL 

Up to $300 million of the $382 million in your budget proposal for CD Banks could 
also be appropriated to support a loan to the Fund of up to $1 billion from tbe Treasury. 
This would be handled in Ibe same way thaI all federal credil programs are: tbe appropriated 
funds are se' aside 10 cover the expected losses and any interest subsidy associaled with a 
subsidized government loan. The subsidy would be in the fonn of reduced and deferred 
interest repayment as well as deferred principal repayment. The subsidized loan would allow 
the Fund to make matching equity investments in CDFls that would earn below-markel rate 
return and take more risks than olher lenden;. 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 C illustrates two financial models with different amounlS of 
private investment in the Fund and different amounts of leverage. In either illustration, the 
Fund would have sufficient funding to capitalize over 100 independent CD Banks whicb 
together would have tbe capacity to make a total of over $10 Billion in new lending available 
to distressed communities. Under eithe! model, $82 million of the total appropriation of $382 
million would be used for technical assistance, setting up the network, and for other purposes. 

This approacb may offer several advantages: II could leverage a substantial pool of 
COPI equity. It would offer contributing banks and otber investors. low but positive rate of 
return. The projected losses to tbe federal government from tbe loan to the Fund would be 
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paid for up-front with the appropriated funds. This structure is based on the SBA's current 
Small Business Investment Company (SBIC) program. Treasury or a HUD/Govemrnent 
Sponsored Enterprise regulator would serve as regulator as a regulator to insure that the 
federal financial exposure is limited to appropriated levels. 

In practi"", although the financial experie."" of the two long-standing CO Banks is 
very encouraging, CDFls are still • relatively new concept. I\s. result, there is limited data 
on which to project the performance of the Fund. If the rate of CDA failure turns out to be 
higher (or the level of dividends lower) than anticipated by the Fund or its regulator, the Fund 
itself could run into financial trouble. Debt finanCing for the Fund might also pressure CO 
Banks and COAs to earn (and dividend). higher retum to cover the Fund's imcrcst payments 
and thereby reduce th.ir ability to meet their 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 attract capital, keeping 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 CDFIs perform. The Fund 
should have the flexibility to seek authorization for such leverage down the road hased on the 
real needs, risks, and potential of the Fund and the CDFI network. 

OPTION 3: INCENTIVES TO MAINSTREAM BANKS 

Another innova.ive proposal involves bank holding companies (BHCs) investing a 
small percentage of thelt equity capital in community development banking. in retum for the 
opportunity to consolidate a11 of their bank operations on an interstate branching basis in 
states where they maintain a successful CD Bank SUbsidiary, 

By way of illustration, BHCs could invest three qUar1ers of 1 % of their capital in 
setting up one or more community development hank (CDB) subsidiaries dedicated to lending 
in dislressed communities. To qualify for the limiled consolidation, the BHC would have to 
<reate a COB SUbsidiary in its home state and another in each state in which it seeks 
consolidale all of its banking operations. Annther quar1er of • percent ,of equity capital would 
be invested with the Fund and retained on the BHCs books as an investment. 

In exchange for these investments, each BHC would have the opportunity to apply for 
the right to consolidate all of its bank operations through interttate branching in any state 
where it maintains a successful COB subsidiary -- if all of the components of the BHC also 
meet their eRA and Fair Lending obligations. This opportunity would be available only in 
those stales thaI permit intrastate branching and have interstate banking agreements. (Banks 
in Man.<as would not qualify for the proposal under present slate law because it does not 
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permit unrel;tricted intrastate branching..rs 

Treasury recommends that the 50 largest BHe. be ",quired to establish CD Bank subs 
and to invest in the Fund. Following tbe "three-quartCfS-<lf-l %" illustration described· 
above, this would provide approximately $1 billion in capital for CD Bank subs.' In nddition, 
$300 million would be available at tbe outset to fmanex the network of CDAs. depending on 
the number, size and quality of the applications from CDAs and tbe ability of the Fund to 
attract additional private investment, the Fund might be able to utilize the federal 
appropriation for alternative suppon activities, such as a venture capital fund. a loan loss 
",serve, technical grants, etc. The proposal could, bowever, be made voluntary for these 
BHCs as well as for the other banks and thrifts, although the eXlent of participation would 
then be less certain. 

This proposal is based On the premise that distressed =ununities will never attract 
the financial resources they need until mainstream banks become full-partners in community 
development banking. It is designed to make use of the mainstream banks' considerable 
expertise and capital to generate a substantial number of CD Banks In a burry. At an average 
capitalization of $5 to $10 million per CD Bank, • network of well over 100 subsidiary CDBs 
.might be established at the outset of the program, with tbe 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 year. 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 Yelrrs is to get Ihe mainstream banks effectively involved and committed. 

Under Ihis proposal, banks -- not taxpayers -- would bear the primary risks and put 
up the bulk of capital. The BHCs would also have. major stake in making sure that both tbe 
Fund and their CD Bank subs are self-sustaining and successful. Many major banks would 
probably support the idea because it represents an opportunity to consolidate existing 
interstate banking operations. McKinsey estimates that multi-state BHCs which currently 

, CIIrrently, only four states prohibit.statewide branching (AK, IL, lA, MN) and two 
states prohibit interst.te banking (HI and MT). These six states would not be directly 
affected by this Option, but would be able to stimulate their own CDAs to apply for 
matehing capitalization from the Fund, whose own capacity to finance independent CDA's 
could be increased substantially bY investments from the SHCs. 

'The bendquarters of the 50 largest BHCs are located in 22 different states: each BHC 
would be required to locate a CDB subsidiary In its borne state. Approximately 40 BHes 
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 ndditional states. 
(For SHCs that do not bave such local banking operations in more than one state, flexibility 
in tbe mission of its newly established CD Bank sub could be encouraged. For example; a 
BHC that specializes in exrtain niches -- e.g., merchant banking or wholesaling -- could 
establish. CD Bank sub with. similar specialty to serve CDAs across tbe country.) 
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operate interntate could save S4OO-S800 million a year from flIIllntemate consolidation of all 
of their o""rations; savings from the limited consolidation provided bere would be less. With 
technical assistance from the su=ssful COFls and Community Development Intermediaries 
which bave experience on the ground, CD Bank subs could begin to make the essential 
cormections to the communities that need to be served by real. character loans. 

S. Political Analysis 

Securing passage of any ty"" of COFI legislation this year will be difficult because of 
the short time avail.ble. Legislation to create. network of CDFIs on • large scale has never 
been proposed in Congress; Sena.or Reigle introduced a pilot program last year. But because 
this proposal was a major part of your campaigo pl.tfollll, Membern seem willing to move on 
your legislative proposal this spring. 

The three options described above are not mutually <xclusive. You could offer a plan 
that encompasses aoy or all three proposals. 

Direct Appropriation (Option 1) is the least controversial, and stands the greatest 
chance of passage this year -- assuring th •• some CO Bank. would be up and running in the 
next few yearll. In fact, af.er four years of S&L bailout legislation and bad news for the 
Banking Commillee., members of Congress are anxious for a victory of any kind. But 
Option 1 also provides the least leverage. Even with a stronger CRA and easier access to the 
FIlLB, the effects of this proposal would be limited. 

Leveraged Capital (Option 2) could raise a sigoificant amount of additional capital for 
the CDFI network without o""ning the controversial issue of bank refollll. But it could raise 
the spec.er of an increased federal liability for untried and inherently risky institutions, and 
""Deem over another S&L bailout. It might be more prudent to phase in such leveraging over 
time, based on how CD Banks ""rform over the next few years. 

Mainstream CO Banking (Option 3) could poteUtially raise the greatest amount of 
capital for the network, and private capital at that, ~ create. network of CD Bank subs of 
BHCs. Getting the proposal through Qlngress; however, will be difficult. First, it could 
become a vehicle for those who want more ambitious 'banking reform, which would engender 
strong opposition from smaller hanks and thrifts and other segments of the financial service 
industry. Every President since Jimmy Carter has supported some form of interstate 
branthing reform, yet Congress has been unable to reach a consensus amid the speciaI­
interest fervor. Second, some community groups may strongly object that mainstream banks 
don't have the ties or ex""rtise to succeed at 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 comprchensive reform of the banking 
and financial services industry that you may wish to propose next year, Others argu., 
however, tbat successful passage of this option would set the stage for major finaucial refom 
legislation in the coming years. In any event, Option 3 will require a major political 
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commitment on your part. 

6. Legislative Strategy 

We see at least three possible legislative strategies: 

• 	 Go AI! Out -- Put considereble political weight behind Mainstream 
CD Banking in order to perSUade Congress to pass this proposal. 

• 	 Test The Waters -- In advance of submitting any bill, consult 
the leader,;hip of the banking committees (and John Dingell, whn 
killed interstate branching legislation in 1991) 10 gauge the likely 
reaction. If the reaction Is not lukewarm or hostile, we could 
begin building a coalition to support the proposal. Treasury 
strongly recommends this approach.. 

• 	 Two-Stage Proeess -- Submit the Direct Appropriation option 
to Congress. but lay the groundwork for possible comprehensive 
financial services reform later that would infuse additional 
capital into tbe Fund and involve mainstream financial 
institutions in CD Banking. 

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 hostile. you will be 
able to shift to a two stage process. 

IV. DECISION 

A. 	 eRA Options 

Comprehensive Reform of eRA Examinatioo Protocols to focus on 
Performance 
Approve only process improvements to eRA 
Reject options. dis<:uss further 

B. 	 eDn Funding OptIons: 

Option 1 -- Direct Appropriation of CDFI Fund Only 
Supplement with authority to request leveraged capital based upon .xperience 
Supplement with BHe Contributions 
_ Mandstory Contributions 
_ Voluntary Contributions 
Reject all options, discuss further 
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C. 	 Legislative Options 

Go Ali Out 
Test The Waters 
Two-Stage Process 
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Crileria 

An eligible institution must serve eilber a target population as approved by the Board 
or One or more primary "Investmenl AIeas· currently underserved by existing financial 
institutions. An area v.ill be considered an approved "Investment Ma" if: 

(a) Ih. ar... has Ihe follov.ing eIlOl'llCleristi<:s: 

1. is a contiguous geographic area, located v.ithln one State. and v.ithin either 
a local jurisdiction or otherv.ise identifiable communily; 

2. fulfills minimum and maximum population requiIements as determined by 
the Board; 

3. includes at least a majority of households which are "low-income families", 
as defined in Section 3(b)(2) of th. Uniled Slates Housing Act of 1937"; and 

4. meets crileria of distress suell as extenl of povCIfy, unemployment and other 
factors delermined to be appropriate by the Board; or 

(b) the area meets the requiIemcnlS of (aXl) and (0)(2) ahove and the Board finds that the 
applicant institulion has demonstrated that the area has substantially unmet ctedit needs or 
limited availability of hasic services provided by existing financial iostitutiOIlll. 



• PLAN C for COMMUNITY DEVELOPMENT BAffICS 

A Community Development Investment Trust would make capital Investmenu in 
community development banks ICDB.land other community dev.lopment financielinstlMions 
(CDFI.,. The Trust would ba fund.d with. combination of Federal and privel. resour ..,thet 
might support as much IS .16 billion In new community lending. COBs would be Insured 
depository institutions •••pected to m.et existing ..fety end loundnass regulations. CDFI, 
cOl.lld ta.e • wide veriety of forms, including _lied community revolving loan funcIs. 

The 'eppropriatad Federal contribution to the Trust would be In the form of I f300 
million equity investment which the Trust could use to leverage uP to.l billion In subsidi.ed 
debt financing, The appropriation thus ..MIS to .ssurethet the Trust', borrowings wHi be 
repaid. end also will previde I cushion allewlng the Trust to ..... the .1 bilUon pool 01 
r••ources to ma.e below market investmenU In COBs Ind CDFI•. The Trust'. expectations 
regarding anticipated raturns from Individual COBs, based on their lubmitted business plln, 
would be a large factor In determining the Trust'lln'8Stment cholca., Ind in turn, the amount 
of dabt the Trust would le.erlge with Its f300 million Iquity contribution. The riskier the 
Trust'S investment and the lower the expected return, the mora of the 'lOO appropriltion 
must be .et a.ide for reserves rether then to leverage tha full '1 btllion hi...tment pool. 

There .re Important possible oourc •• of additional CDS capital beyond the .1 billion 
potentially leveraged by the Faderalappropriation. Up to In additional .1 billion in community 
development funding miGht come from equity Investments by existing depository Institutions. 
,ute and local governments. and others. Some of those investments would flo,*, through the 
Trust end others would flow directly to individual CDSs and COFI., perhaps to meet matching 
IsQuirements in their business prans for private or local stakeholders. The Trust would have 
• g081 of et le••t e 50·50 match in non·Federel ..pite' in .ach supported COB or CDFI, with 
some of Ihallnvested through the Tru$\ Ind some contributed diractly to approved COBs Ind 
CDFls, 

The Federel equity contribution to the Trust would allow private and local InveStors to 
earn a modest positive return bv inve$\ing in a geographi ..lly di.ersified portfolio 01 COB. and 
COFI., Other incentives for the•• additional Investments would include limited Community 
Reinvestment Act credit for existing depository Institutions. 

A competition to ..,Iact .nG charter COBs .nd CDFla would be conducted by the lead 
Federelagoney, in consultation with the Trust, The Trust would l1ao m.ke loans to COFI. 
'although the rish and ISsocieted Trust re.eMlt might be higher). Either the Trust or the 
lead Federal agency would Idminister a separate, federally funded t.Chni ..I....stance grant 
program, USing appropriated Federal funds not .et Islde as r."!VOS to lavoraga the borr_ed 
.1 billion pool. The Trust would be governed by the conttibuting OePOlltory 1nstituti0l1l with 
addilionai representation from the Federal governmant and community groupe. Regulatory 
oversight of the Trust could be located In Treasury or HUO to enauro thet the liability to the 
Fedorel go.ornmont is within the IpprOpriated funcI•• 

http:subsidi.ed


.. , 


COMMUNITY DEVELOPMENT BANKS: Flan C .. 

A Community Development Investment Trust ("Trust"1 would be or.eted to capltolize 
new and existilll/ community development banuICOBslend other community do""lopment 
financial instilutions ICOFlsl with privete end I'<Ideral fund.. Pri .... te Inve.tor. would be 
encouraged to make equity contributions to the Ttust. but the.. added In"".tments would 
only SOl'lle to expend the ralll/e of financially feaSibi. aC!Mties. 

Th. Fed.,al contribution to the TtuSt would be the flexibla use of Uoo million In 
epp,oprioted funds: 

o 	 the UOO million could be _d a•• direct equity contribution to the Trust; or 

o 	 It could be u.ed to leverage UIl to .1 billion In debt fiflOneing: conceptually. 
this makes the appropriation equivalent to the expected cost of o government 
guo..nt.e and any interesl reduction for the TtuSt" debt fiflOnclng: or 

" 	 • mixture of the two oplions could be designed, depending on experience end 
the range of investment opportunities presented by the COB ond COFI 
applicants. 

The Trust would determine. based on Its expected investmenl returns end the level of privot. 
eepltal Inv.sled in the Trust, how much debl to leverege with the eppropriated funds. The 
following discusses two numerical exemples lue attached tables). 

The lirst - the high /ev.r~l1e pption - iIIustrotes the TtuSt uSing ell *300 million to 
finance 8 $1 billion Federal loan that becomes the core poo! of Investment resources for the 
Tru$t, This option further assumes $1 bililon In 1:1 melching cepllllinvested by: banks Ind 
other depositori ••• I'<Iderel Home Loan Banks, foundations and perhaps atet. or locII 
governments - with some of those ruo"r••• flowing through the Trust. and the ballnce 
made in direct investments with indivlduelapproved COB. end COFla. When fully operating, 
this would produce 0 network of 100 COBs end additional COFls, TfIIIking. totol 01.16 billion 
in new lending to distressed end credit-deprlved communities. 

The 1II00nd e.ample - th~ low levrtrll(l' option -Illustrates eleu aggrossive hoclel 
structure for the Trust. The Ttust _. only .100 mlUlon In appropriated fund. to Ie_oge 
.400 million 01 debt fiflOneing. rether then ., INmon. Another UOO mimon from the 
approprietlon would be • direct capltel contribution by the I'<Iderel government to the Trust. 
Assuming enother f400 million of matching capital contributiON from chertered depositories 
end other. would give the Trust totol resource. 01 .1 billion. If banks end others contributed 
another $400 million directly to COBs end CDFls, the resulting combined capital beaI of '1.4 
billion would support at leest .10 blluon In new lending. 

NOTE ON CREDIT BUDGETING: Budget rules reQUIre thet the preunt value 
co.t of federelly aupportld credit be appropriatld when credilia extended. tn 
the first c •••• the estimated cost of extending the credit II 30 percent of the 
.1 bllUon fece amount of the loan to the Ttult, or .300 mlUlon. end Includes 
fOtogone Interest os wen 1$ en estimate of the potential Ukely 1_ Hend when 
the Trust lhould tlil Of default. The credit aubsldy estintete In this case 



ISsume. that the 1000n will be for 10 years, with no interest for lha first three 
yeers and reduced interest for three yeors lhara.fter and lhat lhare II • one 
percent chancalha Trusl could feil in any year after lha first six ye .... If lha 
Trust failed, lha Government', loss would be lha principe! amount less 
recoveries from sale or liquidation 01 the Trust. In the MCond case, becauee 
the Trust would be less highly leveraged, lha subsidy rele would be lIIightly 
lower, 25 percent of .400 million or .100 million. 

Whatever lha mix chosen lor lha .300 million, lha Trust also would administer .,0 
million in Federal grants for tachnical asaista ..e and olhar purpose, annually from 1994 
through 199B. This would eccounl 'Of lha portion 01 lha 1350 million in appropriations not 
....d to support either a 1000n to or equity Investment In lha Trust. 

This plan is not inconsistent with Plan 8; It Is complementary. For example, llenks lind 
other depository institutions could contribute up to one percent of their capitol to lha Trust 
end en eque! amount directly to COBs or COFls. In addition to low<cost capital, Incentives for 
bank participation would include partiel credit toward lhair COfnmunity Reinvestment Act 
obligetions. COBs would heve access to Federal Home Loan Bank advances and could qualify 
on an .ceolerated basis es SBA guarantors end FHA direct endorurs, thus increasing lhair 
attractiveness to potential equity investors. CDFJa could teke • wide variety of forms, but aU 
would be designed to be s.lf.$ustaining and pay dividends or interest to lha Trust. 

A competition to ••Iect and charter coe. end COFls would be conducted by lha 
designated lead Federal agency, in consultation with the Trust. Awards would go to lha 
proposels that te'get utlmet credit needs most effectively and demonstrate tha stronge.t 
cepitel backing. community support. and menagement st'ength. COSs would lie expected 
initiolly to hold equity capital aQual to at Iea.t the ,elative amounts required 01 ""'811, no... 
diversified banks and to meet the ume 581ety and loundness requirements 8' other 
depository institutions. They would be chartered .s national benks and supervised by lha 
Office of the Comptroller of lha Currency. 

The Trust would be governed by lha contributing entities, Including depository 
institutions. with representation from the Feder.I government and community organltations. 
Repre••ntetion on the Trust governing board would be generally proportional tOlhair Interests. 
COSs would be governod by tha Trust and other capitalizing orgeriizations In proPOl'tion to 
their contributions. but also would Include elacted representatives 01 lha relIIdenta and 
business.s in the communitie.lhay aetve. financial oversight of lha Trust would be provided 
by Treesury or by the new housing GSe tegutalOr.in HUO. This wlllguor."tee 1hat .slha 
Trust develops or f ••ponds to creative Ideas for financing. lha Trult does not crlate any 
contingent liabilities in excess of what can be covered by lha Federal appropriation and by 
other sources of privete. stala or local contributions to Trust capital. 

Finanei,1 Analytla 

To succeed. both lha Trust and tha network 01 iocal institutions It capitalizes must be 
financially llieble. Otherwi.e, contributing depository lnatilutions will lie forced, In many. 
ce.es, to write off their capitel contributions and lha Governmant will be forced to _tly 
liquidate its financial commitment. 
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The hlgh·wverage .nd tow~everage financing .lternatlves described .bove .re 
aummari%ed In the two .mehed tables, In either case, It 'S assumed thel the CDBs eam an 
.""rage return on asseuequaltothe Industry'. long-term averege (70 basis points), Because 
of the gr••t., risk of lending to distressed communities. CDB. would experience more verieble 
••rnlngs and thus e higher risk of failure, This could be partly off..t H they maintain. 10 
percent ratio 01 capital to ....u (higher then the currant 8.6 parcent _rage for amall 
cammercilll banks), Neverthol.ss, once the COBs .re fully loaned up, one In a hundred I • 
••pected to foil ••ch year (higher then the Industry .verage In all but • fow recent yeers), 

The COSs .re expected to dividend 75 parcent of their net .arnings to the Trust and 
oth.r shereholders. A higher reta of retained earnings would allow for more rapid growth. but 
this rete of dividend payments will be required to enable the Trust to repay the Fader.lloen, 

With the '.rger acale, more aggressive r",aneial structure, the Trust', return on .qulty 
would be 2.4 percent. With the wss ambitious structure end acele. the return on aquitv would 
be 5.4 percent. In either ease. then. the Community Development Investment Trust would 
urn a somewhat ba!ow-rnarket rate of return on its capit.!. At. two parcent annual failure 
rate (far higher then the long-term industry averagel. the Trust would 10•• money. 

Pros 

o 	 This approach builds a very substantisl pool of coa equity by lever.ging the 
.ppropriated funds rether then by tying mandatory bank holding company (BHC) 
contributions to controversial banking reform iasuss. 

o 	 The proposed financial structure is viable under conservative assumptions, tt 
p,omi.e. contributing banks and other. a low but positive rate of return and 
presents the Government with minimal risk Of default on its loan or gusr.ntee. 

o 	 The competitive approach to selection places initiative in the hands of 
communities .nd COB entrepreneurs, and rewards those with the strongest 
local support and potsn!ial for business luceeu. 

o 	 The Trust could aupport BHC coa .ubsidiaries. 10 Plan C i. compatible with 
Plan S. 

o 	 USing Treasury or the HUO GSE regul.tor a. a watchdog wlU ensura thet the 
Federll financial expOllUfa Is within approprillted level •. 

Cona 

o 	 To the ,><tent that private equity capital ,eceives little or no return (because 
••rnings will be ....d primarUy to pay dividend. to the Trust or be retained and 
,einvested) the incentives for further priveta Investment will ba reduced. 

o 	 If the incentives for depOlIitory capital contriblltions prov. too weak, the 
initiative m.y have • smaller acele and impact than Pl.n II, 
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o 	 The stert could be lomewhat slower then In Plan B beceuu many more of the 
supported institutioris wUl be new entities. flIther then aubsidiaries of existing 
Institutions. Moreover, !he Fad.relappropriation Is spread _. fOl.l'·year period. 

() 	 If the riek of CDS failure II higher then eltimalod, tllen tile Trust OOUId fell .t 
.ome time in !he future. requiring additional appropriations to Cl>Yer Ita 10_. 
Of to refinanee the initial debt. However, OCC Comptroller-designata Gene 
ludwig has mad. a commitment to be ...peeially \IIgilant In proactively working 
with CDSs to strongthen their business and management capecltles. 

o 	 The debt financing structure of the Trust may put pressur, on the CDSs end 
COFls to .am and PII¥ !Ugh dillidends to cover the Trust', Interest payments. 
T!us pOienti.1 tr.de olf between flNlncial loundne .. of the Trust and flexible 
use of COB r.!lIined ••rnings could ~m~ COB lending In more distressed .roes 
andlor limit the COBs' growth potantiel. (However. comparable pressure Is 
likely to .xist ftom "above" for eubsidiaria. of SHC•. To addre" this Issue. 
one factor considered in the competitive aelection process would be the level 
of .pplicl5nt$~ privete investment commitments. i .•.• the privete match.} 
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Community Devetopment Inve._nfTru.~ .. Maximum Scale Assumptions 
($ In millions) 

ASSUMPTIONS: 
CDeaou

F<donI__ 1,000 
EqllIy..plal 500 2.000 
TcaI_ 1.600 20,000 

c.piIaI:...... (lI) S3,*, 10,*, 
A....,.I!.OA - D.7,*, 
A....,.ItOE _ 7.0,*, 
__.._..... 5.20,*, 
enD umalliUIun pobobiIity (11) 1.0,*, . 

I 
COMMUNITY DEVELOPMENT INVESTMENT TRUST 

Income EXQenses 
($ millions) 

76.75 _ 62..0 
10 TAo_ ........ 20.0 
, 0 I'Ivvioloo lOr "'" 15.0 

NET INCOME 11.75 

ROE 2.35,*, 

• Th;s summarizes 1M expected financing end financial 
performance of the Trust after vear .flYe, when fuliV funded end 
operetional. 
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Community Dovolopmontlnvo.tment Trull­
Lower Scale Assumptions 
. Ie In millions) 

ASSUMPTIONS: 

Fcdenl .w""",,1"OI 


Private ccdributed c:apitaJ 

FedenI-..bwd copiLoJ 
Tot.oI ...... 

c.p;taJ,...... (S) 


A_IIOA 

Averq:e ROE 
Idenct nle em clebemlf'Ol 

CDB amuaI f&iJun pn>bobi1ity (II) 


400 
400 
200 

1,000 

60% 

5.20% 

CD Banks 

1,400 

14,000 

10% 
0.7% 
7.0% 

1.0% 

COMMUNITY DEVELOPMENT INVESTMENT TRUST 

Income Expenses 
($ millions) 

52.5 ....... 20.8 
10 TAo_ ....... 20.0 
10 _for .... 10.0 

NET INCOME 21.7 

IIOE 5.43% 

• This summarizes the expected financing and financial 
performance of the Trust after year five, when fully funded and 
operational. 
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