CRA INVESTMENT CONCEPT
The resulting analytical tool, with the
institution names excluded here, considers four factors: 1) the lender use of
scoring for automatic loan approvals; 2)
the maximum size of loan applications
scored; 3) the volume of scored loans
on the organization’s books; and 4) the
use of scoring to facilitate business and
geographic expansion.

Micropolitan Community
Reinvestment Trusts
By Kevin O’Brien, President, Sovereign Capital, Inc.

F

inancial Institutions face unique
challenges in complying with the
CRA in smaller “micropolitan”
communities where there are few investment opportunities with acceptable
portfolio risk. Opportunities that can
be found tend to be characterized by
high levels of distressed infrastructure.
Small municipal governments face
their own challenges in financing community facilities and making physical improvements. The costs of debt rating and
issuance of debt are frequently prohibitive because of relatively small-sized
bond issues in micropolitan areas.

This article offers a potential solution for both financial institutions and
small community governments: special asset securitization trusts. These
trusts, while still in a conceptual phase,
could operate as revolving debt pools
for small cities.1 Small city governments, special districts, schools, hospitals and other taxing jurisdictions
could collectively issue debt obliga-

“

This article offers a
potential solution for both
financial institutions
and small community
governments: special asset
securitization trusts.

”

1 The IRS allows for the creation of trusts
that securitize pooled debt obligations.
These obligations are treated as debt for
federal income tax purposes so that interest is deductible.
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INSTITUTION

Performance of scored loans: The

Institutional Purchasers

scoring models claim several benefits:
1) faster loan decisions, 2) substantial
efficiencies, and 3) improved under-

EXTENT AND RELIANCE ON CREDIT REPORTING

Institutions shown towards the top
place greater reliance on the scoring
models. In other words, they are more
liberal users of the models. Those listed
toward the bottom are more conservative users. Based on this survey group,
it appears that the longer an institution uses scoring, the more liberal their
usage becomes.

FASIT Special Purpose Vehicle

Subscription of Undivided Interests
(Certificates of Beneficial Interest)
Single or Multiple Tranche

Why scoring is used: Lenders that use

Yes

respondents all indicated that the performance of scored loans has been at
least as good as expected, with most
reporting “better than expected” performance. Five also believe that their
scored loans have outperformed their
non-scored loans in terms of chargeoffs and delinquencies, although to
some, this could also be a function of
an improved economy. One respon-

ing the market” on new small business loan originations.
While there is some evidence that
scoring users are able to expand their
small business lending at a rapid pace,
the non-scorers are also generating
new small business loans. Based on
our sample, the growth rate of small
business loans at institutions using
scoring was a healthy 11% between
6/98 and 6/99. Over the same period,
non-scorers grew their small business
loans by 6%.1 While this is a lower
growth rate than that of the scorers, it
does indicate that, at least for this
group of western banks, small business loan expansion opportunities still
exist for those that do not use scoring.

FAIR LENDING IMPLICATIONS

Yes
Yes

* Shown as a percentage of small business loans on the books.
A Low = $100K or less; Moderate = $100K–250K; High = greater than $250K
B Low = less than 10%; Moderate = 10–50%;
High = 50% or greater

COMMUNITY REINVESTMENT TRUST OPERATING STRUCTURE
Public
Issuers

dent reported that scored loans have
underperformed non-scored loans, although this lender is still satisfied with
its scoring system results.

writing consistency across an entire
organization.
Why other institutions don’t use scoring: Many of the forty-two respondents

that do not use scoring models for small
business lending prefer to give individual attention to each loan request.
They feel that scoring would interfere
with the existing culture of the institution, which emphasizes close customer relationships. Many also reported cost as a factor, citing an insufficient scale of business lending to justify the expense of a scoring model.

Scoring models can have positive fair
lending impacts. A properly constructed
model avoids using any variable that is
among the prohibited bases2 in Regulation B. A scoring program can therefore, help reduce fair lending risks to
lenders and facilitate an equitable expansion of credit access.
However, a model must be empirically derived and demonstrably and
statistically valid to qualify as a credit
scoring system under Regulation B.
Otherwise, the system is considered
“judgmental,” which removes certain
“safe harbor” protections such as the
limited inclusion of applicant age in
the model, and necessitates a more
thorough fair lending review.

1

Based on small business loans with original maturities of $250 thousand or less.

2

Prohibited bases include: national origin,
age, gender, marital status, race or color,
religion, receipt of public assistance.

LOAN GROWTH OF SCORERS VERSUS
NON-SCORERS
With the efficiencies made possible
through credit scoring, we wanted to
find out if scoring users are “corner-
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quartered in the District, and from 46
smaller banking companies selected arbitrarily from banks and bank holding
companies regulated by the Federal Reserve. They ranged in size from less than

picture emerges when we look at the
lending volume of those organizations.
As shown in the chart on the lower
left, the nine organizations that use
scoring account for over 90% of the

INSTITUTIONS USING CREDIT SCORING FOR BUSINESS LENDING
NUMBER OF INSTITUTIONS
May Use in Future
8 (16%)
Scoring Users
9 (18%)

Based on 12th District Bank
and BHC Survey

small business loans of the institutions
surveyed. The five largest District
banking organizations all use credit
scoring models for business lending:
Wells Fargo & Company, Union BanCal
Corporation, First Security Corporation,
Zions Bancorporation, and BankWest
Corporation.
These findings provide support to
the notion that small business lending
is now dominated by those that use

INSTITUTIONS USING CREDIT SCORING FOR BUSINESS LENDING
BY SMALL BUSINESS LOAN VOLUME
Scoring Users
$8.0 B (90.4%)
No Plans to Use
$.6 B (6.7%)
May Use in Future
$0.3 B (2.8%)
Based on 12th District Bank and
BHC Survey – includes loans
<$250K only

4

SURVEY QUESTIONS
Respondents were asked a variety of
questions about their credit scoring
programs. A summary of their responses follow:
Length of time used: Eight of the nine

No Plan to Use
34 (67%)

$10 million in assets to over $200 billion, with a median size of $195 million.
The survey found that, for these 51
banking institutions, 18% use credit
scoring models for business lending,
and another 16% are considering using in the future.
While the proportion of banking
companies using scoring for business
lending is relatively low, a different

credit scoring models, just as consumer
and mortgage lending is similarly dominated by scoring users. Also, given the
competitive advantage that is possible,
it appears that more and more small
and mid-sized banks will adopt scoring
over time.

Community Investments December 1999

users implemented their scoring programs within the past three years. Only
Wells Fargo started its program earlier. This industry pioneer in credit
scoring implemented its small business
scoring model in 1989.
Automatic approvals: Six of the nine
banks that use scoring automatically
grant some loan requests based on customer scores. The other three use scoring to streamline their lending processes, but they continue to subject
all loan applications to human review.
Scoring for business expansion :

Three use scoring as a means to attract new customers through mail solicitations, but only one uses scoring
to expand outside its normal geographic area.
Home-grown or vendor models: In-

terestingly, all nine of the respondents
use scorecards purchased from Fair,
Isaac and Company of San Rafael, California. Seven use scorecards from an
off-the-shelf Fair Isaac (FICO) model,
and two use a customized FICO
model. Wells Fargo also uses an internally developed model.

tions and realize substantial savings in
debt rating fees, underwriting costs,
and interest expenses, since such costs
would be shared among pool participants. Collectively, these municipalities could reduce their interest costs
since diversification would improve
their credit profiles and since “quality
of life,” indicators, which are generally high for small cities, could be considered as rating criteria.
Financial institutions could choose
either to sponsor or invest in these
trusts. Sponsors would create the trusts
and could originate bridge loans, secured by tax anticipation notes, which
would initially fund the trusts. Municipalities would, of course, place their
yet-to-be-subscribed obligations into
the trusts.
Investors, including financial institutions, would then purchase “community reinvestment certificates” issued by the trusts, much as they would
purchase securitized packages of credit
card receivables or automobile loans.
This same process could apply for the
sale of securitized municipal tax liens,
which are projected to grow at $5 billion per year.
Besides sponsoring trust obligations
or investing in certificates, financial institution representatives could choose
to serve on “inter-bank tender panels”
which would periodically review certificates issued by the trusts or review
offering memoranda describing specific issues.
In addition to favorable customer
and public perception, financial institutions could benefit from CRA investment test consideration since products

designed to finance community and
economic development initiatives
sponsored by local governments
qualify. Also, investment interest income from subscription of community
reinvestment certificates and reduced
portfolio volatility through diversification of credit risk would be advantages. Sponsoring financial institutions
would also have the capability to earn
financial advisory and facility fees.
Finally, sponsoring banks could create bridge funds to provide small city
issuers with interim financing before
obligations are securitized, generating
an additional source of fee revenue.
Investing institutions could hold these
obligations for their own accounts or
could re-price them for retail distribution as individual investor account
products.
Through participation in this program, financial institutions could directly and profitably facilitate community development projects within targeted lending markets, creating foundations for future profitability from
population and business growth
through development of local and regional credit markets. The trusts could
also improve access to capital for economically disadvantaged communities
and ensure availability of financial
resources for small communities
across America. CI
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Overall reliance on scoring
models: Some of the usage factors and
others were combined on the following table to produce a subjective ranking of respondents by their reliance on
the models for business lending.
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