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BACKGROUND

The Community Reinvestment Act
(CRA) requires regulated banks and
thrifts to meet the credit needs of their
communities. Large institutions —those
with assets greater than $250 million—
are subject to three performance tests:
lending, service and investment. Small
institutions —those with total assets
under $250 million or an affiliate with
total banking and thrift assets of less
than $1 billion at the end of the previ-
ous two years— can opt to have ex-
aminers review their performance un-
der the investment test. For small in-
stitutions, investment test performance
may be used to enhance a satisfactory
rating, but may not be used to lower a
rating.

While financial institutions are ex-
perienced with the lending and ser-
vice aspects of the performance tests,
some banks are still grappling with
what constitutes a qualified investment.
Under CRA, a qualified investment has
as its primary purpose community de-
velopment when it is designed for the
express purpose of revitalizing or sta-
bilizing low- or moderate-income ar-
eas, or providing affordable housing
for or community services to low- to
moderate-income persons. This allows
banks and thrifts the latitude to invest
in the communities that they serve
through creative means rather than dic-

tated measures. Performance under the
investment test is based on:

➤ the dollar amount of qualified
investments

➤ the innovativeness or complexity
of qualified investments

➤ the responsiveness of qualified in-
vestments to credit and commu-
nity development need, and

➤ the degree to which qualified in-
vestments are not routinely pro-
vided by private investors

Finally, qualified investments must
benefit the financial institution’s assess-
ment area(s) or a broader statewide
or regional area that includes the as-
sessment area(s).

The Interagency CRA Q&A1 pro-
vides some examples of qualified in-
vestments. These include: state and
municipal obligations, such as revenue
bonds, that specifically support afford-
able housing or other community de-
velopment; projects eligible for low-
income housing tax credits; and orga-
nizations supporting the capacity of
low- and moderate-income people or
geographies to sustain economic de-
velopment. The regulations also state
that “as a general rule, mortgage-
backed securities and municipal bonds
are not qualified investments because
they do not have as their primary pur-

pose community development, as de-
fined in the CRA regulations.” Thus,
the key to investing in municipal se-
curities is in determining the primary
purpose of the bond issue.

HOUSING BONDS

In order to qualify as a community
development investment, housing-re-
lated securities must primarily address
affordable housing. Housing bond is-
sues are generally either single-family
or multi-family and can be local or
statewide issues.

Single Family Issues: Single-family
bond deals are usually targeted to geo-
graphic areas, such as cities and coun-
ties, or to a broader statewide area, and
are often aimed at first-time borrow-
ers. In analyzing single-family issues,
financial institutions should look
closely at the eligible participants for
the bond program. Because housing
authorities frequently define low- to
moderate-income under a broader defi-
nition than the CRA regulations allow,
the bank should research who ulti-
mately benefits from the programs.

For example, the Idaho Housing and
Finance Association permits partici-
pants in their residential lending pro-
gram to have annual gross incomes up
to certain limits, depending on which
county the borrower lives in and the

1  http://www.ffiec.gov/cra/qnadoc.htm
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filiate with an aggregate value of
more than $10,000 in a year, or
loans with an aggregate principal
value of more than $50,000 in a year

4. The agreement is made in fulfill-
ment of the CRA

5. There has been communication
between the parties of the agree-
ment concerning the adequacy of
the institution’s CRA performance

In addition to these five essential rules,
enough other conditions and excep-
tions exist to warrant actually reading
the regulation. Readers are strongly
encouraged to visit our website (http:/
w w w . f r b s f . o r g / c o m m u n i t y /
index.html) to obtain a copy of the
regulation. What follows is a brief sum-
mary of the regulation.

MUST BE IN WRITING

When assessing whether a CRA-related
agreement is a “covered” agreement,
the first question to ask is whether or
not the agreement is in writing. The
regulation states that a written agree-

ment includes contracts, arrangements
or understandings—even if they are not
legally binding— that are recorded on
paper. This could be a document as
formal as a contract and as informal as
a press release.

IDIS AND NGEPS

The second question to ask is whether
the agreement is between an IDI and
an NGEP. The regulation’s definition
of an IDI as an insured depository in-
stitution or any affiliate can cover a
holding company all the way down to
a non-bank subsidiary. NGEPs are de-
fined as any organization that is not a
federal, state, local or tribal government
entity. Included in the category of
NGEPs are such organizations as
Freddie Mac, Fannie Mae and the
Home Loan Bank System.

VALUE THRESHOLDS

The third question to ask is whether
the loan, grant, payment or other
consideration—such as services and in-
kind contributions—exceeds the value
thresholds set in the regulation. For
loans, this value threshold is set at an

Effective April 1, 2001, each party to a
Community Reinvestment Act (CRA)-
related agreement must fully disclose
the agreement and its terms to the pub-
lic and the appropriate federal bank-
ing agency. Effective June 30, 2001,
each party to a covered CRA-related
agreement must submit an annual re-
port to the appropriate federal bank-
ing agency concerning the use of CRA-
related money and resources during the
year ending December 31, 2000.

These disclosure and annual report-
ing requirements, known as “CRA Sun-
shine”, are part of the Gramm-Leach-
Bliley Act of 1999. Agreements covered
by this reporting requirement must sat-
isfy all of the following five conditions:

1. The agreement must be in writing

2. The parties to the agreement are
an insured depository institution
(IDI) or any of its affiliates and a
non-governmental entity or person
(NGEP)

3. The agreement must involve funds
or other resources of an IDI or af-
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approved specialized SBICs automati-
cally qualify as CDEs. In allocating cred-
its, priority will be given to any CDE
with a track record in community de-
velopment, which could be the track
record of a controlling organization, or
to a CDE proposing to invest in busi-
nesses unrelated to the CDE itself.

A CDE must use “substantially all”
(to be defined in regulations) of credit
proceeds to provide financial assistance
(grants, loans, equity, services) to “ac-
tive low-income community busi-
nesses” in “low-income communities.”1

Proceeds can assist virtually any busi-
ness or enterprise, including other
CDEs and nonprofit enterprises, with
the following exceptions: golf courses,
country clubs, liquor stores, massage
parlors, hot tub and suntan facilities,
racetracks and other gaming facilities
and enterprises principally consisting
of farming. Neighborhood retail cen-
ters, small businesses, manufacturing
facilities, office space, childcare cen-
ters, charter schools, health care facili-
ties and mixed-use projects that com-
bine these uses are examples of
projects that could be eligible for New
Markets Tax Credit investment.

Also, housing generally is not in-
tended as an eligible investment; the
forthcoming regulations will provide
more clarity on this. A CDE may pro-
vide investments to a business it owns
in whole or in part. Qualified busi-
nesses must derive at least half their
gross income from business in a low-
income community. In addition, a “sub-
stantial portion” (to be defined in regu-
lations) of their tangible property, as
well as a substantial portion of services
performed by their employees must be

in a low-income community. A trade
or business can be owned by or a
branch of a larger corporation, pro-
vided that it is separately incorporated.

The credit may also be used in “tar-
geted areas” within census tracts that
do not meet the poverty or median
income standards. Targeted areas must
have pre-existing boundaries, such as
established neighborhood, political or
geographic boundaries, meet the pov-
erty rate or median income standard
as if they were census tracts and have
an inadequate access to investment
capital. A CDE may invest in one or
more low-income communities or tar-
geted areas. A CDE that falls out of
compliance with requirements of the
NMTC, such as by failing to maintain
community accountability or invest
substantially all of its credit proceeds
in active low-income community busi-
nesses, risks recapture of its credits
by the Treasury Department. Regula-
tions will clarify how recapture will
work and what flexibility a CDE will
have to correct noncompliance before
recapture occurs.

Any institution or organization com-
mitted to community revitalization
should be enthusiastic about the New
Markets Tax Credit, which has the
potential to transform the financing of
business and economic development
in distressed areas. It is a particularly
promising tool for encouraging prof-
itable partnerships between lending
institutions and community-based or-
ganizations. Lenders could invest in
community group-established CDEs,
provide financing to CDE projects and
help CDEs raise additional resources.
All such activities could benefit a
lender’s bottom line, help it qualify
for CRA credit and develop new cus-
tomers, business lines and markets.
Community groups and the neighbor-
hoods they serve stand to benefit
mightily from this increased private
investment and economic opportunity.

CI

number of people in the household.
In 1999, some targeted counties al-
lowed borrowers to have incomes in
excess of 140 percent of median fam-
ily income. (To qualify as moderate-
income under CRA, borrowers’ in-
comes cannot exceed 80 percent of
median family income.) Further re-
search revealed that the average bor-
rower in the Idaho Housing Program
had an income of $32,681 in 2000. The
statewide median income for Idaho for
fiscal year 2000 was $43,700. There-
fore, on average, the borrowers par-
ticipating in the Idaho Housing and
Finance Association residential lending
program were moderate income.

Because of this confusion, some fi-
nance agencies have taken further steps
to accommodate financial institution
qualified investing. The Washington
State Housing Finance Commission is-
sues CRA Taxable Single-Family Pro-
gram Bonds and imposes an annual
income limitation of 80 percent or be-
low of the Metropolitan Statistical
Area’s median income, which is in line
with the regulators’ definition. Pro-
grams such as these help facilitate com-
munity development investing by CRA-
mandated institutions. Banks interested
in investing in these types of issues
should ensure that the housing
authority’s residential lending program
guidelines coincide with those cited in
the CRA regulations.

Multi-family Issues:  Multi-family bond
issues typically finance the construc-
tion and rehabilitation of apartment
complexes. To be considered afford-
able, there must be a low- to moder-
ate-income set-aside or some other
income restriction. Not all multi-fam-
ily housing deals address affordable
housing. As with single-family issues,
the bank should closely examine how
the housing authority or issuer defines
‘qualifying’ or ‘eligible tenants.’

HEALTHCARE ISSUES

Some bond proceeds are used to sup-
port healthcare facilities that serve a
community development purpose.
Community development includes
health or social services targeted to
low- or moderate-income persons.
Hospitals, nursing homes, assisted liv-
ing facilities and homes for the devel-
opmentally disadvantaged may qualify
under CRA regulation if the patients
at these facilities are low- to moder-
ate-income. Usually these facilities
serve a large share of Medicaid pa-
tients, whose incomes fall within the
guidelines of CRA.

TAX ALLOCATION BONDS

Tax Allocation Bonds are bonds issued
in conjunction with a specific rede-
velopment project—typically afford-
able housing. The taxes pledged to
their repayment come from the in-
creased assessed value over and above
a pre-established base. The redevel-
opment creates this added value,
known as the tax increment. Many
states use tax increment financing
(TIF), which provides for the financ-
ing of redevelopment projects though
the use of tax increment revenues. Ob-
viously, since not all community de-
velopment activities occur in low- or
moderate-income areas, it is impor-
tant to explore beyond the project
description and establish the income
composition of the community.

ECONOMIC DEVELOPMENT

Many bond deals state their purpose as
economic development. For regulatory
purposes, there must be some deter-
mination of how the primary purpose
is community development. Under CRA,
an activity promotes economic devel-
opment if it, “supports permanent job
creation, retention, and/or improvement
for persons who are currently low- or
moderate-income; or supports perma-

nent job creation, retention, and/or im-
provement either in low- or moderate-
income geographies or in areas targeted
for redevelopment by federal, state, lo-
cal or tribal governments.” Ultimately,
the community development purpose
should be quantifiable in jobs created
or retained, affordable housing units or
other economic development activities.

ELIGIBLE INVESTMENTS

Aside from looking at the primary pur-
pose of the issue, financial institutions
must also analyze certain attributes
associated with the bonds. Investment
policies may restrict purchases of eli-
gible investments because of rating or
maturity constraints. Smaller deals may
be non-rated or below investment
grade because of the costs associated
with insuring the bonds and thus in-
eligible investments for banks that can
only invest in grade BBB or higher
securities. Some investment policies
limit the purchase of securities to ma-
turities inside of ten years, although it
is not uncommon for multi-family se-
curities to have maturities of 30 to 40
years. Other banks are limited to tax-
able or bank qualified municipal secu-
rities (i.e. issues under $10 million).
Furthermore, bank qualified issues are
generally limited to revenue bonds,
which is only a fraction of the munici-
pal market. This significantly reduces
the universe of available opportunities.
Taxable municipal securities offer a
greater opportunity for investment than
bank qualified issues, as issuance is
considerably larger, both in the fre-
quency of issues and the overall dollar
volume generated.

PURCHASING QUALIFIED INVESTMENTS

Purchasing qualified investments usu-
ally requires a concerted effort by dif-
ferent divisions within the banking or-
ganization. Bank investment officers
often have a negative perception of
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Housing Tax Credit (LIHTC). Like the
CDFI Fund, the NMTC will be admin-
istered by the Department of Treasury
and funneled through a variety of com-
munity development entities with ex-
pertise providing capital to distressed
communities. Like the LIHTC, the New
Markets Tax Credit will provide tax
relief to individuals and institutions in
exchange for their equity investment,
provided those investments meet the
strict, targeted requirements of the law.

In many important respects however,
the NMTC is different from any incen-
tive for community development ever
created. Financial institutions and com-
munity groups interested in accessing
the credit should read the law care-
fully. To do so go to: http://
thomas.loc.gov/home/c106query.html
and search for “Community Renewal
Tax Relief Act.” Please note that while
the statute tells us much about how
the credit will work, many questions,
especially regarding when and how
credits will be awarded, must await
publication of the program’s imple-
menting regulations for answers. Those
regulations are tentatively scheduled
for release in mid-April. Treasury ex-
pects to allocate credits later this year.

The NMTC is intended to fill a glar-
ing gap in the otherwise generally well
functioning community development
financing system—the need for equity
capital for business and economic de-
velopment investment. Because larger
venture capital firms typically do busi-
ness with established clients in estab-
lished markets, smaller entities com-
mitted to investing in tougher areas
cannot attract capital investments as
readily. This inability handicaps their
capacity to identify and cultivate po-
tential projects, raise additional re-
sources and build organizational
strength.

This problem represents a real mar-
ket failure, because, as readers of this
magazine well know, many urban and
rural communities have a desperate
need for businesses, jobs and services,

as well as the purchasing power and
labor force to support them. These
communities in many ways are the
most promising new markets for busi-
ness investment in the country. Ac-
cording to the Boston Consulting
Group and the Initiative for a Com-
petitive Inner City, while inner-city
consumers constitute $100 billion in
annual retail buying power, unmet
demand exceeds 25 percent in many
inner-city neighborhoods.

Despite this extraordinary, largely
untapped market opportunity, inad-
equate information and higher risks—
both real and imagined—have made
many financial institutions, investors
and businesses reluctant to commit
capital in distressed communities.
Those that do invest demand higher
rates of return than most investments
will yield. The New Markets Tax Credit
is designed to bridge that gap. By in-
creasing the after-tax return to inves-
tors that provide equity capital, the
NMTC will lower risk for investors and
businesses, while cutting the cost of
capital for community development
groups trying to bring business invest-
ment to their neighborhoods.

THE MECHANICS OF THE NEW MARKETS

TAX CREDIT

The Treasury Department will allocate
tax credits to certified “Community
Development Entities” (CDEs). CDEs
will be able to issue equity interests
to investors for which investors may
claim the credits, worth approximately
30 percent in present value terms.
CDEs must place the tax credits within
five years or the credits will be re-
turned to Treasury for reallocation to
other CDEs. This year, a total of $1
billion of investment is eligible for
NMTCs. That amount increases to $1.5
billion in 2002 and 2003; $2 billion in
2004 and 2005; and $3.5 billion in 2006
and 2007.

Investors will be able to claim cred-
its based on the amount of their eq-
uity investment in the CDE—rather

than the cost of the CDE’s project(s),
as under the Low Income Housing Tax
Credit, or the amount of the CDE or
investors’ investment in the project(s).
The investor’s equity investment in a
CDE must be cash in exchange for
stock (if the CDE is a corporation) or
partnership interest (if the CDE is a
partnership or limited liability com-
pany). The equity investment must be
paid in cash, not as a bridge loan or
commitment to pay. The equity
investor’s basis in the CDE is reduced
by the amount of credit the investor
claims, another difference with the
LIHTC.

The tax credit is available over seven
years—five percent for the first three
years and six percent for the next four
years, for a present value of approxi-
mately 30 percent. This is a relatively
modest, although far from insignificant,
subsidy. Thus, unlike the Low Income
Housing Tax Credit, which generally
provides a 70 percent to 91 percent
tax credit, the NMTC alone will not be
enough to attract investors. Projects fi-
nanced with NMTC proceeds generally
will have to generate economic ben-
efits, such as cash flow, capital recov-
ery and/or appreciation.

A CDE must be a corporation, part-
nership or limited liability company
with a mission of serving or providing
capital to low-income people or com-
munities. It is also required to main-
tain accountability to the residents of
those communities by providing for
their representation on a governing or
advisory board. A newly formed entity
could meet the mission and commu-
nity accountability requirements by
referring to a parent organization. A
CDE could be a for-profit subsidiary
of a community development corpo-
ration (CDC) (including a bank CDC),
for-profit community development fi-
nancial institution (CDFI), community
development venture capital fund,
small business investment company
(SBIC), community investment loan
fund or other entity. CDFIs and SBA-

qualified investments and choose to
purchase only under duress from other
areas of the financial institution. It is
very important that the person respon-
sible for monitoring CRA compliance
establishes a strong working relation-
ship with the person responsible for
investing on the bank’s behalf.

Unlike other investments, securities
with a primary purpose of community
development are not common in the
market place. Because community de-
velopment investments trade rapidly,
especially in areas with a strong in-
vestor demand, financial institutions
should be poised to respond quickly
to qualified investment opportunities.
This often requires establishing a net-
work of investment professionals who
are familiar with qualified investments.
This network is a valuable resource for
identifying projects currently trading in
the market place, as well as sources
for new origination. Given the limited
expertise in CRA qualified investments,
financial institutions should look for
investment professionals with a proven
track record, who are committed to
researching and providing ample docu-

mentation to support the investment’s
community development purpose.
While a bank or thrift should not de-
pend solely on an outside source for
supporting documentation, the finan-
cial institution should request verifi-
cation of the qualified investment be-
fore undertaking any transaction.

CONCLUSION

Analyzing municipal securities as com-
munity development investments re-
quires banks to explore the purpose,
the structure and the credit risk of the
issue. Financial institutions should es-
tablish a framework for examining
qualified investments. A plan of ac-
tion should also be developed so that
community development and invest-
ment officers know what to look for
and how much to invest. Examiners
are often willing to suggest firms that
specialize in qualified investment
transactions if the institution is having
difficulty finding or investing on their
own. Ultimately, it is up to the financial
institution to clearly understand the pri-
mary purpose of the issue and be able
to relate that to their examiner. CI

A BANKER’S QUICK REFERENCE GUIDE TO COMMUNITY DEVELOPMENT MUNICIPAL BONDS

Definition: Municipal bond is a general term referring to securities issued by states, cities, towns, counties and special dis-

tricts.  A primary feature of these securities is that interest on them is generally exempt from federal income taxation and,

in some cases, state income taxation. Because of this feature, the interest rates on municipal bonds are lower than interest

rates on other types of bonds, but when taking into account one’s income taxes, often provide a comparable, or better rate

of return. Revenue bonds are municipal bonds secured and repaid only from a specified stream of non-tax revenues. Ex-

amples of revenues include tolls, utility charges, or charges and use fees from a facility being constructed with the proceeds

of a bond issue, such as a sports facility or a housing project.

At one time, banks were permitted to deduct all the interest expense incurred to purchase or carry municipal securities.

Tax legislation subsequently limited the deduction first to 85 percent of the interest expense and then to 80 percent. The

1986 tax law eliminated the deductibility of interest expense for bonds acquired after August 6, 1986. The exception to this

non-deductibility of interest expense rule is for bank-qualified issues. An issue is bank-qualified if:

1. It is a tax-exempt issue (other than private activity bond) including any bonds issued by 501(c)(3) organizations, and

2. It is designated by the issuer as bank qualified and the issuer or its subordinate entities do not intend to issue more than

$10 million a year of such bonds
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