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POLITICIANS LIKE IT. FOUNDATIONS LIKE IT. IT SOUNDS GOOD TO CONSERVATIVES AND

LIBERALS ALIKE. BUT HISTORY SHOWS THAT OF ALL POSSIBLE SOLUTIONS TO
THE CRISIS IN THE GHETTOS, IT’S THE ONE MOST LIKELY TO FAIL.

BYy NIcCHoOLAS LEMANN
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URIED SO DEEPLY WITHIN PRESIDENT CLINTON'’S
first budget that it has barely been mentioned by the
press is the biggest new Federal program for inner-city
ghettos in more than a decade. The program is called
Empowerment Zones, and it will cost the Government
$3.5 billion over five years — an amount that puts it in
the league of Great Society programs that we now think
of as having been unimaginably vast, like the War on
Poverty and Model Cities.

The crime, poverty and physical and social deterio-
ration of the inner cities is America’s most obvious problem. The crisis in
health care that has Washington’s main attention right now manifests itself in
private individual tragedies and in frightening statistics; but the crisis in the
ghettos is right there in plain sight, in the middle of our main population
centers. It is constantly discussed over millions of dinner tables, and also in
establishment circles in New York, Washington, London and Tokyo. The
1992 Los Angeles riots, our biggest domestic disturbance in a generation,
dramatically underscored how bad conditions are. It shouldn’t come as a
surprise — in fact it seems natural — that the Government might want to
respond.

What's surprising, instead, is the precise nature of the response — its
modesty and the lack of enthusiasm and attention that have surrounded it.
Vice President Al Gore has recently been made chairman of a new entity
called the Community Enterprise Board, which a few months from now will
pick six large, impoverished swaths of big cities (one of which, surely, will be
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South-Central Los Angeles) to receive special tax breaks and other Govern-
ment benefits aimed at making them prosper economically. The official
oratory associated with the program stresses that it is a new idea, conceived in
the realization that, as one White House staff member puts it, “the
approaches of both parties for three decades have failed” in the inner cities
“It moves beyond the old debate that the answer to every problem is top-
down bureaucracy on the one hand or trickle-down economics on the
other,” said an Administration handout, with grandeur if not perfect
grammar. Gore, in a speech at Harvard last month, said, “The solutions this
Administration has in mind are different than those that had been proposed
before.”

The stated confidence is belied by the kind of launch Empowerment
Zones is getting. Lyndon Johnson declared war on poverty in a nationally
televised, prime-time address to a joint session of Congress; President
Clinton unveiled Empowerment Zones in the parking lot of a Clevelanc
shopping center in September. Everyone involved with the program knows
that, protestations of its newness notwithstanding, something quite similar
was proposed by the Bush Administration after the riots in 1992, was passec
by Congress and failed to become law only because Bush decided to veto it
during the Presidential campaign, when he felt vulnerable to charges of being
a tax-and-spender.

Empowerment Zones get remarkably lukewarm endorsements from
many of the very people who dreamed them up. Here are a few voices from
around the Administration: “The evaluations don’t provide an encouraging
picture.” “It was a given.” “There are a lot of problems with it.” On Capitol
Hill, the committee chairmen who were responsible for Empowerment
Zones, Representative Dan Rostenkowski of the House Ways and Means
Committee and Senator Daniel Patrick Moynihan of the Senate Finance



Attempts at economic revitalization often
take the place of other efforts that would do much more good,

Committee, are both known to be nonbelievers. The person probably most
responsible for the passage of Empowerment Zones is Representative
Charles B. Rangel of New York. What does he think? “I rejected the whole
concept under Reagan. But people came to me and said, ‘How can it hurt?’ So
I just said, “What the hell.’ But when it started looking like the urban policy
for the nation, it was obviously inadequate.”

The predictions being made for Empowerment Zones’ ability to
perform their job of revitalizing distressed areas are striking in their modesty.
“It depends on your expectations,” says Andrew M. Cuomo, an Assistant

Secretary at the Department of Housing and Urban Development and one of -

the program’s architects. “If you expect to see Harlem as gentrified and
mixed-income, it’s not going to happen. If you look at people who moved
our, it can be a success.” Paul R. Dimond, the White House staff member
most involved in planning Empowerment Zones, strikes a similar note: “I'm
not saying it’s going to succeed 100 percent. . .. If they’re successful, lots of
people will move out.”

Someone who was able to look at this situation afresh — a modern-day
de Tocqueville — might well ask, Why is the Government addressing a
problem of this severity with a solution that its own officials don’t really
seem to believe in? The answer transcends the Clinton Administration.
Instead, it has to do with the strange way American society outside the

like improving schools, housing and police protection.

generate a lot of home-grown business activity there. This would not only give
poor people jobs and therefore money; it would create in them a whole new
spirit of self-reliance. They would be able to build independent communities
that control their own resources and destiny; from the standpoint of middle-
class voters, creating a job base in the ghettos would be hardheaded and
unwasteful. Hence the emergence of “economic development” or “communi-
ty revitalization” — as opposed to straight income support, or old-fashioned
social services — as a supposed panacea.

The problem is that on the whole, urban slums have never been home to
many businesses except for sweatshops and minor neighborhood provision-
ers. The slums are usually near downtown, and the residents, when they can
find work, have usually found it downtown. Also, poor neighborhoods are
usually transitional: racher than being stable, self-sufficient communities on
the model of a village in Vermont, they tend to be home to people who plan
to move out as soon as they make a little money. The standard model of
progress for poor people living in urban slums, repeated millions and millions
of times over the decades, is to get a good job outsnde the nmghborhood and
then decamp for a nicer part of town.

So to try to create a lot of new economic activity in poor ne:ghborhoods
is to swim against the great sweeping tide of urban life in America. Inside the
ghetto, it usually does no harm — but it doesn’t help much either. Outside the
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ghettos deals with the problems inside. For three decades, Administration
after Administration has pondered the ghettos and then settled on the idea of
trying to revitalize them economically — even though there is almost no
evidence that this can work. Nearly every attempt to revitalize the ghettos
has been billed as a dramatic departure from the wrongheaded Government
programs of the past — even though many of the wrongheaded programs of
the past tried to do exactly the same thing. The old cliché about ghetto life is
that it’s “a cycle of despair.” Actually it’s ghetto policy making that’s a cycle
of despair: The leadership class repeatedly turns to policies that sound
appealing but are doomed to fail — and then their failure practically
guarantees that the country won’t face the issue head on.

INNER-CITY REVITALIZATION IS A PHRASE SO FAMILIAR THAT IT’S
part of the unexamined background noise of society. In fact, it requires some
explanation. The most obvious solution to poverty is simply to provide for
poor people’s material needs, through cash grants, vouchers like food stamps
and services like Medicaid. But for 100 years — roughly since the publication
of Jacob Riis’s “How the Other Half Lives” — American reformers have felt
that the problems of poor urban slums went beyond just a lack of income.
The slums were unhealthful and physically dangerous, and people there
didn’t seem to behave in a way that would put them on the track out of
poverty. Therefore it was necessary to make some special efforts to improve
conditions in the slums.

Traditionally these efforts involved what used to be called “social uplift’:
education, counseling, improvement of the housing stock, crime control. In
recent decades, though, the idea of social uplift has become thoroughly
disreputable among both the poor (who see it as patronizing) and the not-poor
(who see it as expensive and ineffective). But what all parties have found they
can live with is the idea that the way to cure the special ills of the slums is to

ghetto, though, it does a grear deal of harm. Attempts at economic
revitalization often take the place of other efforts that would do much more
good (especially improving schools, housing and police protection), and they
establish a public mission that can’t be accomplished. Nothing does more to
feed the public perception that antipoverty programs — in fact, Government
programs generally — don’t work than the poor physical appearance of the
ghettos; the more the Government claims it’s going to revitalize them, the
harder it becomes politically to take on the problem in the future.

HE STORY OF HOW AMERICA GOT TO THIS POINT IS NOT
so much about urban poverty itself as it is about perceptions of
urban poverty.

Cities rose during the first half of the 20th century and have
fallen during the second half. In the early years of their rise, as Americans
flocked to them, respectable opinion often found cities horrifying, partly
because of their squalid immigrant slums and corrupt political machines,
and partly because virtue was thought to reside in the countryside.
Theodore Roosevelt, the only President born on Manhattan Island, created
a Commission on Country Life to revitalize a depopulating rural America.
(It was unsuccessful.)

Not many years after cities ceased to be alarming, they began to appear to
need saving. By the late 1940’s, it was clear that the mass migration to the
suburbs was depleting urban America of population and retailing base, and
the arrival of a new wave of poor newcomers (this time African-Americans
from the South) led to a fresh round of concern about slum conditions. In
1949, the Truman Administration created Urban Renewal, the first Federal
program to make a commitment to restoring cities to some kind of past
glory.

But Urban Renewal quickly became unpopular, especially among liberals.
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The rap on it, wholly justified, was that it bulldozed neighborhoods,
especially black neighborhoods (hence its nickname, “Negro Removal”) and
replaced them with highways, sterile housing developments and municipal
office complexes that looked wonderful when planners presented them at
Chamber of Commerce meetings but, when built, only hastened the city’s
decline. In the late 50’s and early 60’s, books like Herbert J. Gans’s “Urban
Villagers” and Jane Jacobs’s “Death and Life of the Great American Cities”
enshrined the view that city neighborhoods, including poor ones, are
precious, vibrant organisms with a complex life that planners don’t under-
stand.

When the next round of urban programs began, in the Kennedy Adminis-
tration, they were animated by a backlash against urban renewal. A related
line of thinking about slums that emerged at about the same time was
hostility to the “ladies bountiful” who had been operating settlement houses
and otherwise providing social services for many years. Both these opposi-
tions, to urban renewal and to social work, led to the same conclusion — an
elevation of the role that poor people themselves should play in the
improvement of the slums.

The early 1960’s, then, were the starting point for the current phase of
thinking about ghettos. For fully 30 years, the reigning ideas about
Government policy in poor city neighborhoods have been essentially the

economy was growing rapidly and the poverty rate was decreasing, newly

prosperous middle-class voters were willing to tolerate some governmen-

tal generosity. But they never pressed their representatives to finance
programs they perceived as benefiting disadvantaged minorities. Also, the

“bottom up” idea in the War on Poverty found its expression in &
provision that directed Federal funds to community groups without the

advice and consent of local elected officialdom; so mayors, senators anc

representatives, deprived of the pork-barrel opportunities embedded ir

virtually every other Federal program, were generally unfriendly to the

War on Poverry.

But in a way, these political weaknesses only served to solidify the ideas
about neighborhood revitalization that underlay the War on Poverty:
everyone was too busy fighting enemies to re-examine its theoretical basis.
Even as it became clear that the War on Poverty itself was never going tc
become a large, successful Federal program, succeeding antipoverty pro-
grams usually accepted the War on Poverty paradigm. Model Cities, the
Johnson Administration’s last major antipoverty initiative, was supposed tc
correct the political shortcomings of the War on Poverty by dropping the
exclusion of mayors and members of Congress — but the idea was still tc
revitalize poor neighborhoods. Robert Kennedy, by then Senator from New
York and Johnson’s archenemy, was contemptuous of Model Cities. His

same — even though these ideas are still being referred to as new. They
were first tried in the early 1960’s, in small, foundation-financed efforts
like the Gray Areas Project in New Haven and Mobilization for Youth on
the Lower East Side (both underwritten by the Ford Foundation); then
they were introduced into the Federal bloodstream through the work of
the President’s Council on Juvenile Delinquency, which was run by
Attorney General Robert F. Kennedy; finally, in 1964, they became the
basis for the centerpiece of the War on Poverty, the Community Action
program. These are the ideas:

Bottom Up, Not Top Down. The people who know the most about the
needs of poor neighborhoods are the residents; therefore, poverty programs
should be designed and implemented by them, not imposed from above by
mayors, members of Congress, social workers, intellectuals, Federal bureau-
crats or other authority figures.

Comprehensive and Coordinated. Antipoverty programs are a confusing
morass, run by competing, byzantine bureaucracies. Rather than being
operated “categorically” by different agencies in Washington (welfare and
Medicaid are examples of “categorical” antipoverty programs because each
addresses a single problem in isolation), these programs should be, on a local
level, housed under one roof and reorganized so that all the problems of poor
people are addressed together systematically.

Revitalize the Neighborhood. Ultimately, the theory goes, the health of a
neighborhood depends on its economic base. The only real long-term answer
to the problems of an inner-city ghetto is for good jobs to be available there.
Anyone interested in helping poor neighborhoods must primarily focus on
economic development.

It took only a few months for the War on Poverty to start being
perceived as a failure. In retrospect, the poverty warriors were always
swimming upstream against public opinion and politics. As long as the
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ambitious antipoverty program was the Bedford-Stuyvesant Restoration
Corporation, which was different from Model Cities in crucial respects. But
it was also driven by the idea of economically revitalizing the ghetto.

The 1970’s saw a succession of programs, like Community Development
Block Grants during the Ford Administration and Urban Development
Action Grants during the Carter Administration, which were sold as being
different from the failed programs of the past while resting on the same
assumptions: bottom-up planning, coordination of programs, neighborhood
redevelopment.

During the 1980’s, the dominant new antipoverty idea in Washington was
creating Enterprise Zones: ghetto areas that would be given special tax breaks
to encourage business. Their most prominent advocate was — and still is —
Jack F. Kemp, who first proposed legislation to create them back in 1980,
when he was a Congressman from Buffalo. The Reagan and Bush Adminis-
trations regularly called for legislation to establish Enterprise Zones, as did
Kemp when he was Secretary of Housing and Urban Development under
Bush. Kemp has a sincere and boundless faith that miracles can result from
tax cuts; in his HUD days, which coincided with the collapse of Commu-
nism, he would tell visitors that the ghettos were “akin to a third-world
socialist economy” and capitalism would make them blossom.

The antipoverty talk in the Bush Administration was, as usual, full of the
notion of rejecting the failed programs of the past in favor of new ideas, but
the new ideas had a certain familiarity: Enterprise Zones were another
revitalize-the-ghetto scheme. Many of the slogans used to promote Enter-
prise Zones — “empowerment,” “a hand up, not a handout,” “teach a man to
fish and he’ll eat for a lifetime” — were, consciously or not, verbatim
appropriations of language that was used to sell the War on Poverty.

Kemp was well known to be frustrated with Bush’s level of commitment to
the enterprise zone idea — insufficient to get a bill passed. Then came the
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Los Angeles riots, and, as one Government expert puts it, “the only thing on
the shelf was Enterprise Zones.” Their previous failure to become Federal
policy suddenly became a virtue because they appeared to be a fresh approach.
The Administration and Congress quickly put together legislation that landed
on President Bush’s desk in October 1992, in the heat of the Presidential race.
The bill also contained a few tiny technical adjustments that would increase
Government revenues, like a change in the tax-accounting procedure for
securities dealers. Afraid he would be accused of again breaking his “no new
taxes” pledge, Bush announced he would veto the bill.

HY HAS THE FEDERAL GOVERNMENT CONSISTENTLY

backed economic revitalization efforts in the ghettos? The

answer to this question is not the one you’d expect— that

these efforts have been successful. Ghettos aren’t very

attractive locations for businesses. As Andrew Cuomo puts it, “It’s

misleading to say, once [.B.M. moves to the South Bronx everything’s

going to be rosy. One, .B.M. isn’t going to the South Bronx, because the

other cost of doing business outweighs the tax incentives. Also, if I.B.M.

did show up, the people in the zone aren’t in a position to show up. They
need training, and services like day care — a comprehensive strategy.”

In addition, the era of Government ghetto-revitalization programs has

1Y

Chicago, which President Clinton often mentions in speeches. An Urban
Institute report produced after the Los Angeles riots said, “There are
virtually no examples of success in restoring strong economic activity and
job creation to an inner-city area the size of South-Central Los Angeles, as
is being attempted in the wake of the riots.” Rebuild L.A., the much-
publicized local civic effort to revitalize South-Central, has been unable to
induce businesses to locate major facilities there, which is one reason that
its first director, Peter V. Ueberroth, resigned.

So then why is inner-city revitalization attractive to policy makers? One
reason is that although Americans move around a lot, and poor people are
especially mobile, politicians represent geographical areas and so naturally
think of the welfare of people in terms of the welfare of places. Schemes to
revive places are always popular with politicians, and with politicians’
lobbies like the United States Conference of Mayors. The Model Cities
program, to cite a famous example, was in early discussions supposed to be
a demonstration project in a handful of cities. But in order to get it through
Congress the Johnson Administration expanded it to 150 sites (and thus
vastly diluted its chances of success) — which gmre the program an
automatic base of 150 votes in the House.

Philanthropic foundations also like revitalization. The idea that foundations
wield great power might sound strange to people outside of fields like
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coincided with a major flow of population out of the areas that were
supposedly being revived. Just during the 1970’s, the peak decade of ghetto
outmigration, Bedford-Stuyvesant lost one-third of its population. So did
Central Harlem. The two community districts that make up the poorest
part of the South Bronx lost two-thirds.

In New York City, most of these neighborhoods have stopped losing
population — primarily because of immigration, not Government revital-
ization efforts — but in many other cities, the outflow has continued. A
recent series of articles in The Miami Herald, for example, reported that all
of Miami’s traditional black neighborhoods are still heavy population
losers: “In Liberty City, 27 percent of the population is gone. In the black
section of Coconut Grove, 35 percent. In Overtown, where highway
construction helped spur decline, 76 percent of the population is gone.”
The Herald also cited black-population-loss figures of 100,000 for Chicago,
124,000 for Atlanta and 224,000 for Washington.

It’s no tragedy when people leave ghettos. They're just following the
standard American pattern by moving to the outer city — places like
Queens — or to the suburbs. Today, minorities are suburbanizing more
rapidly than whites. A recent Urban Institute paper calculates that just
during the 1980’s, the black population of the suburbs in the 39 largest
metropolitan areas increased by 38 percent. Jobs have followed people to
the suburbs, and that makes it even more difficult to create an employment
base in poor inner-city neighborhoods.

It is therefore extremely difficult to find statistical evidence that any
inner-city neighborhood in the country has been economically revitalized.
One often hears anecdotal revitalization success stories, bur they usually
involve either the building of a “festival marketplace,” like South Street
Seaport in New York, or the shoring up of an area that is blue-collar rather
than poor and residential rather than industrial, like South Shore in

soon move to a bloceL

education, foreign affairs and social policy, but within their orbit, what they do
matters tremendously. In poverty-fighting, during periods when the Federal
Government isn’t rolling out large, centrally administered programs, founda-
tions become, by default, the key players. The foundations’ strong attachment
to revitalization comes partly from the natural tendency to believe that the
thing you can do is the essential thing to do. Foundations don’t have enough
money or power to take control of inner-city public education, or impose
work requirements on welfare recipients or send poor people money and food.
But they can foster community-development efforts, which are relatively
cheap because they’re so localized and which don’t require the wielding of
Government authority. For decades, the Ford Foundation has invested heavily
in inner-city economic development, and in recent years, other big foundations
have followed suit. The heads of the two most important foundations involved
in antipoverty work are both alumni of ghetto revitalization efforts: Franklin
A. Thomas of the Ford Foundation previously ran Bedford-Stuyvesant
Restoration, and Peter C. Goldmark Jr. of the Rockefeller Foundation as a
young man worked for the Federal Community Action Program. Most
conclaves devoted to devising solutions to the problems of ghettos are
dominated by foundation people, and they usually end with ringing endorse-
ments of economic revitalization.

Two other disparate constituencies are able to dwell comfortably under the
theoretical roof of revitalization. Business groups — a city’s local Chamber
of Commerce, for example — like revitalization because it glorifies small
business and presents itself as a practical alternative to the big-Government
approach. Ghetto revitalization projects often have the word “corporation”
in their name in order to enhance their appeal to business contributors.

At the other end of the spectrum, grass-roots inner-city community
groups like revitalization because it puts them at center stage as saviors of
their neighborhoods (and recipients of funds), provides administrative jobs
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and gpcratcs from a flattering set of assumpnons about the hidden
“strengths” of areas that are usually defined solely in terms of their poverty,
crime rates, poor schools, dilapidated housing and other problems.

Finally, revitalization is bureaucratically appealing to White House staff
members. In Administration after Administration, these people suffer the
same frustrations: it’s too difficult to ger action at a reasonable cost, and the
Cabinet departments are lumbering and intransigent. So when an Adminis-
tration sets up a White House task force or working group on concentrated
inner-city poverty, as has nearly every Administration of the past three
decades, what usually happens is that the departments submit ideas for
expensive programs to be run by them, and the White House, frustrated,
looks for a cheaper and higher-impact alternative. The next step — in the
Bush Administration, no less than in the Kennedy Administration — is that
the White House becomes entranced with the idea that community develop-
ment efforts should be run locally rather than by Federal bureaucrats. That is
both the cheapest and the most dramatic-sounding option.

Given that the residents of many of the poorest urban neighborhoods are
African-American, a final political advantage of community development is
that it neatly avoids what is perhaps the most perilous of all issues for elected
officials — racial integration. Scholars, policy analysts and journalists have
been moving in recent years toward the view that “hypersegregation” of the
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black poor causes great harm. But politicians simply can’t afford to embrace
this view wholeheartedly. A good example is the position of Henry G.
Cisneros, the Secretary of Housing and Urban Development. When Cisneros
ook office, he developed a list of four fundamental “commitments” driving all
HUD activities — and then became so impassioned about integration that he
added a fifth commitment, to, in his words “consistently working to
deconcentrate the poorest of the poor, giving people a lift up and out” of the
ghetto. At Cisneros’s urging, President Clinton has decided to issue later this
year a tough new executive order banning housing discrimination against
people who want to leave all-minority neighborhoods. But Cisneros still
loyally (though with noticeably less fervor) endorses developing the ghetto
economically, which would seem to be exactly the opposite approach.

URING THE 1992 CAMPAIGN, BILL CLINTON CAME OUT

for Enterprise Zones — in a more careful and less breezily

optimistic way than Kemp, but for them nonetheless. In a long

interview with the staff of The Atlantic Monthly (including me)
just before the Democratic Convention, he said, “I agree with Kemp about
Enterprise Zones, but . .. I think it’s a very narrow view of what needs to be
done to ... recreate that sort of economy there.” And a little later: “I think
they will be of limited impact unless you also have . .. the national initiatives
I've called for on education, health care and the economy.”

Besides his personal convictions about Enterprise Zones, Clinton had good
political reasons to support them. Because they are primarily based on tax cuts,
they don’t have to be proposed in the form of new-spending legislation, which
is unpopular. Enterprise Zones have a tough-minded, economic growth-
oriented “new Democrat” aura of promoting the work ethic as a solution to
poverty, rather than welfare and Government programs of the “throwing
money at problems” variety. They tap into a longing for the restoration of
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community that seems to be at large in the country right now. They generate
good will inexpensively among the urban lobbying groups. After the election,
Clinton put his new National Economic Council in charge of fulfilling the
Enterprise Zones campaign promise, and the Council wound up, in effect,
revising the Republicans’ abandoned Enterprise Zones bill.

State and local experiments with Enterprise Zones (which, admittedly, don’t
involve tax breaks on the scale that the Federal Government can provide)
haven’t produced impressive results. Enterprise Zones don’t directly atrack
essential problems like poor education and crime, which act as a “tax” on
businesses that often outweighs whatever actual tax break they have reaped. By
targctlng only certain places, Enterprise Zones are, in the words of one reporr,

“a means of redistributing investment and employmcm, not a means of
achieving more of each.”

The Clinton Administration has demonstrated its lack of Kl:mp-llke total
belief in economic revitalization of ghettos by placmg bets on several
different antipoverty strategies. By far its largest antipoverty initiative is a $21
billion increase in the Earned Income Tax Credit, which is meant to get all
working people above the poverty line. Financing for the Head Start program
has also been increased. And President Clinton has talked about ambitious
plans to improve education and public safety in the ghettos.

Still, because of Clinton’s campaign promise, there was never any question

powerment Zone
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that the Administration would propose Enterprise Zone legislation. What
the planners of the Clinton bill came up with might be called Enterprise
Zones for Liberals. Kemp believes the essential incentive in Enterprise Zones
should be a break in the capital gains tax for investors in businesses there. In
the Bush and Clinton plans, the central mechanism is a wage credit: employ a
resident of the zone, and you save up to $3,000 a year in payroll taxes. Wage
credits are more highly regarded by policy analysts than capital gains tax cuts
because they insure that the Government’s money goes directly into job
creation. The Clinton bill, like the Bush bill, tried to avoid the old Model
Cities problem of funds being spread too thinly by designating a handful of
Empc:werment Zones that get serious amounts and a lot of “enterprise
communities” that get just enough to win the votes of their representatives.
The War on Poverty’s problem of generating polmca] enmity by cuttmg
politicians out of the action was solved by requiring each community to
submit an application agreed to by community groups and endorsed by local
government. (Kemp publicly opposed Empowerment Zones because govern-
ments have too large a role.)

Paul Dimond, the most involved White House staff member, is a lawyer
who spent years trying desegregation cases and so is well aware of the desire
of ghetto residents to move out. At his suggestion, the wage credit was made
to apply to employers who hired residents of a zone, even if the job was
outside the zone. Andrew Cuomo, the only Administration official involved
in drawing up the bill who has actually worked in inner-city redevelopment,
pushed to require communities to plan services like day care and job training
as a condition of being chosen as an Empowerment Zone. Dimond and
Cuomo have set up an elaborate plan to make it easier for Empowerment
Zones to apply for additional financing and loans from Government agencies
and to encourage them to line up local private and public financing as well.

Last May, an Administration delegation headed
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by Cisneros and Robert E. Rubin,
who heads the National Economic
Council. went to Capitol Hill to

present the Empowerment Zones .

legislation to the Senate committee
chairman who had jurisdiction over it,
Daniel Patrick Moynihan. Moynihan
has been able to maintain a reputation

15 « champion of social reform while

actually believing that Government
social programs almost never work.
“That’s a Fabian idea,” he told his
visitors — a comment that anyone
who knows him well would recognize
as a putdown (the Fabians having
been, in the Moynihan cosmology, the
opposite of the kind of practical ma-
chine politicians who get things done)
but that the Administration’s repre-
sentatives took as praise. When the
Clinton Administration included Em-
powerment Zones as part of its budg-
et, the House passed it, adding an
additional $1 billion to the appropria-

_tion. But Moynihan’s Senate Finance
Committee stripped Empowerment
Zones out of the budget bill before
sending the legislation to the Senate
floor for a vote.

The fate of Empowerment Zones
then rested with a House-Senate con-
ference committee charged with re-
solving the differences between the
House and Senate versions of the bill.
It was a pure case of legislating behind

. closed doors: Empowerment Zones
was too minor a part of the huge
budget for anyone but the people in
the conference to focus on. What

" happened was that Charles Rangel,
who represents Harlem and was the
only member of the Congressional
Black Caucus on the conference com-
mittee, saved Empowerment Zones,
with help from Senator Bill Bradley of
New Jersey. That was interesting, be-
cause neither Bradley nor Rangel, who
have long records of demonstrated
concern for ghertos, especially be-
lieves in the Enterprise Zone idea.
They used Empowerment Zones as an
opportunity to get more Federal
spending on what they do believe in,
social services: drug counseling, pre-
ventive health care, job training, after-
school mentoring and emergency
housing.

The final legislation conrained $2.5
billion in tax breaks and $1 billion in
new financing for a very flexible so-
cial-services grant called Title XX.
And the bill’s original provision subsi-
dizing the hiring of zone residents for
jobs outside the zone — which the

Administration authors were especial-
ly proud of, because it recognized the
reality that significant job-creation in-
side ghettos is unlikely and probably
unnecessary — was quietly dropped
to save money.

Later this year, Vice President Gore’s
Enterprise Board will, after considering
applications from all over the country,
designate six urban and three rural Em-
powerment Zones. Of the six urban
ones, it is a safe bet that one will be in
South-Central Los Angeles. Another,
given Rangel’s role, will probably be in
Harlem. Chicago, home of Dan Ros-
tenkowski, would be a strong candi-
date, and so would Detroit because it
has America’s most severely distressed
big-city ghetto. In conference, Senator
Bradley inserted a requirement that of
the six zones, “at least one must be ina
city with a population of 500,000 or less
and at least one of the zones itself
must have a population of 50,000 or less
and include areas located in two states.”
This would pave the way for applica-
tions from
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Newark and Camden, which
sits on the New Jersey-Penn-
sylvania border.

Then what? The Adminis-
tration’s optimism about Em-
powerment Zones is extremely
limited. Paul Dimond, who is
probably the leading Empow-
erment Zones enthusiast, says
he believes that if the zones are
located near existing facilities
with job-generating potential,
like universities and hospirals
(a Harlem zone, for example,
could abut Columbia Universi-
ty and the Columbia-Presby-
terian medical complex) and in
cities that are drawing immi-
grants, they could substantially
improve conditions. Other
Administration officials pre-
dict that perhaps one of the six
zones could end up a visible
economic success, while the
rest can only hope to be some-
what safer and less deteriorat-
ed-looking.

And this is the optimistic
view. As an example of the
pessimistic (though still Dem-
ocratic) view, Lawrence F.
O’Donnell Jr., staff director of
the Senate Finance Committee
and a protégé and soul mate of
Moynihan’s, says: “My own
belief is this bill will represent a
net harm to Empowerment
Zone communities. | wouldn’t
be surprised if three years from
now, you have an Empower-
ment Zone in which no em-
ployer of significance has
moved in, because employers
are not so concerned with the
tax picture as the safery and
service and transportation pic-
ture. ... There's going to be
tremendous chicanery around
this. ... What if the guy from
the South Bronx who gets a job
does what every guy does,
which is move? He’s no longer
a tax break. Do you fire him?
What he’s going to end up
doing is lying about his ad-
dress. It completely ignores
one of the most obvious phe-
nomena of this century — peo-
ple do not want to live near
their work.”

LL OVER URBAN
America, hundreds,
even thousands of
local organizations
are engaged in efforts to revi-
talize neighborhoods. Much
of this activity is extremely
impressive, not least because
of the dedication of the people

Ghetto fact-finders: Representative John Lewu, Jack Kemp. HUD Secretary and Ma

involved. The War on Poverty
set up more than 500 local
community action agencies.
Today, more than a decade
after the last desiccated vestige
of the Johnson-era Office of
Economic Opportunity, a lit-
tle-known agency called the
Community Services Admin-
istration, was eliminated as an
independent body by the Rea-
gan Administration, hundreds
of community action agencies
still exist. An overlapping cat-
egory, descended from Robert
Kennedy’s Bedford-Stuyve-
sant project, is Community
Development  Corporations,
which are heavily supported
by foundations and exist in
poor neighborhoods in every
big city.

It’s unscientific and unfair
to single out one of these
local organizations as the best
in the country — but if the
title were being handed out it
would, by common assent of
people in the field, probably
go to the New Community
Corporation in  Newark.
Founded a year after the 1967
Newark riots, New Commu-
nity became a substantial en-
terprise during the 1980’s,
under the direction of a rum-
pled, unassuming Catholic
priest, William J. Linder. To-
day it operates 2,500 housing
units that are home to 6,000
people; seven day-care cen-
ters; an elementary school; a
shopping center anchored by
a new Pathmark supermarker;
a nursing home; a job-place-
ment center; a newspaper and
a restaurant. It has 1,266 em-
ployees and an $95 million

annual budget. The neighbor-
hood where New Community
operates feels organized and
safe. Right next to it, a private
developer has built market-
rate housing, which is a vote
of confidence in New Com-
munity’s ability to stabilize
the area.

It would be a mistake, how-
ever, to make the leap from
the impressive work of New
Community, or that of other
Community  Development
Corporations, to the conclu-
sion that ghetto economic re-
vitalization can work — al-
though making that leap has
become routine for journal-
ists, foundation executives
and Government officials. A
strict unwritten code among
Community  Development
Corporation people dictates
that they must insist econom-
ic development is their prima-
ry mission. Linder certainly
does. To the naked eye,
though, economic develop-
ment is hardly the most strik-
ing feature of Community
Development Corporations.
In the neighborhood where
New Community operates,
there is almost no private-
sector economic  activity.
New Community, an imagi-
native and energeric harvester
of grants, loans, subsidies and
tax abatements from Govern-
ment, foundations and busi-
ness, owns outright almost
everything there.

Its main activity — and the
main activity of most other
Community  Development
Corporations — is creating
and operating housing for the

poor. Because there are so
many Community Develop-
ment Corporations and other
local efforts, and because
these organizations are often
run by inexperienced people,

many are incompetent or even’

corrupt; they fizzle out, or
limp along for years. The
most impressive thing about
the hundreds of good Com-
munity Development Corpo-
rations, though, is almost al-
ways their housing work.
Subsidized housing is the
spiritual center of antipoverry
work. In the dawning days of
urban social reform, Jacob
Riis and his allies believed
that the key to solving the
problems of the slums was
building “model tenements.”
By the mid-1960’s, the pan-
demic violence and social de-
terioration at big public-
housing projects was the main
evidence for the view (which
still prevails) that Govern-
ment antipoverty programs
had failed. To visit successful
Community  Development
Corporations is to see that
subsidized housing for the
poor can work — in fact,
there seems to be a consistent
model that works from neigh-
borhood to neighborhood.
The key points in common
are heavy emphasis on securi-
ty (New Community has a
private security force of 120
people, almost one-tenth of
its payroll); keeping the size
of each development manage-
ably small; creating some eco-
nomic mix of tenants; screen-
ing prospective tenants and
expelling tenants who commit

At’f'ama,
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crimes or otherwise break the
rules. Subsidized housing of
this kind tends to be run by a
single strong leader. For ex-
ample, the deputy borough
president of the Bronx, Gene-
vieve Brooks, started out as
head of a Community Devel-
opment Corporation called
the Mid-Bronx Desperadoes.

The implications of an ex-
isting replicable formula for
running subsidized housing
for the poor are immense. It
raises the hope of making
some significant dent in prob-
lems like homelessness and
inner-city dilapidation. Suc-
cess stories in housing might
well make the public more
willing also to support Gov-
ernment efforts in education,
child care, health, public safe-
ty and job training that would
address what everyone knows
is an intolerable crisis in the
ghettos.

But the people who are do-
ing good work in poor urban
neighborhoods — who have
significantly improved horrific
conditions by figuring out how
to deliver traditional social
services well — almost always
say that they are engaged in
“economic development” or
“‘grass-roots community devel-
opment,” rather than trumpet-
ing their real story. (The most
comprehensive national study
of Community Development
Corporations  does  admir,
slightly through gritted teeth,
that housing is “the C.D.C.’s'
largest single program area,”
and that their “record in hous-
ing is stronger than it is in the

development of commercial property
or business enterprises.””) The idea of
poor people being ministered to today
has a creepy, Kiplingesque feeling to
it; everyone in the field finds the idea
that poor people are being “empow-
ered” much more comfortable. In a
way, the whole notion of economic
revitalization functions as a kind of
code: it’s a formulation that isn’t tak-
en literally and one that worked won-
derfully well to bring all the antipov-
erty players together in a period when
their cause wasn't receiving much at-
tention from the general public or the
Federal Government.

OW THINGS ARE CHANG-

ing. An Administration in

terested in antipoverty pro-

grams is in the White
House. Bill Clinton has made it obvi-
ous that he understands and is tor-
mented by how bad things are in the
ghettos. It is also his natural inclina-
tion to look to the Federal Govern-
ment to do something about it. But
what? Economic revitalization efforts
pass every test but one, the reality test.
They are popular among all the key
players in antipoverty policy; they

*sound good; they have bipartisan ap-

peal; they are based on tax breaks
rather than on spending and so are
easier to pass. The only problem is that
so far they haven’t worked — which
creates a larger problem.

Think for a minute about why most
people believe that the Great Sociery
was a failure. What's the evidence? It is
the enduring physical and social deteri-
oration of poor inner-city neighbor-
hoods. The Government promised to
turn these places around, and instead

they got worse; ipso facto, Government
can't do anything right. This is exactly
the button that Marlin Fitzwater tried
to push last year when he blamed the
Great Society for the Los Angeles riots.
It’s.all too easy to imagine the Repub-
lican nominee in 1996 staging a press
conference in one of the Clinton Ad-
ministration’s Empowerment Zones,
waving a hand expressively at the sce-
nery and saying: “See? They told us
that by spending billions here they
were going to create a nice place.” All
this will be hypocritical, of course,
because the Republican nominee will
probably be someone who supported
a quite similar Bush plan, but it will be
effective.

On the other hand, programs to
make daily life in the ghettos decent
and to put inner-city residents on the
track to something better are problem-
atic for Washington. Voters are abso-
lutely certain that social services cost a
lot and don’t work, so political support
for them is hard to come by. Mean-
while, there is considerable evidence
that out in the ghettos, people are
finding ways to deliver social services,
especially housing and day care, effec-
tively. Everybody involved in antipov-
erty work knows this, which is the
reason that, on the ground, communiry
efforts focus primarily on housing,
safety, education and job training —
and the reason that Washington tries
regularly to sneak more financing for
these social services into legislation.
What the people who know won'’t do,
at the moment, is state these goals
directly. They fear that public hostility
to Government social-service programs
is too strong. It’s a tragedy. What is
gained in the short run by making a
promise that sounds more appealing —
economic development — is far out-
weighed by what is lost in the long run
when the dream doesn’t come true.®
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EMPOWERMENT ZONES

Across the country, communities are reeling from a decade of declining opportunity
and rising social and economic isolation. The Clinton Administration is introducing the
Economic Empowerment Act of 1993 as the first piece of a larger community empowerment
agenda to bring on a new era of opportunity, responsibility and community for all Americans.

& s

The Empowerment Zone proposal represents a new approach to the problems of
distressed communities. [t moves beyond the old debate that the answer to every problem is
top—down bureaucracy on the one hand or trickle-down economics on the other.

The traditional enterprise zone approach assumed that tax breaks alone can revitalize
communities without changing the way government does business. The Clinton proposal
aives local communities the incentives, deregulation and flexibility they need to work with
the private sector to develop comprehensive economic strategies to attract business, create
jobs. make their streets safe, and empower people to get ahead.

1. BOTTOM-UP, COMMUNITY-BASED STRATEGY: Empowerment Zones will
be awarded through a competitive, challenge grant process that gives communities new
opportunity, but demands more responsibility from them in return. No applicant will
be eligible for a single dollar of federal enterprise support unless it submits a
comprehensive strategic plan that brings together the community, the private sector
and local government and demonstrates how the community will reform the delivery
of government services. The challenge grant process is designed to empower local
communities to be as innovative as possible.

2. ONE-STOP WAIVER AUTHORITY: An Enterprise Board —— made up of
relevant Cabinet Secretaries —— will provide communities a single point of contact,
and have broad waiver authority to help communities use existing federal-programs
and resources more effectively and efficiently to carry out their strategic plans.

3. 10 EMPOWERMENT ZONES AND 100 ENTERPRISE COMMUNITIES: A
total of 110 zones will be chosen through the empowerment challenge grant process.
All 110 will be eligible for empowerment tax incentives and receive special priority
for many innovative federal programs including Community Development Banks,
Community Policing, and education reform. The 10 Empowerment Zones will qualify
for additional tax incentives, including substantial Employment and Training Credits
for businesses that employ people who live within the zones.

4. INDEPENDENT EVALUATION AND SUNSET: The Act provides for
independent evaluation of what works and what doesn't before expanding to include
other communities. The entire Act will sunset after 10 years.



SUMMARY OF ZONE INCENTIVES AND INVESTMENTS:

In addition to enhanced flexibility to coordinate strategic plans, the 10 Empowerment Zones
and the 100 Enterprise Communities will receive or be eligible for five basic forms of incentives and
investments: a) Capital incentives to spur private sector investment; b) Empowerment incentives; c)
Employer wage credits that empower both businesses within the zone and businesses outside of the
zone that hire zope réesidents; d) Investment programs, such as community policing and enterprise
schools; and e) Zone Priority Investments: A host of federal programs will give recipients of the 110
zones priority status for grant applications for investments that may be essential to a comprehensive
empowerment strategy. Starred incentives (*) are available only for the 10 Empowerment Zones.

CAPITAL INCENTIVES

Tax-exempt private activity bonds for investments in tangible property in zone
Expansion of Low Income Housing Tax Credit

Increased Property Expensing under Section 179*

Accelerated depreciation for tangible investments*

EMPOWERMENT INCENTIVES

Resident Empowerment Savings Accounts -- tax credits for employer contributions;
penalty-free withdrawals for education, purchase of first home, starting a small
business or investing in community investment corporation or fund

Resident Empowerment Opportunity Card

Private activity bonds for zone businesses, community investment corporations and
funds, and ESOPs owned 50% or more by zone residents*

EMPLOYMENT AND TRAINING CREDITS ("ETC") FOR ZONE RESIDENTS

A multi-year ETC for zone employers*
A one-year Targeted ETC for non-zone employers*

INVESTMENTS UNDER THE ACT

Enterprise Grants
Community Policing

ZONE PRIORITY INVESTMENTS

Community Partnerships against Crime

Community Development Financial Institutions and Banks

HUD Matching Fund for CDCs

Up to 30 Enterprise School Communities

SBA, Commerce and EDA funds and technical assistance

School-to-Work, Apprenticeship, Youthbuild, Youth Fair Chance, Job Corps
Drug Prevention and Rehabilitation-to-Work

*One Stop Shop" Career Centers (JPTA), Access and Moving to Opportunities
Distressed Public Housing, McKinney Homeless Shelter Assistance




COSTS AND PLACEMENT

COSTS

v

e s
Tax Incentives: The President's FY1994-1998 Budget includes a total $4.1 billion
over five years in tax incentives. Approximately 75% of the cost comes from the
Employment and Training wage tax credits.

Investments: The Empowerment Zone Proposal aims to match that amount by
targeting existing investments towards Empowerment Zones and Enterprise
Communities. Over the next two years, $500 million currently in the budget will be
allocated to Enterprise Grants for empowerment zones and communities. An
additional $500 million will go to community policing, of which a substantial amount
will be targeted toward the 110 zones.

Innovative Programs: In addition, the President has requested that his Cabinet come
forward with proposals to target at least $3 billion of existing funds within the zones

and communities so that there can be an equal amount of investments and tax
incentives.

Several departments have already made that commitment. For example, the
Department of Education has already committed funding and support for local
communities to create 30 Enterprise Schools —- 24-hour, year-round community
centers —— within the zones. HUD has agreed to target $200 million of its

Community Partnership Against Crime funds ——- public safety and drug prevention ——
in the zones.

PLACEMENT

100 Enterprise Communities: Of the 100 Enterprise Communities, 65 will be in
urban areas, 30 will be in rural areas, and 5 will be on Indian reservations.

10 Empowerment Zones: Of the 10 Empowerment Zones, 6 will be reserved for
urban areas, 3 will be rural areas and 1 will be an Indian reservation.
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May 4, 1994

MEMORANDUM FOR THE PRESIDENT
SUBJECT: EMPOWERMENT ZONE ANNOUNCEMENT

THROUGH: RBRUCGE RBED
GENR SPERLING
ANDREW CUOMO

PROM: COMMUNITY DEVELOPMENT TASK FORCE

I. BACKGROUND

You established an Interagency Working Group on Community
Development and Empowerment to address the continuing distress in
many places in urban and rural America. The working group is
chaired by the National Economic Council and the Domestic Policy
Council. wWithin this working group, an enterprise zones working
group was established to develop and write your proposal on
enterprise zones, which will be the cornerstone of your community
agenda. The members of this working group include HUD, Treasury,
Agriculture, Commerce, Justice, OMB, and CEA, and valuable
contributions were made by DoED, HHE and Labor.

It is noteworthy that this working groug is chaired by both
NEC and DPC reflecting your philosophy that in order for a
community to function well and sustain itself, appropriate
resources and coordination must be invested in the people,
infrastructure and economic development and growth. The Clinton

entgrpriss zone initiative encompasses social and econcmic
policy.

The propcsal you are announcing today is a groundbreaking
step in the way the federal government does business with

distressed communities. There are two overarching issues which
guide today’s announcementt

1) The three basic tenets to your novel proposal -- economic
empowerment; bottom-up strategy; and, reinvention of
government.

2) This enterprise zone proposal is drastically different
from the Reagan/Bush/Kemp proposal and different from all
other previous proposals.
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EMPOWERMENT ZONES

Today’s announcement represents an unprecedented recovery
initiative to empower distressed urban and rural communities to
nerge job creation with sustainable community growth through one
coordinated, holistic response. The competitive process would
require submittal of a Comprehensive Strategic Plan which would
coordinate all resources going into the zone. This approach
recognizes that long-term, stable economic growth in geveraly
distressed areas must ba achieved through a balanced plan of

economic daveiopment, human development and physical development.

Designated communities will receive a combination of tax
incentives and public investment grants to implement a holistic
community revitalization plan which addresses barriers to self-
empowerment and economic development. The initiative will alaso
"reinvent government" by allowing consolidation, streamlining and
flexibility of programs now adminietered by a multitude of

federal agenciaes ranging from HUD to Agriculture to HHS to
Transportation.

® Three basic tenets to the proposal:

Economic Empowerment -- Before the ladder of economic
opportunity can be climbed, the first rung must be caught.
The goal is to empower zone residents to join the economic
mainstream by making sure the first rung is within reach.
Strategies would help residents own and manage enterprises
within the zones and will connect them toc jobs and
opportunities throughout the regionm.

The strategies will take into account existing obstacles to
employment such as the absence of affordable child care and
job-training and educational needs. Residents who
participate in these programs will be required to enter a
new form of social contract stressing self~help, hard work
and social responsibility.

L Bottom-up Strategy ~~ The answers to a community’s problems
must be generated by that local community. Through a
competitive process, a locality, in partnership with the
community and private sector, will develop a comprehensive
strategic plan which details how the applicant will
coordinate all state, local and federal resources and
incentives with private and other community resources to
meet that community‘s needs.

¢ _ Reinventing Government -- Isolated, episodic government
programs must be consolidated.
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. This proposal changes the way government does business
in distressed areas by streamlining regulations, rules
and paperwork which discourage local initiative.

¢ The needs of American communities are vertical and the
federal response is horizontal. This proposal will
deliver "one-stop Federal responsiveness" -~ an
Interagency Enterprise Board will preside over the
deesignation and implementation of the Zones and
Nejighborhoods.
-

—

COMPARISON -WITH PAST PROPOSALS

Barlier enterprise zone concepts focused primarily on jobs
and investments, regardless of who benefitted. The initial
enterprise zone approaches were limited and simplistic, based on
the flawed assumption that tax incentives alone would attract new
businesses to distressed areas. These initial approaches were

those of the Republicans based on initiatives in England and
alsewhere.

Some enterprise zonea proposals, however, have recognized the
need for a comprehensive, enhanced approach by increasing
existing services. But elements are missing == the common thread
which ties these comprehensive services together in an integratad
holistic approach and the degree of freedom offered by a real

_ bleck grant, which does not loock communities into many separate
programs. The flaw in inoreasing funding for existing programe
without increased waivers and reduced paperwork ies the program
then relies upon ocurrent, fragmented delivery esystems which are
both redundant and counterproductive.

It is important for you to know the major differences
between your Economic Empowerment Act proposal and enterprise
zone legislation introduced in the 103rd Congress by Congressman

Rangel, HR 15, and Lloyd Bentsen‘s bill, HR 11, which was passed
but vetoed last year:

@ Plan =-- The foundation of your proposal is the
Comprehensive Strategic Plan developed through the
challenge process which brings together all local,
state, federal and non-profit resources and programs in
a coordinated approach to economic, human, community
and physical development in distressed areas.

HR 11 and the Rangel bill base selection on a
competition among eligible areas based on local
commitments, course of action and zone conditions.
While zones must meet certain eligibility criteria
thresholds, your competitive process is based entirely
upon the merits and innovation of the Strategic Plan.

3
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Reinvent Government =- The Enterprise Board will
coordinate administration of all programs going into

zones. Other proposals rely on current delivery
systems.

Please see attached chart for other specific comparisons of
your bill and other proposals.

You should note the commendable work Secretary Bentsen,
Congressman Charl;e Rangel, Congressman Rostenkowski and others
have done-onwenterprluo zones. Last year, these Members worked to
make sense out of a proposal which just benefitted businesses.
Stress Rangel’s role in advocating an initiative to address the

multi-faceted needs of a distressed community and Bentsen‘s role
in the white House process.

P.O5
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RANGEL BR 15

HR 11 (1992)

SUMMARY ADMIRSTRATION’S BILL

WUMBER OF Tier 1 - 10 (6, 3,1) 150 (50 large cities, 50 50 - 25 city; 25

SONBS Pier 2 - 100 (65 uvrban,30 | other urban and 50 rural) | rural and 1
rural, 5 Indian phased in over 5 yrs. Indian
Reservation) in same yr. Reservation

phased in over
5yrs.

Selection Competition based on Quality course of action Intense

Process comprehensive strategic and strength of local competition in
plan —- bottom up commi tment. Level and local areas
solutions, Bligible priority of commitments based on local
criteria serves as a and poverty ranking. course of action
threshold; it does not and zone
weigh in competition. conditions

Reinvent Allows coordination of No. No.

Government relevant programs through
enterprise board and one
contact source. Provides
extensive waivers.

Incentives Tax credits for Bmployer tax credit ; Employer wage
enployers; penalty free deduction for EI stock; credit;
withdrawals from IRA; non-recognition of expensing for
tax-exempt private capital gains for new plant and
activity bonds; resident | investment; plant and equipment;
empowerment account. equipment expensing investox
Property expensing, credit;capital

Accelerated depreciation

gains exclusion.

Zone Czar No No 50 local govt.
i officials

Bottom—up Xes. No. No.

Planning ,




THE WHITE HOUSE

WASHINGTON

April 26, 1993

MEMORANDUM FOR BOB RUBIN
GENE SPERLING

BRUCE REED
FROM: TODD STERN . *
SUBJECT: Enterprise Zones

I’'m no expert on this stuff, but on the basis of your long memo
and this morning’s meeting, I had a thought I wanted to pass
along.

I agree with the idea of focussing our main attention on 10
Empowerment Zones, which we hope will produce success stories,
leading to an eventual expansion of the program. I also think
that moving on a relatively limited, experimental basis to see
whether the idea works before trying to do it on a national scale
for big money is entirely consistent with our "new Democrat"
message.

But, given that we are going to propose a kind of demonstration
project approach, I wonder whether the review and evaluation
periods discussed at p. 7 of your memo are too long =-- and will
seem too long to Members of Congress unhappy that a city in their
own state or district didn’t win one of the first 10 grand
prizes. You propose a review by the Designating Secretaries at
the end of the fourth and seventh years; and an independent
evaluation, supervised by the National Academy of Sciences, after
years 5 and 10. Wouldn’t some earlier review be appropriate if
we hope to (i) build a case for expanding the number of
Empowerment Zones two or three years down the line, and (ii)
persuade disappointed Members of Congress that their ship may
still come in? Is it your calculation that we can sell the
success stories, assuming they happen, without a real review,
while, on the other hand, a real review might end up yielding
results that we’d rather not hear about until 19977
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NEXT STEPS: ECONOMIC EMPOWERMENT ZONES/NEIGHBORHOODS &
COMMUNITY DEVELOPMENT AND EMPOWERMENT WORKING GROUP

April 26, 1993

I. Enterprise Zones:
) Draf}_ Legislation: Maurice Foley (tax); Bruce Katz (spending)
2. Congressional Contacts:

- Monday: Staff-to-staff Phone calls
- Tuesday:  House Staff and Senate Staff Meetings at White House
- Wednesday House Member and Senate Member

Thursday Meetings at White House with Bob Rubin

3. Release Enterprize Zone proposal on Monday, May 3 and give date of larger
Community Empowerment Statement

II. Preparation for Community Development Announcement:

1. Reconvene Community Empowerment Task Force Thursday Evening with such
departments as DOJ, HHS, Education as well as Economic Departments. Agenda
would include two main items:

- Themes: Discuss over—arching themes for a community development
& empowerment statement by the President. Secretary Cisneros will
present his proposed themes as a starting point for the discussion.
(communications and speechwriting people should be included)

— Other Initiatives: Each Department should consider what other
1993/1994 actions that can be included with Enterprise Zones and
Community Development Banks.

III: Future Steps: Ask for Proposals and Suggestion as to how the Community
Development and Empowerment Working Group should organize itself in developing a future
comprehensive agenda.
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NEC-DPC PRINCIPALS MEETING
AGENDA FOR CD BANKING AND CRA

I. Outline of Proposal
II. Issues

A. Should we recommend moving to performance-based CRA? Or should we
recommend only improving the training of CRA examiners and strengthening the
sanctions available for enforcing CRA and Fair Lending?

B. Should we present to the President the options of supplcmenting the basic CD
Banking proposal by:

1. leveraging the federal appropriation and/or

2. Bank Holding Company (BHC) participation:
a. mandating BHC contributions to the Fund (and requiring
establishment of CD Bank subsidiaries that meet performance standards)
as a precondition to BHC application to consolidate BHC banking
operations on an interstate basis in states where permitted,;

b. permitting BHC's and thrifts to do the same on a voluntary basis?

C. With respect to the legislative strategy on the supplementary options, should we
recommend

1. go all out to promote as much CD Banking as possible now, including BHC
participation?

Z. test the waters by calling in key congressional, banking and community
ieaders before making a decision?

3. submit the basic proposal (but with the announcement that we expect CD
Banking to be supplemented next year as a part of broader banking/financial
services reform)?
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Dratft 10: 4/14/93

DRAFT: NOT SEEN BY THE PRESIDENT

April 10, 1993

MEMORANDUM FOR THE PRESIDENT

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

SUBJECT: COMMUNITY BANKING PROPOSAL

I... ACTION-FORCING EVENT

. Actoss the country, rural and urban communities are starved for affordable credit,
capital, and basic banking scrvices. Millions of Americans in low-incomc neighborhoods
bave no bank where they can cash a check, borrow moncy to buy a home, or get a small loan
10 start a business or keep one going. Perhaps more tha than any other proposal, the network of
community dev clopmcm banks you promncd in the campaign - coupled with reform ofrhe

: by empowering people and businesses to join the economlc mainstream.

4 BACKGROUND

Over the last two months, the NEC-DPC Interagency Working Group on Community
Development and Empowerment has been developing a community banking injtiative that
trics to [ulfill the basic principles you outlined during your campaign. This memorandum
reflects idcas from HUD, Trcasury, Agriculture, Commerce, OMB, CEA, NEC, and DPC, as
well as outreach efforts to community groups and the banking industry.

A. The Problem. As you know, low—-income communities facc several chromnic
banking problems:

¢ [nadcquate Basic Banking Scrvices —— Millions of poor Americans have no access
to nor relationship with a bank. They live tn neighborhoods with no ATM machincs,
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no drive-through windows, no checking or savings accounts. Instead, they are forced
to deal with cash-checking operatons thar charge an exorbitant fee for a simple
service.

e No Loans for Small Borrowers -~ Most commercial lenders shun low-income
communitics because small loans have higher transaction costs and lower profit
margins, and require morc labor and attention, if not more risk.

e Lack of Fxpertise Among Lenders —— Lending in distresscd communities,
particularly for small business, is difficult. It requires specialized underwriting
expertisc and knowledge — of the horrower and the community, credit products,
subsidies, and sccondary markots.

® Lack of Expertise Among Bogrowers — Small businesses, particularly thosc in
distressed areas, often lack expertise in the basics of small business management,
including accounting, horrowing, managing and rcpaying moncy. When commercial
lenders abandon thesc communities, there is often no place to turn for cssential capital,
credit or information.

® Discrimination -~ Home Mortgage Disclosure Act (HMDA) data suggest that,
deliberately or not, home mortgage lenders deny loans to middle- and upper—income
minority borrowers more oftep than to moderate~ and lower~income whites.
Anecdotal evidence suggests that the situation is even worse for commercial and
consumer loans.

o Shortage of Credit and Capital ~~ The unmet demand for credit and capital in poor
communitics is therefore substantial. In too muny low- and moderate-income
peighborhoods, 10ans.arc unavailable for cven the most credit-worthy housing and
business purposes. A recent study found $360 million in unmect demand for credit—
worthy small business loans in the City of Oakland alone. In New York City's
distressed communities, several billion dollars in demand for housing loans that would
qualify for fcderal insurence went begging. Economic revitalization cannot take root
1 these communitics wherc good risks and sound businesses cannot get loans.

B. Promising Responses to the Problem. Many enterprising communitics have come

up with their own ways ta fill the void in community development and banking scrvices. We
have lookcd at a varicty of promising alternatives under way around the country, including
commupity development banks, credit unions, corporations, and loan funds; loan consortia and
other community development intermediaries; and community reinvestment by mainstream
commercial banks. it i »

1. Community Development Banks (CD Banks): South Shore Bank in Chicago,
Elkhorn Bank and Trust in Arkansas, and Community Capital Bank in Brooklvn offer
a comprehensive range of assistance to the communities they serve. Through for-

@004
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profit and non-profit affiliatcs, they provide basic deposit, saving, checking, and
consumer and mortgage lending services; venture capi " iness;

microenterprise loanps; and techpical assistance. They also develop rental and
cooperative housing for low-income residents and commercial real estate for small

businesses’ Three such integrated, full-service financial com community dcvelopmcnr bank
holding comipanies have emerged over the last twenty vcars.

2. Community Development Finanocial Institutions (CDFI1's): A varicty of other
community-based organizations have found their own financial scrvice niche:

e Community Development Credit {nions (CDCU's) are regulated financia)

couperatives owned und operated by lower-income persons to scrve the

deposit, check-cashing, and small consumer loan needs of their members. A
_growirg pumber of CDCUs are making development loans for small business
expansion and start-up. Likc CD Banks, CDCUs can OﬂCLMuauggggl
insurance up to $100,000. The largest CDCU is the Sclf-Help Credit Union in
North Carolina. With morc than $40 million in assets, it is second only in size
to South Shore Bank among community lending institutions. Self-Help is part
of a larger holding company that includes independent, non—depository credit
and support mechanisms. There-are-over 100 CDCUs across the nativn, and
one the newest was chartered in South Central Los Angeles last November.

® Over 1000 Commupity Development Corporations (CDC's) have been
created by civic and community groups, local or state development authorities,
and banks to provide small business or micro-cnrerprisc lending, large
communily dcvelopn:cm projects, or affordable housing. Their sources of
capital and loans include other banks, fcdcra.l small business dncLhousmg

corporations such as LISC or Entcrprise.

® Scores of specialized Community Development Loan Fupds (CRLF's), both

for-profit and non-profit. aggregate capital and contributions from socially
conscious banks, investors, and foundations to prcmd“ e equity, bridge loans, or
below-market financing for atfordable housing, revitalization of retail storcs, or
small businesscs in distressed communitics.

3. Community Development Intermediaries (CDI's): A number of state _and local
govormments. cummmutv / groups, and ﬁnancml consoma prov1dc <pecrallzcd scrvices

governmcnt mmu‘anc:: ;md subsmlv _programs and wcondﬂ:y markqts 'l'hesc
intermediaries underwrite, guarantee, or rcpackage loans to credit-worthy businesses
and individuals in distressed areas.

4. Community Reinvestment by Mainstream Banks: Either in response (o pressure

Qoos
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from community groups to meet their obligations under the Community Reinvestment
Act or out of their own self-interest 10 leam how to better serve underserved markets,
many mainsircam commercial banks and thrifts have begun to provide essential
financial services to distressed communities. Somec have formed loan consortia, loan
loss reserve funds, and community lending networks; others provide capital, loans, or
contributions to the community devclopment institutions descnibed above. A few Bank
Holding Companies (BHC's) have recently created and capitalized Communitv
Dcvelopment Banking subsidiaries to serve the financial needs of distressed
communities,

It is » major uplift, for both lenders and borrowers, to leam that low- and moderatc-income
peoplo in distressed communities also can work to pay off a home mortgage or a small
busincss loan. As onc of the founders of a CD Bunk said, "One of the untold storics is that
poor people with small loans can be better crodit risks than rich people with large loans. And
the personal reward to me is that my character loans provide a hand=-up to crable the poor
family to build a better life and a better community.” That is what community development
banking is all about.

IIl. PROPOSALS

Given the varicty and promise of these local efforts, we advisc against mandating any
single model for community devclopment banking -~ although the program should encourage
CDFIs which have reached a certain size and level of sophistication to cventually become
chartered deposilory institutions. instead, we recommend a flexible community lending
initiative based on the principles you outlined during your campaign.

The community empowcrment stratcgy we bave proposed includgs four pillars:

/ ccopomic empowerment zones; community development financial institutions (CDFIST
strengthened Community Rcinvestment Act and Fair Lending laws; and community
partmerships against crimc. Together, they will belp to stimulate the pubhc-pmate—
community partnerships that are essential to empowering poor people to join the economic
mainstream and busincsses in distresscd communities to become engines of economic growth.
These four initiatives are the first in a serics of proposals to address the unique needs of
urban and rural America.

In this memorandum, we present detailed options 1o 1) strengthen CRA and Fair
Lending requircments by demanding performance instead of paperwork, and 2) develop a
national network of commupity financial institutions —- community development banks, credit
unions, revolving loan funds, microenterprise loan funds, and more.

A. Community Reinvestment Act (CRA) Reform

1. History
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The Community Reinvestment Act Tequires regulated f financial institutions to "serve

the convepience and the need: needs of the ‘communities in which they are ey are chartered to do
business."’ Under CRA, regulators of financial institutions —— the Fed, Comptroller of the
Currency (OCC), the Federal Deposit Insurance Corporation (FDIC), and the Office of Thrift
Supervision (OTS) -- undertake periodic examinations of cach federally chartered institution.
Using a twelve-factor analysis, an examiner assesses the ipstitution's lending practices and
aseigns the institution a CRA rating of "outstanding,” "satisfactory,” "needs to improve,” or
"substantial noncompliance.” The examiner's CRA report is available for public inspection
apd an institution's CRA rating is taken into account in a regulator's evaluation of the
institution's application for a charter, new branch, merger, or acquisition.

During the campaign, you prmlscd to tocus CRA cv aluatlon_s on p_n.rfomancc, not
peper~ork." Both h banks and_ cununun*t‘j'_group% argue that current CRA policy suffers from
several shortcomings:

° Yaguencss ~- The current evaluation process provides insufficient guidance for
both rcgulators and rcgulated institutions on precisely which practices
demonstrate CRA compliance. This vagueness is one source of the highly
subjcctive nature of CRA evaluations and the "grade inflation” perccived by
community groups.

® Paperwork, pot results —— In the face of this uncertainty, both rcgulators and
regulated institutions have focused on an institution's processes and paperwork,
such as meetings with community groups and minutes from board meetings,
rather than on results. This has created substantial burdens for both regulated
mstitutions and rcgulators, without any corresponding gain in CRA
effectivencss.

* CRA focuses only on a limited set of finanoial
institutions, but there 15 a considerable amount of basic
banking, lending and other financial services done by othar
entities, including

+ car loans extended by the credit arms of car companias

+ personal and home loans by consumer finance firms

+ commercial loans by commercial finance agencies

+ basic deposit and checking by money market funds.

The total of such non-bank financing exceeds $1 trillion. The
total assets of other financial sectors (1nsurance companies;
investment companies, broker-dealers, mutual funds, money market
funds; and pension funds) almost double the total assets of the
regulated banks, thrifts, and credit uniong. None of these other
financial institutions is subject to CRA. AT a later date, we
will therefore explore how these other financial institutions
might also play a constructive role in reinvesting in distressed
communities.
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® Poor_performance -=— Although more than 90% of all regulated institutions
receive "satis[actory” or bettcr CRA ratings, redlining persists in low- znd
moderate—income neighborhoods.

@ Incquity —— Although some institutions reinvest heavily in their communitics
and others only lightly, almost all iastitutions receivc passing CRA grades.
This not only hampers the ability of regulators and community groups to
monitor reinvestmenl practices. it aiso deprives responsible institutions of
recognition for their performance.

2. Stronger, More Focused CRA Enforcement

We rccommend three measures to improvc CRA enforcement, none of which requires

lcgislative action: e

1) Better examiners: Many examiners lack cxperience in conducting CRA
examinations. Bank ;cgulators need to develop a well-trained corps of cxamincrs who

spccialize in CRA examinations.

2) Stronger sapctions: Regulators should use supervisory letters, lefters of
reprimand, and civil money penaltics to caforce actions against institutions with
persistently poor CRA performance.

3) Pecformance-based standards: The most swecping Step we Can take is to reform
the CRA cxumination protocols to focus more or quantifiable measures of an
institution's actual performance in pruviding credit and other financial services (o its
community. Banks should be judged on the basis of the magnitude and dismbution of
affordable housing and community development lending and investment, especially in
low- and moderatc-income neighborhoods. and the provision of basic banking
scrvices. For examplc, banks should reccive partial CRA credit for investing in
community deveclopment institutions (see below). Banks should also be subject to fair
lending examinations to determine whether they engaged in a pattern or practice of
discrimination.?

The first two steps are relatively non-cantroversial. The third mcasure, performance-

based standards, will draw criticism from sume financial institutions who are worried about
“credit allocation” and incrcased paperwork, along with a few community groups who have

By the time Of your anncuncement of your initial urban

initiatives, we should also be able to include several other
important contributions to augment community reinvestment and
fair lending -- including new objectives and programs for the
major GSEs like Fannie Mae and Freddie Mac.

3
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been able to use vaguc standards to pressure hanks into more specific agrccments on
community lending.

We belicve that neither concern is well=founded: The pruposed regime docs not
prescribe lending or investment quotas, and remains sensitive to the varied nceds and
strengths of financial institutions. Over time. perfurmance-based standards will reduce
uncertainty and paperwork for banks and regulators alike, by giving them measurable goals
and clear guidance. A streamlincd cxamination procedurc will be developed for the
examination of small and rural institutions.

Most community groups will support the ncw standards because of their potential to
increase access to basic banking services, as well as lending and investment. Community
groups' 1eal concern is that after 12 years of straned relations, they don't trust the regulatory
agencies. Affected communities need to know they will have a strong voice in the
examination process. In conducting CRA and fair lending examinations, rcgulators should
actively solicit the views and comments of residents, small businesses, and citizen's groups in
the institution's commumity. (Sec Tab A for a more detailed description of CRA options as
proposed by the Office of the Comptroller of the Currency and the Trecasury Department).

B. A National Network of Community Development Institutions

To date, with almost no government support, community development financial
institutions (CDFIs) have proved that it is possible to mobilize and lend significanl amounts
of capital for development in credit—deprived communitice. We proposc two measures to
stimulatc the growth and impact of these institutions:

1. A Community Banking and Credit Fund to providc federal capital

assistance that will dramaticaily expand the amount of capital available
for CDFI start-up and expansion without creating cnarmous financial

liabilities for the federal government.

- A natiogal information clearinghouse and-support system to help
prospective CDFIs get off the ground and cxisting ones to expand,
better mect their mission, and operate soundly

1. The Community Bapking and Credit Fund

We envision a federally-chartered, quasi-private enterprise known as the Community
Banking & Credit Fund ("Fund”) to gversce the development of a nationwide nerwork.of
community development financial justitutions. The Fund would be governed by an eleven
member Board of Dircctors appointed by the President and confirmed by the Senate. The
Board would include the cabinet secretaries or designees of thc Departments of Treasury,
HUD, Commecree, and Agriculture, a representative of the Small Business Administration, two
representatives of the CDFI industry, rwo represcntatives from communily groups, and two

Qoos
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representatives of the mainstream banking scctor (including one of the regulators, c.g., the
Fedcral Rescrve or OCC). The Chainman would de appointed by the President. The Board
would serve as a corporate hoard of directors to establish policy and would retain a full-time
President/CEO to manage opcrations of the Fund. The size and composition of thc Board
could he cxpanded or altered to reflcet the public purpose and the mix of public and private
capital.

2. Selecting Network Participants

Ty reccive financial or technical assistance from the Fund, an institution would have to
be a mcmber of the nationai CDFI nctwork, and meet scveral stringent standards:

® Demonstraled ability to manage a CDFL.

® A primary, explicit and highly public commitment to commumty
devglopment. To qualify, a COFI's loans and investments would have to 0
toward community devclopment, and scrve an arca that needs it.

® A realistic, specific strategy to achieve the CDFI mission, consistent with the
local community development plan, and become self-sustaining

cxdmplc Georgc Suxg»orx of Elk Hom rccommends a one—dollar fcdcral match
for every two dollars of privalc money.

® Expertiye in technical assistance. Many small borrowers default not hecause
their businesscs are not viable, but because of a lack of knowledge about
management, financial, and lcgal matters. Existing CDFIs have showa that
with actiye guidance and credit counseling, low-income residents of distressed
areas can be cxtremely credit-worthy.

Attached at Tab B is a summary of the criteria for eligibility.

The Fund would solicit proposals for CDFl matching funds (and other assistancc) on a
competitive basis. Relevant federal agencies and cxisting CDFIS will be available to assist
applicaats in developing their strategic plans. A review board, comprised of agency,
community and privatc sector representatives, would review and make recommendations for
selcction of applications.

3. Assistance Provided by the Fund

Attached at Tab C is a dcteiled explanation of the assistance the Fund would provide,
mcluding:
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L Capitalization Assistance —— Matching eyuity that can be uscd to capitalize new
CDFI's or expand cxisting ones.

® Technical Assistance -~ Capitalization loans, grants, or technical assistance to
applicants that present proposals in conjunction with new or expanding CDFIs. This
could apply to subsidiaries of CDFIs as well as community groups with technical
assistance cxpertisc, such as ACORN.

= Coordinated Access to Relevant Programs ~— The Fund would set out to give CDFls a
single point of access for rclevant technical assistance, lending, and subsidy programs.
Depository CDFIs could also be encouraged to provide a telecommunications network
for onc-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 areas.

® Deposits —— Manies heing held by the Fund would be deposited with eligible CDFls.

® ice ity > ing — By forming a network of CDFIs, the
Fund can also become an i;mponant voice for Community Development Banking in the
country —— 10 stimulate privatc support, to spur malpstream financial institutions and
Wall Street to participate in CD Banking, to study and to promotc new CD Banking
products, services, partnerships and secondary markets.

4. How to Capitalize thc National Network of CDFIs

— —

A key question in cstablishing a national nctwork of community development is how
to make the most of the federal government's leverage. We present threc basic altematives,
with no consensus recommentlation. In the first approach, the Fund uses the federal
appropriation to capitalize CDFTs on a matching basis with capitalization provided by each
CDFI. In the sccond, the Fund would be given authority to request a loan from Trcasury to
leverage the size of the Fund's available capital based on the Fund's expcrience. In_the third
option, additiopal contributions to the Fund would be required (or cncouraged) from B
mainstream bapks; and mainstream banks would elso be required (or encouraged) to create

CD Bank subs.

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

® providing partial CRA credit for bank investments and contributions to CDFIs’

 As described earlier, a reformed CRA can steer more
resources toward distressed communities. Under the current
system, 1t is up to bank examiners whether to give banks CRA

9
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5 waiving the stock/purchase requirements for depository CDFIs that wish to join the
Federal Home Loan Bank System (FHLB)*

€ carmarking a greater share of the FHLB Affordable Housing and Community
Investment Programs for use by CDIIs or other lending in distressed communities®

'y encouraging mainstream banks to lend funds to CD Banks through the Fed Funds
Market

o providing access 10 expanded community lending programs of Fannie Mae, Freddie
Mac, SBA

credit for investments in CDFIs. A simple regulatory change
could assura banks partial CRA credit for investments or grants
to CDFIs and community groups who work with CDFIs. If the
banking regulators move to a performance-based system, assistance
to CDFIs could be given a specific CRA welght -- large enough to
increase investment, but not sc great that banks ccould use
contributions to CDFle as a safe harbor to circumvent CRA.

¢ Another way tc expand the pool of financial resources for
comnmunity lending is to make it easier for CDFIs to join the
Federal Home Loen Bank system. FHLB membership would give CDFIs
a liguidity facillty (e "window") and access to longer term funds
at below-market rates., Under currant law, any financial
institution can join (Community Capital Bank and South Shore are
members), but the cost of membership is much higher for banks and
credit unions than for S&Ls. We propose a waiver of the FHLB
membership fee for accredited depository CDFls.

° The Arffordable Housing Program (AHP) and Community
Investmant Program (CIP) of the FHLB system were implemented as
part of the 1989 FIRREA legislaticn. AHP required the Fedaeral
Housing Finance Board (the regulator for the FHLE) to set aside
from the profits of the FHLB banks $50 million in 1993, $75
million in 1994, and S100 million in 1995 and subsaequent years
for a range of activities related to affordable housing. CIP is
a complementary 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 businese loans in
low- and moderate-income neighborhoods. Since CDFIs serve tha
same purpose, and since the Federal Home Loan Bank system is now
well-capitalized, a portion of these funds could be made
available for qualifying loans of CDFIs. With your leadershigp
and, as appropriate, appointment of new members of the Federal
Housing Finance Board, we believe that the FHLB system cen be
persuaded to cooperate fully in implementing your CD Bank
initiative.

10
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© assuring a more sympathctic regulatory environment and safer (even patient)
capitalization for depository CDFIs which, together, encourage making morce prudent
loans within distressed areas without increasing the risks of bank failure or cally on
fedcral deposit insurance

The three basic approaches for capitalizing the Fund are:
OPTION 1. DIRECT APPROFPRIATION

In your budget proposal to Congress, you request $382 million for community
development banks through FY97. This appropriation could be used for direct federal support
to_CDFIs -- cquity capital with a rcasonably finm but patient expcctation of retums over
imeymore venturcsome investments'to test the full potential of community development™

banking, grants to "glue" together comprehensive CDFI1 financial scrvice and development
aetworks within communiries, technical assistance and training, etc. We expcet that the Fund,

perindically, would make allocation decisions betwcen such catcgories.

The appropriation alone represents a potential 50% increase in capitalization of the
CDFI industry, which is currently capitalized at approximatcly $700 million and has extended
almost $2 billion in loans nationwide. For example, on a matching basis of one Fund dollar
for every two local CDFI dollars, the ncw federal funds could generate an additional $1
billion in capital — which in tum ¢ould lead to $3-10 billion in ncw loans in distressed,
low=income communitics. Therc may be a practical tradc—off here: the higher the local
CDFI match, (he fewer the number of CDFIs that may be able to raisc the capital necessary |
to 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 leveraged to obtain upto $1 billionin debt financing from the Treasury. Under
current budget rules for crcdif reform, some of the appropriated money would be set aside to
assurc that the Fund's borrowing would be repaid and {o provide a cushion to allow (he Fund
depend upon the anticipated retums, the risks of default, and the amount of private capital
invested in the Fund.

The appendix at Tab D illustrates two financial models with different amounts of
privatc 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 which
together would have the capacity to muke a total of over $10 Billion in new lending available
to distresscd communities. Under either model, $82 million of the total appropriation of $382
million would be used for technical assistance, sefting up the network, and for other purposes.

In theory, this approach offers several advantages: It could leverage a substantial pool

11
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—.of CDFI equity.. It would offer contributing banks and other investors a low but positive rate
of return. It would present the federal government with a rcasonable risk of default on 1ts.
loan guarantcc. Using Treasury or a HUD/ Government Spumon.d Enterprisc rcgula'ror as a
walchdog could help ensure that the federal finencial exposure is within appropriated levcls,

In practice, although the financial experience of the two long-standing CD Banks is
very encouraging, CDFIs are still a relamcly ncw concept. Ing_rate of CDFI [uilure turns

regulator, thc Fund itsclf could run into ﬁnunual trouble. _Debt financing for the Fund might

also pressure CD Banks and CDFIs to m(gn_dmd@_}_g_mgh er return to cover the Fund's
interest payments and thereby reduce their abilily to meet their community dev cot

_ bankiny mission. At the outset, it may be “particularly difficult for the Fund to determinc the
right belance between fostering sufficient financial profitability to attract capital and meeting

the cxicnsive community development banking needs.

Because of these concerns, we recommend that the Fund examine the merits of
leveraged borrowing based upon its actual cxperience with how CDFIs perform. The Fund
should have the flexibility to seek authorization for such lcverage down the rvad based on the
rcal needs, risks, and potential of the Fund and the CDFT network.

OPTION 3: INCENTIVES TO MAINSTREAM BANKS

Another innovative proposal involves bank holdi BHCG investing a
small percontage of their equity capital in community development in return for the
opportunity to consolidate all of their bank operations on an interstate br‘aE_rLE n

states where they maintain 3 successful CD Bank subsidiary.

By way of illustration, BHCs could invcst three quarters of 1% of their capital in e
sciting up one or more community development bank (CDB) subsidiarics dedicated to lending
in distressed communities. To qualify for the limited consolidation, the BHC would have to
create a CDB subsidiary in its home statc and another in czch swte in '_wtuch it recks /
consolidate all of its banking opezations.\ Another quarter of a percent of equity capital would
be invested with the Fund and retained on the BHC's books as an inv estment.

In ¢xchange for these investments, each BHC would have the opportunity to apply for
the right te consolidate all of ji§ bank operations th:ougl: interstate branching in any state

whcrc..leaux_tams a successful CDB sub&lﬂlﬁ.ﬁ == ifall of the compo:;cnts of the BHC meet

states that permil intrastate t:zranr_h:ngand have mt;:;tgzc: banluni agrc _glenrs [Bankb
Arkansas would not qualify for the proposal undcr present statc law because it docs not

12
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permit intrastate branching).’

Treasury recommends that.the 50 largest BHC's be rgquired to establish CD Bank subs
and to invest in the Fund. Following the "three-quarters-of-1%" {llustration described
abovc, th;Lwould pmmda_anpmmmmil Billion 1n capital for CD Bank subs.” In
depcnding on the number, size and q qunhty of the apphcatmns from CDFIs and the ablllty of
the Fund to attract additional private invcstment, the Fund might not need any additional
fcderal appropriations. The proposal could, however, be made voluntary for these BHCs as
well as fur the other banks and thrifts, although the extent of participation would then bc less
certain,

This_proposal is hased on the premisc that distressed communities will never attract
the financial resources they necd until mainsircam banks become full partners in community
development banking. It is designcd to make use of the mainstream banks' considcrabie
expertise and capital to generate a substantial number of CD Banks in a hurry. At an average
capitalization of $5_to $10 million per CD Bank, a network of well over 100 subsidiary CDBs
might be established at (he outset of the program, with the potential capacity to make over
$10 billion in community dcvelopmem loans. By contrast, dircct appropriation funds would
support only 8 to 10 CD Banks in the first year. As the founder of one CD Bank told us, tho
only practical way to make a major, visible impact in community development banking in thc

first few ycars i3 to get the mainstream banks effectively involved and committed.

Under this proposal, banks == not taxpaycrs — would bear the primary risks and put
up.the bulk of capital.-The BHCs would also have a major siake in malsing surc that both the
Fund and their CD Bank subs are self-sustaining and successful. Many major banks would
probably support the idea because it represents an opportunity to consolidate existing
interstate banking opcrations. McKinsey estimates that multi-state BHCs which currently

® Currently, only four states prohibit statewide branching
(AK, IL, IA, MN) and two states prohibit interstate banking (HI
and MT). These six states would not be directly affected by this
Option, but would be able to stimulate their own CDFIs to apply
for matoching capitalization from the Fund, whose own capacity to
finance indepandaent CDFI's could be increased substantially by
investments from the BHCs.

"The headquarters of the 50 largest BHCs are located in 22
different states. Approximately 40 now have bank subsidiaries
operating eeparately in other states. For BHCs that do not have
such locael banking operations in more than one state, flexibility
in the mission of ite nawly established CD Bank sub could be
encouraged. For example, a BHC that specializes in certain
niches (e.g., merchant banking or wholesaling) could establish a
CD Bank sub with a similar gpecialty to serve CDFIs across the
country.

13
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operate interstate could save $400-$800 million a year from full intcrstate consolidation of all
of their operations; savings from the limited consolidation provided here would be lcss. With
technical assistance from the successful CDFIs and Community Development ILntermediaries
which have experience on the ground, CD Bank subs could begin to make the essential
connections t0 the communitics that need to be served by real character loans.

C. Political Analysis

Sccuring passage of any type of CDF/ legislation this vear will be difficult because of
the short time available. Legislation to create a nctwork of CDFIs on a large scale has never
been proposed in Congress; Senator Reigle introduced a pilot program last year. But because
this proposal was a major part of your campaign platform, Members seem willing to move op

your legislative proposal this spring.

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

Direct Appropmtmn (Opuon 1) is the least controversial, and stands the greatcst
chance of passage this year —- assuring that some CD Banks would be up and running in the
next fow years. [n fact, after four years of S&L bailout legislation and bad news for the
Banking Commirttees, mcmbers of Congress are anxious for a victory of any kind. But
Option 1 also provides the least leverage of any option. Even with a stronger CRA and easier
access to the FHLB, the effccts of this proposal would be limited.

Leveraged Capital (Option 2) eould raise a significant amount of additional capital for
the CDFI nerwork withoul opening tha controversial issuc of bank rcfunu But it cou[d raise
concem. _ijf_ _ax_:_qt_bg_ S&L bailout. “ﬁ_}mgm be more pmdent to phas» in such lewragmg over
time, based on how CD Banks perform over the next few years.

Mainstrcam CD Banking (Option 3) could potentially raise the greatest amount of
capital for the nerwork, and private capital at that, plus create a network of CD Bank subs of
BHCs. Getting the proposal through Congress, however, will be difficult. First, it could
become a vehicle for thosc who want morc ambitious banking reform, which would vngender
strong opposition from smaller banks and thrifls and other segments of thc financial service

—industry. Every President since Jimmy Carter has suppor!cd some form of interstate”
branching reform, yct Congress has been unablce to reach a consensus amid the special-
interest [crvor. Second, some community groups.may strngly object that mainstrcam banks
don't have the lics or expertisc 10 succeed at the grass-To0ts level in community development
banking. Finally, even if such a limited consolidation is enactcd this year, some argue that
Congress might not have the political will to copsider comprehensive reform of the banking
and fnancial scrvices industry thal you may wish to propose next year; however, others argue
that successful passage of this option would set the stage for success with major financial
reform legislation in the coming ycars. In any event, Option 3 will require & major political

14
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—.commitment on your part.

—

D. Legislative Strategy
We rec at least three possible legislative strategies:

1. Go All Out -~ Put considerable political weight behind Mainstrcam CD
Banking and persuade Congress to pass this proposal.

2. Test The Waters -~ [n advance of submitting any bill, consult the
lcadership of the banking committees (and John Dingell, who killed interstate
branching legislation in 1991) to gauge the likely reaction. If the reaction is
not hostile, we could begin building a coalition to support the proposal.
Treasury strongly recommends this approach.

3, Two-Stage Process -~ Submit the Direct Appropriation option to
/|| Congress, but lay the groundwork for comprehensive bank reform in 1994 that
4 )Z would infuse additional capital into the Fund and involve mainstream financial
institutions in CD Banking.

IV. DECISTON
A.  CRA Options

Comprchensive Reform Of CRA Examination Protocols to focus on
Performance

____ Approve only process improvements t0 CRA

Rcject options, discuss further

B. CDFI Funding Options:

Option 1 -- Dircet Appronriation of CDFI Fund Only

Supplement with authority to request leveraged canital based upon experience
Supplement with BHC Contributions

— Mandatory Contributions

—— Voluntary Contributions

___Reject all options, discuss further

C. Legislative Optlons
___Go All Out

Test The Waters
Two-Stage Process
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