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Foreword

he Community Reinvestment Act (CRA),

enacted in 1977, has fostered access to finan-

cial services for low- and moderate-income

communities across the country. Together with
other antidiscrimination, consumer protection, and
disclosure laws, the CRA remains today a key element of
the regulatory framework, encouraging the provision of
mortgage, small business, and other credit, investments,
and financial services in low- and moderate-income
neighborhoods.

Yet, since the passage of the act, the financial land-
scape has changed dramatically. How well has the CRA
kept up over 30-plus years? Wherever one stands on the
answer to this question, there is a general consensus on
the need to reexamine this important regulation in the
context of financial modernization.

To commemorate the 30th anniversary of the CRA,
the Federal Reserve Bank of Boston hosted a special
forum in October 2007. Researchers, regulators, bank-
ers, nonprofit practitioners, and community advocates
participated in the event. The discussion began with
a speech on the legislative intent of the original act.
Speakers addressed the changes and consolidation in
the banking industry, the growth of nonbank providers of
financial services, the major revisions to the CRA and to
the examination process, innovations at the state level,
and the demographic changes in low- and moderate-
income communities. The event closed with a discussion
of the future of the CRA, including proposed alternatives.
Overall, this discussion underscored the need for an
even deeper look at the CRA.

To tackle the many-sided issue of CRA reform, the
Federal Reserve Bank of Boston partnered with the Fed-
eral Reserve Bank of San Francisco in assembling a team
of experts to share their ideas, opinions, and research.
The authors who contributed to this project include
academic researchers, current and former regulators,
community development practitioners, and financial

Eric Rosengren

President and CEO

Federal Reserve Bank of Boston

service industry representatives. Of course, they have
various, and sometimes divergent views, but they pos-
sess a common desire to improve the regulatory system
to ensure access to financial services for all in a safe and
sound way.

In this volume, we capture many different perspec-
tives on the past and future of the CRA, provide facts,
and highlight possible reforms—all in an effort to foster
debate. Our efforts were helped considerably by the par-
ticipation of Ellen Seidman of the New America Founda-
tion, whose knowledge and expertise was invaluable in
identifying topics and authors for this volume.

We also address the critics of the act who have
pinned the blame for the subprime mortgage crisis on
the CRA. There is no empirical evidence to support
the claim that the CRA is responsible for the crisis, as
several authors in the volume make clear. First, former
Federal Reserve Governor Randall Kroszner argues
in a speech included in this volume that the CRA did
not contribute to any erosion in safe and sound lend-
ing practices. He specifically cites an analysis by the
Federal Reserve Board that revealed that 60 percent of
higher-priced loans went to middle- or higher-income
borrowers or neighborhoods not covered by the CRA,
and only six percent of all higher-priced loans were
extended by CRA-covered lenders to lower-income
borrowers or neighborhoods in their CRA assess-
ment areas. Moreover, a research paper by the Federal
Reserve Bank of San Francisco in this volume finds
that loans originated by CRA-covered lenders were
significantly less likely to be in foreclosure than those
originated by independent mortgage companies not
covered by the CRA.

The current financial crisis challenges us to recon-
sider the entire financial regulatory system, including up-
dating the CRA. Proposals calling for reform have rightly
been offered in this volume. We welcome a reasoned
debate about solutions.

President and CEO

Federal Reserve Bank of San Francisco
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A Framework for Revisiting the CRA

John Olson, Federal Reserve Bank of San Francisco
Prabal Chakrabarti, Federal Reserve Bank of Boston
Ren Essene, Federal Reserve Bank of Boston

he Community Reinvestment Act (CRA) of

1977 was enacted to address the concern that

depository institutions had not met the credit

needs of their entire communities. In many
ways, the act can be credited with changing the way that
banks do business in low- and moderate-income (LMI)
communities. While the statute itself and the regulations
that implement it have changed over the intervening
decades, a re-examination of the CRA now seems par-
ticularly relevant as the financial crisis and the legislative
and regulatory responses to it unfold.

The banking and broader financial services industries
have evolved significantly since the CRA was passed.
Legislative changes, the growth of automated underwrit-
ing, and the expansion of the secondary market allowed
financial institutions to grow and consolidate, while en-
couraging the growth of entities not covered by the CRA
(see Avery, Courchane and Zorn’s article in this volume).
However, alterations to the CRA have not kept up with
fundamental changes in the structure of the financial
services industry. The 1995 changes to the CRA regula-
tions were intended to streamline the CRA evaluation
process and make it more performance-oriented. These
changes achieved their goal, in part because of the pub-
lic transparency of the process, the acknowledgement of
the differences in bank size, the ability to enforce other
antidiscrimination statutes, and the focus on safety and
soundness (see American Bankers Association article).
The 2005 regulatory changes were more modest, intro-
ducing a new bank size category and revising the defini-
tion of community development.

Today, the recent turmoil in the financial services
industry has prompted calls for a broad re-examination
of the regulation and supervision of the entire industry to
ensure the safety and soundness of future lending. This
re-examination has raised questions about what role the
CRA should play in financial services regulation, and
to what institutions the CRA ought to apply. The Fed-
eral Reserve Banks of Boston and San Francisco jointly
present this publication to capture the detailed views of
leading thinkers on the CRA. The contributors, including

banking and insurance industry representatives, former
regulators, community advocates, and academics, offer
a broad range of observations and proposals. The themes
summarized here generate an extensive range of ques-
tions for both policymakers and practitioners. The goal of
the publication is to stimulate a thoughtful discussion on
the future of the CRA.

In this article, we present an overall framework for
considering the future of the CRA, describe some key
implementation considerations, and examine enforce-
ment issues. Throughout, we refer to some of the key
ideas contained in the articles in this volume.

Key Questions and an Overall Framework

One of the key questions identified in the articles
herein involves the philosophical underpinning of the
CRA. What is its underlying intent? Is it designed to
repair a market failure, perhaps a lack of information
about credit quality in LMI areas? Is it intended to en-
courage banks to look harder for business opportunities
that they would otherwise miss? Is it intended to compel
banks to help meet social policy objectives, perhaps
as compensation for the privilege of the bank charter,
deposit insurance, or access to the Federal Reserve’s
Discount Window? As Lindsey asks in his article, is ac-
cess to credit and financial services, real estate lend-
ing, and consumer education a public good in its own
right that would be underprovided or too costly without
government intervention? If the latter, is the intent of the
CRA to encourage banks to do things that are somewhat
less profitable (or even unprofitable) to further social
goals? Have the philosophical underpinnings of the CRA
evolved over time with changes in regulations and the
banking environment itself?

While Congress found in enacting the CRA that banks
have a “continuing and affirmative obligation” to help
meet the credit needs of the communities in which they
are chartered, we may also ask whether other types of
financial institutions have a similar obligation. Further, if
the CRA is applied to bank holding companies, nonbank




lenders, insurance companies, or even hedge funds,
clarifying the rationale for that broader application is
important. Many point to the oft-cited quid pro quo
rationale: that depository institutions are compelled to
meet the CRA criteria in exchange for benefits such as
deposit insurance, bank charter status, and/or access to
the Discount Window. Therefore, if taxpayer subsidy or
support is the “hook” on which the CRA hangs for banks
and thrifts, recent events suggest that other industries
that enjoy explicit or implicit taxpayer support should
be subject to similar requirements. Establishing a clear
philosophical underpinning would allow the CRA to
respond to current and future needs and help in creating
a needed benchmark for measuring its success.

While many of the contributions in this volume
grapple with detailed questions about the nature and
enforcement of the CRA, several authors ask a more
basic question: Is the CRA the best way to address a
lack of access to fair credit in LMI communities? Law-
rence White suggests that vigorous enforcement of the
Equal Credit Opportunity Act and antitrust laws could
reduce discrimination and make financial markets more
competitive. This larger strategic question therefore
brings us back to the philosophical underpinnings of
the CRA. Has the problem that prompted the creation of
the CRA changed? Is the CRA the most useful approach
for achieving social goals, such as poverty alleviation,
greater access to affordable housing, and neighborhood
revitalization? Do its benefits outweigh its costs? Has its
original intent been achieved as Lindsey suggests?

Moreover, while we can frame this discussion using
the CRA as a starting point, policy makers may also
want to consider starting from a blank slate. What are
the financial market issues in the 21st century? What in-
equalities are of concern? Is the CRA peculiar to banks,
and a systemic treatment of these issues should start
elsewhere? Are there contemporary problems best solved
by an intervention that draws on, but is fundamentally
different from, the CRA?

The questions posed above can seed a discussion
about the future of the CRA. The articles in this volume
grapple with many of these questions while suggesting
different ways to organize our re-evaluation of the CRA.
Broadly speaking, three main approaches emerged.

The first approach is to reform the existing CRA regu-
lation and examination process. This approach would
consider the ways in which the CRA has worked, or not
worked, for banks, thrifts and communities in its current
form. With feedback from key stakeholders, including
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banks and thrifts, federal regulators, community-based
organizations, municipalities, and residents and busi-
nesses in lower-income communities, this approach
might re-examine a wide range of questions like the
relative weight of the Lending, Investment, and Service
Tests, the definition of community development, the use
of assessment areas, or focus on the enforcement process
and the nature of public disclosure.

Several authors in this volume (including Rust and
Taylor and Silver) point out that evaluating performance
requires quality data, calling for improvements in Home
Mortgage Disclosure Act (HMDA) data variables and
CRA small-business data. Meanwhile, despite the evolu-
tion of the financial services industry, some argue that
access to traditional bank branches and deposit accounts
remains critical to LMI consumers’ wealth building and
small-business development. Several authors comment-
ed on the need for greater attention to the Service Test
(including Barr and Taylor and Silver).

Other authors (including Quercia, Ratcliffe, and
Stegman and Essene and Apgar) argue for the inclusion
of affiliates and outside-assessment-area lending in CRA
exams. Banks and thrifts are currently allowed to choose
whether their non-depository affiliates are included in
their CRA exams. Advocates have raised concerns that
this option enables bank affiliates to engage in discrimi-
natory practices, arguing that this loophole should be
closed (Taylor and Silver). Others suggest that risk-based
examinations of affiliates may be most appropriate (Barr).

The second approach is to consider whether CRA-
like obligations should be extended to other types of
financial institutions. Some authors suggest that the CRA
should be extended to investment banks, bank holding
companies, insurance companies, nonbank lenders,
credit unions, etc. This approach suggests the need for
clarity about why a CRA-like law should apply to these
institutions, and would call for a much broader discus-
sion among these financial institutions and the various
entities that supervise them. Further discussion of the
current enforcement of the CRA and how it might be
modified to apply to a wider range of financial institu-
tions would be needed as well.

Cohen and Agresti argue that investment banks,
broker-dealers, and other financial institutions should
be required to comply with an updated CRA in return
for the access to the Discount Window that comes with
bank holding company status. The authors offer exam-
ples of the kinds of financial services that each type of
institution could provide to LMI customers. They argue




that all institutions should provide fair access to financial
services in exchange for the federal safety net.

Meanwhile, Pinsky argues that the Troubled Asset Re-
lief Program and other federally sponsored “bailouts”
carry an implicit CRA standard to serve all markets
equally well and without discrimination, while Taylor
and Silver suggest that the CRA be expanded to credit
unions, nonbank institutions, and securities firms. Lud-
wig and colleagues recommend expansion to broker-
dealers, insurance companies, and credit unions at a
minimum, and to all other major financial institutions,
such as hedge funds and private equity firms, given
the implicit and explicit benefits they receive from
the government. The also suggest that nonbanks and
other newly regulated entities could partner with banks
and thrifts that currently meet CRA requirements or
with Community Development Financial Institutions
(CDFls).

Alternately, given that many view the CRA as a tax on
the banking industry, Lindsey suggests that CRA-related
activities be viewed as public goods. Adopting this ratio-
nale would discourage expanding the CRA to institutions
that do not provide the core public goods of payment
services, real estate lending, and consumer education.

The third approach, instead of taking the current CRA
as the starting point, would take a completely fresh look
at 21st century financial and credit markets and the
financial services needed to promote strong families
and neighborhoods. To start anew in this fashion would
call on all stakeholders to take a more systemic, holistic
approach to the entire financial services industry and
its role in ensuring equal and fair access to credit and
financial services for all Americans and in promoting
community and economic development.

As a public policy expert in the insurance industry,
Gainer investigates the potential role of the insurance
industry in addressing household financial stability and
risk within a fair and uniform regulatory environment.
Meanwhile, White argues that existing laws should be
more vigorously enforced, but also that worthwhile lend-
ing that is not being provided by the industry should be
funded directly by the government, through entities such
as the CDFI Fund.

Pinksy suggests that a new investment class be es-
tablished to facilitate CRA financing, and Barr borrows
from behavioral economics to recommend an “opt-out”
mortgage plan under which all borrowers would start
with a standard mortgage, but could choose an alterna-
tive mortgage.
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Klausner suggests a market-based approach using
tradable obligations along the lines of a “cap-and-trade”
system. Following the emissions trading program ap-
proach, banks would have to fulfill CRA obligation
quotas on their own or pay another institution to provide
them. This tradable obligation approach might work
in expanding the CRA to institutions such as nonbank
lenders, who could more cost-effectively transfer their
obligations to institutions with CRA lending expertise.
This strategy could also involve partnering with CDFls to
fulfill CRA quotas.

Seidman suggests that “any financial institution that
provides an essential consumer product must make that
product available in a fair and transparent manner to LMI
consumers in all communities in all broad geographies
in which the entity does more than an incidental amount
of business in the product.” Based on the products and
services offered, Seidman's proposal covers all essential
financial services and their providers wherever they have
a significant market share while enhancing public disclo-
sures and fair lending responsibilities of the current CRA.

These three approaches are not mutually exclusive. It
may be necessary not only to revise the CRA for banks,
but also develop a parallel law for other institutions, and
take a fresh look at the financial system.

Important Implementation Considerations

In addition to the above major themes, a number of
other important considerations must inform any analysis
of the future of the CRA.

People or Place?

A key theme raised by a re-examination of the CRA
is the question of whether it ought to be targeted at LMI
people or LMI places. The focus on these LMI geographies
grew out of the fact that banks traditionally had very
specific geographic markets. Therefore, the current
regulations measure whether banks and thrifts are serving
the credit needs of both LMI geographies and people
within their assessment areas, the geographic areas where
institutions have their main office, branches, and deposit-
taking ATMs, as well as the surrounding areas where
banks have originated a substantial portion of loans.
However, the majority of lending to LMI borrowers and
communities in the mid-2000s was not by CRA-regulated
institutions within their assessment areas and therefore
had fewer consumer protections (Essene and Apgar).




While the notion of banks and the “communities they
serve” meant one thing in 1977, the significant industry
consolidation and geographic expansion of institutions
since then calls for an updated understanding of the
relationship between financial institutions and local
communities. In a world of internet banking and ATMs,
should “assessment areas” still be based on branch
locations? What about financial institutions with delivery
mechanisms that do not rely on a branch network;
what comprises their “community”? If the assessment
area is not based on branch presence, how should it be
defined? If an institution makes loans or passes some
other threshold for market share in a geographical area,
should that area be included in the bank’s assessment
area? Or do we lose an important local connection when
we expand the geographic definition to include any area
in which an institution does business?

Several authors argue that, given that banking is
now defined not by geography but rather by consumer
demographics, delivery channels, and product
innovations, the concept of assessment area merits
review. Taking a demographic approach suggests that
every product or service that a financial institution
offers in a geography should be equitably extended to
all customers in the geography. This suggests that an
institution would choose its market, and that market
would define its service area. Pinsky suggests that
beyond geographic market channels, economic market
channels should also be considered. In fact, since 2001
several proposals have been discussed, including using
market share instead of branch location to determine
assessment area (Taylor and Silver). Klausner’s tradable
obligation approach would also transcend the problem
of geography.

Another question is whether the population segments
and communities targeted by the CRA should be
based solely on income, or whether race should be
introduced into the CRA calculus. Taylor and Silver
argue that fair lending enforcement should be made a
stronger part of the CRA examination. Adams notes that
despite the historical context of the CRA as a response
to redlining, the CRA exam does not assess whether
banks and thrifts are affirmatively making loans to
ethnic and racial minorities. She argues that the CRA
should explicitly encourage investments and promote
the creation of wealth in minority neighborhoods. Taylor
and Silver suggest that a bank’s performance in lending
to minorities should be part of the CRA exam. Given
that the guiding principle of the CRA is that financial
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institutions should serve the credit needs of “the entire
community,” and given that research consistently
demonstrates differential access to credit among minority
groups and in high-minority geographies, policymakers
might contemplate how the CRA could better focus on
the needs of these underserved communities.

Access or Fairness?

The historical problem that the CRA was intended to
address was access to credit by LMI communities and
borrowers. Yet, as the uneven distribution of high-cost
lending makes clear, focusing simply on the expan-
sion of access is insufficient unless accompanied by an
analysis of the price, terms, and affordability of credit.
To what extent should an updated regulation focus on
the terms and price of credit rather than simple access to
credit? Rust suggests expanding the data collected under
the Home Mortgage Disclosure Act (HMDA) to better
capture information on loan terms.

Process, Outputs, or Outcomes?

The early CRA examination framework contained 12
“assessment factors” that focused largely on the pro-
cess by which banks engaged in CRA-related activities.
Critiques of this early framework noted that the rules
focused too much on bank policies and procedures
rather than actual performance. Therefore, the thrust of
the 1995 revisions to the regulations was to focus more
on outputs than processes. The regulations emphasized
the number of loans, investments, and services provided
rather than the effort extended.

This transition from process to outputs has been
acknowledged broadly by both industry and advocacy
groups as a positive step. The CRA is seen by some as
encouraging market innovations such as special market-
ing programs, more flexible underwriting and servic-
ing, and borrower credit counseling. Whether through
specialized units or formal partnerships, the CRA has
facilitated coordination among banks and reduced
information costs. Yet, counting mortgages is easier than
evaluating whether an institution truly meets the needs
of its community through community development lend-
ing and investments (Barr).

However, the transition from process to outputs has
generated a concern about whether the CRA examina-
tion has become purely a “numbers game” (Willis). Has
the examination process lost the ability to properly ac-
knowledge the additional effort that is often extended in
underwriting complex community development transac-




tions? In other words, is there some benefit to evaluating
the bank’s process instead of just whether a loan, invest-
ment, or service was provided? A review of the CRA
examination procedures might include an evaluation of
how to balance outputs with the process used.

Beyond the question of processes versus outputs
is an analysis of the outcomes of CRA-related activ-
ity. Whether the ultimate goal of the CRA is to solve
a market failure, provide a public good, or promote
community development, a new look at the CRA should
include an assessment of whether that goal has been
reached. Asking whether LMI borrowers are better off,
whether credit is more available, and on more reason-
able terms, and whether LMI communities have greater
assets may be the most pertinent questions. There is
scant research on measuring outcomes from the CRA
beyond the outputs of volume, cost, access, and profit-
ability of lending. While banks are a critical source
of credit and financial services, and while they play a
critical role in financing community development, they
operate within a broader network of lenders, service
providers, and community development funders. Teas-
ing out their specific contribution to these larger goals
will be difficult.

Important Enforcement Issues

In addition to questions about the underlying phi-
losophy and goals of the CRA, a re-examination of the
regulation also raises questions about enforcement.
While most other laws and regulations, especially
those relating to consumer protection, present a simple
enforcement scheme-"do x and you’re in compliance,
fail to do x and you will suffer a specified sanction”—
enforcement of the CRA is more complex. CRA perfor-
mance by banks is encouraged not just through exams,
but also by the public nature of the CRA examination
process, and by the incentives offered. Below are three
themes related to the enforcement of the CRA and in-
centives for CRA-related activities.

Disclosure of CRA Performance

One critical aspect of the CRA’s impact on the industry
and the communities it serves is the public nature of the
Performance Evaluation. Any member of the public can
access an evaluation (as well as the closely related HMDA
data), form his/her own opinion about the institution’s per-
formance, and interact with the bank and its supervisors
to encourage greater community development activity.
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Given the easy public access to this information, what
role does disclosure play? Should the law simply require
the disclosure of information about products and services,
terms, geographies served, etc., or should it compel or
encourage institutions to adopt new products or practices?
How can community organizations use the information
to encourage change and the development of new credit
products that better serve their communities’ needs?

Examinations

The current CRA examination process has improved
over time and now thoroughly enforces the CRA for
banks and thrifts. Well-trained examiners, many of
whom have considerable expertise in community devel-
opment issues, periodically examine banks and prepare
a comprehensive examination report. Examiners balance
statistical analyses of a bank’s performance with quali-
tative assessments of its responsiveness to community
credit needs and performance context issues. Mean-
while, banks and thrifts collect, analyze, and report data
in preparation for the CRA examination. Today, some
argue for continued simplification and greater flexibil-
ity (American Bankers Association). Is there a way to
streamline the process, make it more consistent across
examiners, and reduce the costs to both the supervi-
sors and financial institutions? Given the complexity of
CRA activity at very large institutions, should a differ-
ent examination framework be established for these
institutions? If the CRA were expanded to other types of
institutions, who would enforce it and what supervisory
resources would be needed?

Incentives for CRA Performance

Regulators are required to take into account a finan-
cial institution’s CRA record when considering applica-
tions for acquisitions, mergers, or new branches. Banks
considering such changes thus have a strong incentive to
have their CRA affairs in order. Are there similar incen-
tives to encourage CRA-related activity at other types of
financial institutions? Further, does the merger approval
process adequately enforce community reinvestment
obligations, or does this process merit review (Taylor and
Silver)?

While an Outstanding CRA rating can be viewed as
an incentive in itself, its benefits are difficult to quantify,
and many institutions seem content with a Satisfactory
rating. Should a new CRA rule consider some reward for
excellence, for example by rewarding institutions with
an Outstanding rating with favorable treatment? What




kind of favorable treatment would be appropriate? Or
should the CRA serve as a floor, ensuring that all institu-
tions are at least doing a reasonably good job of meet-
ing credit needs? Do concerns over grade inflation point
to needed reforms? While some suggest that the high
incidence of “passing” ratings calls for the inclusion of
more rating categories (Taylor and Silver), others sug-
gest that the ratings indicate the overall high quality of
lending (American Bankers Association). For those who
do not receive high ratings, should there be penalties
for noncompliance? In such cases, some suggest penalty
rates on loans from the Discount Window, other fines
(Cohen and Agresti), or a CRA improvement plan (Taylor
and Silver).

Seeding the Discussion

One error that ought to be avoided in a new look at
the CRA is to exaggerate its influence. Extreme views
here can result in missed opportunities. For example,
erroneously ascribing to the CRA a central role in
the subprime mortgage crisis runs the risk of divert-
ing attention from more serious questions, such as the
supervision of nonbank lenders, safety and soundness
considerations, and fair lending enforcement (Lader-
man and Reid). It also ignores the positive impact the
CRA has had. Not only has the CRA increased access
to mortgage lending for LMI borrowers, but it has also
played a role in other areas, such as multifamily hous-
ing, community facilities, and economic development.
By the same token, the CRA alone will not solve neigh-
borhood and poverty issues. If the development of LMI
neighborhoods is one of the primary goals of the CRA,
we ought to determine what the CRA can and cannot
do for neighborhoods. Expanding government funding
for the Community Development Block Grant program
or the Community Development Financial Institutions
Fund may be a more effective policy response to com-
munity development needs. Quite likely, many strate-
gies are needed.

Our hope for this volume is that it will inform discus-
sion and bring about positive change. More voices will
surely join the conversation. The opportunity to revisit
the CRA is before us. Our paramount concern remains
enabling the financial services industry to provide
access to credit and basic financial services in a safe,
responsible, and equitable way to all LMI borrowers and
communities. ll
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The Community Reinvestment Act
and the Recent Mortgage Crisis'

Randall Kroszner
Booth School of Business, University of Chicago

he Federal Reserve, together with the other

federal financial regulatory agencies, has had

some experience in addressing the credit needs

of underserved communities, using the Com-
munity Reinvestment Act (CRA) as our guide. The CRA
encourages financial institutions not only to extend
mortgage, small business, and other types of credit to
lower-income neighborhoods and households, but also
to provide investments and services to lower-income
areas and people as part of an overall effort to build the
capacity necessary for these places to thrive.

Some critics of the CRA contend that by encouraging
banking institutions to help meet the credit needs of low-
er-income borrowers and areas, the law pushed banking
institutions to undertake high-risk mortgage lending. We
have not yet seen empirical evidence to support these
claims, nor has it been our experience in implementing
the law over the past 30 years that the CRA has contrib-
uted to the erosion of safe and sound lending practices.
In the remainder of my remarks, | will discuss some of
our experiences with the CRA. I will also discuss the
findings of a recent analysis of mortgage-related data by
Federal Reserve staff that runs counter to the charge that
the CRA was at the root of, or otherwise contributed in
any substantive way to, the current subprime crisis.

Regulatory Efforts to Meet Credit Needs
in Underserved Markets

In the 1970s, when banking was still a local enter-
prise, the Congress enacted the CRA. The act required
the banking regulators to encourage insured depository
institutions—that is, commercial banks and thrifts—to
help meet the credit needs of their entire community,
including low- and moderate-income areas. The CRA

does not stipulate minimum targets or goals for lending,
investments, or services. Rather, the law provides incen-
tives for financial institutions to help meet the credit
needs of lower-income people and areas, consistent with
safe and sound banking practices, and commensurately
provides them favorable CRA consideration for those
activities. By requiring regulators to make CRA perfor-
mance ratings and evaluations public and to consider
those ratings when reviewing applications for mergers,
acquisitions, and branches, the Congress created an
unusual set of incentives to promote interaction between
lenders and community organizations.

Given the incentives of the CRA, bankers have
pursued lines of business that had not been previously
tapped by forming partnerships with community orga-
nizations and other stakeholders to identify and help
meet the credit needs of underserved communities.

This experimentation in lending, often combined with
financial education and counseling and consideration of
nontraditional measures of creditworthiness, expanded
the markets for safe lending in underserved communities
and demonstrated its viability; as a result, these actions
attracted competition from other financial services pro-
viders, many of whom were not covered by the CRA.

In addition to providing financial services to lower-
income people, banks also provide critical community
development loans and investments to address afford-
able housing and economic development needs. These
activities are particularly effective because they lever-
age the resources available to communities from public
subsidies and tax credit programs that are targeted to
lower-income people. In just the past two years, banks
have reported making over $120 billion in community
development loans nationwide.? This figure does not
capture the full extent of such lending, because smaller

1 This article is an excerpt from a speech given by Federal Reserve Governor Randall Kroszner titled “The Community Reinvestment Act and the
Recent Mortgage Crisis.” The speech was delivered at the Confronting Concentrated Poverty Policy Forum at the Board of Governors of the

Federal Reserve System in Washington, DC on December 3, 2008.

2 Data are from filings made by larger banking institutions to the Federal Financial Institutions Examination Council on CRA-related small
business, small farm, and community development lending; for more information, see FFIEC website: http://www ffiec.gov/.




institutions are not required to report community devel-
opment loans to their regulators.

Evidence on the CRA and the
Subprime Crisis

Over the years, the Federal Reserve has prepared two
reports for the Congress that provide information on the
performance of lending to lower-income borrowers or
neighborhoods—populations that are the focus of the
CRA.? These studies found that lending to lower-income
individuals and communities has been nearly as profit-
able and performed similarly to other types of lending
done by CRA-covered institutions. Thus, the long-term
evidence shows that the CRA has not pushed banks
into extending loans that perform out of line with their
traditional businesses. Rather, the law has encouraged
banks to be aware of lending opportunities in all seg-
ments of their local communities as well as to learn how
to undertake such lending in a safe and sound manner.

Recently, Federal Reserve staff has undertaken more
specific analysis focusing on the potential relationship
between the CRA and the current subprime crisis. This
analysis was performed for the purpose of assessing
claims that the CRA was a principal cause of the current
mortgage market difficulties. For this analysis, the staff
examined lending activity covering the period that cor-
responds to the height of the subprime boom.*

The research focused on two basic questions. First,
we asked what share of originations for subprime loans
is related to the CRA. The potential role of the CRA
in the subprime crisis could either be large or small,
depending on the answer to this question. We found that
the loans that are the focus of the CRA represent a very
small portion of the subprime lending market, casting
considerable doubt on the potential contribution that the
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law could have made to the subprime mortgage crisis.

Second, we asked how CRA-related subprime
loans performed relative to other loans. Once again,
the potential role of the CRA could be large or small,
depending on the answer to this question. We found that
delinquency rates were high in all neighborhood income
groups, and that CRA-related subprime loans performed
in a comparable manner to other subprime loans; as
such, differences in performance between CRA-related
subprime lending and other subprime lending cannot lie
at the root of recent market turmoil.

In analyzing the available data, we focused on two
distinct metrics: loan origination activity and loan per-
formance. With respect to the first question concerning
loan originations, we wanted to know which types of
lending institutions made higher-priced loans, to whom
those loans were made, and in what types of neighbor-
hoods the loans were extended.’ This analysis allowed
us to determine what fraction of subprime lending could
be related to the CRA.

Our analysis of the loan data found that about 60 per-
cent of higher-priced loan originations went to middle- or
higher-income borrowers or neighborhoods. Such bor-
rowers are not the populations targeted by the CRA. In
addition, more than 20 percent of the higher-priced loans
were extended to lower-income borrowers or borrowers
in lower-income areas by independent nonbank institu-
tions—that is, institutions not covered by the CRA.°

Putting together these facts provides a striking
result: Only six percent of all the higher-priced loans
were extended by CRA-covered lenders to lower-
income borrowers or neighborhoods in their CRA
assessment areas, the local geographies that are the
primary focus for CRA evaluation purposes. This result
undermines the assertion by critics of the potential for
a substantial role for the CRA in the subprime crisis. In

3

See Board of Governors of the Federal Reserve System, Report to the Congress on Community Development Lending by Depository Institutions
(Washington, DC, 1993), 1-69; and Board of Governors of the Federal Reserve System, The Performance and Profitability of CRA-Related
Lending (Washington, DC, July 2000), 1-99, available at http://www federalreserve.gov/BoardDocs/Surveys/CRAloansurvey/cratext.pdf.

The staff analysis focused on loans originated in 2005 and 2006. The analysis is available at http://www federalreserve.gov/inewsevents/
speech/20081203_analysis pdf.

Loan origination data are from information reported pursuant to the Home Mortgage Disclosure Act (HMDA). The HMDA data do not identify
subprime loans directly, in part because there is not a single definition of what loans fall into this category. Rather, the HMDA data indicate
which loans are categorized as higher priced, including subprime loans and some alt-A loans. The analysis of data includes first-lien conven-
tional loans for home purchase or refinance related to site-built homes. It excludes business-related loans to the extent they could be identified.
For more information on HMDA data and higher-priced lending, see Robert B. Avery, Kenneth P. Brevoort, and Glenn B. Canner, “The 2006
HMDA Data,” Federal Reserve Bulletin 93 (2007), available at http://www federalreserve.gov/pubs/bulletin/2007/articles/hmdaldefault.htm.

About 17 percent of the higher-priced loan originations were made by CRA-covered lenders or their affiliates to lower-income populations
in areas outside the banking institutions’ local communities. Such lending is not the focus of the CRA and is frequently not considered in CRA
performance evaluations.




other words, the very small share of all higher-priced
loan originations that can reasonably be attributed to
the CRA makes it hard to imagine how this law could
have contributed in any meaningful way to the current
subprime crisis.

Of course, loan originations are only one path that
banking institutions can follow to meet their CRA obliga-
tions. They can also purchase loans from lenders not
covered by the CRA, and in this way encourage more
of this type of lending. The data also suggest that these
types of transactions have not been a significant factor
in the current crisis. Specifically, less than two percent
of the higher-priced and CRA-credit-eligible mortgage
originations sold by independent mortgage companies
were purchased by CRA-covered institutions.

I now want to turn to the second question concerning
how CRA-related subprime lending performed relative to
other types of lending. To address this issue, we looked
at data on subprime and alt-A mortgage delinquencies in
lower-income neighborhoods and compared them with
those in middle- and higher-income neighborhoods to
see how CRA-related loans performed.” An overall com-
parison revealed that the rates for all subprime and alt-A
loans delinquent 90 days or more are high regardless of
neighborhood income.® This result casts further doubt
on the view that the CRA could have contributed in any
meaningful way to the current subprime crisis.

Unfortunately, the available data on loan perfor-
mance do not let us distinguish which specific loans in
lower-income areas were related to the CRA. As noted
earlier, institutions not covered by the CRA extended
many loans to borrowers in lower-income areas. Also,
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some lower-income lending by institutions subject to the
law was outside their local communities and unlikely to
have been motivated by the CRA.

To learn more about the relative performance of CRA-
related lending, we conducted more-detailed analyses to
try to focus on performance differences that might truly
arise as a consequence of the rule as opposed to other
factors. Attempting to adjust for other relevant factors is
challenging but worthwhile to try to assess the perfor-
mance of CRA-related lending. In one such analysis, we
compared loan delinquency rates in neighborhoods that
are right above and right below the CRA neighborhood
income eligibility threshold. In other words, we com-
pared loan performance by borrowers in two groups of
neighborhoods that should not be very different except
for the fact that the lending in one group received spe-
cial attention under the CRA.

When we conducted this analysis, we found es-
sentially no difference in the performance of subprime
loans in Zip codes that were just below or just above the
income threshold for the CRA.? The results of this analy-
sis are not consistent with the contention that the CRA is
at the root of the subprime crisis, because delinquency
rates for subprime and alt-A loans in neighborhoods
just below the CRA-eligibility threshold are very similar
to delinquency rates on loans just above the threshold,
hence not the subject of CRA lending.

To gain further insight into the potential relationship
between the CRA and the subprime crisis, we also
compared the recent performance of subprime loans
with mortgages originated and held in portfolio
under the affordable lending programs operated by

7 Data are from the First American Loan Performance (LP). For the analysis, Zip code delinquency data were classified by relative income in
two different ways. First, the data were classified using information published by the U.S. Census Bureau on income at the Zip Code Tabula-
tion Area (ZCTA) level of geography. The data are available at http://www.census.gov/geo/ZCTA/zcta .html. Because the ZCTA data provide an
income estimate for each Zip code, delinquency rates can be calculated directly from the LP data based on the Zip code location of the proper-
ties securing the loans. Second, delinquency rates for each relative income group (lower, middle, and higher) were calculated as the weighted
sum of delinquencies divided by the weighted sum of mortgages, where the weights equal each Zip code’s share of the population in census
tracts of the particular relative-income group. Relative income is based on the 2000 decennial census and is calculated as the median family
income of the census tract divided by the median family income of its metropolitan statistical area or nonmetropolitan portion of the state. Both

approaches yield virtually identical results.

The analysis focused on loans originated from January 2006 through April 2008 with performance measured as of August 2008. However, a

virtually identical relationship in loan performance across neighborhood income groups is found if the pool of loans evaluated is expanded to
cover those originated in 2004 or 2005. The only material difference is that the levels of delinquency are lower for the loans covering longer
periods. Loans that are 90 days or more delinquent include those that end in foreclosure or as real estate owned. Delinquency rates were some-
what higher in the lower-income areas. However, the somewhat higher delinquency rates in lower-income areas is not a surprising result be-
cause lower-income borrowers tend to be more sensitive to economic shocks given that, among other things, they have fewer financial resources

on which to draw in emergencies.

The CRA neighborhood income threshold is where the neighborhood median family income is 80 percent of the median family income of

the broader area, such as a metropolitan statistical area or nonmetropolitan portion of a state, depending on the specific location of the

neighborhood.




NeighborWorks America (NWA). As a member of the
board of directors of the NWA, | am quite familiar with
its lending activities. The NWA has partnered with
many CRA-covered banking institutions to originate and
hold mortgages made predominantly to lower-income
borrowers and neighborhoods. So, to the extent that
such loans are representative of CRA-lending programs
in general, the performance of these loans is helpful in
understanding the relationship between the CRA and
the subprime crisis. We found that loans originated
under the NWA program had a lower delinquency rate
than subprime loans.'® Furthermore, the loans in the
NWA affordable lending portfolio had a lower rate of
foreclosure than prime loans. The result that the loans
in the NWA portfolio performed better than subprime
loans again casts doubt on the contention that the CRA
has been a significant contributor to the subprime crisis.

The final analysis we undertook to investigate the
likely effects of the CRA on the subprime crisis was to ex-
amine foreclosure activity across neighborhoods grouped
by income. We found that most foreclosure filings have
taken place in middle- or higher-income neighborhoods;
in fact, foreclosure filings have increased at a faster pace
in middle- or higher-income areas than in lower-income
areas that are the focus of the CRA."

Two key points emerge from all of our analysis of the
available data. First, only a small portion of subprime
mortgage originations are related to the CRA. Second,
CRA- related loans appear to perform comparably to
other types of subprime loans. Taken together, as | stated
earlier, we believe that the available evidence runs coun-
ter to the contention that the CRA contributed in any
substantive way to the current mortgage crisis.

Conclusions

Our findings are important because neighborhoods
and communities affected by the economic downturn
will require the active participation of financial institu-
tions. Considering the situation today, many neighbor-
hoods that are not currently the focus of the CRA are
also experiencing great difficulties. Our recent review
of foreclosure data suggested that many middle-income
areas currently have elevated rates of foreclosure filings
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and could face the prospect of falling into low-to-mod-
erate income status. In fact, 13 percent of the middle-
income Zip codes have had foreclosure-rate filings that
are above the overall rate for lower-income areas.

Helping to stabilize such areas not only benefits
families in these areas but also provides spillover ben-
efits to adjacent lower-income areas that are the tradi-
tional target of the CRA. Recognizing this, the Congress
recently underscored the need for states and localities
to undertake a comprehensive approach to stabilizing
neighborhoods hard-hit by foreclosures through the
enactment of the new Neighborhood Stabilization Pro-
gram (NSP). The NSP permits targeting of federal funds
to benefit families up to 120 percent of area median
income in those areas experiencing rising foreclosures
and falling home values.

In conclusion, | believe the CRA is an important
model for designing incentives that motivate private-sec-
tor involvement to help meet community needs. ll

Randall S. Kroszner took office as a Federal Reserve Board
Governor on March 1, 2006, to fill an unexpired term
ending January 31, 2008. Before becoming a member of
the Board, Dr. Kroszner was Professor of Economics at the
Graduate School of Business of the University of Chicago
from 1999 to 2006. He was also Assistant Professor (1990-
1994) and Associate Professor (1994-1999) at the Universi-
ty. Dr. Kroszner was director of the George J. Stigler Center
for the Study of the Economy and the State and editor of
the Journal of Law & Economics. He was a visiting scholar
at the American Enterprise Institute, a research associate

at the National Bureau of Economic Research, a director
at the National Association for Business Economics and a
member of the Federal Economic Statistics Advisory Com-
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10 No information was available on the geographic distribution of the NeighborWorks America loans. The geographic pattern of lending can
matter, as certain areas of the country are experiencing much more difficult conditions in their housing market than other areas.

11 Data are from RealtyTrac, covering foreclosures from January 2006 through August 2008. These data are reported at the Zip code level.
Foreclosure filings have been consolidated at the property level, so separate filings on first- and subordinate-lien loans on the same property

are counted as a single filing.
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The 30th Anniversary of the CRA: Restructuring the CRA
to Address the Mortgage Finance Revolution

Ren S. Essene”
Federal Reserve Bank of Boston

William C. Apgar

Joint Center for Housing Studies, Harvard University

escribed by Congressman Barney Frank as

“a market-friendly model” for bank reform,’

the Community Reinvestment Act (CRA)

was passed by Congress in 19772 to fuel
reinvestment as a cure for urban blight, and to promote
access to mortgage capital to remedy the adverse impli-
cations of persistent redlining. In deference to concerns
about unsound and unprofitable loans, the CRA did not
establish specific benchmarks or levels of credit, nor did
it provide much guidance as to how regulators should
evaluate bank performance.? Instead, the CRA created
an affirmative obligation for banks to reinvest in poor
communities.

While some critics continue to debate the effectiveness
and cost of CRA regulations, a report issued by the Feder-
al Reserve Board in 2000 concluded that mortgage loans
that satisfy the low- and moderate-income (LMI) element
of the CRA’s Lending Test proved to be at least marginally
profitable for most institutions, and that many institutions
found that CRA lending performed no differently than
other lending.* Others have recently raised concerns that
the CRA caused the subprime debacle, but analysis of the
data proves otherwise. Former Federal Reserve Governor
Kroszner’s article in this publication succinctly addresses
these concerns.’

Beginning in 1977, the problem shifted from access
to credit, to access to fair credit; today the LMI com-
munity has come full circle to face renewed problems
with access to credit. Over the last three decades, the
proportion of loans under the CRA has continued to de-
cline. The Home Mortgage Disclosure Act (HMDA) data
from 2006 indicate that “only ten percent of all loans
are CRA-related — that is, lower-income loans made by
banks and their affiliates in their CRA assessment areas.”®

Meanwhile, 34 percent of all mortgage loans were
LMI loans. Removing the ten percent of CRA-related
loans, 24 percent of all loans were outside of the regu-
latory reach of the CRA and were LMI loans. The 24
percent of non-CRA mortgage lending includes 13 per-
cent originated by CRA-regulated lenders outside their
assessment areas and another 11 percent originated by
independent mortgage companies. Therefore, while low-
income borrowers and neighborhoods had increased
access to credit by the mid-2000s, the majority of this
lending was not covered by the CRA and therefore pro-
vided fewer consumer protections.

The importance of regulatory and supervisory uniformi-
ty and the need to restore access to fair credit for all bor-
rowers places the CRA at the center of current discussions
on regulatory reforms. This is not to suggest a return to the

*  The views expressed in this paper are those of the authors and do not necessarily reflect the views of the Federal Reserve Bank of Boston. The
authors thank Patricia McCoy, Susan LeDuc, Andy Olszowy, Peter Zorn, Robert Avery and Jim Campen for their helpful comments and feedback.

1 Barney Frank, “The Community Reinvestment Act: Thirtieth Anniversary Roundtable,” Federal Reserve Bank of Boston, October 22, 2007 .

2 The CRA was enacted by Congress in 1977 (12 U.S.C. 2901(b)) and implemented by Regulations 12 CFR parts 25, 228, 345, and 563e. The
CRA sought to encourage depository institutions to invest in community development ventures and lending to small businesses and low- and
moderate-income (LMI) people and neighborhoods in areas where the institution maintained banking operations, consistent with safety and

soundness principles.

3 See Michael Barr, “Credit Where it Counts,” New York University Law Review (2005), Vol. 75:600 for a summary of a broad range of CRA

critiques.

4 Board of Governors of the Federal Reserve System, “The Performance and Profitability of CRA-Related Lending, A report submitted to Con-
gress pursuant to Section 713 of the Gramm-Leach-Bliley Act of 1999.” (Washington, DC, July 17, 2000), available at http://www federalre-

serve.gov/BoardDocs/Surveys/CRAloansurvey/cratext pdf.

5 Governor Randall S. Kroszner, “The Community Reinvestment Act and the Recent Mortgage Crisis,” presented at the Confronting Concentrat-
ed Poverty Policy Forum, Board of Governors of the Federal Reserve System, Washington, D.C., December 3, 2008, available at http://www.

federalreserve.govinewsevents/speech/kroszner20081203a.htm.

6 Glenn Canner and Neil Bhutta, “Staff Analysis of the Relationship between the CRA and the Subprime Crisis,” Board of Governors of the
Federal Reserve System, November 21, 2008, available at http://www federalreserve.gov/inewsevents/speech/20081203_analysis pdf.




days of lax underwriting and opaque markets. Instead, as
access to fair credit is restored, the CRA-regulated entities’
expertise about safe and sound lending to LMI neighbor-
hoods could prove invaluable for efforts to address the
foreclosure crisis and stabilize neighborhoods. Beyond
learning from the CRA’s successes, there is also a need to
address the CRA’s greatest weakness: the lack of uniform
coverage across the industry. This flaw enabled less super-
vised nonbank lenders’ to operate largely outside of the
CRA regulatory framework and to gain market share from
more closely regulated mortgage market participants.® As
the subprime crisis unfolds, the need for more uniform
regulations and consumer protections for all borrowers has
become evident.

The purpose of this paper is fourfold. First, we review
the historic and regulatory changes in each decade
since the enactment of the CRA. Second, we explore
the evolution of the mortgage market, including the
rise of large organizations, the growth of secondary
market sources of funding and wholesale lending, and
the proliferation of new products. Next, we discuss the
current industry and regulatory challenges, focusing on
the differences in lending inside and outside of assess-
ment areas and by nonbank entities. We consider how
and why this coverage varies and its adverse effects.
Lastly, we consider ways to reform the CRA. We suggest
applying the CRA framework to all lenders, reconsider-
ing assessment area definitions, expanding fair lending
enforcement, improving data collection for compliance
monitoring, and finding ways for all institutions to pro-
vide all services.

Methodology
This article utilizes the Joint Center for Housing Stud-

ies Enhanced Home Mortgage Disclosure Act (HMDA)
Database, which combines loan-level data on the char-
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acteristics of one- to four-family home mortgage origina-
tions and borrower information, as well as data on lender
characteristics and branch locations from the Board

of Governors of the Federal Reserve System (Federal
Reserve).’ The Federal Reserve’s lender file contains infor-
mation that facilitates aggregation of individual HMDA
reporters into commonly owned or commonly controlled
institutions, which can then be analyzed as integrated
units. The assessment area definitions come from the
Board’s branch-location file. This article assumes that if a
lending entity subject to the CRA has a branch office in

a particular county, then that entire county is part of that
entity’s assessment area. Loans made in counties where
the lending entity does not have a branch are assumed to
fall outside of that entity’s assessment area.

To assess the influences of economic, demographic,
and housing market trends on lending, the Joint Center
linked other information on metropolitan area and neigh-
borhood characteristics to the HMDA loan-level data.
These included U.S. Department of Housing and Urban
Development (HUD) data used to classify loans based on
both the income of the applicant and the income of the
census tract in which the property is located.'

Although imperfect in many ways, HMDA data pro-
vide a complete census of mortgage lending, including
information on first- and second-lien mortgages for the
purchase and refinance of one- to four-family owner-
occupied residences, as well as absentee-owned one- to
four-family structures. Unlike other readily available
data, HMDA provides information on borrower income
and race/ethnicity, as well as the location of the property
identified at the census tract level. This permits a detailed
assessment of the impact of changing patterns of mort-
gage lending on both historically disadvantaged popula-
tion subgroups and specific neighborhoods.

Supported in part by the Ford Foundation, the Joint
Center Enhanced HMDA Database has been used to

7 “Nonbank institutions” are independent mortgage banks (IMBs) and other independent mortgage lenders. These terms may be used inter-
changeably throughout this paper and represent institutions that are not covered by CRA.

8  When the CRA was enacted in the 1970s, CRA-regulated depository institutions generated the majority of home mortgage and small business
loans. By 2006 the share of all loans covered by detailed CRA review of LMI borrowing had fallen to just 26 percent compared to 41 percent ten

years earlier.

9 The work presented here updates and expands on a previous paper by William C. Apgar and Mark Duda, “The Twenty-Fifth Anniversary of the
Community Reinvestment Act: Past Accomplishments and Future Regulatory Challenges,” Economic Policy Review, Federal Reserve Bank of
New York (2002), available at http://www.jchs.harvard.edu/publications/governmentprograms/cra02-3_apgar.pdf.

10 For a more complete description of the database see Joint Center for Housing Studies (JCHS), “The 25th Anniversary of the Community Re-
investment Act: Access to Capital in an Evolving Financial Services System,” prepared for the Ford Foundation by the JCHS of Harvard Univer-
sity, March, 2002, available at http://www.jchs. harvard.edu/research/crareport.html. Note that in addition to information on loan originations,
the HMDA data also include limited information on the sale of mortgages by loan originators to wholesale investors or mortgage conduits.




support a wide range of innovative research. To date,
these data have been used in ongoing Joint Center
research on the impact of the CRA on housing market
dynamics,'! the implications of the changing mortgage
banking industry for community-based organizations,'
and how the uneven application of mortgage market
regulations in both the primary and secondary market
combined to permit unfair mortgage pricing with respect
to race and ethnicity.” Finally, these data were deployed
in a broader examination of the impact of the mort-
gage market meltdown on low- and moderate-income
communities.'

The Regulatory Environment

The 1970s: The CRA Marks a New Era in Regulation

In the late 1970s, many inner cities were faced with
urban decline and deterioration while the suburbs were
booming. Housing advocates were concerned that
lower-income and minority residents of inner-city com-
munities did not have access to conventional mortgages
and small business lending.'> Many reasons for this
disinvestment have been put forward, including blatant
discrimination in the form of ‘redlining,” where conven-
tional lenders refused to lend to certain borrowers or
neighborhoods based on their race or income. Beyond
the systemic causes of this disinvestment, some have
argued that conventional lenders lacked lending rela-
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tionships within these lower-income communities and/or
used traditional underwriting criteria that did not address
non-conforming, yet creditworthy applicants.’

Grassroots community groups working in coali-
tion through National People’s Action pointed out that
depository institutions accepted deposits from inner-city
neighborhoods yet refused to lend in these same areas,
choosing instead to lend in more affluent and grow-
ing suburban areas. To address concerns about how
deposits were deployed, advocates argued that banks
were obligated by a quid pro quo: if banks receive
federal benefits (including federal deposit insurance,
low-cost capital, or access to the payment system and
the Discount Window) they are obligated to serve the
credit needs of their entire service areas. This quid pro
quo was one of the leading Congressional arguments
for new legislation.!” There was also discussion at the
time of a greater obligation of banks to improve access
to underserved communities, with the goal of reducing
discriminatory practices.

Fair lending laws were already on the books but did
not proactively address the concern that low-income and
minority consumers and neighborhoods lacked access
to credit. Following the civic unrest of the late 1960s
and the assassination of Rev. Martin Luther King Jr., the
Fair Housing Act, passed as part of the Civil Rights Act
of 1968,'8 and the Equal Credit Opportunity Act (ECOA)
of 1974 prohibited creditor discrimination. To support

11 Joint Center for Housing Studies, “The 25th Anniversary of the Community Reinvestment Act: Access to Capital in an Evolving Financial

Services System.”

12 William Apgar and Allegra Calder, “Credit Capital and Communities: The Implications of the Changing Mortgage Banking Industry for Com-
munity Based Organizations,” Joint Center for Housing Studies, Harvard University, 2004, available at http://www.jchs.harvard.edu/publica-

tions/communitydevelopment/ccc04-1 pdf.

13 William Apgar, Amal Bendimerad and Ren S. Essene, “Mortgage Market Channels and Fair Lending: An Analysis of HMDA Data,” Joint
Center for Housing Studies, Harvard University, 2007, available at http://www.jchs harvard.edu/understanding_mortgage_markets/index.htm.

14 Joint Center for Housing Studies, “America’s Rental Housing: The Key to a Balanced National Policy,” Harvard University, 2008, available
at http:/lwww.jchs.harvard.edu/publications/rental/rh08_americas_rental_housing/index.html.

15 While these communities lacked traditional access to credit, more predatory loans such as land contract sales (under which the borrower pays
on an installment basis with few rights to equity) became common in neighborhoods like Chicago’s south side. See Joseph C. Cornwall, The
Million-Dollars-A-Day Cost of Being Black: A History of African-American, Catholic and Jewish Struggles Against Real Estate Speculation in
Chicago, 1957-1981.” (Cornwall Metropolitan Studies, Rutgers University, 2002).

16  Chairman Ben S. Bernanke, “The Community Reinvestment Act: Its Evolution and New Challenges,” speech at the Community Affairs Re-

search Conference, Washington, DC, 2007 .

17 Senator William Proxmire, Statement in 123 Congress, Record Number 17604, Washington, DC, 1977.

18 The Fair Housing Act (Title VIII of the Civil Rights Act of 1968), as amended, prohibits discrimination in the sale, rental, and financing of
dwellings, and in other housing-related transactions, based on race, color, national origin, religion, sex, familial status, and disability, avail-

able at http ://www.hud.gov/offices/fheo/FHLaws/ .

19 ECOA prohibits creditors from discriminating against credit applicants on the basis of race, color, religion, national origin, sex, marital status,
age, use of public assistance, or for exercising their rights under the Consumer Credit Protection Act, available at http://www.usdoj.gov/crt/

housing/housing_ecoa.php.




fair lending enforcement, in 1975 the HMDA?® acknowl-
edged the failure of lending institutions to provide equal
access to credit and ensured that information would be
available to quantify whether institutions met the credit
needs of their communities.

Enacted in 1977, the CRA established a “continuing
and affirmative obligation” for federally insured deposi-
tory institutions to help meet the credit needs of their
local communities and required that lenders demon-
strate that they serve the convenience and needs of LMI
communities with both credit and deposit services. To
encourage fair lending and curb the racially discrimi-
natory practice of redlining, the CRA sought to have
lenders use the same loan criteria, regardless of whether
borrowers lived in lower-income central-city neighbor-
hoods or more prosperous communities.?’ The CRA
promotes an increased distribution of capital to LMI and
minority households and at its enactment, covered a
substantial share of all home mortgage and small busi-
ness lending activities.

The initial form of CRA enforcement included peri-
odic non-public exams, subjective examination proce-
dures, and the ability of regulators to delay merger or
expansion proposals of institutions that did not comply
with CRA obligations. The initial rulemaking established
12 assessment factors to evaluate a bank’s performance
and instituted periodic CRA exams for depository insti-
tutions.?? To incentivize performance, these examina-
tions were to be considered when an institution applies
to open a branch, merge with another institution, or
become a financial holding company.

CRA regulations also provided an opportunity for
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public comment during the merger process. Community
groups used this opportunity to pressure banks to reinvest
in underserved communities and to encourage lenders to
meet with community groups to consider a CRA agree-
ment.> Yet, just eight of 40,000 applications were denied
due to the CRA in the first decade of the regulation.?
With no public disclosures of ratings, few mergers to
protest, and evaluations based on the lender’s intentions
instead of tangible outcomes, advocates found it difficult
to evaluate a lender’s track record and pressure poor
performing lenders to reinvest in low-income neighbor-
hoods. This would change over the next two decades.

The 1980s and a Renewed Focus on Fair Lending
Arguably, CRA exams in the 1980s did little to
expand lending in underserved markets, as 97 percent
of institutions received one of the two highest ratings,
and some regulators conducted no CRA exams at all.?®
In a world of limited consolidation and evaluation, the
CRA had limited ability to punish poor performance or
reward “good behavior” through denying or permitting
mergers. While some community activists used the CRA
mandate to pressure banks to experiment with new loan
underwriting criteria and products to meet the needs
of their communities, without publicly available rat-
ings it was difficult for community groups to scrutinize
institutional lending records and create a reputational
risk for poor performance. Meanwhile, underserved
markets continued to lack access to credit, and racial
disparities persisted. Documenting these challenges was
the ground-breaking, Pulitzer Prize-winning “Color of
Money” series in the Atlanta Journal Constitution, which

20 HMDA is implemented by the Federal Reserve’s Regulation C, available at http://www ffiec.gov/hmda/history.htm HMDA was enacted to
provide loan-level information to ensure that depository institutions are not engaging in lending discrimination. HMDA data became public in
1989 and are used in CRA exams to ensure that CRA-regulated lenders are serving the housing needs of their communities.

21 Paul S. Grogan and Tony Proscio, Comeback Cities: A Blueprint for Urban Neighborhood Revival (Boulder: Westview Press, 2002), p. 114.

22 The Federal Reserve System regulates all bank holding companies, financial holding companies, and state-chartered member banks; the Office
of the Comptroller of the Currency (OCC) regulates banks with a national charter; the Federal Deposit Insurance Corporation (FDIC) regu-
lates state-chartered banks that are not members of the Federal Reserve System; and the Office of Thrift Supervision (OTS) regulates savings

and loan institutions.

23 A CRA agreement is made between a community organization and a bank where both commit to a specific program of loans and/ or invest-
ments. The bank may agree to a certain volume of lending and the community group may help play a specific role such as marketing or coun-
seling. For more information see: National Community Reinvestment Coalition, “CRA Commitments,” September 2007, available at http://
www.community-wealth.org/_pdfs/articles-publications/cdfis/report-silver-brown.pdf. See also: Raphael W. Bostic and Breck L. Robinson,
“What Makes CRA Agreements Work? A Study of Lender Responses to CRA Agreements.” Paper prepared for the Federal Reserve System’s
“Sustainable Community Development: What Works, What Doesn’t, and Why” research conference, Washington, DC, February, 2003.

24 Marilyn Rice Christiano, “The Community Reinvestment Act: The Role of Community Groups in the Formulation and Implementation of a

Public Policy.” Ph.D. diss., University of Maryland, 1995.

25 Early studies of the impact of the CRA on lending patterns were hindered by the fact that HMDA initially lacked data on the income and racial
characteristics of borrowers. For a review of these studies see D.D. Evanoff and L.M. Chu, “CRA and Fair Lending Regulations: Resulting
Trends in Mortgage Lending,” Federal Reserve Bank of Chicago Economic Perspectives, Volume 20, Number 6, (1996.) See also Apgar and
Duda, “The Twenty-Fifth Anniversary of the CRA: Past Accomplishments and Future Regulatory Challenges.”




raised concerns about the ongoing racial disparities in
access to mortgage loans and the lack of enforcement
of the CRA and fair lending laws. Meanwhile, commu-
nity groups pushed Congress to adopt the Fair Hous-
ing Amendments Act of 1988 to expand the scope and
strengthen the enforcement of the Fair Housing Act and
address ongoing racial disparities.

After the savings and loan crisis of the late 1980s,
Congress passed the Financial Institutions Reform, Re-
covery and Enforcement Act (FIRREA) of 1989.2° FIRREA
required regulators to prepare a detailed written evalu-
ation of lenders’ CRA performance; mandated public
disclosure of CRA ratings and evaluations; established
a four-tier descriptive rating system; and expanded the
HMDA data to include race, ethnicity, gender, and
income and enabled community groups to link HMDA
data with census tract information to allow more de-
tailed geographic and demographic analysis. These
actions strengthened the ability of community groups to
evaluate and pressure lenders to actively invest in LMI
neighborhoods.

Congressional concern over the CRA's effectiveness
led to even broader changes in 1989. As the regulatory
climate changed, the press and community advocates
raised public awareness of the increasing number of
mergers and focused senior banking executives’ atten-
tion on the reputational risk of being labeled an unfair
lender. The increase in federal regulatory action and the
new public disclosures encouraged community groups
to negotiate more CRA agreements.”” Meanwhile, the
Federal Reserve denied its first merger due to the in-
stitution’s lack of effort to meet the credit needs of the
community, and the Federal Reserve published a policy
statement outlining a more aggressive regulatory stance
towards the CRA.

CRA Regulations Did Not Keep Pace with the
Restructuring in the 1990s

When the CRA was first enacted, regulated deposito-
ries largely engaged in mortgage lending through branch
banking locations. However, the 1990s witnessed a radi-
cal transformation of the financial services industry with

26 FIRREA, 12 U.S.C.2906(b) (2000).
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which the CRA could not keep pace. Emerging technol-
ogy in data processing and telecommunications encour-
aged the growth of large mortgage banking operations,
though limits on the geographical expansion of deposit-
taking organizations slowed this trend somewhat.

At the same time, new sources of funding for resi-
dential mortgages emerged. Rather than depend on
deposits to fund loans, mortgage lending operations like
the rapidly growing independent mortgage banks (IMBs)
were able to tap global capital markets and institutional
investors to gain access to virtually unlimited amounts
of mortgage capital. This new source of funding and the
ability to operate outside the confines of federal regula-
tion enabled IMBs to capture mortgage market share
from traditional banks. Indeed, according to an analysis
of HMDA data, from 1990 to 1994 the share of all mort-
gage loans originated by IMBs more than doubled to 38
percent.?® In contrast, the share of lending by traditional
deposit-taking organizations declined by 20 percentage
points to 39 percent, while the share of loans made by
mortgage banking subsidiaries and affiliates of traditional
banks held constant at just over 20 percent.

The rise of IMBs, along with equally dramatic
changes in the structure of the retail banking industry,
prompted a significant legislative response. In 1994, the
Riegle-Neal Interstate Banking and Branching Efficiency
Act eliminated most restrictions on interstate bank
acquisitions, expanding the ability of banks to operate
on a multi-state basis. Some advocates argued that this
act was the “final move in an almost complete disman-
tling of long standing legal barriers to the geographic
spread of banks.”? After the passage of the Riegle-Neal
Act, some banks extended their own branch networks
across county or even state lines. However, much of this
geographic expansion was accomplished by a series of
mergers and acquisitions, including the acquisition of
major retail banking and mortgage banking affiliates and
subsidiaries that became the building blocks of today’s
financial services giants.

As discussed below, the geographic expansion of
bank lending, the growth of IMBs, and the increasing
tendency for regulated depositories to conduct their

27 Alex Schwartz. “From Confrontation to Collaboration? Banks, Community Groups, and the Implementation of Community Reinvestment

Agreements.” Housing Policy Debate 9:3, (1998).

28 This analysis comes from data collected by Robert Avery at the Federal Reserve Board of Governors for a paper in this publication by Robert
Avery, Marsha Courchane and Peter Zorn entitled, “The CRA Within a Changing Financial Landscape,” 2009.

29 Jim Campen, “It’s a Bank-Eat-Bank World,” Dollars and Sense (January/February 1998), p. 12.




mortgage banking operations through subsidiary and
affiliate organizations had dramatic implications for the
CRA. First and foremost, these trends called into ques-
tion the basic rationale behind the CRA, namely the

link between geographically defined deposit-taking and
a geographically determined set of mortgage lending
obligations. At the same time, these trends highlight the
importance of existing CRA regulations, especially the
fact that regulators could use CRA performance to deny
requests for mergers or acquisition during the late 1990s.

Rather than fundamentally rethink and potentially
realign the rationale for CRA intervention into private
mortgage markets in the mid-1990s, the legislative and
regulatory response was modest. For example, in re-
sponse to concerns raised by industry and community
leaders about the lack of consistent performance-based
reviews and the burden of CRA compliance, the agencies
began a review of the CRA in the early 1990s at President
Clinton’s request. The supervisory agencies issued joint
regulations in 1995 to “revise the CRA evaluation process
and make it more objective and performance oriented.”*
Focusing on specific performance measurements, these
regulations required greater disclosure on a range of
lending (including community development lending) and
outlined specific tests for large retail, small retail, and
wholesale/limited purpose institutions. The three-pronged
test of lending, investment, and service was instituted for
large retail depositories, while small banks received a
more streamlined treatment.’'

While the 1995 regulations sought to reduce subjec-
tivity, examiners still consider the “performance context”
and apply the relevant test depending on the institution
and its marketplace. Furthermore, the CRA continues to
scrutinize assessment area lending and banking services,
and the revised Lending Test also measures lending by
the distribution of mortgage loans to borrowers of differ-
ent income levels. Because HMDA data allow monitor-
ing of institutions’ lending patterns, much of the scrutiny
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from community groups has remained on the Lending
Test.>> With the growing importance of subsidiary and af-
filiate activity, banks are also allowed to choose whether
the lending, investing, or service activities of their affili-
ates are considered in their CRA examinations. Given
that these affiliates and subsidiaries were often mortgage
companies specializing in serving lower-income borrow-
ers with risky mortgage products, it is likely that much of
this volume therefore escaped examination.

In an effort to bring other banking regulation into
compliance with the changing market trends, the
Gramm-Leach-Bliley Financial Modernization Act
(GLBA) was passed in 1999. Given the prevailing de-
regulation mindset, it was difficult for CRA proponents
to make the case for increased regulation, and many
perceived that the best course of action was not to make
dramatic changes for fear of losing the CRA entirely. The
most substantial effect of the GLBA was the partial repeal
and amendment of the Glass-Steagall Act and the liberal-
ization of the Bank Holding Company Act (BHCA). Glass-
Steagall had erected walls between commercial banking
and insurance and investment banking, which GLBA
dismantled. GLBA allowed commercial banks, insurance
underwriters, and investment banks to affiliate under the
umbrella of a new entity know as a financial holding
company, while authorizing less frequent examinations of
smaller banks with Satisfactory or better CRA ratings.

Under the new rules, financial institutions could now
become large conglomerates through a new financial
holding company structure, so long as the holding
company’s depository institutions had and maintained
CRA ratings of Satisfactory or Outstanding. If that and
other requirements were satisfied, the financial holding
company could be formed with no opportunity for pub-
lic comment on the company’s CRA record.* Interest-
ingly, given CRA opponents’ concerns over the safety
and soundness of CRA-motivated lending activity, the
GLBA directed the Federal Reserve System to report to

30 Robert B. Avery, Paul S. Calem, and Glenn B. Canner, “The Effects of the Community Reinvestment Act on Local Communities,” Board of
Governors of the Federal Reserve System, Division of Research and Statistics, March 20, 2003, available at http://www.federalreserve.gov/

communityaffairs/national/ CA_Conf_SusCommDev/pdficannerglen.pdf.

31 For current CRA regulations, see the code of federal regulations 12 CFR 228, available at http://ecfr.gpoaccess.gov/cgi/t/text/text-

idx?c=ecfr&tpl=/ecfrbrowse/Title12/12cfr228_main_02.tpl.

32 Consistent with the renewed focus on HMDA data in CRA reviews, the Federal Deposit Insurance Corporation Improvement Act (FDICIA)
required regulators to evaluate and report on potential errors in HMDA data in the public portion of CRA reports.

33 Meanwhile, with rising international concerns about the lack of U.S. federal privacy legislation and several high-profile cases against banks
for privacy violations, concerns arose during the GLBA debates around the privacy of borrowers’ credit reports and information. Title V of
GLBA instituted greater information security requirements, a privacy notice policy offering limited privacy protections, but few restrictions on
the sale of consumers’ financial information. Patricia A. McCoy. Banking Law Manual: Federal Regulation of Financial Holding Companies,
Banks and Thrifts § 4.03[3]-[5] (Lexis 2d ed. 2000 & cumulative supplements).




Congress and to make available to the public the default
rates, delinquency rates, and profitability of these lend-
ing activities. These “sunshine” provisions also required
public disclosure and annual report filings concerning
any CRA agreements made between lenders and com-
munity groups.**

CRA Revisions in the 2000s and the Rise
of Subprime Lending

The revolution in mortgage finance during the 1990s
spilled over into the new millennium in the form of an
equally dramatic explosion of new subprime mortgage
products.* These products seemed to foster expanded
access to homeownership by communities and individ-
uals not well-served by traditional prime loan products.
At the time, many advocates argued that the growth of
subprime lending was linked to various predatory loan
features and lending practices that encouraged new
borrowers to take on mortgage obligations that they
did not understand or were unable to pay. Despite the
importance of the rise of subprime lending to the LMI
market, the largest share of this new subprime lending
took place outside of the CRA-regulated channel, as we
explain below.

Despite the substantial changes sweeping the mort-
gage market, substantive changes to the CRA were mod-
est. The 2001 joint Advance Notice of Proposed Rule-
making (ANPR) sought comments on a range of issues
concerning the limited ability of the CRA to keep pace
with an evolving market; many of these issues persist to-
day. The eight areas of investigation were: the large retail
institutions” evaluations through the three-pronged test,
the small institutions’ streamlined evaluations and asset
threshold, the community development test as applied to
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limited-purpose and wholesale institutions, the strate-
gic plan option, the performance context as it relates

to quantitative and qualitative evaluations, the role of
assessment areas to reasonably and sufficiently designate
communities, the lender’s option to include affiliate ac-
tivities in the CRA exam, and the current data collection
requirements and maintenance of public files.*

Early in the discussions, there was a proposal to
increase the Small Bank asset threshold for institutions
with total assets of less than one billion dollars. In re-
sponse to community groups’ concerns, the 2004 Notice
of Proposed Rulemaking (NPR) focused largely on the
treatment of these small banks and proposed increasing
the threshold to include institutions with total assets of
less than $500 million, excluding any holding company
assets.’” After considerable feedback, the Federal Reserve
System and the FDIC developed the designation Interme-
diate Small Bank (ISB) and an ISB two-pronged test, and
the Office of the Comptroller of the Currency (OCC) later
agreed to this recommendation.

Determining that the CRA was basically sound, the
2005 joint Final Rule of the CRA as published by the
Federal Reserve, OCC, and FDIC established the ISB
category and clarified that lenders” CRA evaluations
would be adversely affected by discriminatory, illegal,
and abusive credit practices in regards to consumer
loans regardless of whether the loan is inside or outside
of an assessment area or within the bank or an affili-
ate. Meanwhile, the OTS announced that it would not
conduct CRA examinations for institutions holding less
than $1 billion in assets, effectively exempting nearly
90 percent of the institutions it regulates, and the FDIC
proposed a similar rule.’® By 2007, the OTS agreed to
adopt the 2005 Joint Final Rule.* Yet, the lack of early

34 Board of Governors of the Federal Reserve System, “The Performance and Profitability of CRA-Related Lending.”
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As described by Eric Rosengren, “Housing and the Economy: Perspectives and Possibilities,” in a speech to the Massachusetts Mortgage
Bankers Association, Boston, MA, January 8, 2009: “subprime” loans refer to mortgages that have a higher risk of default than prime loans,
often because of the borrowers’ credit history. Certain lenders may specialize in subprime loans, which carry higher interest rates reflecting the
higher risk. Banks, especially smaller community banks, generally do not make subprime loans, although a few large banking organizations
are active through mortgage banking subsidiaries. According to interagency guidance issued in 2001, “The term ‘subprime’ refers to the credit
characteristics of individual borrowers. Subprime borrowers typically have weakened credit histories [and] may also display reduced repay-
ment capacity as measured by credit scores, debt-to-income ratios, or other criteria... Subprime loans are loans to borrowers displaying one or
more of these characteristics at the time of origination or purchase. Such loans have a higher risk of default than loans to prime borrowers.”

Federal Register 66 (139) July 19, 2001 http://www fdic.gov/news/news/inactivefinancial/2001/fil0165a pdf.

Federal Register 69 (25) February 6, 2004, available at http://www.fdic.goviregulations/laws/federal/04CRA .html In addition to the increased
asset-size threshold and the clarification that discriminatory, illegal, and abusive credit practices will potentially affect the CRA rating, the
NPR proposed disaggregating small business and small farm loan data to the census-tract level and publicly disclosing the number, type, and
amount of purchased loans, HOEPA loans, and affiliate loans.

See Barr, 2005 p. 105 for more details. The OTS finalized the rule on August 18, 2004. See CRA Regulations, 69 Fed. Reg. 51,155 (Aug. 18,
2004) (codified at 12 C.F.R. §563.12(t)). The FDIC proposed a similar rule, Community Reinvestment, 69 Fed. Reg. 51,611 (Aug. 20, 2004).

See OTS, CRA Rule Interagency Uniformity, 72 Fed. Reg. 13429 (2007).
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agreement by the regulators raised concerns by advo-
cates about potential regulatory arbitrage.*® Meanwhile,
the 2005 Final Rule left untouched important issues such
as the definition of assessment areas and the unevenness
of CRA coverage across mortgage lenders raised in the
initial 2001 ANPR.

Today, the CRA is enforced through periodic exams
that establish a public performance rating and report
fair lending violations.*' Regulators take into account
not only the volume of lending but also the distribution
across geography and borrower characteristics as well as
innovation and flexibility of lending to underserved com-
munities. As mentioned earlier, illegal practices and fair
lending violations are considered in the assignment of the
lender’s rating and are reported to the appropriate agen-
cies, as clarified in the 2005 Final Rule. These ratings and
the HMDA data are publicly available, allowing for press
coverage, permitting public comment on bank expansion
applications, and creating a tangible reputational risk
for lenders who seek to grow their operations. Providing
a public track record through CRA agreements and the
comment process has historically given leverage to com-
munity groups to act as “regulators from below” and sup-
port enforcement efforts.*? It remains to be seen whether
community groups will continue to have such leverage,
given the rapid changes underway in the financial world.

The Revolution in Mortgage Finance

Since the CRA was passed in 1977, there has been
a virtual revolution in mortgage finance—to which the
CRA has failed to adapt. When the CRA was enacted,
depository lenders held the majority of loans that they
originated in portfolio, because underwriting standards
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and mortgage documents varied considerably, and third-
party investors were reluctant to purchase mortgages
that lacked adequate credit enhancement and standard
features. As recently as 1980, nearly half of all mortgages
for one- to four-family homes were originated by depos-
it-taking thrift organizations and another 22 percent by
commercial banks. As a result of the dramatic restructur-
ing of the mortgage market over the past quarter-century,
today the largest share of mortgage capital flows through
a wide range of unsupervised or only marginally super-
vised entities.** Changes include the growth of second-
ary market sources of funding, the rise of large organi-
zations and nonbank lenders, the proliferation of new
product development, the expansion of wholesale opera-
tions, and the decline of small bank mortgage lending.

The Rise of Large Organizations

The last thirty years have witnessed a dramatic
consolidation of the mortgage and banking industry.
Stimulated by the globalization of financial services,
the removal of federal and state-level restrictions on the
expansion of operations across county and state bound-
aries fueled a dramatic rise in the number of large bank-
ing operations. In some instances depositories expanded
by opening new branches beyond boundaries estab-
lished during the Great Depression. However, growth
was increasingly accomplished by a series of mergers
and acquisitions that helped created a number of large
multi-state and even national mortgage banking entities.
Moreover, emerging technology in data processing and
telecommunications and the creation of nationally rec-
ognized brands enabled larger organizations to enhance
the economies of scale of their operations and the scope
of their product offerings.**

40 The concept of regulatory arbitrage is that by reducing its regulatory oversight, a single regulator could encourage regulated entities to seek
a new charter to conduct business under their supervision. To the extent other regulators depend on fees from regulated entities to fund their
operations, this could spark a form of destructive competition among regulators that would drive down regulatory enforcement across the
board. See letter from Consumer Federation of America to the Chief Counsel’s Olffice, Office of Thrift Supervison, dated January 24, 2005 and
regarding proposed regulation No. 2004-53. Available at http://www.consumerfed.org/pdfs/OTScra0102405 pdf.

41  As a result of amendments in GLBA, small institutions that receive a top rating of Outstanding in their last examination do not face another
routine CRA examination for at least 60 months. Small institutions that are rated Satisfactory in their last CRA examination do not receive
another routine CRA examination for at least 48 months. Small Banks are depository institutions with less than $1 billion in assets (adjusted
for inflation). Regulators may conduct CRA examinations for larger institutions more frequently.

42 Allen Fishbein. “The Ongoing Experiment with ‘Regulation from Below’”: Expanded Reporting Requirements for HMDA and CRA” Housing
Policy Debate, 3:2 (1992), available at http://www.knowledgeplex.org/kp/text_document_summary/scholarly_article/relfiles/hpd_0302_fish-

bein.pdf.

43 Supervision varies greatly among the states and amongst the regulators. For example, while the Federal Trade Commission (FTC) regulates
some independent mortgage banks, they have an arguably less robust examination process.

44 Robert B. Avery, et al., “Trends in Home Purchase Lending: Consolidation and the Community Reinvestment Act,” Federal Reserve Bulletin
(February, 1999), available at http://www.federalreserve.gov/pubs/bulletin/1999/0299lead pdf.




The consolidation of the banking industry was
evident on many fronts. In a companion paper in this
edited volume, Avery, Courchane, and Zorn report that
by 2007 the 25 largest depository institutions (deter-
mined by assets) operated nearly 40 percent of all
retail banking offices, up from just ten percent in 1987.
Similarly, over the two decades from 1987 to 2007,
the share of deposits received by the top 25 banking
organizations more than doubled to nearly 55 percent,
while their share of mortgages soared nearly threefold to
67 percent.*®

These trends towards consolidation posed numerous
challenges to smaller, locally-based banks and thrifts that
were once the mainstay of both retail banking and mort-
gage lending. Lacking the economies of scale to com-
pete with these financial services giants on many fronts,
over the past two decades smaller banks and thrifts cut
back on their residential mortgage origination activities
or abandoned them entirely. Instead, many smaller com-
munity banks chose to focus on the provision of other
forms of consumer credit (e.g., auto loans and small
business loans) and other fee-based banking services. By
early in the new century this transformation was nearly
complete. For example, by 2006, the last full year before
the onset of the mortgage market meltdown, HMDA
reported that of the 4,150 banking organizations making
home purchase mortgage loans, 3,977 made fewer than
1,000 loans and 3,089 fewer than 100 loans.*® Collec-
tively, organizations making fewer than 1,000 loans ac-
counted for only five percent of all home purchase loans
originated that year.

The Growth of Secondary Market Sources of Funding
and Wholesale Lending

While the retail banking industry was consolidating,
the pooling and selling of packages of mortgages
to investors around the world replaced deposit-
taking activities as the principal source of funding for
residential mortgages. Expanding secondary market
institutions included: Ginnie Mae, an organization
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created to securitize the government-insured portions
of the market; Fannie Mae and Freddie Mac, two
government sponsored enterprises (GSEs) that securitize
large shares of conventional conforming loans; and a
host of Wall Street investment banks and private issuers
of mortgage-backed securities (MBS).

Traditionally, mortgage sales and outreach ef-
forts were conducted by the retail lending divisions of
deposit-taking organizations, with loan officers who
worked for the banks and thrifts that initially funded
the loan.*” Over the past decade, an increasing share of
loans was funded by large mortgage banking operations
termed “wholesale lenders,” including entities owned by
deposit-taking banks and thrifts, stand-alone entities, and
components of large Wall Street investment operations.
According to one industry source, wholesale operations
accounted for some 56 percent of all prime loans and 78
percent of all non-prime loans in 2005.%

As access to non-depository sources of residential
mortgage capital expanded, the growth of secondary
market operations also fueled the rapid expansion of
nonbank lenders, including independent mortgage bank-
ing companies, as well as a range of mortgage banking
subsidiaries and affiliates of traditional deposit-taking or-
ganizations. Contributing to industry consolidation was
the fact that many formerly independent mortgage bank-
ing operations merged with or were acquired by large
deposit-taking operations. At the same time, several large
independent mortgage and finance companies including
New Century, Option One, and Ameriquest continued
to compete directly with large deposit-taking banking
organizations in mortgage markets across the country.

The Proliferation of New Product Development

Along with the emergence of mortgage industry gi-
ants, new approaches emerged in the marketing and
sales of mortgage products to individual borrowers. For
example, among the various financial services pro-
vided by banks and related businesses, consumer and
mortgage lending require more extensive marketing,

45 Robert B. Avery, Marcia J. Courchane, and Peter M. Zorn, “The CRA Within a Changing Financial Landscape.”

46 Joint Center for Housing Studies tabulation of HUDA. Note that HMDA data do not uniformly cover loans made by lenders in rural markets,

and hence may underestimate small bank lending in rural areas.

47  William Apgar and Allegra Calder. 2004. See also William Apgar and Mark Duda, “Preserving Homeownership: The Community Development
Implications of the New Mortgage Market,” a report prepared by the Neighborhood Housing Services of Chicago, 2004, available at http://
www.nw.org/Network/pubs/studies/documents/preservingHomeownershipRpt2004_000 .pdf

48 Inside Mortgage Finance, “Top Subprime Mortgage Market Players & Key Subprime Data 2005,” (Bethesda, MD: Inside Mortgage Finance

Publications, 2005).




customer support, account management, and servicing
operations. Large-scale operations can spread the high
fixed costs associated with these tasks across a size-
able customer base. In addition, the widespread use of
risk-based pricing and arguably enhanced capacity to
evaluate borrower risk gave rise to an explosion of new
mortgage products. Credit scoring was also used to un-
derwrite new types of adjustable rate mortgages (ARMs),
such as interest-only and payment-option ARMs, and
ever-increasing volumes of low-down-payment mort-
gages, stated income loans, and higher-risk mortgages.
Unfortunately, many of these new products proved to
be very risky and by 2002 delinquency and foreclosure
rates were on the rise, especially for subprime products
issued to LMI borrowers.

Industry Structure and Current
Regulatory Challenges

With the complexity and depth of the financial crisis
creating a collapse of the credit markets, some believe
that new regulation is “up for grabs.” Since the late 1990s,
changes in the structure of the financial services industry,
particularly for mortgage banking, have weakened the link
between mortgage lending and the branch-based deposit-
taking on which the CRA was based. Further, Alan Green-
span noted the financial sector’s inability to police itself
contributed to the crisis.* Some see the current crisis as an
opportunity to promote the competitiveness of those small
lending organizations that do have suitable risk manage-
ment skills and understand the communities where they
lend. Yet, over the longer term it is more likely that larger
organizations, with their enhanced capacity to tap global
capital markets and resulting operational economies of
scale, will continue to dominate mortgage lending. Even
so, well-managed smaller and regional-scale organiza-
tions should have the opportunity to recapture some of the
market share they lost over the past three decades.

To ensure the future safety and soundness of the
financial system, today’s reforms will need to address
the structural inadequacies that contributed to the cur-
rent crisis. The range of existing regulations (from the
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consumer protections of the CRA, Home Ownership
and Equity Protection Act (HOEPA), ECOA, Fair Credit
Reporting Act (FCRA), and Truth In Lending Act (TILA) to
the monitoring of consumer reporting and ratings agen-
cies and the oversight of the secondary market outlets)
must be considered, as some consumers will continue to
be uninformed and vulnerable to those who see an op-
portunity to take advantage of them.>® Below we discuss
these national trends and their implications for the CRA's
impact on lending to lower-income borrowers and com-
munities, as well as the variation in the act’s regulatory
reach across metropolitan areas and individual lenders.

The CRA and Assessment Area Lending

To address the historic problem of redlining of spa-
tially concentrated LMI borrowers and minority com-
munities, CRA examinations have concentrated on the
spatial distribution of loans according to borrower and
neighborhood income. This parameter is measured by
a bank’s mortgage lending record within its assessment
area (the geographic areas where institutions have their
main office, branches, and deposit-taking ATMs, as well
as the surrounding areas where banks have originated a
substantial portion of loans) and across income ranges
of borrowers and neighborhoods.*" In an effort to ensure
that deposit-taking institutions meet the credit needs of
the communities they serve, CRA regulators evaluate the
lending inside the lender’s CRA-defined assessment area
and compare it to the activity of the lender’s peers. The
assessment area was originally adopted to ensure that
deposit money from one area is not redeployed to make
a disproportionate share of loans outside the assessment
area. However, future reforms will need to consider this
method of comparison and determine whether an ab-
solute standard or a different kind of comparison is best
suited to today’s financial world.

As indicated by previous Joint Center research, mort-
gages made by depository institutions to borrowers living
in their assessment areas are subject to the most detailed
CRA review. As previously mentioned, CRA regulations
apply only to the lending activity of deposit-taking orga-
nizations and are not uniformly applied to the subsidiar-

49 “Greenspan Says He Was Wrong on Regulation,” Washington Post, October 24, 2008, available at http ://www.washingtonpost.com/wp-dyn/

content/article/2008/10/23/AR2008102300193 .html.

50 “Return of the Predators,” New York Times Editorial, November 24, 2008, available at http://www.nytimes.com/2008/11/24/opinion/24monl .

html?_r=1.

51 The Code of Federal Regulations Title 12 Part 22841 provides that a bank must delineate one or more assessment areas within which the
Federal Reserve System evaluates the bank’s record. Originally, the delineation was the area surrounding the lender’s office and branches. In
the 1995 revisions this grew to include the area around its deposit-taking facilities including ATMs as well as the surrounding area in which the

bank originated or purchased a substantial portion of its loans.




ies or affiliates of these organizations that conduct the
bulk of their activity outside of the designated assess-
ment areas. Meanwhile, loans made by independent
mortgage companies (also called nonbanks) fall entirely
outside the regulatory reach of the CRA. Given the
dramatic changes in the financial landscape, with new
organizational structures (financial holding companies,
multinational financial enterprises, and nonbank lenders)
and delivery mechanisms (internet, mobile, and phone
banking), the traditional concept of assessment area no
longer captures a lender’s community.

The increasing share of loans made by mortgage
banking subsidiaries or affiliates of bank holding com-
panies and by independent mortgage companies has
brought a concomitant decline in the share of mortgage
loans originated by deposit-taking institutions in the
assessment areas where they maintain branch bank-
ing operations (Exhibit 1). Between 1993 and 2006, the
number of home purchase loans made by CRA-regulated
institutions in their assessment areas as a share of all
home purchase loans fell from 36.1 to 26 percent. The
decline was even more dramatic for home refinance
lending: the CRA assessment area share fell from close to
45 percent in 1993 to just over 25 percent in 2006. For
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all loans (both home improvement and refinance), the
share fell from 40.6 percent to 25.6 percent.

This decline reflects two distinct limitations of CRA
coverage. First, from 1994 through 2006, the first full
year prior to the onset of the mortgage market melt-
down, home purchase lending by independent mortgage
companies and credit unions (lending organizations
not covered by the CRA) grew by 122 percent, nearly
four times faster than lending by banking organizations
operating within their CRA-defined assessment areas.
Next, even among CRA-regulated institutions, the fastest
growth took place outside the markets where these orga-
nizations maintained deposit-taking branches, and hence
that lending was not subject to the most stringent aspects
of the CRA. These out of assessment area loans are there-
fore not equally examined to determine whether they
serve the needs of lower-income borrowers and com-
munities. Indeed, from 1994 to 2006, out of assessment
area lending by CRA-regulated banking organizations
grew by 187 percent. Similar numbers were recorded for
refinance lending.>

The Joint Center has made a conservative and
simplifying assumption: that all lending done by the
depository itself and its affiliates and subsidiaries within

Exhibit 1: Assessment Area Lending Has Fallen Steadily
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Mote: Percent of mortgage loans originated by deposit taking organizations

within their assessment area.
Source: JCHS enhanced HMDA database

52 From 1994 to 20006, refinance lending by CRA-regulated banks and thrifts operating in their assessment area increased by only 59 percent,
compared with growth of 148 percent for non-regulated entities (independent mortgage companies and credit unions) and 334 percent CRA-

regulated entities operating outside their assessment areas.
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an assessment area is covered by detailed CRA exami-
nations.>® To the extent that some unknown number of
loans made by affiliates or subsidiaries are not put for-
ward for examination, this assumption results in a clear
overstatement of the share of all loans subject to detailed
CRA review. Note that in 2006, the last year depicted

in Exhibit 1, affiliates and subsidiaries accounted for
approximately one fifth of assessment area lending. As a
result, the share of loans subject to detailed CRA assess-
ment could be as low as 20 percent, assuming that all
entities take advantage of the rule that permits discre-
tion in reporting.”* As a result, the finding depicted in
Exhibit T—that the share of all loans covered by detailed
CRA review has fallen dramatically over the 1994-2006
period—is a conservative estimate of these trends.

CRA Coverage Varies By Neighborhood and Metro Area
The relative importance of assessment-area lending
by depository institutions covered by the CRA also varies
by neighborhood income and racial/ethnic composition,
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and from one metro area to another. For example, the
nation’s historically disadvantaged minority groups have
less protection from the CRA given that they are less like-
ly to receive a loan from a CRA-regulated institution. The
data show that households living in higher-income and
largely white neighborhoods are nearly 30 percent more
likely to receive a loan from a CRA-regulated assessment
area lender than a borrower living in a largely minority,
lower-income area (30.7 percent versus 23.2 percent,
see Exhibit 2). A similar pattern holds for refinance lend-
ing. In both instances, borrowers in lowest-income and/
or minority areas are most likely to obtain mortgage
finance from independent mortgage companies, enti-
ties not covered by CRA regulations, and are therefore
provided fewer consumer protections.

There is also significant variation in assessment area
lending across metropolitan statistical areas (MSAs).
These patterns, in turn, reflect a spatial variation in bank-
ing and mortgage industry organization across metropol-
itan areas. Among other things, they reflect differences in

Exhibit 2: Assessment Area Lending Lags in Low-Income and Minority Areas

Home Purchase Refinance
Banking Organizations Independent| Banking Organizations Independent
Inside CRA  Outside Mortgage ||nside CRA Outside Mortgage
Assessment Assessment COMPanies | assessment Assessment Companies
Neighborhood Type Areas Areas Areas Areas
Low-Income Neighborhood
Minority Neighborhood 23.2 33.0 43.8 22.7 35.2 42.0
Mixed Neighborhood 24,5 38.3 371 21.5 41.0 37.5
White Neighborhood 27.0 40.4 32.6 25.3 43.1 31.5
Moderate-Income Neighborhood
Minority Neighborhood 21.9 33.2 45.0 23.8 34.5 41.8
Mixed Neighborhood 24.1 37.3 38.6 23.2 39.9 36.8
White Neighborhood 29.3 40.8 29.9 26.5 43.1 304
High-Income Neighborhood
Minority Neighborhood 241 33.8 42.2 27.8 33.8 384
Mixed Neighborhood 28.4 35.0 36.5 28.5 36.9 34.6
White Neighborhood 30.7 39.6 29.7 28.6 41.5 299
Borrower Race/Ethnicity
American Indian 24.8 38.5 36.7 26.4 42.3 314
Asian 29.9 36.1 34.0 3241 35.6 32.3
Black 19.6 35.7 44.7 18.0 424 39.6
Native Hawaiian 22.3 33.5 44.3 23.2 33.9 43.0
Non-Hispanic White 29.1 38.4 32.5 27.4 40.2 325
Hispanic 20.4 34.1 45.5 24,9 33.6 41.5

Note: First-lien loans for owner occupied properties only. The small share of loans originated
by credit unions are included in outside assessment area totals.

Source: JCHS Enhanced HMDA Database, 2006

53 This assumption is common in research evaluating assessment area lending.

54 According to the Joint Center Enhanced HMDA database, of the approximately 2.3 million loans made by depository institutions directly or by
their subsidiaries or affiliates in designated assessment areas in 2006, some 574,000 (or 20 percent) were made by affiliates and subsidiaries.
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the competitiveness of locally based banks, the relative
attractiveness of specific metro area markets to nonbank
lenders, and variations in state-level banking regula-
tions. While it is difficult to assess the exact importance
of each factor, assessment area lenders can account for
more than 50 percent of all mortgage loans in some met-
ropolitan areas and less than 20 percent in others.>

CRA Coverage Varies by Lender and Product Type

The variation of CRA coverage across three broad
types of lending (in assessment area lending by CRA-
regulated banking organizations, out of assessment area
lending by CRA-regulated banking organizations, and
lending by non-CRA-regulated independent mortgage
companies) also has implications for CRA coverage.
Note that CRA assessment area lenders are evaluated on
the basis of their efforts in extending mortgage loans to
lower-income borrowers (borrowers with incomes below
80 percent of metro area median income) and/or to
lower-income neighborhoods (e.g. neighborhoods with
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median household income less than 80 percent of metro
area median). Since a disproportionately large share of
mortgage delinquencies and foreclosures are now taking
place in these same lower-income communities, some
commentators have suggested that CRA requirements
have contributed to the growing problem of mortgage
delinquencies.

To evaluate these claims, the Joint Center reviewed
2004-2007 HMDA data on higher-priced loans, a vari-
able designed by the Federal Reserve research staff as
a proxy for non-prime lending to assess lending pat-
terns across borrowers of differing characteristics.>® This
review suggested that the largest share of higher-priced
loans made to lower-income borrowers were originated
by a handful of large independent mortgage companies,
while CRA regulations paid disproportionate attention
to smaller assessment area lenders. Despite recent as-
sertions to the contrary, CRA assessment area lending
criteria did not play a central role in the explosion of
high-risk lending to low-income borrowers living in

Exhibit 3: Assessment Area Share Varies Widely Across Metro Areas
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Note: Assessment area share is the number of loans made by CRA regulated
entities in designated assessment areas as a share of all metropolitan area
loans. First-lien home purchase loans only. Out of 361 Total Metro Areas.

Source: JCHS enhanced HMDA database

55  For further discussion see Apgar, Bendimerad, and Essene, 2007 and Joint Center for Housing Studies, 2002.

56  Starting in 2004, HMDA identified “higher-priced” loans, or loans that have an Annual Percentage Rate (APR) above a designated Trea-
sury benchmark rate. Though APR is just one factor that lenders may use to distinguish a prime from a non-prime loan, and admittedly the
threshold will change from one year to the next along with shifts in the mortgage interest yield curve, the concept of “higher-priced” loans
nevertheless provides a simple and objective benchmark for assessing lending patterns across borrowers of differing characteristics. For a
detailed discussion of the 2004 HMDA data used in this study, see Avery, Robert B., Glenn B. Canner, and Robert E. Cook. “New Information
Reported under HMDA and Its Application in Fair Lending Enforcement,” Federal Reserve Bulletin, September, 2005, available at http ://www.
federalreserve.gov/ipubs/bulletin/2005/summer05_hmda pdf.
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low-income and minority communities. For example,
from 2004 through 2006 CRA-regulated depository
institutions operating inside their assessment areas made
31 percent of all lower-priced home loans (purchase plus
refinance loans) to low-income borrowers or borrowers
living in low-income neighborhoods, yet accounted for
only nine percent of higher-priced loans in their assess-
ment areas made to low-income borrowers or low-in-
come neighborhoods.*” In contrast, less supervised inde-
pendent mortgage companies dominated the origination
of higher-priced loans made to low-income borrowers
and communities, capturing 55 percent of this market
segment. CRA-regulated banking organizations operating
outside their assessment area also claimed a significant
share of this higher-priced market segment.

The Adverse Impact of Uneven Coverage

The spatial variation of assessment area lending
across neighborhoods and metropolitan areas has im-
plications for borrowers and lenders alike. The CRA was
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designed to expand access to credit to LMI borrowers,
and/or borrowers living in LMI neighborhoods in a man-
ner consistent with the safety and soundness of the bank
or thrift originating the loan. Yet, depending on which
lender serves a neighborhood and/or city, borrowers
have different access to credit and consumer protection.
Though not explicitly designed to promote fair lend-
ing, the CRA has historically played a role in protect-
ing borrowers from abusive mortgage lending practices
including redlining and other forms of racial discrimina-
tion. Since African Americans and Hispanics constitute
a disproportionately large share of lower-income house-
holds and households living in lower-income communi-
ties, these groups have been differentially served by CRA
rules designed to expand access to mortgage capital. Be-
cause fair lending reviews often accompany CRA exami-
nations, and federal regulators have relatively recently
stated that lending in violation of federal fair lending
laws can reduce a lending institution’s CRA ratings, the
CRA has also become a fair lending enforcement tool.

Exhibit 4: CRA Regulation Applied to Only a Small Fraction of Loans to Low-Income
Borrowers or Low-Income Neighborhoods.

Higher-Priced Loans

Banking Organizations {

Lower-Priced Loans

H Inside CRA assessment areas

B Outside assessment areas

B Independent mortgage
companies

Note: Conventional first-lien loans for owner-occupied site-built, one-to-four family properties.
Includes purchase and refinance between 2004 and 2006. Low-income borrower (neighborhood)
defined as having personal income (tract median household income) less than 80% of the
MSA/MD median household income. The small share of loans originated by credit unions are

included in outside assessment area totals.
Source: JCHS Enhanced HMDA Database

57 For further description of this analysis of 2004-2006 data, see Kevin Park, “Subprime Lending and the Community Reinvestment Act” Re-
search Note NOS-2 (Cambridge, MA: Joint Center for Housing Studies, Harvard University), available at http://www.jchs.harvard .edu/publi-
cations/governmentprograms/n08-2_park.pdf. See also, Governor Randall S. Kroszner, 2008, footnote 4 that finds that only six percent of all
higher-priced loans in 2006 only were made by CRA-covered institutions or their affiliates to lower-income borrowers or neighborhoods in their

assessment areas.




While it remains important that all prime-qualified
borrowers have equal access to prime loans on fair
terms, guaranteeing fair terms and equal access for
subprime borrowers is an equally worthy goal. Yet, the
largest share of regulated banks and thrifts make no
or only a few higher-priced loans. Though the reasons
for this may vary, many regulated entities claim that
they are unable to effectively compete in the subprime
marketplace with less-regulated nonbanks. However, by
choosing not to compete in the non-prime marketplace
today, many CRA-regulated banks and thrifts may have
ceded territory to their less-supervised competitors who
saw an opportunity to use risk based pricing to compete,
while CRA-regulated institutions chose not to engage in
this marketplace.

In fact, nonbank independent mortgage companies
do not have to meet CRA requirements and indeed may
even gain a market advantage by being less regulated
and meeting less stringent capital requirements. This
is especially important, given the fact that many of the
most risky loans—made to some of the nation’s most
disadvantaged lower-income borrowers—were made
by these less-regulated lending organizations. Moreover,
unlike their bank counterparts who have a more vis-
ible presence in the markets they serve, many nonbanks
marketed their products to subprime borrowers through
thousands of less-regulated mortgage brokers and hence
have less sensitivity to the reputational risks associated
with originating more default-prone products.

One important consequence of this shifting com-
petitive balance is that consumers living in areas with
a limited presence of CRA assessment area lenders do
not receive the same degree of CRA-based consumer
protection as those living where assessment area lenders
retain a more substantial market presence. This includes
the consumer benefits that derive from CRA-mandated
oversight of lending in LMI communities and CRA-linked
engagement with fair lending monitoring and enforce-
ment activities.

Regulatory Reform of the CRA

As argued throughout this paper, fundamental fair-
ness suggests that the nature and extent of federal over-
sight and consumer protection should not depend on
whether a loan application is submitted by a loan officer
working for a CRA-regulated institution or a mortgage
broker working for a nonbank or CRA-regulated bank
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operating outside its assessment area. Nor should it mat-
ter to the consumer which particular retailer or wholesal-
er originates the mortgage, and which secondary market
channel is tapped to secure the investment dollars that
ultimately fund the loan. Instead, all consumers need
access to an efficient mortgage market built on a founda-
tion of uniform and fair regulations and oversight. While
the CRA is not the cure for all the woes of the financial
industry, the CRA could be strengthened considerably to
ensure equal access to safe and profitable lending. Many
of the critical issues raised in the 20017 ANPR were not
substantially addressed and now provide a good point of
departure for future regulatory reform.

Over the past decade, the combination of rising rates
of homeownership and the ability of distressed borrow-
ers to use growing home equity to refinance their way
out of delinquency masked the structural flaws of the
mortgage system. While some studies pointed to these
flaws, the prevailing political climate favored deregula-
tion, and the calls for reform were not heeded. As the
ongoing collapse of the nation’s mortgage banking sys-
tem now illustrates, reforms are vital to ensure appropri-
ate oversight to limit future abuses as credit is restored.
This section suggests some potential areas for reform.

CRA Reform Is a Good Place to Start

When Congress modernized financial services
through the Gramm-Leach-Bliley Act of 1999, it did little
to bring the CRA (or other consumer protection regula-
tions) into conformance with the rapidly evolving finan-
cial services world. This created a competitive advantage
for nonbank lenders and provided fewer consumer pro-
tections to their borrowers. Though nonbank institutions
clearly played a key role in the boom and bust of the
subprime market and the resulting market disruption and
are involved in the complex matrix of financial relation-
ships, they are subject to only limited oversight. Addi-
tionally, though the net effect of this marginally regulated
lending has put the safety and soundness of the entire
financial system at risk, there has still not been enough
focus on the riskiest segments of the marketplace. Fur-
ther, the rationale for government regulation must move
beyond a quid pro quo for depository insurance and
other federal benefits.

To realign regulation with the evolving structure of
the financial services industry, uniformity of regulation
is needed across all segments of the mortgage industry.
To standardize the rules by which lenders operate, some




appropriate reforms might include improvement in the
delineation of assessment areas, strengthening of fair
lending enforcement, and improvements in compliance
monitoring through software and data analysis tech-
niques specifically designed to detect fraud.

Apply the CRA Framework to All Lenders

The CRA should be uniformly expanded to cover in-
dependent mortgage banking companies and other newly
emerging nonbank lenders; it should be made applicable
to the subsidiaries and affiliates of depository institu-
tions; and it must be enforced through an appropriately
funded regulator. The fact that nonbanks, affiliates, and
subsidiaries are not uniformly regulated denies consumers
equal access to the benefits of legally mandated federal
oversight. It may also distort competition if some market
participants shift business from one market segment to the
next to avoid regulation. When considering how to expand
the CRA, establishing appropriate evaluation methodology
is critical, as the current criteria may be inadequate for ap-
plication to new institution types and their lending.

One model to consider is the Massachusetts Mort-
gage Lender Community Investment (MLCI) law, which
took effect on September 5, 2008.5 While it may still be
too early to evaluate the strengths and weaknesses of the
MLCI, the fact that it is uniformly applied to all Massa-
chusetts mortgage lenders and mortgage loans is a step
in the right direction. The MLCI created a two-pronged
test to evaluate a lender’s lending and services, similar
to the intermediate small-bank approach mentioned
earlier. The MLCI Lending Test considers the geographic
distribution of lending to LMI areas, borrower charac-
teristics, innovative or flexible lending practices within
the bounds of safety and soundness, fair lending perfor-
mance, and loss of affordable housing. This last criterion
was developed to allow the MLCI to proactively consid-
er predatory practices that reduce the stock of affordable
housing, such as early payment defaults. The Service
Test of the MLCI is unusual in that it considers the avail-
ability and effectiveness of the lender’s delivery systems
to LMI communities (such as whether they incorporate
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the internet), as well as the lender’s community devel-
opment services and loss mitigation practices.

Expand Assessment Area Definitions

Expanding the definition of assessment area has
gone unaddressed in previous rule making and should
be placed at the top of a reform agenda. Most agree
that the assessment area definition does not account for
today’s world of electronic banking and national-scale
mortgage-lending operations. In light of these changes,
the traditional concept of assessment area needs to be
reconsidered. In moving forward, it would be useful
to review the comments provided in response to the
2001 ANPR. For example, the National Association of
Homebuilders proposed that assessment areas should
be where retail banking services are delivered and not
related to branch or ATM locations.>? Alternatively, the
National Community Reinvestment Coalition suggested
that assessment areas should be expanded to any state
or MSA where the lender (including the independent
mortgage companies and the subsidiaries and affiliates
of regulated depositories) achieves a significant market
presence-such as one-half of one percent of all loans.®

Other regulations have already broadened the con-
cept of assessment areas and could be considered. The
2008 Massachusetts law (MLCI) assigns the assessment
area as the entire state, unless a lender “opts out” and
the request is approved by an examiner. Because of the
difficulty of assigning a geographic assessment area for
lenders serving military personnel, the current CRA regu-
lation defines the assessment area as the entire customer
base which in essence abandons assessment areas alto-
gether and does not address non-customers who are not
served. Similarly, Massachusetts uses the membership
base as the definition for assessing credit unions. These
approaches could be adapted and applied to internet
banks and other non-traditional entities. As mentioned
previously, the current practice is to compare an institu-
tion to its peers. Future reforms will need to address the
evaluation methodology, and an absolute standard may
be more appropriate.

58 The Commonwealth of Massachusetts is one of three states (the others are Connecticut and New York) that examine financial institutions, includ-
ing state-chartered credit unions, for compliance with community reinvestment at the state level. The Massachusetts statute M.G L. c. 167, sec-
tion 14 and the implementing regulation 209 CMR 46.000 is generally based on the federal legislation yet has an extra exam category of “high
satisfaction” to better characterize lender performance, available at http://www.mass.gov/?pagelD=ocamodulechunk&L=4&L0=Home&LI=Go
vernment&L2=0ur+Agencies+and+Divisions &L3=Division+of+Banks &sid=Eoca&b=terminalcontent&f=dob_209cmr54 &csid=FEoca.

59 National Association of Homebuilders, “Comments on Advance Notice of Proposed Rulemaking Regarding CRA,” Letter from David Crowe,

Senior Staff Vice President, Washington, DC, October 18, 2001 .

60 National Community Reinvestment Coalition, “Comments on Advance Notice of Proposed Rulemaking regarding CRA,” letter from Josh Silver,
Vice President of Research and Policy, Washington, DC, October 2, 2001 .




Expand Fair Lending Enforcement

Unlike other antidiscrimination laws, fair lending
laws are enforced by banking regulators, who examine
regulated banks for illegal and discriminatory practices,
which are contrary to the goals of the CRA and can jeop-
ardize the safety and soundness of the banking system.®’
CRA loan-level reviews are an important method for en-
suring that regulated entities are in compliance with fair
lending laws. When examiners identify a poor program,
they issue a compliance report and may choose to exam-
ine that violator more often, enter informal enforcement
actions, or use formal public enforcement actions.®?
While adverse findings and illegal credit practices are
factored into the CRA rating by examiners, it remains
unclear what specific criteria or thresholds are used to
ensure that a lenders’ score is reduced according to its
fair lending violations.®

While regulators believe that their proactive approach
allows few violations, a gap in oversight can occur when
not all institutions are subject to loan-level review or not
all loans are included in these reviews. Violations appear
to be increasing within under-supervised channels, and
hands-on loan oversight and fair lending review may
help remedy these violations. Beyond applying fair lend-
ing review to non CRA-regulated institutions and evalu-
ating fair lending according to race and other protected
status, the inclusion of egregious violations in the public
performance report could also increase transparency and
strengthen fair lending enforcement.

Use Improved Data Collection and Software to
Improve Compliance Monitoring

HMDA data have provided a critical tool for regula-
tors, lenders, and community groups to evaluate whether
covered institutions and loans are meeting the credit
needs of the communities they serve. HMDA statistical
analysis has allowed regulators to evaluate fair lend-
ing violations and identify potential problem lenders or
products. Meanwhile, the public disclosure of HMDA
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has created greater transparency and enforcement of
CRA regulations and allowed community groups to
evaluate the contributions of lenders who serve their
communities.

Yet, to conduct thorough analysis, regulators have
at times purchased data from private sources to enforce
public regulations. It is in the public interest for regula-
tors to have access to loan-level data, like those col-
lected under HMDA, that include detail on loan pricing
and creditworthiness; in this way, regulators can provide
proper oversight and examiners can conduct thorough
file reviews. Furthermore, though some claim that
increased data collection for regulatory or public uses is
onerous, those data are already provided to private data
aggregators in machine-readable form. In short, given
better and more uniform loan-level data, regulators may
be able to conduct more focused (and potentially auto-
mated) reviews to detect mortgage abuse and fraud.

All Institutions Provide All Services

The CRA was established to ensure that if a lender is
in the mortgage business, it must be safely and soundly
in the business for all customers. Recall that the CRA was
designed to ensure that regulated banks and thrifts met
the credit needs of all residents of their communities.
Though we acknowledge that specialization has a role in
mortgage lending, in the same way that utility companies
cannot decide to serve only some neighborhoods, cherry-
picking borrowers or even neighborhoods with specific
credit scores is not in the public interest. CRA implemen-
tation should ensure that regulated entities do not opt out
of their responsibility to meet the needs of the credit im-
paired, but otherwise sound, low-income and low-wealth
borrowers who participate in the non-prime market.

All lenders should be required to evaluate all custom-
ers using adequate underwriting and appraisal techniques.
At minimum, each regulated entity could be required to
serve the full range of the credit needs of the community
by offering referrals to other entities that provide non-

61 John R. Walter, “The Fair Lending Laws and Their Enforcement,” Federal Reserve Bank of Richmond Economic Quarterly 81:4 (1995).

62 Formal public enforcement actions may include civil money penalties, Written Agreements, or Cease and Desist Orders. Bank regulations also
mandate that the regulator refer all patterns and practices of discrimination to the Department of Justice, which determines whether or not to
investigate and whether the results warrant an administrative enforcement by the FRB, a public civil enforcement, or a settlement.

63 Sandra Braunstein, “The Community Reinvestment Act and fair lending examination processes,

”»

testimony before the Subcommittee on

Domestic Policy, Committee on Oversight and Government Reform, U.S. House of Representatives, Washington, DC, 2007. Located at: http://
www.federalreserve.govinewsevents/testimony/braunstein20071024a.htm. Braunstein’s testimony provides two excellent examples of when

violations did and did not require a reduced CRA rating.




prime mortgages on a fair and non-discriminatory basis,
or growing correspondent relationships with specific
lenders or nonprofits. Admittedly, mandating that any
particular market participant engage in non-prime lend-
ing is fraught with peril. Over the years, many regulated
thrifts and banks, often working in conjunction with
non-profit organizations, have developed the capacity to
participate in non-prime markets. This evidence suggests
that, given the proper incentives, banks and thrifts now
largely specializing exclusively in prime lending could
also acquire the expertise necessary to participate in the
non-prime market and serve low-wealth, low-income,
and/or subprime borrowers who cannot qualify for prime
loan products.

Reform of Other Elements of the
Regulatory Environment

This paper calls for uniform regulation for all mort-
gage lenders to reduce predatory practices, ensure a
certain degree of consumer protection, and level the
playing field for all lenders. Because many of the basic
consumer protections are in place in the CRA-regulated
portions of the market, the CRA provides a valuable
framework for successful and cost-effective lending
regulation market-wide. Yet, CRA reform is just one of
a broad range of needed reforms in the financial sys-
tem. Though a uniform CRA could address many of the
concerns about access to fair credit, it is also critical to
reinforce the consumer protections offered through the
Truth In Lending Act, the Real Estate Settlement Proce-
dures Act, and the Home Ownership and Equity Protec-
tion Act (HOEPA).

In remarks made to the CRA and Fair Lending Col-
loquium in Boston in 2001, the late Federal Reserve
Governor Edward M. Gramlich reminded his audience
that the art of CRA regulation is the balance between
assessing the quantity and quality of an institution’s
lending and determining whether it has had a net posi-
tive effect on the community. Undoubtedly, the CRA
has given financial institutions incentives to reinvest in

underserved communities and community development

organizations. As CRA regulations are expanded to ap-
ply to all mortgage lenders, considering how the CRA
has helped to provide LMI borrowers better access to
fair credit is worthy of examination. ll
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I. The Financial Landscape
from 1977 to 2007

he financial landscape has changed signifi-
cantly since the passage of the Community Re-
investment Act (CRA) in 1977. In this paper we
provide an overview of how these changes have
affected the coverage of the CRA, the structure of CRA-
regulated institutions, and their effectiveness in meeting
the goals of the CRA. By design and necessity we take
a broad approach. In so doing, we hope to provide a
useful contextual background for the other articles in this
volume that focus on changes in the CRA’s implement-
ing regulations, and more specific aspects of the CRA, its
coverage and effectiveness.

In 2007, the CRA celebrated its thirtieth anniversary.
At its enactment, the CRA was a response to the percep-
tion of many that depository institutions had failed to
meet the credit needs of their communities and that this
failure was encouraging urban flight and the deteriora-
tion of cities. Reasons expressed for the limited access to
or availability of credit included social reasons (discrimi-
nation in lending practices), economic reasons (limited
information on credit; limited access to capital), and
regulatory reasons (prohibitions on interstate branching
and mergers; interest rate ceilings).

The intent of the CRA was not to address each and
every limitation of the banking system with respect to
access of credit. It had a particular focus, and Congress
carefully evaluated some of the benefits provided by
government to the banking community before determin-
ing that CRA coverage, which would impose some costs

on institutions, might best be applied to those receiving
benefits from the federal government. At the time of its
enactment, Congress determined that CRA regulations
would apply only to federally insured depositories includ-
ing commercial banks and savings associations (savings
and loans and savings banks, henceforth S&Ls). As noted
recently by Federal Reserve Chairman Ben Bernanke,
“The obligation of financial institutions to serve their com-
munities was seen as a quid pro quo for privileges such as
the protection afforded by federal deposit insurance and
access to the Federal Reserve’s Discount Window.”?

In 1977, households typically saved by keeping
deposits in institutions covered under the newly enacted
CRA. Most borrowing by households was conducted
with these same institutions. The CRA-regulated deposi-
tories, in turn, were generally locally-based, and the
industry was relatively unconcentrated. These character-
istics have all changed dramatically in the intervening
thirty years since CRA’s passage.

The changes in household behavior discussed here
reflect the response of individuals to an expanded array
of financial services, arising primarily from the relaxation
of regulations that affect institutions’ offerings of prod-
ucts and the locations of their activities. Three changes in
the financial landscape, in particular, are of note, and all
of these, arguably, have encouraged or allowed financial
institutions to seek economies of scale or scope in the
provision of services to communities.

First, several important legislative changes freed com-
mercial banks and savings associations from regulatory
constraints in terms of the types of activities in which
they could participate and the geographies in which they

1 We thank Lemene Wakjira for her excellent work in checking the data and preparing the charts for this paper. We also thank Christopher Smith
for her assistance with the tables. The views expressed in this paper are those of the authors and do not necessarily reflect the views of the
Board of Governors of the Federal Reserve System or its Staff, or Freddie Mac or its Board of Directors.

2 Chairman Ben Bernanke, “The Community Reinvestment Act: Its Evolution and New Challenges,” (Speech at the Community Affairs Research

Conference, Washington, D.C., March 30, 2007).




could operate. The first major phase of deregulation took
place in the period 1979 through 1982. During these
years there was a rapid increase in interest rates, driven
primarily by a change in monetary policy that attempted
to reduce inflation by targeting bank reserves rather than
interest rates. This caused S&Ls to face negative interest
rate spreads in the funding of their long-term mortgage
assets. Further, Regulation Q usury ceilings on savings
deposits meant that S&Ls faced disintermediation from
lost deposits as households moved their deposits into
higher-paying mutual fund accounts.

In an effort to improve the competitiveness of the
S&Ls, two important acts were passed. The Depository
Institution Deregulation and Monetary Control Act of
1980 allowed S&Ls and credit unions to offer check-
able deposits and compete directly with the commercial
banks for these deposits. It also phased out Regulation Q
ceilings on savings deposits (over six years) and allowed
payment of interest on S&L demand deposits. The 1982
Garn-St.Germain Depository Institutions Act allowed
savings associations to offer money market deposit ac-
counts and super negotiable order of withdrawal (NOW)
accounts with limited checking features. Federally char-
tered savings associations could also make consumer
and commercial loans, and offer floating and adjustable
rate mortgages, expanding their permissible activities.

A decade later, the Reigle-Neal Interstate Banking
and Branching Efficiency Act of 1994 permitted merg-
ers and acquisitions of financial institutions across state
lines. Reigle-Neal was passed partially as a response to
the S&L crisis of the 1980s, and partially in recognition
that asset size is a factor in the financial health of banks
and that healthy banks positively affect the stability of
the banking system.

As a result of the passage of these three acts, financial
institutions gained newfound abilities to increase in both
scale and scope. Commercial banks and savings associa-
tions have taken full advantage of this opportunity, and
the industry has evolved substantially since 1977.

Second, the emergence of national credit repositories
and the subsequent development of statistically-based
credit models have led to the rapid growth of automated
underwriting systems for all types of lending. This low-
ered the historic reliance of lenders on the local knowl-
edge of their customer bases and provided economies of
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scale in both underwriting and the assessment of credit.
Both of these also encouraged industry concentration,
as well as the growth of a national secondary market for
mortgages and other assets.

Third, there was a rapid growth of secondary mar-
kets for financial products on both sides of the financial
institution balance sheet. This had two key effects on
financial institutions.? First, because of secondary market
funding, financial institutions now have more alterna-
tives for obtaining capital and have been able, in many
instances, to obtain their funding at lower cost than
through deposit growth. Instead of relying primarily on a
(local) deposit base for raising funds, institutions can rely
on warehouse lenders and brokers for short-term capital,
and can use securitization and a broad base of investors
for long-term funding. Second, the secondary market al-
lows lenders to pool loans from anywhere in the country
and sell these securities through the secondary market.
This increases the liquidity of lenders’ assets, dramati-
cally reduces localized variations in lending rates and
the availability of credit, and reduces credit risks through
geographic diversification. The growth of the secondary
market, therefore, encouraged economies of scale and
stimulated the growth of non-depository institutions not
covered under the CRA.

These changes, in total, have led to significant altera-
tions in the financial landscape facing the typical United
States household. Since the time of the CRA’s passage,
households” savings/investment and borrowing options
have expanded, both in terms of products and in the
types of institutions offering these services. Although
CRA-regulated institutions still play a dominant role in
financial markets, many new, non-covered institutions
have entered the marketplace. Moreover, financial institu-
tions have grown substantially in scale. The result is that
households’ financial activity is increasingly conducted
with institutions not covered under the CRA, and the
institutions with which they do business are increasingly
national in scale rather than confined to a local footprint.

These changes by themselves, of course, do not speak
directly to Congress’ concern that financial institutions
meet the credit needs of their communities. We spend
some time, therefore, considering how financial institu-
tions” service to their communities may have changed in
the face of this evolving financial landscape.

3 The securitization of mortgages had, arguably, the largest impact on the growth of nonbank financial entities, but growth in other asset-backed

securities also meant that deposit-taking was not essential for lending.




The rest of this paper is structured as follows. We

start with a brief discussion of our data and empirical
approach. We then consider changes in household bal-
ance sheets (savings and borrowing behavior) since the
passage of the CRA. We follow this with a discussion of
market share effects, focusing on differences in deposits
and lending behavior by different types of institutions,
including those that are CRA-regulated and those that are
not. We turn next to an examination of the measurement
of CRA performance over time. Finally, we conclude with
some thoughts about the current financial environment.

Il. The Approach and the Data

We provide a series of charts to illustrate the effects
of the changing financial landscape on CRA-regulated
institutions and their success at meeting the credit needs
of their communities. The charts themselves are based
on data that are available for download through the
Federal Reserve Banks of Boston and San Francisco. Un-
derlying these charts and data are a series of consistent
assumptions and empirical approaches that we outline
in this section.

We consider all federally insured commercial banks
and savings associations to be the CRA-regulated institu-
tions. By this we mean that they must meet obligations
set forth under the CRA. Generally we distinguish among
the CRA-regulated institutions by separately looking at
the top 25 banking organizations (top 25) as measured
by total dollars of domestic deposits each year (including
all the depositories and affiliates that belong to the orga-
nization), other large institutions (with “large” indicating
at least $1 billion in assets) and small institutions (where
“small” indicates less than $1 billion in assets).*

As envisioned at its inception in 1977 and, today, the
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CRA encourages federally insured banking institutions

to help meet the credit needs of their communities in

a way consistent with the safe and sound operation of
those institutions.® The financial institution itself is given
the ability to define its “community” or the areas in
which its performance will be assessed. This has become
known as the institution’s assessment area.® For purposes
of this paper we do not have access to the assessment
areas as defined by each institution, so we approximate
each institution’s assessment area to include the counties
in which an institution, in its annual regulatory filing,
reports that it has a banking office.

Under the CRA, various performance tests are applied
to measure each institution’s performance, particularly
in its assessment area. The performance criteria used to
assess the institution are flexible, and examination for
compliance focuses on both the quantity and the quality
of the institution’s CRA qualifying activities.” The CRA
distinguishes between retail activities, regarded as the
traditional business of banking, and other community
development activities meant to meet the credit or revi-
talization needs of lower-income borrowers or lower-in-
come neighborhoods. The regulations focus on four cat-
egories of community development, including affordable
housing, community services, economic development
through either small business or small farm lending, and
the revitalization and stabilization of low- and moderate-
income geographies. For large institutions, evaluation
also provides sub-ratings on activity-based tests for lend-
ing, investment, and service.

As a practical matter, assessing the full range of these
performance distinctions is beyond the scope of this
article. We primarily focus, therefore, on traditional
lending activities, particularly residential mortgage
and small business finance, for which geographic data

4 Unlike the top 25, the large and small institutions are defined only in terms of the institution itself and not the entire organization to which they
belong. Top 25 organizations are separated out because they are the organizations most likely to seek regulatory approval for acquisitions or
mergers for which their CRA rating is relevant. The further distinction between institutions under or over $1 billion in assets is chosen because
institutions above that level are generally subject to a different CRA performance evaluation. In practice, this distinction has been determined
by the “current” value of such assets, but in our charts we use an inflation-adjusted threshold normalized to the price level at the end of 2007

for substantive consistency.

5 For an overview of the history of the CRA, see Griffith L. Garwood and Dolores S. Smith, “The Community Reinvestment Act: Evolution and
Current Issues,” Federal Reserve Bulletin (vol. 79, April 1993), pp. 251-67. For a discussion of recently proposed and current regulations,
see Robert B. Avery, Glenn B. Canner, Shannon C. Mok, and Dan S. Sokolov, “Community Banks and Rural Development: Research Relating
to Proposals to Revise the Regulations that Implement the Community Reinvestment Act’,” Federal Reserve Bulletin, (vol. 91, Spring 2005),

pp. 202-235, available at www federalreserve.gov/pubs/bulletin.

6 Assessment areas are self-defined geographies drawn to include census tracts, counties, or metropolitan statistical areas (MSAs) that encompass
an institution’s deposit-taking facilities, such as its branches and, if applicable, its automated teller machines (ATMs).

7 We provide information that reflects the quantity of lending and change over time in activities, but we do not attempt any discussion of the qual-

ity of performance.




reporting is mandated for most institutions under the
CRA. Within such lending, we look at the percentage of
loans made to borrowers in low- and moderate-income
(LMI) census tracts. This approach mimics a common
performance measure used by CRA examiners. For
residential mortgage lending, we also include in our
measure loans to LMI borrowers, regardless of whether
they reside in LMI geographies.®

The CRA generally measures performance in a flow
rather than stock framework. That is, it considers the flow
of deposit-taking and lending activity within a year when
assessing performance, not the stock of liabilities and as-
sets on institutions’ year-end balance sheets. Nonetheless,
data limitations force us to use a combination of stock
and flow measures in creating our charts and tables. We
provide data on deposit-taking and lending activity over
the thirty-year period since the passage of the CRA (1977
through 2007), which are by necessity of a stock nature.
We give a considerable focus to mortgage lending, both
because of its importance and the ready availability of
the Home Mortgage Disclosure Act (HMDA) data. HMDA
data are provided on a flow basis (yearly originations),
but are available only from 1990 through 2007. We also
provide information on small business and farm lending
that has been reported on a flow basis for the larger CRA-
regulated institutions since 1996.

I1l. Changes in Household Behavior

Over the past 30 years, households have been pre-
sented with many savings and lending alternatives. As
financial regulations have changed, so too has house-
holds” behavior evolved. While we cannot fully docu-
ment all of the changes over the past three decades in
terms of the proliferation of savings and lending vehicles,
we do provide information on some select assets and
liabilities of households. In Exhibits 1 - 3, we present
information on stocks of household financial assets,
including checkable and savings deposits (Exhibit 1),
and outstanding stocks of consumer loans (Exhibit 2) and
mortgage debt (Exhibit 3).
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Consumer deposits are important for the CRA for two
reasons. First, as suggested earlier, deposit insurance is
often viewed as the quid pro quo for the CRA. Second,
consumer deposits play a role in the performance tests
for CRA examinations.

In 1977, at the time of the enactment of the CRA,
households held 25 percent of their financial assets in
the form of checking, time and savings deposits in CRA-
regulated institutions. The household share of financial
assets held in such institutions has declined substantially
since that time (see Exhibit 1), reaching a low of 11
percent in 1999 and then rebounding somewhat to 15
percent in 2007.° Some of this decline may have resulted
from the expanding array of other deposit-type vehicles
available to consumers from non-CRA-regulated institu-
tions. Households’ shares in credit market instruments
(about one-third of which are money market mutual
funds), for example, rose by about one percentage point
over this period. Most of the decline, however, appears
to stem from a switch in households assets toward the
holding of non-deposit-type vehicles. In particular, the
holdings of non-pension equities (including direct stock
holdings and mutual fund shares) rose from 15 percent of
households’ financial assets in 1977 to a peak of 38 per-
cent in 1999, and then declining to 25 percent in 2007.

8  Census tract income categories are determined by the ratio of a census tract’s median family income to the median family income of the rel-
evant surrounding area as measured at the last Decennial Census. The categories are: 0-49 percent (low), 50-79 percent (moderate), 80-119
percent (middle), and 120 percent or more (upper). Similar categories are used to classify individual residential mortgage borrowers based
on their income (as reflected in the mortgage underwriting) compared to a contemporaneous measure of the median family income of the sur-
rounding area as estimated by the Department of Housing and Urban Development.

9 Exhibit 1 provides the share of Household sector financial assets held as deposits (and other financial assets) from the Federal Reserve Board’s
Flow of Funds, Table B.100e. The deposit figure was adjusted to exclude credit union deposits obtained from Flow of Funds Table L115. The
Household sector in the Flow of Funds accounts includes nonprofit organizations such as foundations and universities.




Exhibit 2
Dollar Holdings of Consumer Loans
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During this same period, households changed consid-
erably the types of institutions from which they hoped to
borrow, particularly when they sought consumer loans
and mortgages. For example, the share of U.S. consumer
debt outstanding (as measured in dollars) held at com-
mercial banks and savings associations fell from 57 per-
cent in 1977 to 35 percent by the end of 2007 (Exhibit
2).'° During that same period, the share of consumer
loans securitized remained at zero until 1989, increased
to reach a level of 27 percent in 1998, and has remained
at roughly that same level.

Exhibit 3 provides equivalent information on the
change in mortgage debt."" The share of U.S. home
mortgage debt outstanding held at commercial banks
and savings associations fell from nearly three-fourths
(74 percent) in 1977 to only slightly more than one-
fourth (28 percent) by the end of 2007. At the same
time, the percent of home mortgage debt outstanding
that was securitized in the secondary market through
the use of either mortgage-backed securities (by the
government-sponsored enterprises (GSEs)—Fannie Mae
and Freddie Mac) or privately through asset-backed
securities increased from only nine percent in 1977 to
58 percent in 2007.
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Exhibit 3
Dollar Volume of Home Mortgage Debt Outstanding
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The trends observed in the CRA-regulated institu-
tions” share of consumer and mortgage loans likely are
due to two key factors. The first is that, beginning in the
1980s and throughout the next two decades, institutions
not covered under the CRA increasingly entered into
competition with depositories for all forms of household
borrowings (and savings). One such example is credit
unions. Compared with commercial banks and S&Ls, the
role of credit unions in the financial landscape remains
relatively small. Moreover, they are not the largest
competitors of CRA-regulated institutions. They remain
interesting, however, because they have federally insured
deposits but are not covered under the CRA. The data
indicate that credit unions have increased their share
of household deposits (increasing from four percent in
1977 to almost ten percent in 2007) and home mort-
gage lending (rising from about one-half of one percent
of mortgage assets in 1977 to three percent in 2007).
However, the credit union share of consumer lending
simultaneously declined from 14 percent in 1977 to nine
percent in 2007.

The second key factor that explains changing pat-
terns in loans to households is the rapid growth in
loan securitization. The secondary market dramatically
increased the investor base for these assets, and reduced
the relative importance of a deposit base for purposes
of funding loans to consumers. In the mortgage market,
for example, the rapid growth in volume and liquidity of
the mortgage-backed securities (MBS) issued by Freddie

10 The data for this exhibit come from the Federal Reserve Data Release Table G19, also part of the Flow of Funds, table L222, lines 1, 6, 7 and 10.
All consumer debt as measured in these data is owed by the household sector.

11 The data for this exhibit come from the Flow of Funds Table L218, lines 1, 11, 12, 18 and 19. Home mortgage debt is calculated as all residential
mortgage debt, including 1-4 family and farm houses. Home equity loans are included in these data. Most home mortgage debt is owed by the

household sector (about 94 percent in 2007).




Mac and Fannie Mae has meant that wholesale lenders,
through a broker network, can originate loans to distrib-
ute as securitized assets. Under this model, mortgage
lenders need not rely at all on traditional checkable or
savings deposits for funding, but rather can borrow the
funds needed to make loans using a line of credit from a
warehouse lender, originate mortgages, combine and sell
them into secondary market securitized pools, and use
these proceeds to repay the line of credit. This method
of interjecting capital into the credit market effectively
bypasses the localized deposit collection and lending
activity model that was central to mortgage funding at
the time of the CRA's passage in 1977.

It is likely that all of these changes have had both
significant and subtle impacts on lending and deposit-
taking by CRA-regulated institutions. In the next section,
we explore how these changes may have impacted insti-
tutions of different size classes in different ways.

IV. Changes in the Structure of
Financial Institutions

Like households, financial institutions were also
responding to changes in both the legislative and
regulatory environments that allowed for growth and
consolidation across the country. To illustrate some of
these changes, we provide a series of charts that show
the changing market share of CRA-regulated institutions
grouped by asset size.

A. Offices and Deposits

In order to look at market shares, we need to define
a unit of measure for the financial institution. One such
measure, the “office,” is generally used as the unit of
accounting for depositories covered under the CRA and
other regulations.’ Deposits held by an institution must
be assigned to a particular office, and the office location
is used to define the geographic reach of the institution
within their self-defined assessment area. This is critical
not only to the Lending Test under CRA examinations,
but also to the branch Service Test where particular focus
is paid to offices in LMI neighborhoods.
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One way to track the localized focus of institutions,
therefore, is to consider trends in the average number of
offices per institution—the greater the average number
per institution, the more widespread (less localized) the
activity. In 1977, fully 54 percent of the nation’s 18,834
federally-regulated commercial banks and savings asso-
ciations were unit institutions—that is, they had a single
location, with a single office, and no branches.’® By
2007, however, the share of unit institutions had fallen to
only 24 percent (out of 8,605 federally insured banking
institutions). The last 30 years, moreover, have led to the
concentration of assets among the largest institutions. In
1977, for example, there was an average of 3.5 offices
per institution. By 2007, this figure had more than tripled
to 11.5 offices per institution.

Exhibit 4
Market Share of Offices

80

60 +—===
= \\“\m
€ 40 T T —
e '7‘_..._'_.-,- e

20

o ————

A O N DDA DN DDA DR D B
EELF L F S FE S T S S

(L
== Small

Top 25 --e--Large

The increasing concentration of the banking industry
is illustrated by trends in the market shares of offices
owned by institutions of different size classes as shown
in Exhibit 4. Beginning in the mid-1980s, the share of of-
fices held by the top 25 organizations steadily increased
while the share of offices held by small institutions de-
clined. Clearly, the top 25 institutions have commanded
an increasing share of offices as they have grown more
geographically dispersed in their activities. Interestingly,
we do not observe a dramatic drop in the share of offices
of the large institutions, which is consistent with the
considerable share of banking activity these institutions
retain in the United States.

12 While state law sets the definition of what constitutes an office, generally it includes the institution’s self-defined main office and any branches
(but not stand alone automated teller machines or ATMs). An institution with four branches operates a total of five offices.

13 The information here (and in Exhibits 4, 5 and 6) is based on annual June 30" Summary of Deposits (Federal Deposit Insurance Corporation
(FDIC)) and Thrift Financial Reports (Office of Thrift Supervision (OTS)) offices filings. Data since 1994 are available at http://www?2 fdic.
gov/hsob/hsobRpt.asp. Data for earlier years are based on the authors’ calculations using information from the national archives and Federal

Reserve Board records. Data include offices in U.S. territories.




Exhibit 5
Market Share of Deposits
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Trends in the concentration of deposits mirror those
of offices. As evidenced in Exhibit 5, the market share of
total deposits held by top 25 CRA-regulated organiza-
tions grew significantly from under 20 percent in 1977
to over 50 percent by 2007. At the same time, from 1977
to 2007 the share of deposits held by small institutions
fell from over 40 percent to under 20 percent. The largest
institutions have been getting larger, and the industry is,
therefore, becoming more concentrated.

The growth in the size of CRA-regulated institutions
over the past 30 years was accompanied by a more
geographically dispersed focus of these same institu-
tions. Depositories were largely locally-based at the time
of the CRA's passage in 1977, consistent with the CRA’s
focus on allocating lending within a geographic market.
However, as noted above, deposits became increasingly
concentrated in larger institutions over the past 30 years.
Accompanying this increase was a reduction in the share
of deposits that institutions collected in the same MSA as
their main office. This latter trend is illustrated in Exhibit 6.

In 1977, all three groups of institutions (by asset size)
collected the vast majority of their deposits in the same
MSA as their main office. This largely remained true of
small institutions through 2007. However, the share of
deposits collected in the MSA of their main office for
large institutions declined consistently, and the share
for the top 25 depository organizations declined from
over 80 percent in 1977 to under 25 percent in 2007.
Some of this decline is an artifact of the decline in the
number of institutions relative to offices (thus fewer main
offices). However, most of the decline reflects a real
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increase in geographic reach of larger institutions, much
of it expanding across state lines. In 1977, for example,
there were no nationwide depository institutions. By
2007, most of the top 25 organizations had truly become
national organizations, drawing deposits (and lending) in
markets across the United States.

Exhibit 6
Concentration of Deposits in same MSA as Main Office
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Collectively these changes in industry structure have
had significant implications for the CRA. When origi-
nally passed, the CRA was designed for an institution
operating in a single urban market and for an environ-
ment with a large and diverse set of financial institutions.
As just shown, this model no longer applies to much of
the marketplace which is increasingly dominated by a
small number of very large institutions that operate in
many different markets.

B. Lending Activities

Not surprisingly, the concentration in deposit col-
lection over the past 30 years has been associated with
increased concentrations in consumer lending. Exhibit
7 shows the share of consumer loan dollars held by
depositories of different size classes over the period
1977 through 2007."* Again, we see rapid growth in the
dominance of the top 25 organizations, from holding 15
percent of consumer loan dollars in 1977 to holding 70
percent in 2007. This was accompanied by a concomi-
tant decline in the share of consumer loan dollars held
by small institutions, from nearly 50 percent in 1977 to
under ten percent in 2007.

14 The information in Exhibits 7 and 8 is calculated from end-of-year Call Report (commercial banks and some savings banks) and Thrift Finan-
cial Reports (S&Ls and other savings banks) data. Some data for the late 1970’s and early 1980’s had to be imputed by the authors because of

changes in the information collected in the reports.




Exhibit 7
Market Share of Consumer Loan Dollars
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Similar trends are apparent in the shares (in dollars)
of single-family (one- to four-unit) residential mortgage
lending held by institutions of different size classes
(Exhibit 8). Again, we see dramatic growth in the share
of mortgage dollars held by the top 25 CRA-regulated
organizations, accompanied by declines in the shares
held by both large and small institutions.

Exhibit 8
Market Share of 1-4 Family Home Mortgage Dollars

80

60 o~

T Bt NG .

e,
el L.
20 T L

Percent
(]
*
L}
e
[}
(]
L]
»
»
]
b
¢
4

//_/ \"'--..._..

R S S T S A N A,
SEHE L FFE TS F S F S S S
Top 25 --e-Large = Small

Not only has mortgage lending among depositories
become more concentrated over the past 30 years,
the share of mortgages originated by institutions not
covered by the CRA has increased. We track this trend
using HMDA data, which allow us to consider changes
using a flow concept (originations) that is arguably
more consistent with the focus of the CRA than the
stock concepts thus far discussed. Unfortunately, the

use of HMDA restricts us to going back only to 1990;
before that point HMDA reporting only applied to CRA-
regulated institutions.

Exhibit 9 shows the share of total mortgage origina-
tions for the top 25 organizations, large institutions,
small institutions, and institutions not covered by the
CRA." Non-covered institutions include independent
mortgage companies and credit unions. The increasing
share of mortgage originations by the top 25 organiza-
tions is quite evident, as is the declining share of origina-
tions by small institutions. Among mortgages originated
by CRA-regulated institutions, therefore, mortgages
increasingly are originated by depositories with a large
(often national) footprint.

Exhibit 9
Mortgages Originated by Institution Type
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Also evident is the dramatic increase in the share of
originations by non-CRA-regulated institutions in the
early 1990s, from 17 percent in 1990 to a high of 40
percent in 1993. Since then, while the share of mortgage
originations by these institutions has trended somewhat
downward, it has generally remained over 30 percent.

The rise in the importance of mortgage originations
by non-CRA-regulated institutions was coincident with
the rise in importance of securitization (as shown in
Exhibit 3) and the increasing role of subprime lending,

a large share of which originated with independent mort-
gage companies. Regardless of its cause, the increased
role of mortgage originations by non-covered institu-

15 Data are calculated based on single family, first lien mortgage loan originations reported annually under HMDA. Data here, and in other
exhibits using HMDA data, are based on loans rather than loan dollars and exclude loans in U.S. territories and those for which geographic data
are missing. Lien status is only reported since 2004. Prior to that year, we assume a threshold of loan size above and below $50,000 in 2007 real
dollars to distinguish first and junior lien loans. HMDA data include originations only by depositories with offices in an MSA and distinguish
between loans extended directly and those extended by a subsidiary or affiliate of the depository. Depositories with assets below $30 million are
not required to report. Exhibit 9 includes loans extended by subsidiaries and affiliates when computing institution or organization loans.
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tions reflects an important trend. At the time of the CRA's
passage, CRA-regulated institutions with local footprints
originated the vast majority of mortgages. Since then,
and especially starting in the mid-1990s, institutions not
subject to CRA regulations increasingly originated mort-
gages in competition with CRA-regulated institutions. In-
creasingly, therefore, mortgage lending expanded out of
the reach of CRA regulation, although this trend shows
signs of reversing with the collapse of the subprime
mortgage sector in 2007.

The CRA does not, however, focus only on mortgage
lending. Regulatory changes to the CRA in 1995 placed
increased emphasis on performance measures related to
small business and small farm lending, defined as loans
of $1 million or less for small business and $500,000
or less for small farm.’® Data on this lending from 1996
through 2007 are shown in Exhibit 10.

Exhibit 10
Dollars of Small Business and Farm Loans held by Depositories
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Market trends in small business and farm lending
look markedly different from those of consumer and
mortgage lending. The top 25 market share of consumer
loan dollars outstanding rose by over one-half from 1996
to 2007, and almost doubled for home mortgage loan
dollars outstanding over the same period (earlier shown
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in Exhibits 7 and 8). In contrast, the market share of the
dollars outstanding of small business and farm loans

for the top 25 rose only from 24 to 32 percent over the
same period. Moreover, the absolute share of the small
business and farm market of the top 25 was only about
one-half their share of the consumer and mortgage loan
market in 2007. Clearly, small business and farm lending
makes up a decreasing relative percent of the lending by
top 25 institutions, while growing to a relatively larger
role among small institutions.

V. Changes in CRA Performance Measures

CRA performance can be assessed across many
dimensions. All CRA-regulated institutions are judged
on their lending activity. The Lending Test includes
measures for many types of loans, including home
mortgage, small business, and small-farm loans. Larger
institutions also receive ratings for service and invest-
ment activities."” The Service Test evaluates institutions’
retail banking delivery systems and institutions’ commu-
nity development services, innovativeness and respon-
siveness. The Investment Test considers qualified invest-
ments with assessment area community development as
their primary purpose. All these tests are combined into
an overall CRA rating.

Tracking trends in CRA performance tests can provide
useful insights into how well the law is working, a topic
we pursue in this section. We focus on four quantita-
tive metrics of performance. First we consider a metric
related to the Service Test. Next, we turn to two metrics
related to the Lending Test—lending in LMI areas and
lending in and out of the institution’s assessment area.
Finally we look at institutions” overall CRA ratings.

A. The Service Metric

One of the questions asked under the CRA is how
well regulated institutions are serving their communi-
ties. One commonly used CRA Service Test metric is

16 Starting in 1996, larger institutions were required to report annually on their small business and small farm loan originations by census tract.
Larger institutions for this purpose were defined to be those with over $250 million in assets or over $100 million in assets and part of an orga-
nization with over $1 billion in assets. These regulations were amended in 2005 to require reporting only of institutions with $1 billion or more
in assets (although smaller institutions can, and do, report voluntarily). Unfortunately smaller depositories are not required to report small
business and farm origination data, so it is impossible to discern market trends from the flow data. However, since 1993 all-sized institutions
have been required to report balance sheet data on small business and small farm loan dollars outstanding using the same loan definitions as

the origination data.

17 Larger institutions, for this purpose, were defined to be those with over $250 million in assets or over $100 million in assets and part of an

organization with over $1 billion.




the percentage of offices in LMI tracts. The trends in
this percentage between 1997 and 2007 are shown in
Exhibit 11.1
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Exhibit 11
Share of Offices in LMI Tracts
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Trends in the LMI share of offices do not seem to vary
significantly with asset size of institution. As is clear,
however, the percent of CRA-regulated institutions’ offic-
es in LMI census tracts decline modestly throughout the
30-year period. There is a striking increase in this share
in 2003, but this likely reflects the change in definition
of the LMI census tracts in that year, as well as, possibly,
the increased activity by depositories in lower-income
areas as credit standards were relaxed.

Interpreting the decline in the share of deposits or
banking offices in LMI census tracts as a reflection of
the CRA may be problematic. Of concern, there were
roughly an equal proportion of banking offices and
population in LMI census tracts in 1977, but by 2007
the office share was lower than the population share (20

percent versus 26 percent). On the other hand, however,
the absolute number of banking offices in LMI census
tracts increased by 25 percent over the 30 years since
CRA's passage.

Thus, the decreased share of LMI offices reflects
higher office growth in middle- and high-income tracts
rather than office closures in LMI areas. Moreover, the
growth of offices into these non-LMI census tracts may
have actually increased the ability of institutions to
serve their communities. In particular, the relaxing of
state branching laws that allowed institutions to increase
their geographic reach may have allowed institutions
with main offices in commercial districts, which were
nominally LMI but sparsely populated, to expand into
the residential communities where their LMI and other
customers lived.

B. The Mortgage Lending Metric

The CRA was meant to encourage institutions to meet
the lending needs of borrowers in their assessment areas,
and particularly those of LMI neighborhoods and LMI
borrowers. Lending tests look at both metrics separately,
but for ease of exposition we have combined these two
lending activities and refer to this as LMI lending.

Exhibit 12 uses HMDA data to provide the LMI shares
of mortgage originations over time."” As was the case
with offices, these data show a trend that is largely undif-
ferentiated by type of institution. Unlike offices, howev-
er, there is a fairly consistent upward trend in the percent
of LMI lending by CRA-regulated institutions over this
period, albeit the trend seems largely to have leveled out
after 2004.2°

18

19

20

These data are drawn from the Summary of Deposits and Thrift Financial Reports information used for Exhibits 4-6. Each office was geocoded
and placed in both a 1990 and 2000 census tract based on its geographic coordinates. We excluded from the calculations all offices in census
tracts with less than 1,000 people in urban areas and 500 people in rural areas. These offices are disproportionately in central business districts
with deposit figures reflecting business not personal accounts. The 2000 census tract designation was used to classify offices into an LMI income
class for reporting years 2003 through 2007. The 1990 tract designation was used to classify offices for all previous years. In practice, 1980
tract classifications were used under the CRA for reporting years 1982 to 1991 and 1970 tracts for 1977 to 1981. A number of rural areas were
not assigned tracts in the 1980 and 1970 Census; consequently we chose to use the 1990 tract designation for this period.

CRA evaluation includes mortgage purchases as well as mortgage originations. We focus on originations here but provide data on purchases as
well in the linked website data file. Data definitions are the same as those used in Exhibit 9.

There is some “lumpiness” of the data due to the fact that LMI income classes for census tracts are changed only every ten years and are sensi-
tive to MSA boundaries. This accounts for much of the increase in LMI lending from 2003 to 2004 when MSAs based on the 2000 Census were
introduced (a similar pattern is evident in 1994 which MSAs based on the 1990 Census were first used). Exhibit 12 shows data for both LMI
borrowers and census tracts. If the data are limited to LMI census tracts, CRA-regulated institutions in total originated about ten percent of
their loans in LMI tracts in 1994 versus 17 percent in 2007, figures that support the view of an increased amount of LMI lending.
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Exhibit 12
Share of LMI Mortgage Lending
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As a consequence, LMI borrowers and tracts are receiv-
ing a greater share of the mortgage activity of CRA-regulat-
ed institutions, while contributing a reduced share to these
institutions’ deposit base. Moreover, these trends start from
a point where the case could be made that LMI customers
were underserved. For example, the 1990 Census shows
that 16 percent of all owner-occupied single-family homes
were in LMI tracts, versus a ten percent overall average
LMI-tract share for CRA-regulated lenders in 1994. By
2007, the average CRA-regulated lender share of loans in
LMI tracts had risen to 17 percent, a figure equal to the
2000 Census percent of owner-occupied single-family
homes in LMI tracts. Arguably, therefore, there has been a
positive high-level trend in CRA performance.

However, while there appears to be strong evidence
that LMI mortgage customers have enjoyed an expan-
sion of service from CRA-regulated lenders in the last
15 years, it is not clear how much of this, if any, can
be attributed to the CRA. While CRA-regulated lenders
increased the share of their LMI mortgages from 26 per-
cent in 1994 to 34 percent in 2007, non-CRA regulated
institutions increased their share of lending to such
customers by a similar amount, from 29 percent to 35
percent. Moreover, within CRA-regulated organizations,
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the growth in LMI share (from 27 percent in 1994 to 35
percent in 2007) was somewhat greater in subsidiary/
affiliate lending, which is only voluntarily considered for
CRA evaluation, than it was for lending directly done by
CRA-regulated depositories (26 percent to 33 percent).

The similarity of changes in the share of lending go-
ing to LMI customers for lenders facing different regula-
tory environments suggests that either the growth of LMI
lending stems from market rather than regulatory forces,
or that other regulatory forces beyond the CRA may have
played a role. One such regulatory change that might
have contributed to the growth of LMI lending by non-
CRA regulated lenders over this period was the enact-
ment of affordable housing goals for Fannie Mae and
Freddie Mac by the Congress in the mid-1990s.

Similar to the quantitative lending activity require-
ments under the CRA, albeit not so deeply targeted,
Fannie Mae and Freddie Mac face annual percentage of
business requirements on their purchases of mortgages
that serve LMI borrowers, borrowers in underserved
areas, and special affordable populations.?’ Mortgages
that satisfy CRA requirements qualify under the afford-
able housing goals, and may be counted toward these
requirements if purchased by Fannie Mae or Freddie
Mac. However not all mortgages counting toward the
affordable housing goals satisfy CRA requirements or
are originated or purchased by CRA-regulated institu-
tions. So, although the CRA and the affordable housing
goals of Fannie Mae and Freddie Mac both encourage
LMI lending, some of this activity may occur outside
CRA reporting channels.?

We next turn to the share of mortgage lending that
institutions do within their own assessment areas. CRA
requirements pertain primarily to activities within institu-
tions’ assessment areas, so an increase in the share of
activity outside assessment areas is of potential concern.
Exhibit 13 illuminates this aspect of CRA performance.

21

22

Underserved areas are currently defined in metropolitan areas to be census tracts with median incomes less than or equal to 90 percent of area
median income, or tracts with minority population greater than or equal to 30 percent and median incomes less than or equal to 120 percent of
area median income. Slightly more flexible guidelines apply for underserved rural areas. Special affordable populations are currently defined as
borrowers with incomes less than or equal to 60 percent of area median income, or borrowers with incomes less than or equal to 80 percent of
area median income that are located in a census tract that has a median income that is less than or equal to 80 percent of area median income.

The growth patterns of LMI lending raise some interesting questions that we can only note, but not answer here. Looking at the market as a
whole (all HMDA lenders), all of the increase in the incidence of LMI lending from 1994 to 2007 resulted from an increase in lending to bor-
rowers in LMI tracts (10 percent in 1994 to 17 percent in 2007). There was no increase at all (indeed a modest decrease) in the incidence of
lending to LMI borrowers who were not in LMI tracts. Further, the difference in the growth in the incidence to lending to LMI tracts and LMI
borrowers outside such tracts would have been even larger if measured to 2006 before the collapse of the subprime market. On the surface this
evidence suggests that LMI tracts were previously underserved and have now caught up. Yet there was very little change in the percentage of
owner-occupied units in LMI tracts from 1990 to 2000 censuses. If the 2000 Census data on owner-occupancy does not reflect the potentially
strong growth of housing in LMI areas post-2000, it is possible that these areas may remain underserved.
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Exhibit 13
Share of Mortgages in Assessment Area
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We find that small institutions have continued to
originate a fairly large share of mortgages within their
assessment areas (around 70 percent). Not surprisingly,
however, the growth in the size of the top 25 organi-
zations is associated with a decline in the percent of
mortgages they originate within their assessment areas.
In particular, the top 25 organizations fell from almost
an 80 percent share in 1990, to originating only 46
percent of their mortgages within their assessment area
after 1994. The share of lending in assessment areas also
declined for large institutions, dropping from slightly
over 70 percent in 1990 to less than 30 percent in 2005.
Since then, however, there has been a surge back up to
nearly 40 percent in lending in assessment areas among
large institutions in 2006 and 2007.

The concentration of activity among larger CRA-reg-
ulated institutions (as shown in Exhibit 9 earlier) raises a
potential concern because a reduced share of mortgage
activity in assessment areas accompanies it (as shown in
Exhibit 13). To further explore this concern, we turn in
Exhibit 14 to a comparison of LMI mortgage lending by
institutions within and outside their assessment areas.?
Ideally, from a CRA perspective, the share of LMI lending
in assessment areas will be greater than or equal to the
share of LMI lending out of assessment areas. There is,
therefore, potential reason for some concern if the op-
posite is the case.
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Exhibit 14
Ratio of LMI Lending that is in/out of Assessment Area

Share Ratio

Exhibit 14 shows that small institutions generally
perform well by this metric, consistently providing LMI
mortgage lending within their assessment areas at rates
twice that outside their assessment areas. In contrast, top
25 and large institutions show a decline in this metric
throughout the mid-1990s. Since the mid-1990s, the top
25 have leveled off to a ratio where their LMI lending
rates are about equal within and outside their assessment
areas. In even starker contrast to small institutions, large
institutions now originate LMI mortgages at a lower rate
within compared to outside their assessment areas.

Overall, therefore, trends among different-sized insti-
tutions almost balance each other out. In particular, the
increase in the share of lending going to LMI customers
from all CRA-regulated institutions lending within their
assessment areas (27 percent in 1994 to 34 percent in
2007) is virtually the same as the change in the share of
such lending outside their assessment areas (26 percent
in 1994 to 33 percent).

Potentially troubling, nonetheless, is the dramatic de-
cline in mortgage lending within assessment areas by the
top 25 and large institutions. By this view, increased con-
centration has reduced overall mortgage lending within
assessment areas, arguably reducing the coverage of the
CRA. Moreover, because much of the out-of-assessment
area lending is associated with affiliates of the larger insti-
tutions, it may not be subject to scrutiny under the CRA.

23 Direct lending by depositories is counted as being in the assessment area in our analysis if the loan is originated in a county in which the
depository has an office. Loans originated by affiliates or subsidiaries of depositories are counted as being in an assessment area if they are
originated in a county in which any depository member of the same organization (e.g. bank holding company) has an office. In practice, institu-
tions have discretion in how they treat loans originated by non-depository subsidiaries or affiliates under the CRA, and may choose to count or

not count such loans.




C. Higher-Rate Mortgage Lending

Since 2000 there has been a dramatic increase in
mortgage originations by subprime lenders. Much of this
activity has been conducted by independent mortgage
companies, which are not depository institutions and so
not subject to the CRA. Disproportionately, these lenders
originate loans at rates substantially higher than those
offered by prime lenders.

Considerable regulatory scrutiny has been directed
towards these higher-rate loans, generally defined as loans
originated above the HMDA rate-spread reporting thresh-
old.** It has been a particular focus within the context of
the CRA, because higher-rate mortgages disproportionately
appear to be originated in LMI census tracts. The CRA's
intent has been to promote LMI lending within assessment
areas. However, the intent has never been to encourage
LMI lending only at higher-rates than borrowers with higher
incomes, or in higher income communities, can obtain.

Exhibit 15 provides the distribution of the higher-rate
mortgage originations across CRA-regulated and non-
CRA-regulated (independent mortgage banks and credit
unions) institutions. The data needed to assess higher-rate
mortgage lending are reported in HMDA only starting in
2004, so the time series is necessarily short.

Exhibit 15
Higher-Rate Mortgages
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The exhibit shows that until 2006 the largest share
of the higher-rate mortgages came from institutions not
subject to the CRA. During this same period, not sur-
prisingly, small institutions originated a smaller share
of higher-rate loans and top 25 organizations and large
institutions originated a proportionately larger share.?

In 2007, however, the subprime market collapsed
and 169 lenders (almost all non-CRA-regulated)
stopped reporting in HMDA.?* This led to a dramatic
decline in the volume of higher-rate mortgage lending
(not shown), as well as a decline in the share of higher-
rate mortgages originated by institutions not covered
under the CRA.

From a CRA perspective, the 2007 changes are,
arguably, welcome news. In particular, CRA-regulated
institutions, rather than those outside the CRA regulato-
ry structure, are increasingly responsible for the origina-
tion of higher-rate loans. Because of this, CRA-regulat-
ed institutions, and regulators, may have an increasing
opportunity to strike the appropriate balance on how
best to serve borrowers in this market niche.

D. Small Business and Farm Lending

Larger institutions are subject to lending performance
tests related to their small business and small farm lend-
ing. Examiners typically use similar tests to those used for
mortgage lending, comparing LMI to total lending and
lending within and outside of assessment areas. However,
unlike with mortgage lending there is no direct analog to
a LMI borrower for a business, so typically only the busi-
ness’ location is used to determine its LMI status.

Exhibits 16, 17 and 18 present data on small business
and small farm loan originations for the period 1996 to
2007, using the same metrics as used for mortgages in
Exhibits 12, 13 and 14. Exhibit 16 shows overall trends
in LMI lending over the period; Exhibit 17 presents evi-
dence on lending in- and out-of-assessment areas; and

24 HMDA requires the reporting of first lien loans where the annual percentage rate is 300 basis points more than a comparable Treasury rate.
See Robert B. Avery, Kenneth B. Breevort, and Glenn B. Canner, “The 2006 HMDA Data,” Federal Reserve Bulletin, (vol. 93, December
2007), pp. A73-A109 for an example of the discussion of the HMDA higher-rate loans.

25 There have been arguments made in the media that some inappropriate high rate lending may have stemmed from CRA-related pressure to
lend to LMI customers. However, in 2006, at the height of the subprime boom, 43 percent of the loans by non-CRA regulated lenders to LMI
customers were high rate, as compared to 39 percent of CRA-regulated lenders lending outside their assessment areas and only 18 percent
for CRA-regulated lenders lending within their assessment areas. On the other hand, the overall incidence of LMI lending across these three
groups was about the same. This suggests that differences in the overall incidence of high rate lending did not stem from a differential focus on
LMI customers by CRA-regulated institutions, but rather from the choice of product offered to such customers.

26 See Robert B. Avery, Kenneth B. Brevoort, and Glenn B. Canner, “The 2007 HMDA Data,” Federal Reserve Bulletin (December 2008).




Exhibit 18 gives the relative propensity for LMl lending
for assessment area versus non-assessment area loans.?’

Exhibit 16
Share of LMI Small Business and Small Farm
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Exhibit 18
Ratio of Shares of Small Business and Small Farm Lending in
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The data for small business loans show a somewhat
different pattern than those shown for mortgage loans.
Exhibit 16 shows a largely constant level of LMI lending
over the ten-year period, although there is, arguably, a
slight decline among top 25 institutions. In-assessment
area lending shows a clear decline for all-sized institu-
tions, especially so starting in 2004 (Exhibit 17). CRA-
regulated institutions show an equal propensity toward
LMI lending both in- and out-of-assessment areas
through 2003. Starting in 2004, however, institutions
originate a higher share of LMI loans in their assess-
ment areas.

Overall, these trends are small in comparison to
those for mortgages and there are significant differences
by size of institution. Of potential concern is the reduc-
tion in in-assessment area lending by CRA-regulated
institutions. Mitigating this, however, is the fact that in-
assessment area lending shares are higher than those for
mortgage lending. Moreover, the within-assessment area
LMI lending rate shows a relative increase at precisely
the time when in-assessment shares decline, explaining
why overall LMI lending shows almost no trend. On the
basis of these trends, therefore, arguably there is little rea-
son for focus or concern regarding the small business and
farm lending performance of CRA-regulated institutions.

E. Overall CRA Ratings

Finally, we turn to an analysis of overall CRA ratings.
Under the revised final CRA regulation that became
effective July 1, 1995, as under the earlier regulation,
CRA-regulated institutions are to be assigned one of
four statutory ratings. Every institution’s rating—either
Outstanding, Satisfactory, Needs to Improve, or Substan-
tial Noncompliance—is posted and includes a written
evaluation explaining the rating.?® The public release of
this information about CRA performance continues to be
an important aspect of the regulations. The CRA rating
is especially important because the regulatory agencies
consider an institution’s CRA record when evaluating its
application for deposit insurance, or for a charter, branch
or other deposit facility, office relocation, merger or
acquisition. For our analysis, therefore, we focus on the
Outstanding and less than Satisfactory (Needs to Improve
or Substantial Noncompliance) CRA ratings—the former

27 Unlike mortgage loans, the figures in Exhibits 16-18 are based on loan dollars rather than loans. Many very small business loans reported in
the CRA data are in reality credit card loans issued to business owners. In order to not give these loans too much weight, the figures are dollar

rather than loan-weighted.

28 Ratings information is available at http://www ffiec.gov/cra/ratings.htm.
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because it implies the least difficulties for institutions,
the latter because it implies the most.

Each CRA-regulated institution is assigned a primary
federal banking agency regulator that conducts its CRA
exam. The Office of the Comptroller of the Currency
(OCQC) is primary regulator of commercial banks with
national bank charters, including most of the top 25. The
Federal Reserve Board (FRB) is the primary regulator of
state-chartered commercial banks that are members of
the Federal Reserve System. The Office of Thrift Supervi-
sion (OTYS) is the primary regulatory authority over most
savings associations, and the Federal Deposit Insurance
Corporation (FDIC) has primary authority over state-
chartered, non-FRB-member commercial banks and
some federally-chartered savings banks.

Exhibit 19 provides information, by regulatory agen-
cy, on those institutions receiving Outstanding ratings
from 1990 — 2007. The exhibit shows that, since 2000,
a considerably larger share of OTS-regulated institutions
has received Outstanding ratings as compared to FDIC-
regulated institutions.

Exhibit 19
Percent of Outstanding Ratings by Agency
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Regulatory agencies also differ in the percent of less
than Satisfactory CRA ratings they give. Exhibit 20 indi-
cates that a small share of institutions continues to re-

ceive either Needs to Improve or Substantial Noncompli-
ance ratings, but that the share of those with poor ratings

(since 1995 when the regulation changed) is marginally
highest for OTS-regulated institutions.
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Exhibit 20
Percent of Unsatisfactory Ratings by Agency
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It is not only the regulatory supervision process that
varies with CRA ratings. The size of the institution also
seems to matter. Exhibits 21 and 22 present informa-
tion parallel to that in Exhibits 19 and 20, but separated
by size of institution rather than regulatory agency. The
largest organizations (top 25) clearly perform best as
measured by their share of Outstanding ratings, and their
differential above large and small institutions increased
substantially starting in 2003. Arguably this reflects the
importance that the largest institutions place on good
performance ratings in an effort to reduce CRA impedi-
ments to mergers or acquisitions.

Exhibit 21
Percent of Outstanding Ratings by Institution Size
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Exhibit 22
Percent of Unsatisfactory Ratings by Institution Size
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Exhibit 22 shows that the top 25 institutions have
historically been less likely to receive unsatisfactory
ratings. Since 1996, however, there has been little dif-
ference in the unsatisfactory rate across institution size,
with levels generally ranging under one percent. This
may reflect “satisficing” behavior on the part of de-
positories, ensuring that they at least do not receive an
unsatisfactory rating given the increased public scrutiny
of CRA performance.

VI. Concluding Comments

Since the passage of the CRA in 1977, the financial
market has evolved in several ways that have poten-
tially critical implications for the CRA. First, the share of
financial activity covered under the CRA has declined
substantially. This occurred for two key reasons: (1) the
growth of financial institutions not covered by the CRA,
and (2) the reduction in in-assessment area activity by
the larger CRA-regulated institutions. Second, the foot-
print of financial institutions has increased dramatically.
No longer is financial activity largely locally-based. In-
stead, institutions that operate across several states, if not
nationally, conduct most financial activity. Third, there
has been an increase in LMI lending, although much of
this occurs outside of assessment areas and it is debat-
able how responsible the CRA is for this trend.

We leave it to others to fully assess the implications of
these changes for the CRA. We note, however, that today
we are arguably in the midst of the most dramatic finan-
cial changes of the past several decades. We conclude,
therefore, with some observations of how these changes
may affect CRA-regulated institutions.

First, we expect to see that CRA-regulated institutions
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will regain market share. This reflects several recent
changes. Independent, non-chartered investment
banks no longer exist—they have either merged with
depositories, or become bank-chartered institutions.
The collapse of the subprime mortgage sector means
that institutions not covered under the CRA have lost
significant market share. Finally, with the current credit
and liquidity crisis, borrower confidence has fallen

to historic lows, and the importance to households of
keeping deposits in federally insured institutions has
grown. These trends, arguably, will all serve to give the
CRA increased leverage and importance.

Second, we expect increased concentration among
CRA-regulated institutions. The current financial crisis
has already led to a number of mergers and acquisitions,
and we expect this trend to continue. The impact of this
trend on the overall performance of CRA-regulated insti-
tutions is far from certain. On a positive note, as concen-
tration among CRA-regulated institutions has increased,
so too, arguably, has overall CRA performance (although,
as we have noted, such trends are less apparent in small
business lending and may be due to other market forces).
Potentially troubling, however, is that increased concen-
tration in mortgage lending, if historical trends continue,
could reduce the overall share of in-assessment area
mortgage lending, arguably reducing the impact of the
CRA. Further, much of the lending of larger institutions—
even if done in assessment areas—has been done
through affiliates rather than directly by depositories and
thus may be subject to a different degree of regulatory
scrutiny. How these forces balance out will determine
whether CRA regulations have an increased or decreased
impact on the marketplace.

Finally, underwriting standards have tightened signifi-
cantly in primary, secondary, and mortgage insurance
markets, likely significantly reducing the share of higher-
rate mortgage originations. This may mean that there
is less access to credit for LMI borrowers and in LMI
neighborhoods. If that trend is observed, the importance
of the CRA may increase as it mandates focus on these
otherwise less well served areas. This may be abetted by
the changes to the affordable housing goals for Fannie
Mae and Freddie Mac included in the Housing Eco-
nomic Recovery Act of 2008, which more closely align
the purchase goals of Fannie Mae and Freddie Mac with
those of the CRA. Il
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he Community Reinvestment Act (CRA) of 1977

responded to charges of redlining and dis-

crimination by financial institutions. It induces

depository institutions to “help meet the credit
needs of the local communities in which they are char-
tered” in a manner “consistent with the safe and sound
operation of such institutions.”” With these guiding
principles and broad regulator discretion as to how to
implement them, the act has proven flexible and adapt-
able over time.

Much has been written in both critique and defense
of the CRA.? Critics suggest that this government med-
dling distorts markets, but evidence from CRA-covered
institutions indicates that the act has led to an increase
in related lending activities in minority and low- and
moderate-income neighborhoods without negatively
impacting profitability.® In the wake of the subprime
meltdown, this debate has taken on a new dimension:
some blame the CRA for the crisis,* while others—in-
cluding the Comptroller of the Currency and the CEO of
Bank of America—dismiss the notion.” As former Federal

Reserve Governor Randall S. Kroszner recently asserted,
“the evidence does not support the view that the CRA
contributed in any substantial way to the crisis in the
subprime mortgage market.”®

In this piece, we present our own evidence that
CRA activity can be undertaken in a safe, sound, and
profitable manner, but we also go further. Our opinion,
based on a CRA-related mortgage program and data
on the CRA Service Test (along with observations on
the prevalence of check cashers and payday lenders in
low-income geographies), is that there has been rather
too little CRA. The recent subprime crisis puts into stark
relief the misalignment between the intent of the CRA
and the reality of the financial services landscape. This
paper examines aspects of the incentive mechanisms of
the CRA, considering those that work well and those that
should be adjusted to strengthen the act’s effectiveness.

The CRA’s Incentive Mechanisms

The CRA creates an “affirmative obligation” whereby

*  Special recognition goes to the work of Lei Ding, Jonathon Spader, and Allison Freeman.

United States Congress. Public Law 95-128: Housing and Community Development Act of 1977. 95th Congress, 1st Session. College Park:
Potomac Publishing Company, Inc., 1977.

See Michael S. Barr, “Credit Where it Counts: The Community Reinvestment Act and Its Critics.” New York University Law Review 75:600
(April 29, 2005): 101—233.

Robert B. Avery, Raphael W. Bostic and Glen B. Canner, “CRA Special Lending Programs,” Federal Reserve Bulletin (November 2000):
711—31, available at http://www federalreserve .gov/pubs/bulletin/2000/1100lead pdf discusses impact on lender profitability; Joint Center for
Housing Studies, Harvard University (JCHS), “The 25th Anniversary of the Community Reinvestment Act: Access to Capital in an Evolving
Financial Services System” (Cambridge Massachusetts, March 20, 2002), available at http://www.jchs.harvard.edu/research/crareport.html
documents lending patterns; Barr (2005) contains a further summary of studies.

See Stan Liebowitz, “The Real Scandal - How feds invited the mortgage mess,” The New York Post (February 5, 2008), available at http://www.
nypost.com/seven/02052008/postopinion/opedcolumnists/the_real_scandal_243911 .htm?page=0; and Richard Cravatts, “Unintended fallout
of loan crisis”, Opinion/OpEd, The Boston Globe (July 26, 2008) available at http://www.boston.com/bostonglobe/editorial_opinion/oped/
articles/2008/07/26/unintended_fallout_of loan_crisis/.

Emily Flitter, “In Election’s Aftermath, CRA Stays a Flash Point,” American Banker 173.233 (Dec 4, 2008):1.

Randall S. Kroszner, “The Community Reinvestment Act and the Recent Mortgage Crisis.* Speech given at the Confronting Concentrated Pov-
erty Policy Forum, Board of Governors of the Federal Reserve System, Washington, DC, December 3, 2008, available at www.federalreserve.
govinewsevents/speech/kroszner20081203a.htm.
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institutions seek to provide evidence of positive actions
taken.” While the act gives each of the four supervisory
agencies leeway in setting rules for evaluating
compliance,’,,'” each examination results in a publicly
available narrative report and a rating: Outstanding,
Satisfactory, Needs to Improve, or Substantial
Noncompliance. The public serves a complementary
evaluation function, using CRA examination results,
publicly available lending data such as Home Mortgage
Disclosure Act (HMDA) data, and an institution’s
performance vis a vis any CRA agreements it has
entered. Through access to examiner reports, the public
also regulates the regulators. In these ways, advocates,
community groups, and private citizens have had a
major hand in implementing the act.!!

Yet there remains a lack of equal access to credit for
certain communities and minority groups, a gap that
appears to have been exploited by high-cost and preda-
tory lenders. While the CRA is not a total solution to such
problems, it is worth noting that in the history of the CRA,
as of a 2005 report, only eight applications for actions
by institutions subject to the CRA had been denied out
of 92,177 applications submitted,'? and that out of over
60,000 exams since 1990, 96 percent received a Satisfac-
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tory or Outstanding grade, while only 0.4 percent earned
a rating of Substantial Noncompliance.'® Such data
indicate that more could be done within the jurisdiction
of the CRA.

We now provide evidence related to two of the tests
involved in CRA-based action—the Lending Test and the
Service Test—to shed light on how the act influences
institutions” behavior as intended and how it could better
address current realities.

The Lending Test and CRA Special
Mortgage Programs

CRA performance can be measured under three
categories of activities: lending, service, and investment,
with the Lending Test carrying the most weight.'* The
Lending Test tallies the amount and proportion of loans
made within an institution’s CRA assessment area, and
how those loans are distributed across neighborhoods
and borrowers of different income categories.'> “CRA-re-
lated” refers to loans made by CRA-regulated institutions
in low- and moderate-income (LMI) neighborhoods, or
to LMI households or small businesses with revenues
below $1 million, within their assessment areas.'® The
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Certain violations of fair lending laws may be counted against institutions as well, see Richard D. Marsico, “The 2004-2005 Amendments to
the Community Reinvestment Act Regulations: For Communities One Step Forward and Three Steps Back,” Clearinghouse Review 39:534
(2006); NYLS Legal Studies Research Paper No. 05/06-25, available at SSRN: http://ssrn.com/abstract=902430.

The act requires “each appropriate Federal financial supervisory agency to use its authority when examining financial institutions.” US Con-
gress. Public Law 95-128.

The FDIC conducts about 60 percent of examinations, followed by the OCC, the Federal Reserve System, and then the OTS. Source: Federal
Financial Institutions Examination Council (FFIEC) “CRA Ratings Database,” available at http://www ffiec.gov/craratings/Rtg_spec.aspx, ac-
cessed November 18, 2008.

See Marsico, “The 2004-2005 Amendments to the Community Reinvestment Act Regulations.” This summary of the 2004-2005 changes to the
act illustrates the jurisdiction that the agencies have in implementing the act. For example in 2004 and 2005 these agencies issued consequen-
tial amendments—some of which differed from agency to agency, so that now “the four federal banking agencies that enforce the CRA have
significantly different CRA regulations” (541).

Anne B. Shlay, “Influencing the Agents of Urban Structure: Evaluating the Effects of Community Reinvestment Organizing on Bank Residential
Lending Practices,” Urban Affairs Review 35:2 (1999): 247—78.

Barr, “Credit Where it Counts: The Community Reinvestment Act and Its Critics.”

The OTS gave the most Substantial Noncompliance ratings, to 8.2 percent of examinees over the 1990-mid 2008 period while the OCC gave
this lowest rating to only 2 percent of its examinees. (FFIEC CRA Ratings Database).

The smallest institutions undergo only a Lending Test, while “intermediate small” banks are subject to both a Lending Test and a Community
Development Test. Ben S. Bernanke, “The Community Reinvestment Act: Its Evolution and New Challenges.* Speech given at the Community
Affairs Research Conference, Board of Governors of the Federal Reserve System, Washington, DC, March 30, 2007, available at http ://www.
federalreserve.govinewsevents/speech/bernanke20070330a.htm.

Generally, assessment areas are comprised of “one or more MSAs or...contiguous political subdivisions” (generally meaning a town, city or
county). Institutions can designate smaller assessment areas provided that they “not arbitrarily exclude low- or moderate- income geographies or
set boundaries that reflect illegal discrimination.” Federal Financial Institutions Examination Council (FFIEC) “Community Reinvestment Act;
Interagency Questions and Answers Regarding Community Reinvestment,” (July 12, 2001), available at http://www.ffeic.gov/cra/qnadoc.htm.

This conforms to the terminology used in Avery, Bostic and Canner, “CRA Special Lending Programs.”
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Lending Test also favors the use of innovative or flexible
lending practices “in a safe and sound manner to address
the credit needs of low- or moderate-income individuals
or geographies.”!’

In response to this call for innovative lending practic-
es, most CRA-covered institutions develop “CRA Special
Lending Programs,” usually related to home mortgage
lending. According to the profile of CRA Special Lending
Programs, a large majority (83 percent) of these programs
involve changes to underwriting standards. The three
most common variations are: reduced cash required to
close (through lower down payment and/or lower cash
reserve requirements); alternative measures and/or lower
standards of credit quality; and flexibility in assessing re-
payment ability (through higher debt ratios and/or flexible
requirements for employment history). The majority of
programs combine neighborhood and borrower targeting.
In line with the CRA's emphasis on safety and soundness,
93 percent of responding organizations described their
programs as profitable or breakeven.'®

In this volume, former Federal Reserve Governor
Randall Kroszner notes that “only six percent of all the
higher-priced loans were extended by CRA-covered
lenders to lower-income borrowers or neighborhoods
in their CRA assessment areas.” Federal Reserve re-
searchers also report that subprime mortgages made in
CRA-eligible neighborhoods perform at least as well as
those made in similar non-CRA-eligible neighborhoods,
that a large national affordable mortgage program has
substantially lower defaults than the subprime segment,
and that the majority of recent foreclosure filings have
occurred in non-CRA eligible middle- and upper-income
neighborhoods. !’

Beyond such aggregate findings, researchers have
found it difficult to analyze CRA special programs at a
more granular level. It is hard to identify such loans in
broad datasets in the manner that, for example, sub-
prime or FHA loans can be identified. However, we at
the UNC Center for Community Capital have access to
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a unique proxy involving more than 45,000 mortgages
made to LMI borrowers: The Community Advantage
Program (CAP).

Using CAP to Identify Significant Behaviors
in CRA-Regulated Lending

In 1998, Self-Help Ventures Fund, in partnership with
the Ford Foundation and Fannie Mae, introduced the
Community Advantage Program (CAP). By establishing a
new secondary market outlet for affordable and CRA-
type loans, the program sought to help thousands of
low-income households build wealth through homeown-
ership and to show that lending to low-income home-
owners presents an acceptable level of risk. Participating
lenders could develop their own customized programs,
and then sell the loans to SeIf—Help.20 A landmark $50
million grant from the Ford Foundation provided the
capital support to enable Self-Help to guarantee the
loans and sell them to Fannie Mae “with recourse.” In
this way, Fannie Mae could fund loans that otherwise did
not meet their underwriting requirements.

Working secondary markets are vital to sustaining any
mortgage activity, but capital markets are often poorly
aligned with CRA lending. By providing liquidity for
loans originated primarily under programs that made
them ineligible for direct sale to Fannie Mae or Freddie
Mac, CAP expanded the capacity of participating lenders
to make loans under such programs.

As of the end of 2007, thirty-six lenders had partici-
pated in CAP, ranging from small, local institutions to
national banks. The program had funded 49,800 home
loans totaling $4.5 billion. All but two of the participat-
ing lenders were CRA-covered depository institutions.?!

Because CAP provides a unique opportunity to
evaluate the benefits and costs of affordable mortgage
lending, the Ford Foundation commissioned the UNC
Center for Community Capital to perform a multi-year
study of the program’s outcomes and impacts. In the
following paragraphs, we present several findings from

17 Federal Financial Institutions Examination Council (FFIEC), “A Guide to CRA Data Collection and Reporting,” (January 2001), available at

http:/lwww ffiec.gov/cra/guide.htm.
18 Avery, Bostic and Canner, “CRA Special Lending Programs.”

19  Glenn Canner and Neil Bhutta, Memo to Sandra Braunstein “Staff Analysis of the Relationship between the CRA and the Subprime Crisis”
(November 21, 2008), available at http://www.federalreserve.govinewsevents/speech/20081203 _analysis pdf.

20 Fannie Mae added a standardized Self-Help product to its My Community Mortgage product suite that could be underwritten via Desktop

Underwriter that came more broadly into use by the end of 2004.

21 One was a credit union, the other a mortgage banking subsidiary of a non-CRA covered financial services company. These contributed only a

small share of the total lending.




our CAP research that shed light on how the market has
responded to the CRA.

As mentioned above, under CAP, lenders developed
their own guidelines and, consistent with the profile of
CRA Special Lending Programs, all included at least one
of the typical exceptions to standard underwriting rules:
reduced cash to close, credit flexibility, and flexibility
assessing ability to pay.?? Nearly 90 percent of the pro-
grams featured exceptions in at least two of these areas,
and more than half featured exceptions in all three. Like
other CRA Special Lending Programs, CAP uses a com-
bination of community and borrower targeting, and al-
though the requirements differ slightly from the CRA’s,?
94 percent of CAP loans are CRA-eligible.?*

As such, CAP loans may be taken to reflect the broad-
er field of “special CRA programs,” defined as “programs
that banking institutions have established specifically to
enhance their CRA performance.”” CAP loans also re-
flect a direct response to the CRA by participating institu-
tions. CAP experiences thus provide unique insight into
both the reach and performance of special CRA lending
programs and the behavior of participating institutions in
response to the act.

How CAP Loans Serve the Market

How do these loan programs fit within the broader
mortgage market context? Consistent with the general
experience of CRA Special Lending Programs, they make
up a very small share of CRA-related lending.?® Still, they
provide financing to an underserved market segment.
Over the period from inception to 2004, the average loan
amount of $88,290 went to a home buyer with an aver-
age income of $33,924; the average CAP borrower had
an income of 62 percent of the area’s median income
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(AMI). Forty percent of the borrowers were minorities.
More than a third of the borrowers had origination credit
scores below 660, and more than half of the loans had an
original loan to value ratio of 97 percent or higher.
Compared to other product lines—conventional
prime, high-cost subprime, and FHA—CAP is more
focused on LMI borrowers, and also on borrowers living
in LMI areas, minority borrowers, and borrowers living
in high-minority areas. Subprime lending lines up most
closely with CAP, except that it is notably less directed at
LMI borrowers (42 percent of subprime loans versus 90
percent of CAP), due in part to the fact that there is no
income limit on subprime lending (See Chart 1).%7

Chart 1: Types of Loans by Income and Minority Status
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Taking various features of each borrower and loan
into consideration, we estimate that 88 percent of CAP
loans have at least one major feature that would have
made them otherwise ineligible for prime, conventional
funding. Through CAP however, borrowers were still able
to finance homeownership with prime loan features:

22 Typical examples of each of these guidelines taken from a number of different programs: Borrower contribution of the lesser of $500 or one
percent of purchase price with no reserves required; LTVs up to 103 percent; FICO floor of 580; if no score, use alternatives ways to document
12 month history of making payments; allowable debt to income ratios of 43 percent, or up to 45 percent with less than 25 percent payment
shock (that is, new payment no more than 125 percent of current rent or house payment).

23 To qualify for the CAP program, borrowers must have income of no more than 80 percent of the area median income (AMI), or 115 percent if
they are a minority borrower or are purchasing in a census tract that is low-income (<80 percent of AMI) or high-minority (>30 percent).

24 “CRA-eligible” means loans made to LMI borrowers or in LMI areas, regardless of assessment area.

25 Avery, Bostic and Canner, “CRA Special Lending Programs,” 713.

26 In “CRA Special Lending Programs,” Avery, Bostic and Canner surveyed the 500 largest financial institutions in 1999. Of the 143 respondents,
73 percent had at least one special CRA program, and 89 percent of the volume of loans originated through special programs was originated
through mortgage lending programs. Among institutions offering special programs, mortgages extended under these programs accounted for 18
percent of all CRA-related mortgages for the median institution. Among all institutions, the median was four percent.

27 This analysis compares the demographic profile of all CAP loans originated 1998-2004 to all HMDA originations of first-lien, purchase money

mortgages, for owner-occupied 1-4 unit properties for 2004.




30-year, fixed-rate loans with an average interest rate of
7.3 percent; prohibited prepayment penalties; and, for
the vast majority, retail-originated loans. The relatively
low credit scores and high loan-to-value and debt-to-
income ratios common among CAP loans suggest that,
in the absence of a program like CAP, these borrowers
would not have qualified for a mortgage or would have
been constrained to the high-cost subprime market.®

CAP’s Shifting Role: Creating Access and
Subprime Alternative

A recent CAP analysis® provides empirical evidence
about the changing role of this community reinvestment
lending over the past decade. We compared HMDA and
CAP data at the census tract level for years when CAP
loans were originated to years when no CAP loans were
made. We found that in the early years of the program
most CAP loans (75 percent) reflected new financing
made available under prime terms and conditions. The
remainder acted as a direct substitute for FHA loans
within the same tract.

This image of community reinvestment lending re-
verses with the dramatic growth of the subprime market
from 2003 to 2006. Analysis with respect to this later
period suggests that, increasingly, community reinvest-
ment lending supplanted high-cost originations. In fact,
by 2004-2006, nearly two out of every three CAP loans
substituted for a high-cost origination, while one-third
appears to have created access to new credit. This shift
mirrors the changes in policy discussions during this
period as concerns shifted from fair access to credit
towards access to fair credit. If the CRA was originally
conceived to bring credit where there was none, it may
have also functioned to keep some borrowers out of the
subprime market in the later period.

Though CAP and subprime lending may serve similar
borrowers, the next issues under consideration must be
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whether there are substantive differences between CAP
and subprime and what these differences might mean
for the financial health of borrowers and lenders. Some
heralded the subprime surge into minority and LMI mar-
kets as a democratization of credit, while others saw it
as a separate and unequal form of credit that threatened
household and community financial security. Today, we
know that high risk, non-prime mortgages bode ill not
only for borrowers and their neighborhoods but also for
the safety and soundness of institutions.

Risky Borrowers or Risky Products?: Borrower and
Institutional Health

At the second quarter of 2008, 30 percent of sub-
prime loans were past due. The subprime serious
delinquency rate (90 or more days delinquent or in
foreclosure) was over five times that for CAP.** But these
overly generalized comparisons do not take into account
differing borrower profiles. Here again, the CAP dataset
allows for a risk-adjusted performance analysis to pro-
vide insight into whether the higher default experience
associated with subprime loans is an inevitable result of
lending to more underserved borrower types, or whether
an effect is created by the mode of lending.

Ding, Quercia, Li, and Ratcliffe’! empirically exam-
ine the relative risk of subprime mortgages and loans in
the CAP program, using propensity score matching to
construct a sample of comparable borrowers with similar
characteristics but different loan products. They find con-
sistent evidence that, for borrowers with similar character-
istics, the estimated default risk is much lower with a CAP
(prime-term) loan than with a subprime mortgage. The
estimated cumulative default rate for a 2004 subprime
loan is about four times that of a CAP loan, controlling for
risk characteristics; for a 2006 subprime loan, the cumula-
tive default rate is about three-and-a-half times that of a
comparable CAP loan to a comparable borrower.

28 Typical risk profiles of subprime loans can be found in several studies: Anthony Pennington-Cross and Souphala Chomsisengphet, “The Evolu-
tion of the Subprime Mortgage Market,” Federal Reserve Bank of St. Louis Review (Jan/Feb 2006): 31—56; Pennington-Cross, Anthony and
Giang Ho. (2006). “The Termination of Subprime Hybrid and Fixed Rate Mortgages.” Working Paper 2006-042A (Federal Reserve Bank of
St. Louis, July 2006), available at http://papers.ssm.com/sol3/papers.cfm?abstract_id=918098; Michelle Danis and Anthony Pennington-Cross
“The Delinquency of Subprime Mortgages.” Journal of Economics and Business, Vol. 60 No. 1-2 (2008): pp 67—90.

29 Jonathan Spader and Roberto G. Quercia, “Community Reinvestment Lending in a Changing Context: Evidence of Interaction with FHA and
Subprime Originations,” Working Paper (Chapel Hill, NC: UNC Center for Community Capital, Forthcoming), available at www.ccc.unc.edu.

30 Subprime delinquency figures from the Mortgage Bankers Association of America national delinquency survey for second quarter 2008.

31 Lei Ding, Roberto Quercia, Wei Li, and Janneke Ratcliffe, “Risky Borrowers or Risky Mortgages: Disaggregating Effects Using Propensity
Score Models,” Working Paper (Chapel Hill, NC: UNC Center for Community Capital, 2008), available at http://www.ccc.unc .edu.




The results suggest that the higher default risk of
subprime loans is significantly associated with the
characteristics of the loan product and the origination
channel (see Table 1). In particular, the broker channel,
adjustable rate features, and prepayment penalties com-
mon with subprime loans contribute substantially to the
elevated default risk. CAP loans contain none of these
features. As Table 1 shows, the default rate for a 2004
subprime loan with an adjustable rate, retail originated
and without prepayment penalty is 1.6 times that for a
CAP loan made that same year to a similar borrower.
Adding broker origination and a prepayment penalty,
however, increases the default risk of the subprime loan
to 5.3 times that for the CAP loan.

Table 1: Estimated Relative Default Rate®?
(Subprime Loans Compared to CAP Loans)
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Default Rate of
Subprime Loans vs CAP
Suprime Loan Feature 2004 2006
ARM | Prepay Penalty | Broker| Origination Origination
[ ) O O | 1.6times | 1.26times
o o O 3.3times | 3.3times
O O @ | 59times | 3.04times
@) [ ) @ | 5.7times | 3.6times
o O @® | 42times | 3.8times
[ ) o o 5.3 times | 4.0times

The CAP experience thus adds to the body of empiri-
cal evidence that CRA-motivated lenders, like those
involved in CAP, offer loan programs to underserved
(low-income and minority) markets in direct response
to the CRA, in a manner consistent with the safety and
soundness principles embedded in the act. The CAP
experience also highlights the contrast between CRA

mortgages and much of the lending to a similar market
by the unregulated, subprime sector. Similar findings
were obtained by a recent Federal Reserve working
paper: California loans originated by CRA-regulated
institutions were significantly less likely to default than
those originated by non-CRA-regulated institutions, even
after controlling for borrower and loan characteristics.*
Although CRA loans may have acted as a substitute for
subprime loans on the front-end, they have performed
starkly better in terms of safety and soundness for bor-
rowers and lenders alike.

Not Enough CRA?

In 2005, 49 percent (about one-half) of black borrow-
ers and 41 percent of Hispanic borrowers obtained high-
cost subprime loans, compared to just 21 percent (about
one-fifth) of white borrowers. In communities where
more than half the population was minority, 40 percent
of all mortgages made in 2005 were high-cost subprime
loans, compared to 23 percent of those made elsewhere.
The discrepancy is nearly the same for those areas where
median income was 80 percent or less of AMI compared
to those with higher incomes (39 percent versus 24 per-
cent). Study after study finds high-cost and/or subprime
lending to be more prevalent in the very areas targeted
by the CRA.** This begs the question: if the CRA is so
successful, why did high-cost subprime lending concen-
trate in the very markets that the act seeks to serve?

In one of many indications that CRA-regulated lend-
ers have not adequately met “the credit needs of the
local communities,” the Joint Center for Housing Studies
provides examples of how CRA-regulated lenders held
disproportionately lower market share in the low-income
and/or high-minority portions of their assessment areas.*
Mian and Sufi document how areas of “high latent de-
mand” in 1996 (those with the highest mortgage denial

32 The predicted cumulative default rate is defined as 90-day delinquency as of 24 months after origination for a borrower with a FICO score
between 580-620 and holding a mortgage originated in 2004 or 2006, with the mean value of other regressors. The estimation is based on
regression results to be found in the forthcoming working paper. The subprime default is compared to the level of default for CAP loans, which

are retail originated, fixed-rate loans without prepayment penalty.

33 Elizabeth Laderman and Carolina Reid. “Lending in Low- and Moderate-Income Neighborhoods in California: The Performance of CRA
Lending During the Subprime Meltdown,” Working Paper (San Francisco, CA: Federal Reserve Bank of San Francisco, November 2008),
available at http://www.frbsf.org/publications/community/wpapers/2008/wp08-05 .pdf.

34 See Lei Ding, Janneke Ratcliffe, Roberto Quercia and Michael A. Stegman, “Neighborhood Patterns of High Cost Lending: The Case of Atlan-
ta,” Journal of Affordable Housing & Community Development Law 17: 3 (Spring 2008): 193-217 for a case study and review of the literature;
see maps of all congressional districts comparing the location of high minority tracts, low-income tracts, and market share of subprime loans,
available at http://www.ccc.unc .edu/?id=subprime &t=Subprime%20Lending %20and%20Low-Income %20Communities.

35 See page 85 of Joint Center for Housing Studies, Harvard University, “The 25th Anniversary of the Community Reinvestment Act: Access to

Capital in an Evolving Financial Services System.”




rates) subsequently experienced sharply higher growth
in mortgage originations and later in defaults related to
mortgages originated for sale to third parties other than
the mortgage GSEs. It is not surprising that the likeli-
hood that any area is identified as having “high latent
demand” is strongly correlated to lower socioeconomic
conditions and higher minority populations.* These ex-
amples indicate a persistent inadequacy in the supply of
productive and sustainable capital to lower-income and
minority markets; and suggest that the surge in subprime
lending was, in large part, a response to this gap.

Taken together, the evidence leads us to conclude that
the CRA Lending Test does motivate more prime-term
lending in target communities, but often only incremen-
tally more, and that the original conditions that motivated
the act endure. As former Federal Reserve Chairman Alan
Greenspan recently declared, the subprime market “is
now over,”*” but the market failure that it exposed is not,
and is likely to be exacerbated by the erosion of property
values, home equity, and credit histories in those markets
where subprime lending was most prevalent. To whatever
extent this market failure allowed the subprime boom
to take root, the importance of working to correct such
disparities now seems even more clear.

The CRA Service Test:
The Answer Is Better CRA

We now turn to the provision of retail services, which
falls under the purview of the Service Test. This test eval-
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uates the “availability and effectiveness of a bank’s sys-
tem for delivering retail banking services.”* It considers
the distribution of branches and their openings and clos-
ings, non-branch systems for delivering banking services
(such as ATMs and bank-at-work programs), the types of
services offered, and the degree to which services are
designed to meet customer needs, all with respect to the
income level of the areas served. It favors innovations in
activities such as low-cost accounts, credit counseling,
savings initiatives, etc.*® A recent example of the poten-
tial of the CRA to stimulate retail financial services that
really “meet the credit needs” of the community comes
from the FDIC: participants in a pilot program for an
affordable alternative to payday loans receive favorable
CRA consideration.

However, there is ample evidence that in many com-
munities, the need for basic financial services is poorly
served by mainstream banks, even as fees for checking
and savings accounts increase.*’ The decline and relative
under-representation of bank branches in low-income
and minority neighborhoods is well documented.*! On
a visit to a predominantly African American community
in Atlanta, a Federal Reserve Governor noted that “not a
single financial institution was within view,” a situation
that “occurs far too frequently in predominantly minor-
ity communities.”** In 1999, when Savings for the Poor:
the Hidden Benefits of Electronic Banking was written, it
seemed that developing technologies held the promise to
increase access to banking services for the poor. For ex-
ample, ATMs could cut the cost of bank transactions by

36 Atif R. Mian and Amir Sufi, “The Consequences of Mortgage Credit Expansion: Evidence from the 2007 Mortgage Default Crisis,” Working
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Paper (Social Science Research Network, October 30, 2008), available at http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1072304.
Steve Bills, “Greenspan Comments on Crunch,” American Banker 172:222 (November 16, 2007):17.
FFIEC, “A Guide to CRA Data Collection and Reporting.”

Michael Stegman, Kelly Cochran and Robert Faris, “Creating a Scorecard for the CRA Service Test,” Policy Brief No. 96 (Washington, DC:
The Brookings Institution, March 2002).

United States Government Accountability Office (GAO) “BANK FEES: Federal Banking Regulators Could Ensure That Consumers Have
Required Disclosure Documents Prior to Opening Checking or Savings Accounts,” GAO-08-281 (January 2008), available at http://maloney.
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See, e.g., Michael A. Stegman, Savings for the Poor: The Hidden Benefits of Electronic Banking. Brookings Institution Press (Washington, DC:
Brookings Institution Press, 1999); Michael A. Stegman, Marta Rocha and Walter Davis, “The Role of Technology in Serving the Unbanked,”
Working Paper (Chapel Hill, NC: UNC Center for Community Capital, 2005), available at http://www.ccc.unc.edu/ documents/ccRoleTechnolo-
gyServingUnbanked pdf (pages 9 - 11); Stephen M. Graves, “Landscapes of Predation, Landscapes of Neglect: A Location Analysis of Payday
Lenders and Banks.” The Professional Geographer 55:3 (2003):303—17, California State University, Northridge, available at http://www3.
interscience .wiley.com/journal/118872858/abstract; Anthony Kolb, “Spatial Analysis of Banks and Check-Cashing Locations in Charlotte,
NC,” Working Paper (Chapel Hill, NC: UNC Center for Community Capital, 1999), available at http://www.ccc .unc .edu/documents/ KolbSpa-
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75 percent. But an analysis of ATM locations found that,
particularly in cities” “inner rings,” high-minority tracts
and lower-income tracts had fewer ATMs per capita, and
were more likely than their low-minority or high-income
counterparts to have no ATMs.*

Meanwhile, much as the subprime mortgage boom
flourished in underserved markets, a parallel, high-
cost market has emerged in retail financial services as
well. The last several years have witnessed an explo-
sive growth in the nonbank or fringe financial services
industry: payday lenders, check cashers, rent-to-own
furniture stores, etc. There are now more check cashers
and payday lending outlets than there are McDonald’s
restaurants, Burger Kings, Target stores, JC Penney’s loca-
tions, Sears, and Walmarts combined.*

An estimated 49 percent of the population is clas-
sified as un- or underbanked. These individuals are
disproportionately minority, lower income, and rent-
ing.* Neighborhood characteristics also play a role, with
researchers finding that areas with a greater minority
share of population and/or lower income are relatively
underserved by bank branches and overserved by check
cashers and/or payday lenders.*® In this alternative
market, the costs to consumers are high. A Brookings
Institution study calculates that lower-income families
may spend up to several thousand extra dollars annually
for basic financial services.*’

There is wide agreement that the CRA Service Test
offers only weak incentive to reverse this trend, even
though it is arguably the aspect best-aligned with the
original spatial premise of the CRA.*® For one thing, the
Service Test is open to a high degree of subjectivity and
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interpretation, making it relatively easy to earn a passing
grade. An analysis of almost 2,000 CRA examinations
conducted between 1996 and 2002 revealed that only
11 out of 1,500 banks reviewed received a Needs to
Improve and none earned a Substantial Noncompliance
rating. The study also found inconsistencies across regu-
latory agencies. It concluded that the Service Test was
often used as a ‘grade inflator” to boost an institution’s
overall CRA rating: “...under-performing banks—those
on the border between a Needs to Improve and a Satis-
factory rating overall—are more likely to receive higher
Service Test scores than other institutions.... The higher
than expected Service Test scores often gave banks just
enough cumulative points (11) to eke out a Satisfactory
rating overall.”*’ Furthermore, subsequent increases in
the asset threshold of exempt institutions in 2005 means
that 88 percent of all OTS-regulated institutions and

96 percent of all FDIC-regulated institutions are now
exempt from the Service Test.°

Updating the CRA

With respect to both mortgage lending and retail
financial services, it appears that dual-market problems
persist, despite the existence of the CRA. Reverse redlin-
ing exists in part because redlining still exists. Of course,
the CRA by itself could not have prevented the subprime
crisis and cannot single-handedly address discrimination
in the provision of capital. Thus, it works in conjunction
with many other laws (such as the Equal Credit Opportu-
nity Act, the Fair Housing Act, and the Home Mortgage
Disclosure Act).

43 Stegman, Rocha and Davis, “The Role of Technology in Serving the Unbanked.”

44 Howard Karger, Shortchanged: Life and Debt in the Fringe Economy, (San Francisco, CA: Berrett-Koehler Publishers, Inc., 2005).
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But our evidence reveals that the CRA is an outstand-
ing (if imperfect) tool. Certainly, the act was not a cause
of the current crisis; in fact, it may have mitigated it by
keeping many households and banking institutions out of
trouble. Further, with adjustments, the CRA can be a key
part of the remedy for what is certain to be an upcoming,
long-term withdrawal of credit from the hardest hit mar-
kets. To summarize some of the things that work well:

e The act’s fundamental emphasis on maintaining
“safety and soundness.”

* The built-in adaptability of the act.

* The incorporation of private participants in defining
community needs, regulating “from below,” and
keeping the regulators accountable.

e Making activity data available in the public
domain. This public good not only informs
advocacy, it also enables research and continued
assessment and refinement of the act.

 The application of tangible goals coupled with effec-
tive reporting tools (i.e., HMDA) has had an impor-
tant hand in improving the provision of sustainable
and affordable mortgage financing in particular.

The CRA’ Challenges

We now look at specific challenges for the CRA,
largely due to the act’s failure to keep up with develop-
ments in the financial services marketplace. Sanctions
are limited and parts of the incentive mechanism, in
particular the Service Test, are weak; it overlooks harm-
ful practices; and it does not apply to a great number
of financial service activities. In the following para-
graphs, we illustrate several of these points and end
with a discussion of ways in which the CRA could be
strengthened.

Weakening enforcement, limited sanctions—Despite
the ongoing need and some promising successes, there
are indications that the CRA's influence is declining. In
2008 testimony to the House Financial Service Commit-
tee, Ron Homer of Access Capital Strategies lamented,
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“over the last five years | have noticed a waning of
interest on the part of banks in seeking CRA lending and
investment opportunities.”!

The number of exams has fallen dramatically while
the share of favorable grades has risen.’* Furthermore,
except for public relations, it is hard to gauge the mar-
ginal value of obtaining an Outstanding grade rather
than a Satisfactory. As the financial services industry
becomes more and more consolidated, opportunities for
its biggest negative reinforcement tool—challenges to
mergers—are dwindling. In fact, in the current, crisis-
driven flurry of consolidation, it appears that the CRA
will play virtually no role, and there is a question of how
the surviving institutions will be held to its standards.

We noted that the Service Test is fairly ineffectual,
highly subjective, and applies only to the largest institu-
tions. It does not account for the many financial services
that could potentially serve the “needs of the communi-
ty,” including, for example, small dollar credit and edu-
cation lending and the expanded services that banks can
now offer under the Gramm-Leach-Bliley Act (GLBA).

Harmful practices—The CRA does not discourage
counter-productive behaviors by covered institutions
though CRA-covered institutions play a role in creating
the dual market and have sometimes benefited from it.
“Free checking” accounts, which can receive favorable
CRA consideration, frequently feature extremely costly
courtesy overdraft “protection.” In fact, depository insti-
tutions charged consumers $36 billion in fees for savings
and checking accounts in 2006 and government investi-
gation documented difficulties obtaining fee disclosures
at many banks’ branches and internet sites.>® High bank
charges are also the primary justification used by the
payday lending industry to charge APRs of nearly 400
percent on short-term loans. Furthermore, many banks
provide capital to support these high-cost services, act-
ing as wholesale providers of funding, money manage-
ment services, etc. As Howard Karger attests, “Today’s
fringe economy is heavily dependent on mainstream

financial institutions.”>*

51 Ronald A. Homer, “The Community Reinvestment Act: Thirty Years of Accomplishments but Challenges Remain.” Statement for the House Com-
mittee on Financial Services, February 13, 2008, available at http://www.house .gov/apps/list/hearing/ financialsvcs_dem/ homer021308 pdf.

52 According to the FFIEC’s CRA Ratings Database, the annual number of exams is roughly one-third the level of that in the early to mid-1990’s,
and each agency has handed out a diminishing share of Needs to Improve and Substantial Noncompliance ratings which averaged 4.1 percent

of ratings since 1990, but only 1.6 percent since 2006.

53 GAO, “BANK FEES: Federal Banking Regulators Could Ensure That Consumers Have Required Disclosure Documents Prior to Opening

Checking or Savings Accounts.”

54 Karger, Shortchanged: Life and Debt in the Fringe Economy, 13.




What’s not covered—In 1977, CRA-covered institu-
tions made most of the mortgages and held most of
the household savings in the United States. Over time,
independent mortgage companies made an increasing
share of mortgages, the share of Americans’ long-term
savings held by CRA-covered institutions declined sub-
stantially, and money store businesses came to constitute
a large market for basic financial services catering to
less affluent households. It is outside the scope of this
paper to explore the issue of extending CRA-type rules to
other institutions, but we point out that rationalizing the
regulatory environment could greatly advance the act’s
mission. Moreover, regulators have the opportunity to
consider such a change as new types of institutions seek
federal financial support.

In any case, the lack of regulatory consistency is not
just a problem among different types of institutions, but
across units of a single institution. Affiliate activity is only
included in the CRA exam at the regulated institution’s
option, creating a loophole that Dan Immergluck illus-
trates: “If an affiliate redlined lower-income communities,
a bank would certainly choose not to have its activities in-
cluded in its exam. If it happened to be an active lender
in lower-income communities, the bank could, after
the fact, earn a sort of ‘extra credit’ by simply opting to
include the affiliate's activities....They could funnel their
mortgages to upper-income neighborhoods through their
mortgage companies and leave the programs geared to
low- and moderate-income borrowers in the bank itself.”>

Moreover, to the extent that banks ration prime credit
to certain markets, they create profit opportunities for
subsidiaries to market high-cost alternatives. In fact,
affiliates of CRA-regulated institutions accounted for 12
to 13 percent of high-cost mortgages.’® Another loop-
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hole concerns certain illegal practices on the part of a
bank’s affiliate: these will count against the institution
only if the bank elects to have its affiliate’s lending ac-
tivity included in the exam, and then only if the illegal
activity occurs within the regulated institution’s CRA
assessment area.’’

Vertical disintegration in the mortgage market further
contributes to misaligned incentives, but we should
recognize that many of the various functions required to
create, fund and service mortgages are performed some-
where in the span of CRA-covered institutions. For exam-
ple, there is no scrutiny of how the mortgage servicing
function is helping to meet the credit needs of the target
communities. In a similar vein, as the GLBA removed
walls between financial service providers, more CRA-
relevant activities could be evaluated. And, if insurance
companies acquire thrifts to access federal assistance,”®
what are the implications for the insurance activities of
those institutions?

Then there is the matter of assessment areas. Consoli-
dation, regulatory change, expansion and technology
have loosened the geographic constraints once faced by
traditional branch banking. As Federal Reserve Board
Chairman Bernanke points out, “for some institutions,
the concept of ‘community’ is no longer as clear as it
was when the CRA was enacted.”* It is telling that loans
extended by depositories outside their assessment areas
were more likely to be higher priced than loans origi-
nated within their CRA assessment areas.®

We are certainly not breaking new ground to suggest
that, despite its built-in flexibility, the CRA has not fully
kept up with changes in the industry. Recognizing both the
successes of the CRA and its shortcomings in light of these
changes is the key to successfully modernizing the act.

55 Dan Immergluck, Credit to the Community; Community Reinvestment and Fair Lending Policy in the United States (Armonk, New York: M.E.
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Recommendations

In keeping with the spirit of the CRA, our recom-
mendations are provided as broad principles, rather than
prescriptive and detailed rules, most of which can be
taken up at the regulator level.

e Keep the act fundamentally intact, and seek to
build on its strengths.

e Level the regulatory playing field by expanding the
scope of activities considered to include affiliates
and certain activities outside of the assessment area
construct.

e Fine tune the measurements to remain in step with
shifting markets. Extending credit that undermines
financial security should receive negative (and
certainly not positive) consideration. Enhancing the
range of possible sanctions to include both positive
and punitive consequences will give regulators
greater flexibility to implement the act. For example,
regulators can vary terms and conditions for bank
borrowing, and offer benefits that can partially offset
perceived and real costs of expanding services.

e Strengthen the Service Test by evaluating delivery
channels based on measures of effectiveness;
assessing the quality of outreach and disclosure;
incorporating more quantitative measures and
benchmarks; and restoring coverage of the Service
Test to more institutions.

e Revitalize the public’s role. Particularly in light of
the current priorities of regulatory agencies, the
public can play an important and cost-effective
part in advancing the act. This will require that
institutions and regulators provide deeper data on a
broader set of activities.

In closing, we return to our example of the Com-
munity Advantage Program as evidence that, in the
long view, meeting the banking and credit needs of
the community reinforces and is consistent with safety
and soundness. The current mortgage crisis offers some
evidence that failure to serve communities’ needs can
be extremely costly. As Thomas Friedman points out:
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“We got away from the basics—where the lender and
borrower maintain some kind of personal responsibility
for, and personal interest in, whether the person receiv-
ing the money can actually pay it back.... We need to
get back to collaborating the old-fashioned way. That is,
people making decisions based on business judgment,
experience, prudence, clarity of communications and
thinking about how—not just how much.”®!

In the face of financial crisis, Robert Shiller urges
strengthening of the social contract.®? The CRA should
be seen as a way to encourage the pursuit of long-term,
broad-based strategies for successful and profitable com-
munity investment, versus short-term profits that may
come at the expense of the broader community. If the
CRA can be refined and adapted to the current market
context in order to emphasize the former and discour-
age the latter, it can better fulfill its potential for positive
impacts on both communities and institutions. Il
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he Community Reinvestment Act (CRA) of 1977

has survived more than three decades of re-

structuring of the banking industry, of sporadic

changes in the regulations, and of an evolution
of best practices in community development. The CRA
has seen many successes but is now in need of a major
overhaul if it is to continue to play a meaningful role in
strengthening low- and moderate-income (LMI) commu-
nities. This article frames a number of issues that should
be considered as part of any process to alter the CRA or
expand it to other industries.

| have worked in community development for more
than 22 years both in government and in the private sec-
tor. As head of Community Development at JPMorgan
Chase, where | spent the past 19 years, | witnessed major
shifts in how banks oversee their CRA programs and how
these changes have affected the way they meet their CRA
obligations. While | have been on both sides of the table,
as banker and government official, my purpose here is
to provide a banker’s perspective to illuminate the forces
that have affected the CRA and to suggest some prin-
ciples that could make it more effective.

The first section of this article provides a brief over-
view of the evolution of the banking and regulatory
worlds, while the second highlights some of the prob-
lems that have led to inconsistent treatment, trade-offs,
and unnecessary or unintended costs of regulations.
While some of these problems are inherent in any regu-
latory process, some are particular to the CRA and so
may be easier to reform.

Based on this analysis, the last section outlines some
principles that might help guide the future direction for
the CRA. Suggested approaches include: more clarity of
focus; reevaluating trade-offs implicit in using quantita-
tive versus qualitative tests in the examination process;
and redesigning or eliminating some tests and tailoring

*

those remaining to the strengths and skills of the differ-
ent types of banks. Given the growing disparity over time
between the intent of the CRA and those bank activities
that receive credit during CRA exams, it is also critical

to find a way to facilitate regular updating of the regula-
tions to reflect changes in the structure of the banking
industry, in the products it offers, and in the consensus
on best practices for community development.

Some Key Facts About the CRA and the
Structure of the Banking Industry

The original mandate of the CRA remains unaltered:
to encourage federally insured banks and thrifts (hereaf-
ter referred to simply as banks) to help meet the credit
needs of their communities, including LMI neighbor-
hoods, in a manner consistent with safe and sound
banking practices. Subsequently, Congress has added a
few key features relevant to the analysis in this article.
The 1989 legislation passed in reaction to the savings
and loan crisis included requirements to make public the
CRA rating based on four categories: Outstanding, Satis-
factory, Needs to Improve, and Substantial Noncompli-
ance. With the legalization of interstate banking in 1994
came the requirement that regulators issue separate sub-
ratings for each multistate metropolitan area and for each
state in a bank’s assessment areas—that is, those geogra-
phies where the bank takes deposits. (Note that deposits
in any location may include not only the deposits of local
customers but also those of individuals and companies
located elsewhere in the United States or internationally.
For example, headquarter branches are often the book-
ing location for the accounts of large corporations.) The
overall rating for a bank is computed by weighting each
of the state and metropolitan ratings according to the
locality’s share of the institution’s total deposits. The 1999
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legislation to modernize the financial services industry,
Gramm-Leach-Bliley, added the condition that a financial
holding company must have at least a Satisfactory rating
to apply for additional powers. In general, these changes
have enhanced public engagement and the accountabil-
ity of the regulatory system.

Congress left it to the four banking supervisory
agencies to interpret and implement the CRA’s single-
sentence mandate. These four regulators—the Federal
Reserve Board, the Office of the Comptroller of the Cur-
rency, the Office of Thrift Supervision, and the Federal
Deposit Insurance Corporation—work jointly through
the Federal Financial Institutions Examination Council
(FFIEC) to issue regulations. Each regulator conducts
regular exams of the banks under its respective juris-
diction to test for compliance with the CRA and issue
ratings. The regulators also evaluate the performance of
banks when they apply to merge, open a branch, acquire
another institution, or add powers. As part of this pro-
cess they can hold public hearings to gather additional
information not otherwise available. When the regulators
deem that a bank fails to comply with the CRA, they can
give the institution a less-than-Satisfactory grade on its
exam or even delay or deny its application.

The broad discretion granted the regulators has meant
they must often accommodate conflicting demands.
Community advocates have pushed for tougher require-
ments and enforcement and many groups have issued
reports highly critical of the regulators. Meanwhile, the
banking industry has pressed for a decrease in the regu-
latory burden. Bankers would also like more predictabil-
ity in the exam process, more precision as to how the
ratings are determined, and a more consistent applica-
tion of the regulations across agencies and even across
examiners within each agency to minimize discrepan-
cies from one exam to the next.

Bankers have also sought phase-in periods to incor-
porate regulatory revisions into their business plans so
that they do not lose credit for activities already under-
taken. The length of time to complete an exam, often 18
months or longer for a large bank, can create problems
when the results reflect a new interpretation of the rules.
Since exams are generally administered on a three-year
schedule, CRA managers have found themselves having
to revise their business plans, often substantially, halfway
through the cycle. Finally, regulators themselves want
to use their staff more effectively to complete exams in
an efficient and timely manner since mergers that have
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expanded the footprints of large banks have resulted in
an increase in the number of geographies that need a
separate rating.

The net result of these various pressures has been a
greater reliance on quantitative measurements of pro-
duction volume. A major step in that direction occurred
in 1995, when the CRA regulations were rewritten to
emphasize “production over process.” A three-part
test for large retail banks was adopted with 50 percent
weighted on lending, 25 percent on community de-
velopment investments, and 25 percent on retail (i.e.,
branch locations) and community development services
(e.g., financial education). Included in the Lending Test
are both home mortgages and small-business loans
with community- development lending used only to
enhance the lending score—a curious treatment given
the intent of the CRA to strengthen LMl communities.
The revamped regulations also introduced the concept
of Performance Context which allows examiners to take
account of local market conditions as well as a bank’s
business strategy to determine an overall rating. The new
regulations also expanded the information available to
the public beyond the mortgage data released under the
Home Mortgage Disclosure Act (HMDA). Data must now
be collected for small-business, farm, and community
development loans, and the regulators have devised
quantitative tests to measure the adequacy of a bank’s
loans, investments, and services.

Meanwhile, the large banks have continued to
expand, and competition between them and nonbanks
has intensified, leading to constant cost cutting and
increased scrutiny of product-by-product profitability.
CRA programs in these large banks have likewise grown,
especially in response to the new focus on volume.

As a result, specialized production units have become
increasingly visible internally and thus subject to new
costs and constraints. These units are now more likely to
have to fully bear the time and expense of the standard
array of bank audit, compliance, credit, and budget
processes. CRA products in general are more likely to
be vetted based on the same profitability thresholds as
elsewhere in the bank, and staffing levels for CRA activi-
ties are regularly reviewed with a focus on nonincome-
driving positions. Justification for those CRA activities
that do not generate sufficient profits, or any profits at
all, now requires a clear showing of their contribution
to the bank’s CRA rating separate from whether they are
making a difference in the community.




Major technological advances have also made the
banking industry more efficient and expanded the mar-
kets they can economically serve, increasing access to
banking services for LMI individuals and small business-
es. ATMs are now ubiquitous and online banking allows
account access from most any computer. Innovations in
information technology have made highly scalable origi-
nation, production, and servicing platforms both feasible
and cost effective. Automated underwriting and credit
scoring have led to faster decisions and better and less
costly risk assessment, which in turn has enabled banks
to make smaller loans and to vary pricing based on the
riskiness of the borrower. (Although the recent credit
crunch may be forcing a recalibration of the risk inherent
in lending to a borrower with a given set of characteris-
tics, these systems offer a way to array borrowers along
a risk continuum and vary pricing accordingly.) Such
advances have allowed the banks to serve people and
businesses with a wider range of credit histories, often at
lower cost, making them more affordable to LMI indi-
viduals and small businesses.

How the CRA Works/Does Not
Work Today

This next section lays out some of the issues and
problems that have arisen with the CRA and how they
have affected the way CRA programs operate, particu-
larly in the larger banks.

The Mission/Intent of the Statute
Subsidizing Products and Services

Missing from the statute or the regulations is a clear
statement on whether the CRA's affirmative obligation to
expand access to credit also requires banks to perma-
nently subsidize products or services. (The imposition of
the CRA is often justified by the special benefits banks
receive by being publicly chartered and being eligible
for deposit insurance. | leave it to others to determine
whether banks receive an incremental profit that should
be seen as a basis for the CRA to impose costs on banks.)
While the development of new products and markets
generally requires some up-front expenditures, ambiguity
over whether a bank is expected to continue to provide
a product or service that loses money or earns at a rate
below the bank’s minimum threshold has hurt both the
credibility of the CRA and drained resources from other
areas that could benefit more from the CRA. Without
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the prospect of profit, banks are unlikely to make major
investments to promote and produce a product on a
sustained basis.

Forcing a bank to lower its prices to satisfy a regu-
latory requirement can give pause even to those who
support the idea of an affirmative obligation to find ways
to build a business around helping to meet the credit
needs of the LMI community. For example, | once had
to explain to a senior bank official how our well-devel-
oped marketing strategy for home mortgages combined
with state-of-the-art products designed to serve the LMI
community would not yield a sufficient market share
to achieve an Outstanding rating in the CRA exam. He
was dumbstruck when | told him that we would need
to offer significant subsidies (amounts as high as $8,000
per loan are not uncommon in the marketplace) to
write down the interest rate, closing costs, or otherwise
reduce the cost to the customer. While he had willingly
embraced the principle of serving LMI communities,
and indeed had devoted special resources to develop
and serve this market, he could not accept that a bank
should be forced to offer discounts such that the more
loans that were made, the higher the overall loss. Simi-
larly, some banks have felt forced to open branches in
LMI communities that are already being served. Indeed,
some of these new branches not only have turned out to
be unprofitable, but their addition has even undermined
the economics of the other preexisting branches. In
these circumstances, the CRA only reinforces the false
impression that serving these markets inevitably has to
be unprofitable.

Subsidies that Expand Access to Credit

In many cases, banks have found it necessary to
accept lower-than-normal fees or rates and/or absorb
the higher costs of structuring a deal as part of expand-
ing access to credit. Specialized personnel are required
to deal with a project complicated by many layers of
financing (including federal, state, and local funding) or
developed by a local community-based organization that
may lack experience in structuring deals or overseeing
the construction process. But regulators have not neces-
sarily provided incremental CRA credit commensurate
with the additional expense burden. There should be no
surprise, then, that the banks favor “standard” deals that
also qualify under the CRA but require less or no implicit
subsidy. In contrast, even direct support made through
philanthropic community development grants receives




credit under the Investment Test. However, the weight
they receive is often insignificant because the dollar
volume of grants often pales in comparison to the dollar
volume of investments.
More Activities, Less Weight

Regulators are under constant pressure to broaden
the coverage of the CRA, but it is clearly impossible for
a single statute and regulatory scheme to resolve all the
issues facing LMl communities. In practice, the greater
the variety of activities desired, the less weight each gets,
thus opening the possibility that some activities will not
yield a sufficient payoff to warrant any significant at-
tention by the banks. A recent attempt by the regulators
to hold out the potential of CRA credit to spur banks to
ramp up their foreclosure-prevention activities provides
an illustration of this problem. Unfortunately, foreclo-
sure prevention can only qualify as another community
development service, a category that appears to receive
only five percent weight in a bank’s overall rating. (The
other four-fifths of the Service Test, which accounts for
25 percent of the overall rating, relates to the equitable
distribution of retail branches.) Moreover, the limits on
income (LMI) and geography (assessment areas) inherent
in the CRA make it a poor instrument to spur the type of
broad-based actions required. Nevertheless, the banks
have been well motivated to take action on their own.

Quantification
Numbers Have Become More Important Than Quality

The 1995 rewrite of the regulations steered the CRA
toward rewarding dollar and unit volumes rather than
focusing on rewarding those deals that do the most to
strengthen and revitalize communities. The newly avail-
able data on mortgages, small business, and community
development loans show this as a growing trend. While
this change in approach seemed consistent with the
desire of banks for more consistency and predictabil-
ity, of advocates for setting higher standards of perfor-
mance, and of regulators to streamline and standardize
their reviews, the result turned the exams into more of a
quantitative checklist.

This focus on numbers even spilled over into CRA
“commitments.” During the application process for
the regulatory approval of mergers and acquisitions, it
was for a time common for banks to announce volume
targets for the newly combined institution for mortgage,
small business, community development, and other
loans and activities. The amounts of these pledges some-
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times, but not always, resulted from negotiations with
one or more community groups. The increased emphasis
on dollar and unit volumes can be seen in the significant
jump in the size of pledges made by a number of banks.
For example, from the 1995 Chase/Chemical merger to
the 2004 merger with Bank One, the size of the commit-
ment rose 40-fold from $18.1 billion (over five years) to
$800 billion (over ten years). However, this larger num-
ber mainly reflected the inclusion of additional types of
loans rather than any significant growth in their special-
ized core community development program.

Tests Encourage Unproductive Behavior

Although at first the development in 1995 of a more
quantitative approach to evaluating performance under
the Lending, Investment, and Service Tests of the exam
seemed to be an improvement, over time it has become
clear that many of the methods chosen to measure
performance were fatally flawed. In hindsight, the tests
failed to account both for the extent of the opportunity
for profitable business and the degree to which a market
was otherwise well served. The examiners are techni-
cally able to use the Performance Context to adjust the
results of their quantitative tests, but numbers still seem
to dominate the exam results.

One set of tests that have proved problematic were
those based on “market parity.” In the case of mortgages,
a bank’s share of the LMI market would be tested against
its share of the non-LMI market. Initially, the adoption
of parity seemed appropriate because it appeared to
produce the desired result. In fact, however, the market
for LMI mortgages had already been growing due to new
and innovative underwriting standards that emerged in
the wake of the release in the early 1990s of expanded
HMDA data. As adoption of these new and innova-
tive underwriting criteria spread across the banks and
eventually to Fannie Mae and Freddie Mac, the market
became more competitive and thus better served. Nev-
ertheless, the pressure from the CRA continued. As the
regulations encouraged banks to achieve even higher
LMI market shares, they were forced to offer loans at
below-market prices. In rare cases, perhaps banks also
may have lowered credit standards, despite the violation
of “safety and soundness,” as mandated in the 1977 act
and the culture of most banks and regulators.

The challenge of achieving LMI market-share targets
was made worse by the growth of the nonbank subprime
mortgage companies, which captured a large share of




that business. Those banks without a subprime lending
unit found it increasingly difficult to originate enough
loans to achieve their “fair” share of LMI mortgages;
even banks with a subprime business often fell short. As
a result, many banks turned to a third option: buying LMI
loans already originated. Indeed, this approach had been
sanctioned by the regulations to encourage growth of a
secondary market. Over time, it became clear to bank
executives that it was cheaper to trade loans than to
subsidize their origination. A well-intentioned policy to
persuade banks to meet the credit needs of the LMI com-
munity now encouraged the trading of loans that had
already been made. A new business was born, though it
did nothing to expand access to credit.

Other parity-type tests compare loan performance to
nonmarket standards—so-called demographic tests. In
evaluating the distribution of branches, for example, the
share in LMI neighborhoods is compared to the per-
cent of the population that is LMI. This use of parity has
been even more problematic since it ignores any notion
of economic viability. To encourage branching in LMI
communities is very different from expecting every bank
to allocate branches based on the distribution of the
population, without regard for the size of the business
opportunity or the recognition that people often bank
where they work, or access banking services through
ATMs, online, or on the phone. The test applies regard-
less of the circumstances.

Even tests that simply measure the volume of invest-
ments or community development loans have created
issues by not having clear criteria. For example, when
banks have pressured examiners for a standard of how
much investment is required for an Outstanding or how
much community development lending is required to
enhance their rating under the Lending Test, the regu-
lators have responded that the banks need to look to
the evaluation of their peers whose exam results have
already been made public. While bankers generally
suspect that there are unstated standards for community
development loans and investments based on a ratio of
tier-one capital, the regulators deny such a simple rela-
tionship. In addition, the way tier-one capital is allocated
accross geographies is problematic. Regulators rely on
the distribution of deposits, which, as noted earlier, is
not necessarily related to the location of the depositors.
When, for example, the headquarter branch of a bank is
assigned a disproportionately large amount of tier-one
capital based on the amount of corporate or internation-
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al deposits that are booked there, the expected level of
investment or community development lending also rises
regardless of the local business opportunity. Banks have
found themselves serving a market where the potential
falls short of the sum total of the expectations that regu-
lators have for all the banks in a locality.

Although it may seem reasonable to push banks to
grow their investment portfolio, it makes no sense to
push them to make investments that neither benefit the
community nor make a minimal profit. Perhaps the worst
case was investments in SBICs, which were granted a
“safe harbor” and so received a flurry of investments
shortly after the issuance of the 1995 regulations as
banks strove to meet the new Investment Test. Overall,
these investments had little or no impact on LMI com-
munities and provided little or no return to the banks.

The lack of reasonable, clear-cut criteria has also
placed greater reliance on examiners and examiner
training and has made it hard for CRA officers to set
internal goals. An examiner may expect more than
is reasonably possible in a given market, which only
makes the CRA officer’s job harder. This fact also makes
it harder to determine if the benefits of an Outstanding
exceed the costs (see discussion below).

While the addition of such qualitative criteria as in-
novation, complexity, responsiveness, and Performance
Context were intended to allow for more nuanced judg-
ments, the reality has been disappointing. These criteria
all make sense if the mission of the CRA is to encourage
banks to expand access to credit—consistent with their
strategy, skills, and the varying opportunities that exist
in each local market. In practice, however, quantitative
tests tend to dominate the exam process perhaps be-
cause examiners either lack the authority to give quali-
tative factors the appropriate weight or because they
naturally gravitate toward quantifiable measures that
are easier to defend. It may just be hard to sustain the
importance of qualitative factors when the quantification
option exists. The result has been that projects that have
great community impact may not go forward simply
because a bank will not receive credit sufficient to justify
the effort required.

It’s the Rating, Stupid

Banks have increasingly focused on only those
activities that count toward the rating, regardless of
their impact on strengthening communities. As a result
banks generally limit the availability of CRA products




that do not achieve minimum profitability thresholds.
For example, mortgage products that require subsidy or
mortgage counseling grants are rarely offered outside a
bank’s assessment area. Similarly, loans that require the
specialized skills of a community development lending
officer are rarely done outside a bank’s assessment area,
even though the market may be underserved and the
borrower is otherwise a regular customer. The result has
limited the availability of financing, especially in smaller
and more remote communities. Even within assessment
areas, the increase in cost pressures combined with the
movement toward a quantitative checklist has led banks
to focus only on the exact types of loans that count for
the rating and take a pass on other loans that would
strengthen the community.

A Shrinking Universe of Products
More Reliance on Products with Economies of Scale

Over time, CRA programs at the larger banks have
gravitated toward using mainstream business units (their
mortgage companies, retail branch networks, etc.) in
part in response to the need to meet the higher-volume
targets. Further contributing to this trend has been the
ability to leverage existing mass-market underwriting,
production, and servicing platforms and the increasing
cost of operating a separate CRA production facility. In
the end, the skills, products, and systems of a bank’s
mainstream business units have often proved sufficient
to attain the desired CRA rating. These units generally
have achieved the volume required at minimum cost
and, in some cases, at a profit. Only in the case of
community development services has it been difficult
to rely solely on a mainstream unit to meet the goal.
The good news for the LMI community is that these
products are generally well marketed to reach a broad
customer base and benefit from investments in new
technology, which leads to product improvements and,
in some cases, even declining prices.

On the downside, the more that mainstream units
have built their business around high-volume products,
the more difficult it is to develop products or services
expressly for the LMI marketplace. This reliance on
mainstream business units has also complicated banks’
internal management of their CRA programs. Now the
CRA officer must negotiate goals with each of their
bank’s mainstream business units. Not surprisingly, the
managers of these units resist anything that impairs prof-
itability or undermines their business strategies.
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Harder to Develop Niche Products or Do Complex and
Innovative Deals

Business unit managers are reluctant to develop
what they perceive to be unprofitable local or niche
products. Even with community development real
estate loans, where each loan is separately evaluated
and underwritten, obtaining approval for unorthodox
loans often depends on experienced credit officers who
understand, for example, how government involvement
can help to mitigate risk. As the number of credit officers
with this special expertise has fallen, the process of
justifying the credit quality of these loans has become
continuous and unrelenting, despite a proven track
record of high credit quality. As a result, loan officers
migrate away from complicated, one-off deals that often
do the most to expand access to credit.

Adding to the difficulty of developing niche or
specialized products has been the passage of Sarbanes-
Oxley, which imposed stricter accounting standards
following the Enron debacle. For example, some banks
use their foundations to make zero- or low-interest
loans, much in the tradition of PRIs—Program Related
Investments—made by private foundations. Now these
programs have been brought under the bank’s standard
loan documentation, review procedures, and borrower-
by-borrower limits on maximum credit exposure.

The result has been to reduce the ability to use these
programs for such purposes as predevelopment loans or
low-cost funding for third-party loan pools.

As LMI products have devolved to mainstream
businesses, the number of banks with separate,
specialized units to meet the production requirements
of the CRA has diminished. These units often served as
a source of innovation. Two factors seem to account
for the change: first, their production may no longer be
necessary to meet the volume targets; and second, their
ability to turn a profit on lending activities has been hurt
by the increased costs resulting from greater scrutiny
for credit quality, profitability, and other compliance
requirements. By their nature, these units have always
faced profitability challenges because their loans tend
to be smaller and more complex—often with funding
from multiple layers of government—and generally
involve less-sophisticated borrowers. These units have
also absorbed the costs inherent in incubating new
products, which, in many cases, eventually migrated
to mainstream businesses. Such products range from
mortgages that responded to the characteristics of




the LMI borrower to loans under the Small Business
Administration (SBA) Express program.

Even where separate, specialized units continue to
exist, they are finding it increasingly difficult to attract
the required resources to develop new products. While
active support from the top of the institution played a
critical role in the establishment of these special units,
the adoption of a more quantitative checklist approach
to the CRA has seemingly contributed to the marked
decrease in engagement by senior management at
many banks.

More Difficult to Form Working Partnerships

Some of the best innovations spurred by the CRA
have come as a result of working partnerships between
banks, community-based organizations, and govern-
ment. These partnerships have benefited by having
people with the ability and authority to assemble com-
plicated deals and the personal relationships necessary
to develop trust between banks and community-based
organizations. Working with other banks has also be-
come harder as competition and rivalry for CRA credit
has made it more difficult to collaborate.

Since centralized community development units
often took the lead in working with others to help find
creative ways to finance affordable housing and, more
generally, community development, their absence leaves
a void. With all business units under cost pressure, it has
also even become more difficult to draw upon expertise
from elsewhere within the bank to help with this task.
Moreover, staff cuts have made it more difficult for the
remaining bank employees to devote significant commit-
ments of time to community activities.

The Growing Disparity Between the
Regulations and the Real World
Markets Have Changed

Over time, some previously underserved markets
have become better served. The pressure from the CRA,
along with technological advances that have automated
much of the approval process and lowered costs, has
brought more products to the LMI marketplace. By the
late 1990s, for example, many banks offered standard
mortgages that worked for LMI borrowers. Similarly,
prior concerns about the ability of small businesses to
get loans have been, at least partially, addressed by new
technology, which has allowed risk-based pricing and
a lowering of minimum loan sizes. Yet, the CRA contin-
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ues to push banks to focus on these same markets even

though it may no longer be helping to expand access to
credit but, rather, encouraging banks to take actions that
make these markets uneconomical to serve.

Community Development Best Practices Have Changed

As financial markets and the banking world have
continued to evolve, CRA regulations and Q&As (a
vehicle used by regulators to explain how to apply the
regulations to specific situations) have struggled to keep
pace. The problems created by this delay are accentu-
ated as best practices in community development have
also evolved, gravitating toward a focus on mixed-
income and mixed-use projects and comprehensive
approaches that include workforce development, jobs,
education, health, and safety. For example, in order to
receive credit for an affordable housing loan outside a
LMI census tract, a majority of the occupants must be
low and moderate income. Yet, the current thinking is
that mixed-income projects provide the best environ-
ment for low-income families, and some governments
even use inclusionary zoning to reward builders if they
include 10-30 percent subsidized units in projects that
are otherwise market rate. In some communities, these
projects create the preponderance of affordable housing,
but banks often receive no credit (not even proportional
credit) for the low- and moderate-income units con-
structed. (Update: on January 6, 2009 the regulators put
out for comment a proposed Q&A that would allow for
proportional credit.)

The treatment of grants is another example where
the rules may not reflect the best practice to strengthen
communities. Many grants for activities that are critical
to the success of communities are given little weight or
do not count at all. At best, they are included under the
Investment Test, so their dollar volume pales in com-
parison to the dollar value of investments. Interestingly,
although grants are more costly in that they do not offer
the possibility of a direct monetary return, they earn less
CRA credit than investments that can continue to qualify
under the Investment Test in subsequent exams as long
as they remain in the bank’s portfolio.

Regulatory Drift

As with any regulatory system, ongoing interpreta-
tions and clarifications in response to requests from
banks and advocates have resulted in a further disjunc-
tion between the CRA rules and reality. For example,




letters of credit and loans/investments to third-party in-
termediaries have resisted efforts to align the regulations
with common-sense approaches to strengthen communi-
ties. Letters of credit back bonds that finance affordable
housing. Even though they are integral to the financing
and have the same credit risk as a direct loan, the regula-
tions treat letters of credit separately and the examiners
appear to give them less value.

As for third-party intermediaries (such as CDFlIs),
they often offer specialized expertise that no single bank
would find economical to do on its own in providing
lending or investment products to the LMI community
across wide geographies that include smaller communi-
ties in rural and urban areas. In these cases, they provide
an excellent way for small banks to diversify risk across
a larger geography than the bank could do on its own—
presumably a good idea from a safety and soundness per-
spective. Yet, loans and investments to these third-party
funds are valued less than direct loans and investments,
unless the third-party has all of its activities within the
bank’s assessment areas. Although examiners interpret
the rules differently, the latest attempt to clarify has been
stalled as the agencies continue to disagree over the size
of “a broader statewide or regional area that includes the
bank’s assessment area,” and how much weight to give
loans or investments that fall outside a bank’s assessment
area. This lack of guidance has led banks to retreat from
multi-investor, multigeography loans or investment pools.
(Update: On January 9, 2009, the regulators finalized a
Q&A that explicitly recognizes the importance of nation-
wide funds and provides examiners with some additional
flexibility to give credit for investments in them.)

Perpetuation of Inconsistent Treatment

Sometimes different regulators come to different deci-
sions with regard to the CRA eligibility of specific proj-
ects or classes of projects. However, rather than resolve
these differences at the FFIEC level, these variations
across agencies tend to linger. The problem of regulatory
inconsistency is further aggravated by the efforts of some
states to impose their own CRA-type regulation, which
may or may not mirror the federal rules.

Cost/Benefit Analysis
CRA Costs

Since we often focus on the benefits of the CRA, it is
too easy to forget its costs. We have already seen that the
CRA can lead to below-market pricing, to extra produc-
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tion costs, and to unexpected and unintended conse-
quences. Another set of costs that is not often appreci-
ated is the expense incurred by the administration of
the compliance process itself. Banks must assign special
staff to oversee their compliance programs, includ-

ing the gathering, processing, and publication of the
required data. While these activities may sound routine,
they can be expensive, particularly when additional fact
checkers are needed to re-review thousands of loans to
check the validity of data that, while they may be col-
lected, are not critical to the approval process.

Moreover, the collection of data that are irrelevant
to the loan-approval process can offend customers (for
example, information on race or ethnicity), particularly
when their anonymity cannot be guaranteed. Indeed, this
has been a problem with HMDA data, where researchers
have reported matching over 80 percent of the mortgages
to actual street addresses using readily available data
sources from third-party suppliers. Another concern is
the potential cost from spurious lawsuits using publicly
available data. From the government perspective, the
CRA also imposes costs on the regulatory system to cover
the staffing needed to review data and conduct exams of
the banks.

A different type of cost results from the creation or
reinforcement of negative perceptions of the viability
of serving LMI markets. For example, the lack of profit-
ability at many LMI branches that banks have felt a need
to open and the need to subsidize LMI mortgages have
reinforced and perpetuated the impression that serving
the LMI community can never be profitable for banks.

Another unintended consequence of the CRA has
been to dampen the enthusiasm of banks to enter LMI
markets when the price the banks need to charge to
cover their costs is higher than the advocates would like.
Low-priced products for low-income customers certainly
have appeal, but the reality of serving those customers
sometimes requires higher prices, not lower ones. The
result has been that banks simply back away and do not
offer a product, even when they could do so at a price
point that is lower than that of the current, nonbank
providers.

While support for not-for-profit organizations has
been critical to the productive partnerships between
banks and the community, banks have felt at times under
pressure to incur additional costs. Early in the life of the
CRA, many banks had the impression that they could
not obtain regulatory approval of a merger or acquisition




unless they made all the advocates “go away happy.”
This sense, valid or not, of how the process worked
helped create the notion that community groups had
great leeway in what they could demand. Fortunately,
the regulators have helped to address this concern as
they have become better able to distinguish among the
different groups and assess for themselves which ones
and which issues are legitimate.

The Shrinking Net Benefit of an Outstanding

Many banks still seek an Outstanding rating despite
significantly higher costs than for a Satisfactory. While it
may be theoretically possible for a bank to achieve an
Outstanding with only profitable activities, the reality is
likely to be quite the opposite, thus regularly prompt-
ing senior management to question whether the higher
rating is worth the expense. Estimating both the costs
and benefits is difficult as the lack of clarity of what is
required for an Outstanding usually leads to an overesti-
mation of the cost, thus disadvantaging the Outstanding
option. A further shortcoming is the lack of evidence that
the highest rating draws new customers. An Outstand-
ing rating can have value, though, in mitigating nega-
tive comments that are an inevitable part of the public
process for reviewing applications.

One reason banks pursue an Outstanding appears to
be the natural competitiveness to match or exceed their
peers. Most, if not all, of the large banks have pursued
this goal. In this light, the efforts by advocates to make
it more difficult for banks to get an Outstanding may be
counterproductive if ratings of Satisfactory become more
common and thus more acceptable. As fewer banks
pursue an Outstanding, fewer resources will be devoted
to the costly process of developing and testing new ideas
for products and services to serve the LMI community.

Principles for the Future

These observations on how the management of the
CRA has evolved suggest a number of principles that
could increase the CRA's effectiveness and lower its cost.

The Mission
Keep It Focused

The language in the 1977 CRA statute allows great
flexibility, but it complicates the job of the regulators.
Without more parameters limiting the scope, regulators
will continue to be pushed to expand the CRA to cover
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more and more activities with the likely outcome that
completing exams in a thoughtful and timely manner
will be impossible and that some activities will simply
be ignored as banks concentrate only on those activities
that get significant weighting in the overall rating.

Also, the statute needs to give more clarity to such
fundamental issues as to whether the goal of the CRA
is to see that markets are well served or to make sure
every bank has a certain share of that market regardless
of profitability. At the same time, the statute should avoid
specifying details that will likely need to be updated
frequently to remain responsive to future developments
in the industry and community development.

This concern for clarity should be considered as part
of any legislation to expand the CRA to other industries.
While the idea of imposing an affirmative obligation may
sound appealing, a broad statement provides little guid-
ance for what types of activities or products should be
monitored or required.

The CRA is not a Panacea

While it may seem appealing to try to use the CRA to
address a wide range of social and economic problems,
such an effort can be self defeating, especially when the
actions that need to be taken are known. The success of
the CRA legislation has in part been due to its aspiration-
al nature and the sparsity of specifics. However, in the
case where it is clear what needs to be done, legislation
that is more targeted is likely to be much more effective.
Looking to the CRA as the solution may simply delay
the adoption of the type of legislation or regulations that
are needed. Furthermore, every extension of the CRA
runs the risk of diverting attention and resources that are
presumably already being effectively used.

This danger can arise both when broadening the role
of the CRA for banks as well as when looking to expand
its coverage to all players engaged in the same activity.
For example, advocates have wanted to expand the CRA
beyond LMI to explicitly cover race and ethnicity. Yet,
legislation already exists to cover discrimination and the
regulators conduct separate exams to test for compli-
ance under the Equal Credit Opportunity Act and the
Fair Housing Act. If these laws are inadequate then they
should be amended. In any case, CRA examiners are
required to take note of any compliance problems found
in those fair lending exams in determining a bank’s over-
all CRA rating. Looking to the regulators to add further
tests and standards to the CRA for discrimination seems




unlikely to add much value (especially since minorities
are already disproportionately represented in LMI com-
munities), and yet it would place more of a burden on
the regulatory system and on the banks as it adds further
complexity and delay in completing an exam.

Similarly, advocates seem to feel that expanding the
CRA to other players in the mortgage business, e.g.,
brokers, would somehow be an effective way to address
existing problems. However, there is a much more direct
way to bring uniformity to the industry and that would
be to enact specific, targeted legislation that clearly cov-
ers all the players in a mortgage transaction (and not just
those that happen to be covered by the CRA) and lays
out the necessary rules and procedures. If such special-
purpose legislation is already in place but requires
regulatory action, then the focus should be to ensure that
the existing delegated authority is exercised as has hap-
pened recently with new regulations promulgated by the
Federal Reserve.

Build on the Natural Strengths and Skills of Banks

While it seems obvious, it is worth noting that banks
cannot solve all the problems of LMI communities.
However, banks and bankers have many skills that are of
value and by focusing on those, the CRA is most likely
to meet with success. Bankers, like others, are best able
to help when they are able to use their skills and experi-
ence to develop new products and services. Success in
these efforts yields a sense of pride and a willingness to
do more.

Is Credit the Right Focus?

It may be time to reexamine the mission embodied in
the original statute that focuses only on credit as a way
to revitalize and strengthen LMI communities. Given the
increased availability of all types of credit at all income
levels (at least until this latest credit crunch), it may be
a good time to consider transaction, savings, or other
products and services for the unbanked or underbanked.

Quantity versus Quality
Reconsider the Checklist Approach

Even with a clear mission, implementation can be
daunting. As we have seen with the existing CRA, regula-
tors have increasingly turned the examination process
into a checklist based on numbers. While this practice
expedites the exams, simplifies examiner training, and
may offer a defense against inconsistency, it also has
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implications for product development and working with
other banks and community groups. If the specialized
units and the support of senior management are critical
to the effectiveness of the CRA, then more emphasis is
needed on innovation, responsiveness, complexity, and
partnerships with community-based organizations and
intermediaries.

Vary the Exam Criteria across Types
of Firms and Geographies

Different types of banks have different capabilities,
and the criteria used to judge their CRA performance
should reflect those abilities. Although the Performance
Context could be used to recognize these differences, it
has not been well applied. The creation of additional in-
dustry subcategories, each with their own type of exam,
may make it possible to increase the effectiveness of the
CRA and reduce the regulatory burden. Large banks with
national footprints have skills that differ from those of
large regional banks, which in turn can be distinguished
from small banks that serve either specific subsegments
of large markets or are the only local bank serving the
community.

Varying the CRA tests across geographies if regula-
tion is extended beyond assessment areas should also be
considered. For example, if the extension is based on the
degree of mortgage lending in a community, then it may
not make sense to apply the full three-part test in those
geographies where the bank has, at most, one or more
mortgage loan officers on the ground.

Reconsider the Role of Deposits from
Nonlocal Individuals and Institutions

Since the geographical distribution of a bank’s depos-
its are used both to weight the local/state ratings when
calculating the overall rating for the institution and to
allocate tier-one capital across geographies (as noted
earlier, tier-one capital appears to be used as a gauge of
how much community development lending and invest-
ing is expected from a bank), it may be more consistent
with the original intent of the CRA to consider only those
deposits (and its associated tier-one capital) that come
from individuals or institutions in that community.

Fix or Eliminate Tests

Eliminating requirements and tests that push banks
to intensify their efforts even in markets that are being
well served should be considered. To paraphrase a long-




known truism, “you get what you measure;” the design
of a test is critical to accomplishing the intended goal. If
you measure market share, then banks will compete for
market share at the lowest possible cost, and thus may
focus on activities that have little in common with the
intent of the CRA. Moreover, poorly designed tests can
have negative, unintended consequences that may more
than offset any benefits.

Update the Regulations Regularly, but the Statute
Only On Occasions When the Mission Needs To Be
Clarified or Changed
Legislation versus Regulation

In a world where nothing stands still it makes sense
to restrict the statute to the basic mission and leave the
implementation to the regulations, updating them regu-
larly to account for the changes in the products offered
to the LMI marketplace.

Facilitate the Updating of the Regulations

To keep the regulations current and minimize the
need for examiners to make difficult judgments during
exams, a better process for revising the regulations needs
to be developed. Changes need to be phased in slowly
to allow the banks enough time to revise and execute
their business plans for managing the CRA in advance of
their preparations for the next exam.

Guard against Regulatory Drift

As the regulators continue to refine the definitions
and create “bright lines,” it is essential to check periodi-
cally for consistency with the mission of the CRA and
not just with prior regulations and rulings. Otherwise the
regulations can drift away from the goal of strengthening
communities.

Incentives
Reward Costly Efforts to Expand Access to Credit

By their nature, efforts by banks to expand access to
credit in LMI communities are costly, resulting in a lower
profit margin or even a net loss. The government should
consider providing incentives to offset these low margins.
One approach would simply provide financial subsidies
to close the economic gap as government has done in
its long and successful record of subsidizing affordable
housing. Alternatively, banks that achieve an Outstanding
rating could be allowed some sort of financial (perhaps
lower deposit insurance premiums) or regulatory relief
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(such as more time between exams, a safe harbor when
applying for new powers, etc.). Similarly, the issue of
incentives needs to be considered before imposing CRA-
type requirements on other industries.

Weed Out Inappropriate Disincentives

Even if its incentives are costly, it is important that
the regulations do not inhibit behavior that helps
strengthen communities. If, for example, third-party
intermediaries are a desirable way to expand access to
credit for LMI communities, then the existing disincen-
tives for lending or investing in multigeography funds
need to be remedied. It is essential to ensure that a loan
or investment made gets full credit. Similarly, if com-
munity development services provided by community
groups are valuable, then grants for this purpose should
receive more weight in the overall exam than is given to
grants alone.

Accountability and Enforcement

If the CRA is to remain effective, accountability and
enforcement are critical. Today, these occur through a
combination of regulatory action and public comments
designed to cast a spotlight on the records of both the
banks and their regulators. When regulators conduct
their regular examinations or their mandatory reviews
of banks when they apply to merge, acquire, or gain
new powers, the public, including the advocates, gets to
play a role. However, if merger and acquisition activity
diminishes, then the effectiveness of public involvement
may diminish as enforcement is reduced to the publica-
tion of the CRA ratings, an event that no longer seems
to garner much public attention. For other industries,
the problem of ensuring accountability could be even
greater if individual firms are not subject to regular
supervision and examination.

Training and Consistency

Whether the examiners are following a quantitative
checklist or have substantial discretion, comprehensive
and continuous training is critical to ensure the consis-
tency of outcomes across banks and over time.

Make Sure Benefits Exceed Costs

While the CRA has laudable intentions, the ultimate
test of its worthiness is whether it yields social and
private benefits that exceed its costs. The monetary costs
to banks and regulators depend on the profitability of




CRA activities, the amount and type of data collection
required, the difficulties of conducting and processing
the exam, and the hiring of staff. The same assessment
of benefits versus social and private costs should be
conducted before any decision is made to add require-
ments for the banks or to expand CRA-like requirements
to other industries.

Conclusion

The CRA is in need of a serious revamp. The last three
decades have witnessed significant changes not only in
the banking industry but also in response to the predict-
able pressures on and from the key stakeholders—the
bankers, the community advocates, and the regula-
tors themselves. One key result has been a movement
toward more quantifiable measures of production. These
measures have had unintended consequences as well,
reducing the incentives for banks to offer products that
can be more complicated and costly to produce but may
be effective in expanding access to credit to LMI indi-
viduals and communities. Any reform that simply piles
on additional requirements or expands CRA-like criteria
to other industries without considering these past experi-
ences would be missing an opportunity to make it more
effective at potentially less cost.

LMI communities and individuals face a wide range
of problems, but the CRA cannot solve them all. Some
hard analysis is required in order to determine what the
CRA does best and what, for example, might be bet-
ter done by other, more targeted legislation or regula-
tions that can more easily cover all the relevant players.
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Another direction for inquiry is whether the CRA should
focus on bank products other than credit—for example,
transaction or savings accounts. The revamped CRA
should also be clearer as to the burden that it expects
banks to absorb, and more specifically whether bank
profitability and long-term sustainability should be cri-
teria in determining what is expected. Given the reality
that not all the activities required as a matter of public
policy will be profitable, it becomes particularly essen-
tial to be clear about what earns credit under the CRA
and to make sure the rewards and sanctions are aligned
with those objectives. B
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The Community Reinvestment Act at 30 Years

The American Bankers Association'

anks are in the business of financial intermedi-
ation—of bringing together those with capital
and those who need capital. We do not build
communities on our own, but it is fair to say
that few communities in America are built—and none
prospers—without banks playing their important role
of putting savings to work. That is to say, our role is to
help individuals and businesses build communities, of
all sizes—and we compete vigorously among ourselves
for the privilege. Drill down in a CRA Public Evaluation
and you will read about how we compete across all
income levels and all neighborhoods. Accordingly, we at
the American Bankers Association (ABA) are pleased to
share our views and observations on the operation of the
Community Reinvestment Act (CRA).

Although initially introduced with more prescriptive
standards, the CRA ultimately was passed in a form that
recognized that banks best serve their entire communi-
ties by making new capital and credit available, rather
than by being limited to returning the resources of one
narrowly defined service area back to that same service
area. A neighborhood of limited means needs access to
more resources than just what their residents currently
can make available themselves. Similarly, other neigh-
borhoods may produce a surplus of savings, significantly
more than can be profitably invested close to home.

As finalized, the CRA recognized that reality and af-
forded banks a more flexible framework within which to
work to demonstrate their record of helping meet “the
credit needs of the local communities in which they are
chartered consistent with the safe and sound operation of
such institutions.” In other words, there is an important
balance in the statute that, if ignored, harms both the
communities involved and the financial institutions that
serve them.

No more succinct evidence that the CRA today bet-
ter reflects banks’ success in serving the credit needs of

their local communities can be cited than to observe
that 98 percent of banks and savings associations receive
composite CRA ratings of Satisfactory or better. Some
may scoff at this achievement, but the fundamental truth
is that banks are tested—and disciplined—in the market-
place every day to demonstrate their responsiveness to
the needs of their local communities. Those that do not
serve the credit needs of their entire community do not
prosper. It is therefore not surprising that the banking in-
dustry, alone in its extensive documentation of commu-
nity service, excels at satisfying community credit needs.
The American Bankers Association believes that
bank compliance with the spirit and letter of the Com-
munity Reinvestment Act is healthy, reflecting the fact
that bankers, regulators, and community groups have all
learned from one another over the past 30 years. Forg-
ing partnerships and developing a deeper understanding
of the perspectives of all parties has led to an open and
effective system that now more accurately reflects banks’
involvement in serving their entire communities. This
evolution has not been without difficulties, but it has led
to improvements. In marking the milestone of the Com-
munity Reinvestment Act’s 30th anniversary, we think that
it is valuable to look back on its maturation, consider its
current state, and look forward to its prospects.

Background

The Beginnings of the CRA

The Community Reinvestment Act was enacted by
Congress in 1977 for the stated purpose of encouraging
financial institutions to help meet the credit needs
of their local communities. It is a relatively simple
mandate to the banking regulators to assess the record
of depository institutions in meeting the credit needs of
their entire community. Since its enactment, there have
been relatively few amendments to the law: requiring a

1 The American Bankers Association (ABA) brings together banks of all sizes and charters into one association. ABA works to enhance the
competitiveness of the nation's banking industry and to strengthen America's economy and communities. Its members — the majority of which are
banks with less than $125 million in assets — represent over 95 percent of the industry‘s $13.3 trillion in assets and employ over two million men
and women. ABA wishes to recognize the work of staff members James Ballentine, Richard Riese, Paul Smith, and Deanne Marino in preparing

this paper.




Public Evaluation; requiring multistate examinations to
include state-by-state CRA analysis; allowing regulators
to give credit for investments in minority- and women-
owned banks; requiring Satisfactory or better CRA
ratings in order for a bank holding company to become a
financial holding company; and providing some modest
regulatory relief for small banks. These amendments
have not fundamentally changed the initial charge of
the statute: regulators should encourage and evaluate
the efforts of their regulated institutions to help meet the
credit needs of their communities.

Revisions to the CRA regulatory process have been
much more extensive. The initial attempt of bank regula-
tors to meet the mandate of the act put the emphasis
on process rather than outcomes. Banks were assessed
on 12 factors that had more to do with getting through
compliance wickets than with actually delivering credit
into local neighborhoods to the citizens and businesses
that needed the capital. The CRA examination process
became a compliance paper trail for recording the busi-
ness that banks would ordinarily do without a mandate.

The CRA Becomes an Open Process,
More Changes as a Result

The CRA process now is more transparent. This was
not always the case. Beginning with the Financial Institu-
tions Reform, Recovery and Enforcement Act of 1989 (FIR-
REA), the process was opened to community members,
shareholders, bankers, and the regulators themselves. As
more stakeholders became aware of different pieces of the
puzzle, some became dissatisfied. This dissatisfaction on
the part of bankers, community activists, and regulators
led to significant changes in the regulatory requirements
under the CRA and to the examination process itself.
Among the changes included in new regulations issued in
1995 were the recognition that CRA evaluations should
be streamlined for small banks; that performance by larger
banks could be achieved by providing loans, investments,
and services; that all banks operated in a context taking
into consideration their capabilities and their markets; and
that what constituted community development should be
pegged to activities with favorable impact on specified
underserved market segments.

The CRA Today

The post-1995 CRA examination process reflects
banks’ contributions to their communities far better than
the old examination procedures, fostering recognition of
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the level of community-based lending banks have always
engaged in. This process better balances the documenta-
tion requirements and performance of large and small
banks; it augments its mandate to include visibility into
antidiscrimination acts of banks; and it preserves the
primacy of financially safe and sound operations.

Transparent: The fact that you can read about the
performance of every bank in this country is no small
feat. The availability of the bank’s CRA Public Evaluation
is now combined with the regulation’s open solicitation
to the community to comment on the institution’s CRA
performance. This transparency in the CRA process of-
fers significant opportunity for community residents and
groups to comment.

Balanced: By differentiating between large banks
and small banks, the regulations have better balanced
documentation and reporting requirements with mea-
surement of performance. More than 88 percent of the
banking assets of the nation fall under the more detailed
Large Bank examination procedures; at the same time,
more than 90 percent of banks by number that represent
less than 12 percent of industry assets are spared certain
reporting burdens because their performance evaluated
is based on simplified criteria. Nevertheless, more can
and should be done in this regard.

Inclusive: The CRA is not an antidiscrimination statute
in the way that the Fair Housing Act or the Equal Credit
Opportunity Act prohibit discrimination in lending. The
regulators have added to the CRA examination process
a requirement that will account for any evidence of il-
legal discrimination in lending or other illegal consumer
credit practices. The bank regulators have done so under
the argument that illegal or discriminatory credit prac-
tices cannot be said to help meet the credit needs of a
community, but rather the reverse. Banks and savings
institutions, unlike other lenders, are regularly examined
for their compliance with fair-lending and consumer-
protection laws, such as the Truth in Lending Act and
federal law that prohibits unfair or deceptive acts and
practices. Agencies thus have a record of the bank’s
compliance with these laws when the regulator conducts
a CRA examination. Mandatory inclusion in the CRA
Public Evaluation of a negative finding by examiners, re-
sulting in a downgrade in the CRA rating, brings greater
visibility to the fair-lending record of banks and savings
associations than is seen in other, less-scrutinized sectors
of the mortgage market.

Financially Sound: The CRA emphasizes that serving




the needs of the community must be consistent with the
safe and sound operation of the institution. Banks are
long-term institutions, invested in the long-term growth
and prosperity of their cities, towns, and neighborhoods.
A bank that sacrifices its financial health compromises
its ability to serve its community. The history of CRA
performance makes the point that sustainable progress
on community development takes place only when
banks and savings associations conduct their activities
in a financially sound manner. The law and the regula-
tions recognize this fundamental requirement—and the
examination of institution performance cannot lose sight
of this mandate when considering the context in which
banks are evaluated.

The CRA process today is more reflective of the many
ways that banks invest in and serve their communities
consistent with a safe and sound operation.

CRA Process Improvement

The CRA examination process is one that has gener-
ally improved over time, in particular by balancing the
burden between smaller and larger institutions, enlarg-
ing the range of lending that receives CRA credit in rural
communities, and requiring consideration of discrimina-
tory lending or violations of consumer credit-protection
laws. Given the transparency of the evaluation process
and the many avenues in which the interested public can
comment, provide input, or criticize that public record,
the CRA needs no other enforcement mechanism.

The CRA regulatory process must continue to evolve
to meet changing markets and participants. We believe
that improvements can be made in several major areas:

e Simplify the regulatory process to reduce any
unnecessary burden, including updating the
threshold for the Large Bank CRA exam program.
Add flexibility to the regulations to encourage
creativity and innovation by institutions to meet
the credit needs of their particular communities,
including financial education efforts.

Recognize the value of the many ways in which
banks support minority-owned depository
institutions.

Simplify the Regulatory Process
In many ways, the CRA regulations and examination
are still too complex. Bankers are required to know not
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only the ins and outs of the CRA regulations but also the
more complex specifics of the supplementary guidance
that regulators offer in the CRA Questions and Answers
(Q&AS). It is notable that the Q&As are considerably
longer and more detailed than the CRA regulations, and
they are much harder to use. The regulators have pro-
posed a revision of the last Q&As from 2001 and they
are now available for public comment.

Another example of the drift into complexity came
with the recent revisions to the CRA regulations rebal-
ancing the definition of a Small Bank so as to relieve
such institutions from unnecessary burdens. Based on
FDIC data, banks with over $1 billion in assets account-
ed for 88.3 percent of industry assets as of September
30, 2007. Proportionately and in absolute dollars, more
banking assets are covered by the $1 billion large-insti-
tution test today than were covered in 1995 (80 percent),
when the Small Bank/Large Bank distinction was first
established and set at $250 million in assets. While this
change was an excellent example of the evolution of the
CRA regulations, we note that in making this change the
banking agencies added an entirely new CRA examina-
tion: the Intermediate Small Bank CRA Examination.

To go from the simplicity of two examinations—one

for small banks and one for large banks—to three
examinations, with the new one containing a wholly
new approach to assessing community development
activities, was simply an unnecessary complication of
already-complicated regulations. Periodically updating
the threshold so that it is pegged at a level that captures
80 percent of banking industry assets within the large-in-
stitution test, and eliminating the intermediate examina-
tion, would reduce burden without in any way reducing
performance.

Add Flexibility

The regulations and examination process should en-
courage institutions to be responsive to changing markets
rather than simply preserving a standardization to make
measurement easier for the examiner. As a specific ex-
ample, the definitions used to determine whether a loan,
investment, or service is community development that
qualifies for CRA credit are still too complex and narrow
in scope. For example, bankers, members of Congress,
and communities know that many of our citizens need
a much higher level of financial literacy to function well
in our complex economy. Many banks in fact participate
in providing financial literacy training—training that




benefits the entire community—by educating the general
public on how to save, budget, use credit wisely, evalu-
ate financial-services offers, and qualify to buy a home.
Bankers also are leaders in bringing financial education
programs into the schoolroom. However, under the CRA
regulations, many of these factors are not recognized as
having a CRA value, because the training does not fit

the rather narrow restrictions requiring that any program
document that a majority of the participants are low- or
moderate-income residents. Frankly, proving such an
impact can be daunting for bankers in the community.
More important, this restriction fails to recognize how
our financial markets have evolved and how broad the
need is to establish financial literacy in all economic and
educational strata of our society. In this case, and in oth-
ers, CRA evaluations need to be more flexible to allow
for—if not encourage—banks to be creative and innova-
tive in meeting the credit needs of their communities.

Recognize the Value of Supporting
Minority-Owned Institutions

The CRA review process needs to recognize more
fully the value added through the specialized expertise
bankers develop in meeting their community develop-
ment needs. For example, minority-owned institutions
were pioneers in helping underserved neighborhoods
before the CRA existed, and their perseverance in serv-
ing those markets has made them worthy partners in
leading further efforts to build stronger, more economi-
cally vibrant communities. It is past time for the agen-
cies to adopt regulations that recognize—and thereby
encourage—the investments in, and support of, minority
institutions by majority institutions, something that Con-
gress authorized 15 years ago but still is not implement-
ed in the CRA process. While we welcome the addi-
tional guidance on minority-owned institutions included
in the January 2009 Q&As, it is important to incorporate
this in the actual rules.

Beyond the CRA

In the 30 years that have passed since the adoption of
the CRA, the market for credit and for financial assets
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has continued to diversify. Although the CRA itself

is tailored to the banking industry, its core concepts

of helping to meet the financial needs of one’s entire
community, applying standardized but flexible criteria
to measure performance, and providing public visibility
for the resulting evaluation are applicable to other
sectors. For example, credit unions have a specific
charter mission to serve persons of modest means, but
they are not subject to any regular, objective testing as
to whether they are actually meeting their mission. This
issue becomes increasingly important as many credit
unions seek community-based charters. Of course,

the CRA in its current regulatory detail should not be
applied “as is” to other financial sectors; rather, we

see that the appropriate level of objective, measurable
performance documentation combined with a high
degree of transparency can be a model for other
regulators to encourage their depository institutions to
demonstrate their commitment to the communities they
are chartered to serve.

Conclusion

Bankers are committed to making credit available to
the communities in which they operate. This commit-
ment is part of the very business of banking. The CRA
process documents and makes that commitment visible
to the entire community. The many refinements that
have been made over the last 30 years have improved
this visibility. However, in striving to meet regulatory
tests and processes in achieving this goal, institutions
and regulators alike must embrace the challenges that
the development of new technologies, delivery systems,
and methods of operation present. ABA appreciates
working together with bank regulators to face these
challenges, and we seek to continue to work together to
improve our effectiveness in this process while mini-
mizing the unnecessary burdens that the process can
sometimes impose. i
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A Tradable Obligation Approach to the
Community Reinvestment Act

Michael Klausner*
Stanford Law School

n articles published in 1994 and 1995, | proposed

that the Community Reinvestment Act (CRA) be

modified to allow banks to trade their CRA obliga-

tions with one another in a manner analogous to
cap-and-trade regimes used to address environmental
pollution.” As in the environmental protection context, a
tradable obligation approach to the CRA has the poten-
tial to enhance the provision of financial services to low-
and moderate-income communities at lower cost than
does the current command-and-control approach. This
article revisits that proposal in light of developments in
the financial services sector and in community develop-
ment over the past decade, and assesses whether the
proposal warrants reconsideration today.? | conclude that
the proposal does warrant reconsideration, but | also
discuss a number of empirical and practical questions
that should be addressed before one can conclude that
the proposal would in fact enhance the effectiveness of
the CRA.

Although the objective of the CRA is to induce

banks to provide services they otherwise would not
provide to low- and moderate-income communities,
the act is unclear with respect to whether it is intended

* [ am grateful to Larry White for comments on an earlier draft.

to address market failures that impair the provision of
financial services in these communities, or to redistribute
wealth from bank shareholders to residents of these
communities, or both.*> A “tradable obligation” approach
to the CRA is potentially attractive with respect to both
rationales.

I. The Tradable CRA Obligation Proposal:
A Market-Oriented Approach

The current CRA regime follows the conventional
command-and-control approach to regulation. Banks are
in effect required to serve low- and moderate-income
communities throughout the areas in which they do
business.* As discussed in Part Il, this approach has
drawbacks. Some banks may be less able to provide
the same service to CRA-qualified communities than
are other banks. From a social welfare point of view,
banks that can provide the same service at lowest
cost should be the ones that serve these communities.

In addition, the CRA’'s mandate that a bank provide
services throughout its area of operation (referred to as
its “assessment area”), makes it difficult for banks to gain

1

Michael Klausner, “A Market-Oriented Reform Proposal for the Community Reinvestment Act,” University of Pennsylvania Law Review, 143
(1995): 1561; Michael Klausner, “Letting Banks Trade CRA Obligations Would Offer Market-Based Efficiencies,” American Banker, January
21, 1994.

For commentary on the proposal, see Jonathan A. Neuberger and Ronald H. Schmidt, “A Market-Based Approach to CRA,” FRBSF Weekly
Newsletter, May 27, 1994, 1; J. 1. Brannon, “Renovating the CRA,” Regulation 24, no. 2 (Summer 2001); Christopher A. Richardson, “The
Community Reinvestment Act and the Economics of Regulatory Policy,” Fordham Urban Law Journal, April 2002; Lawrence J. White,
“Focusing More on Outputs and on Markets: What Financial Regulation Can Learn from Progress in Other Policy Areas” (November 2006 ).
Networks Financial Institute Policy Brief No. 2006-PB-18, available at http://ssrn.com/abstract=947895; “The Community Reinvestment Act:
Thirty Years of Accomplishments, but Challenges Remain,” statement of Lawrence J. White before the Financial Services Committee of the U.S.
House of Representatives, February 13, 2008.

Congress’s stated purpose in enacting the CRA was to have banks “meet the credit needs of the local communities in which they are chartered
consistent with the safe and sound operation of such institutions.” U.S. Code, Title 12, Section 2901(b).

Technically, the CRA is not a requirement. It requires the bank regulatory agencies to assess whether a bank is “meeting the credit needs of its
entire community, including low- and moderate-income neighborhoods, consistent with the safe and sound operation of such institution” and to
take that assessment into account in ruling on the bank’s applications for mergers, branch openings, or expanded activities. Because banks may
make such applications in the future and because a poor CRA rating has reputational costs for a bank, most banks treat the CRA as a require-
ment. For simplicity I will refer to the CRA as a requirement here.
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efficiencies that may be available through specialization
in particular neighborhoods.

The tradable obligation approach would have two
core elements. First, all banks would be assigned an-
nual quotas of CRA obligations. These quotas would be
stated in objective and verifiable terms for each type of
financial product or service—for example, a quota for
lending, a quota for investment, and a quota for other
services. This approach is quite different from the current
approach to CRA enforcement, which relies on broad
standards and ex post evaluation by bank examiners.
Reportedly, the increased specificity in CRA regula-
tions that occurred in 1995 was difficult to achieve and
may have exhausted the potential for specificity under
the current structure of the CRA.®> Nonetheless, with a
tradable obligation regime, greater specificity in regu-
lations may be possible. Under the CRA as currently
administered, different standards apply depending on
whether a bank is large or small, and on whether it is a
retail, wholesale, or limited-purpose bank. In addition,
bank examiners take into account the nature of a bank’s
business and the markets in which it operates. In a trad-
able obligation regime, however, the nature of the bank’s
business, its market, and the location of its operations
would be less important than they are under the current
approach. Because a bank could pay another bank to
perform its CRA obligations, the obligations would not
have to be tailored to each bank. Market trades would
replace regulatory tailoring in matching banks’ capabili-
ties with CRA-qualified communities.

In addition, some customization of a bank’s obliga-
tion would be possible. Rather than evaluating a bank’s
performance retrospectively, an examiner could make
essentially the same assessment but use his analysis to
prescribe a prospective obligation. For elements of CRA
obligations that are not fully specified by regulation,
the examiner would specify the bank’s annual obliga-
tions in objective terms. Individual specification would
depend on the needs of the community and the estimated
costs of meeting those needs rather than the capabili-
ties of the bank that is assigned the obligation.® A bank’s
annual obligation would remain constant until the next
examination.

The mix between generalized and individualized
obligations is a detail that would have to be worked out
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with experience. We might discover, for example, that
the CRA's lending and investment requirements are more
suitable for generalized quantification than is the service
requirement. If so, lending and investment obligations
could be set out more specifically by regulation, and the
service obligation could be specified more individually
by examiners.

The second element of a tradable obligation ap-
proach would be trading. Any bank would be allowed
to pay another bank to take on its CRA obligations, in
whole or in part. If Bank A can meet some or all of Bank
B’s CRA obligations, then Bank B could pay Bank A to
do so. By allowing banks to pay others to take on their
CRA obligations, a market for acquiring these obliga-
tions would develop. Some banks would choose to be
suppliers of CRA services, others would choose to be
buyers, and some might choose to be both. For example,
a bank might make its requisite volume of CRA-qualified
loans itself and take payments from other banks to make
additional loans, but the same bank might pay other
banks to fulfill its investment and service obligations
under the CRA. Or a bank might make loans amount-
ing to one-half its lending obligations and pay others to
make the rest. As discussed below, maximum liquidity
would argue for nationwide trading, but an interest in
geographic distribution of CRA services would argue for
trading within defined regions.

The tradable obligation approach, if successful,
would harness market forces to promote better service
to CRA-qualified communities at lower cost. Those
banks that establish expertise in serving one or more
CRA-qualifying communities could well see business
opportunities in taking on other banks” CRA obligations.
Other banks would impose a market discipline on these
specialists by transferring their obligations to the low-
est bidder and by providing CRA services themselves
when opportunities arise that are less costly than paying
another bank to do the job. The result would be markets
for CRA services, with prices for CRA obligations estab-
lished by supply and demand among banks.

This approach to the CRA mirrors the emissions
trading approach provided for under the Environmental
Protection Agency’s Acid Rain Program, and cap-and-
trade regimes that have been adopted to address car-
bon emissions. In the Acid Rain Program, polluters are

5  Michael S. Barr, “Credit Where It Counts: The Community Reinvestment Act And Its Critics,” New York University Law Review 75 (2005): 513.

6 That is, the objectives would be to have the needs of CRA-qualified communities met and to have the cost distributed fairly among banks.




assigned quotas for the emission of sulfur dioxide and
nitrogen dioxide. If a polluter can reduce its emission

of one of these pollutants below its quota, it can sell the
unused portion of its quota to another polluter for cash.
Conversely, if a polluter wants to emit more than its
quota, it must buy the unused quota of another polluter.
Under this system, polluters have incentives to develop
technologies and processes that produce high output for
each unit of pollution emitted. Under the CRA proposal
outlined above, banks would have similar financial in-
centives to meet the needs of low- and moderate-income
communities.

Il. Multiple Rationales for Tradable
Obligations

The potential advantages of a CRA trading regime
stem from three sources: the allocation of CRA obliga-
tions to banks best able to fulfill them; the promotion
of specialization in serving CRA-qualified communi-
ties; and increased concentrations of lenders in CRA-
qualified communities. Specialization and concentra-
tion could promote cost efficiencies, internalization of
information-based market imperfections, and internaliza-
tion of physical neighborhood externalities associated
with CRA-qualified services.

A. Wealth Redistribution and the “Leaky Bucket”

To the extent that the objective of the CRA is to
redistribute wealth from bank shareholders to residents
of low- and moderate-income communities, the second-
ary objective should be to do so at minimal social cost.
As Arthur Okun observed, when wealth is redistributed
from rich to poor, there will be a social cost involved, so
that $10 taken from the rich does not mean a full $10
given to the poor. There will be some leakage. In Okun’s
terms, any redistribution occurs via a “leaky bucket.”
Good public policy requires mechanisms that minimize
the leakage.”

In the case of the CRA, if one bank is poorly
equipped to provide financial services to CRA-qualified
communities and another bank is well equipped to pro-
vide those services, then the cost of the redistribution will
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be lower if the latter bank does the job. One bank may
be better than another at providing CRA-eligible services
because of the experience and skills of its employees, or
because of the nature of its other businesses. This is in
stark contrast to the current approach to the CRA, which
requires all banks to provide CRA-eligible services.

A tradable obligation regime would use market
forces to allocate CRA responsibility to the banks able to
provide CRA services at the lowest cost. In addition, as
discussed below, it would promote the achievement of
additional efficiencies for banks that choose to become
providers of CRA services.

B. Asymmetric Information and Credit Rationing

The CRA responds to market imperfections as well
and therefore has an allocative efficiency rationale in
addition to a redistributive rationale. One market imper-
fection is the inherently asymmetric information between
a lender and borrower. This asymmetry can lead to
“credit rationing,” a dynamic in which a lender rationally
declines to make loans to particular groups of potential
borrowers at any interest rate.® Low- and moderate-in-
come communities are especially at risk of experiencing
credit rationing. The CRA, as now implemented, responds
to this problem by forcing banks to lend, but a CRA with
tradable obligations may respond more effectively.’

When a bank makes a loan, it does so based on
information regarding the default risk of the borrower.
Borrowers, however, have better information regarding
their default risk than the bank has, and the bank knows
this. The bank can reduce this information asymmetry
by making detailed, individualized lending decisions
and setting interest rates on an individualized basis, but
doing so is costly and may not be justified by the bank’s
expected return on loans. Therefore, banks always rely to
some degree on aggregate determinations; they charge
interest rates that reflect the average default risk of a type
of borrower—based, for instance, on the borrower’s cur-
rent assets and income and on the size of the loan.

Credit rationing occurs when a lender must make
lending decisions based largely on default-risk charac-
teristics of a group of potential borrowers, rather than
on each borrower’s individual characteristics, and when

Arthur Okun, Equality and Efficiency: The Big Tradeoff (Washington, DC: Brookings Institution Press, 1975).

Joseph E. Stiglitz and Andrew Weiss, “Credit Rationing in Markets with Imperfect Information” American Economic Review 71 (1981): 393.

Board of Governors of the Federal Reserve System, Report to Congress on Community Development Lending by Depository Institutions,
1993,3, 8, 34, 36, 54, Julia A. Parzen and Michael H. Kieschnick, “Credit Where It’s Due” (1992): 14348, 173-78.




the default risk of individuals in the group span a wide
range. When a bank sets an interest rate for a certain
type, or pool, of borrowers, some members of the pool
will inevitably be overcharged with respect to their ac-
tual default risk, and others will be undercharged. Loans
across the full range of borrowers in the pool should
yield a risk-adjusted return for the bank in the aggregate.
But especially if the divergence of risk within the pool is
large, there is a danger that those who are less risky will
decline the higher rate loan and seek alternatives such as
rental housing rather than homeownership. If this occurs,
the composition and therefore the average default risk

of the pool as a whole will increase, and the bank will
have to increase the interest rate it charges to borrowers
remaining in the pool. This adverse selection spiral can
continue to a point at which the increased revenue that
would come from raising the interest rate further is more
than offset by the increased default risk of borrowers

that remain in the pool. If the bank believes that this will
occur, it will rationally choose not to make loans at all to
any borrower in the pool."

The danger of credit rationing is substantial for low-
and moderate-income communities. Credit rationing
occurs because the cost to the lender of distinguishing
between high- and low-risk borrowers is not worth the
gain. Credit analysis entails fixed costs in assessing and
monitoring the economic conditions of a neighborhood
and becoming familiar with the neighborhood’s residents
and businesses. These costs are reflected in empirial
evidence of economies of scale in lending within
neighborhoods." There are also significant fixed costs in
evaluating any single loan application and monitoring
repayment. The costs associated with a $50,000 loan are
not very different from those associated with a $500,000
loan. Moreover, in CRA-qualifying communities, credit
analysis and loan servicing is more costly than in other
neighborhoods. Borrowers are less likely to have prior
borrowing experience and are more likely to need as-
sistance in making loan applications and repaying their
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loans. Information regarding their creditworthiness may
not conform to the standards that banks use to assess
creditworthiness in other parts of their business, and the
response to a default may need to be different from the
response in other settings.”? These heightened fixed costs
of lending in CRA communities must be spread over a
relatively low volume of small loans.™ Consequently,
these communities are particularly vulnerable to credit
rationing.

The CRA responds to the danger of credit rationing
by forcing banks to make loans in low- and moderate-
income communities. But by requiring banks to spread
their services throughout the areas in which they oper-
ate, the current approach deters specialization in par-
ticular neighborhoods. Consequently, gains that might
come from familiarity with a neighborhood and from
economies of scale within a neighborhood are lost.

A tradable obligation approach to the CRA could
respond more effectively to the asymmetric information
problem by encouraging banks to specialize in lend-
ing to particular neighborhoods and using other banks’
CRA obligations to lend in higher volumes in those
neighborhoods, thereby developing economies of scale.
Such specialized banks could develop the capacity to
make more precise, individualized risk assessments and
thereby avoid credit rationing. In addition, with higher
volume, they could spread the fixed cost of serving a
community over a greater volume of loans.

C. Information Externalities

A second market imperfection that affects lending
is the presence of positive externalities that flow from
information associated with past loans. Especially when
making home loans, banks rely on appraisals, which are
dependent on past sales of similar properties. Past sales,
however, exist only because financing was available to
earlier home buyers—and of course the appraisals that
supported those earlier sales were based on yet earlier
sales. The home loan market is thus dependent on a

10 For a model of this phenomenon, see Stiglitz and Weiss, “Credit Rationing in Markets with Imperfect Information,” 393; and Dwight Jaffee
and Joseph A. Stiglitz, “Credit Rationing,” in Benjamin M. Friedman and Frank H. Hahn, Handbook of Monetary Economics, 2:839, 853—60
(1990). In addition to the limits on raising interest rates inherent in the model, there may also be legal and political limits on banks’ ability to
raise interest rates. See John V. Duca and Stuart S. Rosenthal, “Do Mortgage Rates Vary Based on Household Default Characteristics? Evi-
dence of Rate Sorting and Credit Rationing,” Journal of Real Estate Finance and Economics 8(1994): 99.

11 McKinley Blackburn and Todd Vermilyea, “The Role of Information Externalities and Scale Economies in Home Mortgage Lending Decisions,”

Journal of Urban Economics 61, 1 (2007): 71.

12 Parzen and Kieschnick, “Credit Where It Is Due,” 14348, 173-78.

13 Board of Governors of the Federal Reserve System, Report to Congress on Community Development Lending by Depository Institutions,1993,

7-8,21, 34.




continuous series of comparable home sales.'

If home sales in a community are interrupted or their
volume is substantially reduced, for whatever reason, a
self-reinforcing dynamic can occur in which loans that
should be made are not made, and sales that should
occur do not occur. In order to support an appraisal on
a home or other piece of real estate, an appraiser needs
several recent comparable sales in the same community.
Without those comparable sales, the appraisal will be
less reliable and a lender may not finance the purchase
at the seller’s asking price. Unless the buyer can make
up the difference with cash, or the seller reduces the
price, the sale will fall through. The result is a further
slowdown in sales and a concomitant reduction in
information to fuel lending for future sales. This self-
reinforcing decline in sales can occur regardless of the
fundamental value of homes in a neighborhood or the
potential of the local economy. What would otherwise
be a transient decline in sales becomes a protracted
period of illiquidity and decline in real estate values.
Making the situation even worse, physical deterioration
may occur as would-be sellers defer upkeep and leave
homes and shops vacant.

Appraisals are used in some commercial lending as
well, but in addition, banks monitor their outstanding
loans to acquire information regarding business condi-
tions in a community. That information is used to make
current loan determinations. Consequently, once com-
mercial lending dries up in a community, there will be
an impediment to reviving it, and a downward spiral can
occur just as in the housing market.'

Downward spirals stemming from what otherwise
would be transient slowdowns can occur in any market,
but low- and moderate-income communities are espe-
cially vulnerable. Home buyers in these communities
are less likely to have additional cash to make up the
shortfall between the amount a bank is willing to loan
and the price a seller is willing to accept. Similarly, busi-
nesses are less likely to have the internal funds to fill a
shortfall in commercial lending. Regulatory intervention,
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therefore, could be beneficial.

The CRA responds to the danger of such a downward
spiral by forcing banks to make loans. But, again, in con-
trast to a tradable obligation approach, the CRA requires
banks to spread their activities throughout the area in
which they operate. As a result, it deters specialization
and market concentration, both of which can reduce the
impact of lost information externalities that occur as a
result of a slowdown in home sales and lending. A bank
is more likely to learn about a neighborhood, and will
have more sources of information, if it can concentrate
resources there as opposed to spreading those same
resources across all areas in which it operates. The bank
will therefore be less dependent on information flow-
ing from a continuous stream of past home sales and
commercial loans. Furthermore, if a bank has a larger
market share in a neighborhood, it will reap more of
the positive information externalities that it produces
by continuing to lend despite a slowdown in sales.
Because a tradable obligation approach to the CRA
would promote specialization and concentration, it has
the potential to reduce the vulnerability of low- and
moderate-income communities to local interruptions in
sales and lending.

D. Neighborhood Externalities

In addition to information-related market imperfec-
tions, there are physical externalities that can impair
lending in low- and moderate-income communities.
The value of any property is dependent on the condition
of neighboring properties. Thus, the deterioration of a
neighborhood will reduce the value of even well-main-
tained properties. Consequently, a lender may decline to
make loans in a neighborhood that is in decline or that it
fears will go into decline, regardless of the quality of par-
ticular homes being offered for sale or the creditworthi-
ness of particular loan applicants. A reduction in lending
will exacerbate the deterioration. Conversely, lending
can have positive externalities on a neighborhood, as
proceeds are used to rehabilitate properties.'®

14 Leonard 1. Nakamura, “Information Externalities: Why Lending May Sometimes Need a Jump Start,” Business Review, Federal Reserve
Bank of Philadelphia (January—February 1993), 3-7; William W. Lang and Leonard 1. Nakamura, “A Model of Redlining,” Journal of Urban
Economics 33 (1993): 223-24; David C. Ling and Susan M. Wachter, “Information Externalities and Home Mortgage Underwriting,” Journal
of Urban Economics 44 (1997): 317; Paul S. Calem, “Mortgage Credit Availability in Low- and Moderate-Income Minority Neighborhoods:
Are Information Externalities Critical?” Journal of Real Estate Finance and Economics 13 (1996): 71; Blackburn and Vermilyea, “The Role of
Information Externalities and Scale Economies in Home Mortgage Lending Decisions,” 71.

15 William W. Lang and Leonard 1. Nakamura, “Information Losses in a Dynamic Model of Credit,” Journal of Finance 44, 3 (1989): 731-44.

16 For discussions of neighborhood externalities, see Jack M. Guttentag and Susan M. Wachter, “Redlining and Public Policy,” New York Uni-
versity, Graduate School of Business Administration, Salomon Brothers Center for the Study of Financial Institutions, (1980): 39; Board of
Governors of the Federal Reserve System, Report to Congress on Community Development Lending by Depository Institutions, 1993, 9.




Once again, the CRA responds to this problem with
forced lending across a bank’s entire assessment area.
Forced lending can help, but it would help more if a
bank could concentrate its lending on particular neigh-
borhoods and thereby internalize the positive externali-
ties of continued lending.

A tradable obligation regime would promote con-
centration within neighborhoods. Consequently, it
could allow banks to lend in sufficient volume within a
neighborhood to internalize at least some neighborhood
externalities that their own lending creates.

E. Summary

As discussed in Section |V, there are a number of ca-
veats and questions that must be addressed before a trad-
able obligation regime for the CRA ought to be adopted.
Leaving those issues aside for the moment, however, the
potential virtue of a tradable obligation approach to the
CRA is that market forces would be harnessed to accom-
plish several objectives. First, the most efficient provid-
ers of financial services to low- and moderate-income
communities would emerge in each community. Second,
banks that serve a particular CRA-qualified community
would tend to specialize in that community. Third, there
would be a greater concentration in banks serving par-
ticular CRA-qualified communities, meaning that each
bank would provide a higher volume of service than it
does under current law.

As a result of this specialization and concentration,
banks would be well positioned to make more indi-
vidualized credit decisions and thereby avoid credit
rationing. They would also internalize the information
externalities generated by their own lending and thereby
better weather periods of illiquidity. Further, by bearing
a greater cost of physical neighborhood externalities
and reaping a greater benefit from positive externali-
ties associated with lending, banks serving a commu-
nity would have a greater stake in averting its physical
deterioration and more to gain by working to promote its
rehabilitation.

Ill. Developments Since the 1990s

| originally proposed this tradable obligation ap-
proach to the CRA in 1994. The question now is whether
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anything has changed that makes it worth further consid-
eration. Part Il discusses developments since the 1990s
that potentially make the proposal more attractive than

it was in the 1990s, while Part IV discusses continuing
concerns.

A. The Effect of Out-of-Area Lending

The CRA, enacted in 1977, was designed for a bank-
ing industry in which a bank’s market is largely local
and defined by the areas in which the bank has brick
and mortar branches at which it collects deposits. A
bank’s obligation under the CRA is to meet the needs
of low- and moderate-income communities where the
bank is physically located. Since the CRA’s enactment,
its geographic orientation has become increasingly ill-
suited to the evolving banking market."” Today, the area
in which a bank makes loans is often quite different from
the areas in which the bank has branches or even ATMs.
Yet a bank’s assessment area for CRA purposes is still
based on the physical locations from which it collects
deposits (including ATMs). Consequently, the impact of
the CRA is relatively weak in areas that receive relatively
high volumes of out-of-area bank loans.

A tradable obligation approach to the CRA could
avoid this problem by broadly defining the region, or
assessment area, for which a bank has CRA obligations.
That region could extend beyond the areas in which the
bank is physically located. Because a bank would not be
required to perform all CRA services itself, and because
trading would be permitted within assessment areas, a
larger assessment area would provide for a more liquid
market for CRA obligations.

B. Mortgage Lending by Nonbanks

Another change that has occurred since 1977 is the
dramatic expansion of the mortgage lending market to
include institutions other than banks. The CRA applies
only to banks, which at the time of enactment were the
primary providers of home loans. Today, however, mort-
gage brokers and mortgage bankers originate more loans
than banks. Thus the CRA has applied to a relatively
small fraction of the home loan market.

The CRA in its current form could be expanded to
nonbank mortgage lenders. But to the extent that some
of these lenders are not well suited to serve low- and

17 For adiscussion, see “The 25th Anniversary of the Community Reinvestment Act: Access to Capital in an Evolving Financial Services System,” a
report of The Joint Center for Housing Studies, Harvard University (2002), 15, 27-31. For a contrary view, see Barr, “Credit Where It Counts, 513.




moderate-income communities, it would be more cost
effective to allow these institutions to transfer their CRA
obligations to institutions that can fulfill them more
efficiently.

C. The Growth of Community Development

Financial Institutions

Another element that could make a tradable CRA
obligation regime attractive is the growth of Community
Development Financial Institutions (CDFls) across the
country.'® CDFls provide a wide range of financial
services in lower-income communities, including
services that banks provide under the CRA. The CRA
has helped fuel the growth of CDFIs by inducing banks
to finance them and to collaborate with them in serving
CRA-qualified communities.

A tradable obligation regime could potentially
enhance collaboration with CDFIs and enhance the
delivery of financial services to the communities in
which they operate. First, CDFls could enter the market
for tradable obligations and take on banks” CRA obliga-
tions. This could be an ideal case of a specialized bank
taking over the CRA obligations of other banks and
providing better service to the community. Most CDFls
are not banks, which raises the question whether non-
banks should be able to enter the market for taking on
banks’ CRA obligations. One concern would be a lack
of regulatory follow-up to ensure that the obligations are
fulfilled. If a transferee of CRA obligations is a bank, its
examiner could ensure that it has fulfilled all obligations
that it takes on. There may be a reason, therefore, to limit
the market for CRA obligations to banks. But once this
market exists, more CDFls might well become banks in
order to go into the business of taking on CRA obliga-
tions and thereby expanding their services."

A CDFI would need additional capital to fund
expanded services. Some of that capital would come
from amounts paid by banks that transfer their CRA
obligations to the CDFI. But more would be needed.
That additional capital could come from collaboration
with banks. For example, a CDFI might enter into an
arrangement with a bank in which the CDFI takes on
some of the bank’s obligations and, in addition, assists
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the bank in making loans that would allow the bank to
fulfill some of its own CRA obligations. Alternatively, the
bank could make a large equity investment in a CDFI,
fulfilling its own investment obligation under the CRA
and perhaps those of transferor banks as well. Collabora-
tion with CDFls can count toward a bank’s CRA rating
under the current system, but by allowing banks to focus
on particular neighborhoods rather than spreading their
CRA activities throughout their assessment area, a trad-
able obligation approach would allow a CDFI to work
with fewer banks with higher volume from each. The
transaction costs of this arrangement may be less than
the transaction costs of working with many banks, each
of which devotes fewer resources to the relationship.
With a CDFI as the hub of a financial service network in
a community, the problems of information asymmetry,
information externalities, and neighborhood externalities
could be addressed in much the same way that South
Shore Bank addressed those problems when working
alone on Chicago’s South Side in the 1980s.2°

IV. Caveats and Questions

Although a tradable obligation approach to the CRA
has the theoretical potential to enhance the delivery of
financial services to low- and moderate-income commu-
nities, legitimate questions can be raised regarding how
the program would be implemented in practice. This
section briefly raises some of those questions.

A. Objective Description and Quantification

of CRA Obligations

A tradable obligation regime would require
objectively specified CRA obligations. One question
that should be investigated is the extent to which
this can be accomplished. As described above, each
bank’s CRA obligations need not be fully defined by
regulation. Instead, bank examiners could specify a
bank’s obligations at the time of examination, much as
they do today in evaluating a bank’s past performance.
Nonetheless, even if individually specified, each bank’s
obligations would have to be specified objectively. For
a trading regime to succeed, clarity in three respects

18 See “CDFls: Providing Capital, Building Communities, Creating Impact: A Publication of the CDFI Data Project” (2006).

19 Alternatively, nonbanks that perform CRA services could be brought into the CRA regulatory process. Beyond having nonbank CDFlIs perform
CRA services, one could imagine other nonbanks—Wal-Mart, for example—doing so.

20 See Ronald Grzywinski, “The NEW Old-Fashioned Banking,” Harvard Business Review (May—June 1991): 87.




would be necessary. First, a bank that has transferred

a CRA obligation would need clarity with respect to
how much of its entire set of CRA obligations it has
transferred and what obligations remain. (This would

be true as well when a bank performs a CRA obligation
itself.) Second, a transferee bank would need clarity
regarding what it must do at the margin beyond
performing its own CRA obligations in order to fulfill the
obligations transferred. Third, the CRA examiner would
need clarity with respect to what has occurred in order
to verify that the trade resulted in the transferee bank
actually fulfilling the transferor bank’s CRA obligation.
For a quantifiable obligation, such as an obligation to
make loans, these conditions may be relatively easy to
meet. But for a less quantifiable CRA service, it may be
more difficult to ensure that a trade is adding services at
the margin.

Ideally, all types of CRA obligations would be objec-
tively specified in order to allow them to be traded. But
if this is not possible, a tradable obligation regime that
extends to only some types of CRA obligations, such as
lending or investment obligations, could be an improve-
ment over the current regime.

B. Liquidity

In theory, CRA trading would occur on an active mar-
ket, with prices of certain types of obligations—loans in
a particular community, for example—readily discover-
able. Intermediaries could well emerge to facilitate these
trades, as they have in the acid rain and carbon emis-
sion contexts. But there surely will be frictions, and it is
unclear how liquid this market would be. If many banks
choose not to trade, the market would be illiquid, which
of course would further impede trading, and the poten-
tial benefit would be lost. There is no way to know how
much trading would occur until one tries to implement
the system, but some valuable information could be ob-
tained by simply surveying potential buyers and sellers
of CRA obligations regarding how they would expect to
respond to a trading regime.

C. Geographic Coverage

The CRA in its current form reflects an ambition that
all low- and moderate-income communities be served.
A bank’s performance under the CRA is evaluated with
respect to geographic distribution of the bank’s service
to CRA-qualified communities throughout its assessment
area. As discussed above, this requirement is counterpro-
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ductive in certain respects. Nonetheless, it does address
a concern that communities not be left out.

It is unclear how effectively this concern would be
met under a tradable obligation regime. In the extreme,
if banks” CRA obligations had no geographic ties, there
would be a danger that less attractive CRA-qualified
communities across the country would not be served. To
the extent that the profit motive drives the market, banks
would emerge to serve the low- and moderate-income
communities that offer the greatest profit potential (or
lowest loss potential), and the supply of such services
would expand to less profitable communities (or those
where the greatest losses are feared) up to the point
at which the nationwide stock of CRA obligations is
exhausted. The aggregate quantity of CRA obligations
could be increased in order to fill in geographic gaps
in coverage. But this would be a blunt policy instru-
ment. Instead, the danger of geographic gaps could be
addressed by imposing a geographic constraint within
a trading regime. For example, the country could be
divided into regional trading markets, and banks that
operate within a region could be required to trade only
within that region. The imposition of geographic limits
would reduce the liquidity of the market, but trading
regions could still be large. It is impossible to know in
advance the trade-off between geographic distribution
of CRA services and the liquidity of the CRA market.
This would have to be determined and adjusted with
experience.

D. Antitrust

A theme repeated throughout this proposal is that a
tradable obligation approach to the CRA would promote
concentration of lending markets within CRA-qualified
neighborhoods. Concentration would promote internal-
ization of externalities and achievement of economies
of scale. But concentration could also lead to antitrust
concerns. With CRA examiners periodically present and
community groups organized to scrutinize banks’ perfor-
mance, this may not turn out to be a problem, but it is a
potential danger of this proposal.

E. A Pilot

Some of the questions raised here and others that
surely could be raised might be answered in the abstract.
Others, however, can be answered only with experience.
A pilot program, perhaps limited to a single region, might
be a reasonable step toward determining whether a trad-




able obligation approach might enhance the delivery of
services to low- and moderate-income communities.

V. Conclusion

A tradable obligation approach to the CRA has some
promise of responding better to market failures in CRA-
qualified communities than does the current command-
and-control approach. It also may be a more efficient
means of accomplishing the CRA's redistributive goals.
The growth of mortgage lending by nonbanks and by
banks operating outside the areas in which they have
physical facilities also militates in favor of a tradable obli-
gation approach. Nonbank mortgage lenders are not cur-
rently covered by the CRA, and extending the CRA in its
current form to these institutions may be infeasible. But
imposing on them CRA obligations that they can transfer
to others would have fewer obstacles. Finally, a trad-
able obligation approach to CRA may complement the
growth of CDFls over the past decade. Some CDFlIs could
become transferees of CRA obligations and increase their
impact on communities. Others could facilitate transfers
among banks and work with transferee banks on a larger
scale than they do under the current CRA regime.
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Without a doubt, this would be a radical reform. |
have raised several issues that would have to be ad-
dressed before one could be sanguine about its success.
On balance, the approach seems attractive enough to
warrant consideration of those issues, as well as others
that surely would arise if it were adopted, in order to as-
sess the viability of this approach to the CRA. Hl
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ore than 30 years ago, before passage of

the Community Reinvestment Act (CRA),

relatively few banks made meaningful

numbers of loans to people with low and
moderate incomes. Whether because of racial discrimi-
nation or fear of credit weaknesses, many banks “red-
lined” entire areas of American cities as places where
they would not lend.! Accordingly, most inner cities
were islands of urban blight whose residents had limited
access to capital. The prospects were scant for breaking
the cycle of urban decay, except through direct govern-
ment investment.

The overwhelming majority of studies find that the
CRA has succeeded in increasing lending in low- and
moderate-income neighborhoods. Inner cities have not
yet been wholly transformed by the CRA, but they have
been demonstrably improved by the act’s implementa-
tion. Most bankers would now agree that many low- and
moderate-income individuals living in neighborhoods
that were once redlined have proved they can respon-
sibly use credit to better their lives. Indeed, this basic
lesson—that people who have been shut out of the bank-
ing system can be sound credit risks—has been proved
true all over the world. Muhammad Yunus, who won the
Nobel Prize for his work in microcredit lending, more
recently demonstrated that such lending can provide
access to the productive economy to even the poorest of
the poor.

Although the act has been the law for decades, the
controversy surrounding it has never completely faded.
Its supporters argue it has not fulfilled its potential,
particularly in recent years, because regulators have
failed to enforce it aggressively. From time to time,

bankers criticize the CRA as unnecessary, unfair, and
burdensome, a criticism that was more prevalent before
the 1994 regulatory revisions, particularly among

small banks. Most recently, a handful of critics have
argued, incorrectly, that the CRA led to the subprime
crisis because it pressured banks to lend to people

with insufficient income and against properties that
lacked enough value to collateralize the loan. In fact,
the subprime crisis resulted from high-rate interest
loans—often originated by unregulated mortgage brokers
who are not subject to the CRA or bank regulation—and
fueled by excessive leverage, the antithesis of CRA
lending.

The banking industry has also seen fundamental
changes since the CRA became law in 1977. For ex-
ample, market-based lenders such as money market
funds and securities firms held more financial assets than
banks in recent years. Most banks in the late 1970s were
local businesses and typically did not operate statewide.
Today, the banking industry is dominated by very large
institutions—some with more than $2 trillion in assets—
with extensive interstate branching networks. Moreover,
a substantial number of homebuyers had their mortgages
originated from nonbank lenders, such as Countrywide
Financial (now part of Bank of America).

One consequence of these changes is that certain un-
derlying assumptions that Congress made when it passed
the act no longer hold. For example, Congress assumed
that banks would continue to be the most important
financial enterprises in the economy and were therefore
uniquely granted the support of the federal safety net.
Banks are no longer unique, as the reach of the federal
safety net has been extended to nonbank financial com-

1 Ironically, even the federal government played a role in shutting out inner-city neighborhoods from traditional sources of credit by encourag-
ing the development of credit maps. See Amy E. Hillier, “Redlining and the Homeowner’s Loan Corporation.” Journal of Urban History, 29(4)

(2003), pp. 394-420.




panies. In the late 1990s, the Federal Reserve arranged
the bailout of a hedge fund, Long Term Capital Manage-
ment. Most recently, it arranged and participated in the
bailout of insurance company American International
Group, the nationalization of Fannie Mae and Freddie
Mac, and the bailout of investment bank Bear Stearns,
and it has granted broker-dealers access to the Federal
Reserve’s Discount Window. An additional assumption,
correct at the time, was that banks had clearly defined
service areas, but interstate banking has made a geo-
graphically-based service area outdated.

If the CRA is to continue to be effective, it must be
modernized by expanding its reach to nonbanks and
its service area focus from one that is almost entirely
local to one that can be national in appropriate
circumstances.

This paper examines the history of the CRA; academ-
ic studies of its accomplishments; why the CRA is not to
blame for the subprime mortgage crisis; and it offers rec-
ommendations to address lingering issues surrounding
the CRA, particularly how it might be changed in light of
the changed financial services landscape.

The History of the CRA

Beginning in 1935, the Home Owners’ Loan Corpora-
tion (at the behest of the Federal Home Loan Bank Board)
in collaboration with private organizations developed
maps that rated areas in and around larger American cit-
ies for mortgage lending risk. The riskiest neighborhoods
were outlined in red. Private lenders used these maps
as guides to determine where they should lend, and as
a consequence, lending decisions for homes in suppos-
edly high-risk areas were not based on the income of the
individual, but on the neighborhood in which the person
lived. Because it was common practice for homes in
white neighborhoods to have covenants that prohibited
ownership by racial and religious minorities, redlining
meant that racial minorities and the poor were concen-
trated in the most rundown parts of cities, areas that were
made worse by the race riots of the 1960s.

15 US.C. §§1691 et seq.and 42 U.S.C §§ 3601 et seq.
123 Cong. Rec. H8958 (daily ed. Jun. 6, 1977).

(N N I S
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Much change was needed to turn blighted areas
of American cities around, including an end to racial
discrimination and improved government services. It was
also clear by the mid-1970s that normal access to tradi-
tional credit channels for residents and small businesses
in redlined neighborhoods was essential to rebuilding
the inner city.

The Housing and Community Development Act of 1977

Congress banned racial discrimination in lending
in the Equal Credit Opportunity Act of 1974 and in the
Fair Housing Act, which was passed as part of the Civil
Rights Act of 1968. Despite these measures, Congress
needed to outlaw redlining as well because lenders were
engaging in “neighborhood discrimination” by denying
mortgages to applicants on the basis of the neighbor-
hood in which the property was located, not on the
creditworthiness of an individual borrower.? Even a mid-
dle-income borrower might be denied a loan for a house
in a redlined neighborhood. Senator William Proxmire,
a Wisconsin Democrat who was then the chairman of
the Senate Banking Committee and who engineered the
CRA's passage, remarked that “many creditworthy areas
[were] denied loans,” a trend he argued “undoubtedly
aggravates urban decline.”?

The CRA was included in the Housing and Com-
munity Development Act of 1977 and was signed into
law by President Jimmy Carter on October 12, 1977.

In his remarks, the president made specific note of the
CRA, congratulating Congress on “devising the formulae
to channel funds into areas that are most in need” by
“add[ing] a restraint on unwarranted redlining of de-
pressed areas.”* Since its passage, the scope of the CRA
has expanded from urban inner cities to include disad-
vantaged rural communities as well.

But why would banks choose to ignore profitable
lending opportunities? One answer is a market failure,
in this case information barriers and costs. When the
CRA became law, 14,411 commercial banks and
4,388 thrifts were operating, but relatively few had
branches in redlined neighborhoods.’ Because banks

Jimmy Carter, “Remarks on Signing H.R. 6655 Into Law” (Washington, DC: The White House, October 12, 1977).

FDIC. “Federal Deposit Insurance Corporation, Number of Institutions, Branches and Total Offices, FDIC-Insured Commercial Banks,

United States and Other Areas, Balances at Year End, 1934 — 2007 (Washington, DC: FDIC, August 2008), available at www?2 fdic.gov/hsob/
hsobRpt.asp; and OTS. “2007 Fact Book, A Statistical Profile of the Thrift Industry.” (Washington, DC: DOT, June 2008), available at files.ots.

treas.gov/481109 pdf.




were not located there, they lacked awareness of
attractive lending opportunities in those neighborhoods.
Banks feel safer and find it more convenient to lend

in a familiar neighborhood than an unfamiliar one, as
investigating a new neighborhood requires spending
time and effort.

Likewise, low- and moderate-income borrowers typi-
cally lacked sufficient knowledge of finance; thus, unlike
more active participants in the financial system, they
may not have known how best to approach banks. Lang
and Nakamura and Ling and Wachter confirmed that
banks face an initial informational barrier to overcome.
However, if one bank found successful lending oppor-
tunities in an area, others soon followed. Some banks
might “free ride” on the efforts of others and cherry-pick
the easiest lending opportunities.

Another critical problem was racial discrimination.
Munnell and colleagues, reviewing Boston-area HMDA
data, concluded that minority loan applicants had a
higher loan denial rate, even when controlling for eco-
nomic, employment, and neighborhood characteristics.”
Avery et al found that lower levels of lending to blacks
could not be fully explained by income and wealth.®

Of course, banks did not entirely ignore inner cities.
The Senate Banking Committee found that some finan-
cial institutions were simply taking deposits from inner
city residents and lending them elsewhere. Senator Prox-
mire cited several examples of disinvestment, including
the situation in Brooklyn, New York, where only about
11 percent of local deposits were reinvested in the com-
munity, and a similar case in Washington, DC, where a
bank invested “about 90 percent of the money...outside
of the community where the money [was] deposited.”’

6
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Senator Robert B. Morgan, a Democrat from North
Carolina, led the opposition to the CRA. Although Mor-
gan said he supported the “ultimate intent” of the CRA,
which was “to assure that the credit needs of the inner
city are adequately met,” he argued that if it were effec-
tive, the CRA would amount to credit allocation, but if
it failed, it would only discourage inner-city lending.'

In response to concerns regarding credit allocation, the
lending quotas mandated by early drafts of the act were
removed. Thus, the enacted version of the CRA does not
state the amount or the manner by which financial in-
stitutions should fulfill their community obligations, leav-
ing considerable flexibility for the institutions and their
regulators to determine the details of CRA compliance
programs. Anticipating critics’ charge that the CRA forces
institutions to make bad loans, the act explicitly provides
that CRA lending should be “consistent with the safe and
sound operation of such institution.”!!

The CRA applies only to banks and thrifts.'> Con-
gress reasoned that these institutions already have a
“continuing and affirmative obligation to help meet the
credit needs of the local communities in which they
are chartered.”'* Additional legislation was necessary
because “the absence of specific, statutory language...
undercut efforts to get a uniform policy of community
reinvestment.”'* Senator Proxmire added that, “conve-
nience and needs does not just mean drive-in teller win-
dows and Christmas Club accounts. It means loans.”"
At the time, banks and thrifts were the dominant lenders
and were thought to have “the capital, the know-how,
and the efficiency to do the job” of making loans to
rebuild cities.'® To encourage compliance with the act,
federal financial regulatory agencies were to examine

6  William Lang and Leonard I. Nakamura, “A Model of Redlining,” Journal of Urban Economics, 33 (Spring 1993), pp. 223-234; David C. Ling
and Susan M. Wachter, “Information Externalities and Home Mortgage Underwriting,” Journal of Urban Economics, 44 (November 1998), pp.

317-332.

7 Alicia Munnell et al. “Mortgage Lending in Boston: Interpreting HMDA Data.” Working Paper 92-7 (Boston: Federal Reserve Bank of Bos-

ton, October 1992).

8  Robert B. Avery, Patricia E. Beeson, and Mark S. Sniderman, “Account for Racial Differences in Housing Credit Markets.” Working Paper

9310 (Cleveland: Federal Reserve Bank of Cleveland, December 1993).

9 123 Cong. Rec. H8958 (daily ed. Jun. 6, 1977).
10 Ibid., H8653.

11 12US.C.§2901.

12 Ibid.

13 Ibid.

14 123 Cong. Rec. H8932 (daily ed. Jun. 6, 1977).
15 123 Cong. Rec. H8958 (daily ed. Jun. 6, 1977).
16 Ibid.




institutions” adequacy in meeting “the convenience and
needs” of their local communities, defined as including
both deposit and credit services."”

Another important reason that banks and thrifts were
deemed to have an obligation to lend in their neigh-
borhoods was that the government’s grant of a charter
confers special privileges, such as protection from
competition and access to the federal safety net, includ-
ing low-cost deposit insurance from the Federal Deposit
Insurance Corporation (FDIC) and inexpensive credit
from the Federal Reserve Banks and the Federal Home
Loan Banks.'®

Legislative Amendments to the CRA

Since its passage in 1977, Congress has amended
the CRA several times. The first revisions took place as
part of the Financial Institutions Reform, Recovery, and
Enforcement Act of 1989 (FIRREA), which required regu-
latory agencies to make public their CRA evaluations
and ratings."”

Two vyears later, Congress passed the Federal De-
posit Insurance Corporation Improvement Act of 1991,
which expanded the regulators’” information disclosure
requirements to include publication of both the data and
the factual findings used to support the rating assigned
to an institution. In making these changes, Congress
sought to promote greater uniformity and transparency in
CRA examinations and ratings, in response to activists’
complaints that it was nearly impossible to determine
regulators” assessment criteria or to monitor an institu-
tion’s CRA performance.”

Following the FIRREA amendments to the CRA,
regulators adopted a more descriptive four-level ratings
scale: Outstanding, Satisfactory, Needs to Improve, and

17 123 Cong. Rec. H8932 (daily ed. Jun. 6, 1977).
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Substantial Noncompliance.?' Ironically, this new rating
scheme in the view of some community activists com-
pressed ratings and made it more difficult to differentiate
between mediocre, good, and excellent ratings.”> How-
ever, following the rule change, a larger proportion of
institutions received below-average ratings than before,
indicating that regulators were becoming more rigorous
in their examinations.?

Of course, the reason the CRA’s supporters and Con-
gress wanted a more rigorous rating process was their
belief that banks would want to avoid receiving a poor
CRA rating and risk having an application to establish a
new branch or to buy a bank rejected on the basis of a
low rating. Furthermore, a low rating might make a bank
less attractive to potential buyers. As it turned out, the
CRA ratings did decline, but application denials linked
to the CRA did not significantly increase. Thomas found
that regulators denied only 20 more applications by
1996, bringing the total number of denials since the act’s
passage to 31 of nearly 105,000 applications.*

The Resolution Trust Corporation Refinancing,
Restructuring, and Improvement Act of 1991 and the
Housing and Community Development Act of 1992
(1992 HCDA) contained subtle changes to increase
the range of activities eligible for CRA credit. The
former stipulated that banks could get CRA credit for
participating in lending consortia with minority- or
women-owned banks or low-income credit unions,
provided that the loans benefited the local community.
The 1992 HCDA stated that providing a branch in
predominately minority areas, or to minority- or women-
owned banks, should be viewed positively during CRA
evaluations. Lawmakers reasoned that minority- and
women-owned institutions are more likely to provide

18 Richard D. Marsico, Democratizing Capital: The History, Law, and Reform of the Community Reinvestment Act (Durham: Carolina Academic
Press, 2005).

19 U.S. General Accounting Office, “Community Reinvestment Act: Challenges Remain to Successfully Implement CRA.” Report to Congressional
Requesters. GAO/GGD-96-23 (Washington, DC: GAO, November 1995).

20 Marsico, Democratizing Capital.

21 Kenneth H. Thomas, “CRA’s 25th Anniversary: The Past, Present and Future.” Working Paper No. 346 (Annandale-on-Hudson, NY: Bard Col-
lege, Levy Economics Institute, June 2002).

22 Kenneth Thomas, Community Reinvestment Performance (Chicago: Probus Publishing, 1993).
23 Ibid.
24  Kenneth Thomas, The CRA Handbook (New York: McGraw Hill, 1998).
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credit to low- and moderate-income neighborhoods,
and assisting those institutions would indirectly promote
CRA-related lending.?®

The Riegle-Neal Interstate Banking and Branching
Efficiency Act of 1994 made more significant changes.
Up to this point, it was unclear that a bank had much at
stake in CRA assessments. Congress amended the CRA
to require that regulators conduct separate CRA perfor-
mance assessments for each state in which an institution
maintains a presence, with the intention of discouraging
banks from taking the deposits they raised in one state
and using them to ratchet up lending in another.”® In
addition, given that banks needed a Satisfactory rating
for regulatory approval of interstate branches, Riegle-
Neal augmented community activists’ leverage to extract
CRA lending commitments. The effect of these changes
was that banks planning to branch out across states,
which were generally larger institutions, were motivated
to achieve high CRA ratings. Today, however, most
banks have long since branched out, diminishing the
importance of the additional incentive that Riegle-Neal
provided.

The Gramm-Leach-Bliley Act of 1999 (GLBA) in-
cluded several revisions to the CRA legislation. First, it
required that a banking firm and all of its subsidiaries re-
ceive and maintain CRA ratings of Satisfactory or higher
to establish a financial holding company and engage in
expanded financial activities. Likewise, national banks
must receive and maintain at least a Satisfactory rating
to establish and maintain a financial subsidiary, which a
bank must do if it wants to conduct securities business.
Second, the GLBA mandated that terms be disclosed of
CRA-related agreements that were negotiated between
financial institutions and community groups. This provi-
sion reflected the view of Senator Phil Gramm, a Texas
Republican, that community activists “extort” commit-
ments from banks with threats of protests and challenges.
The third revision was in response to industry complaints
about the burden of compliance. The GLBA limits the

25 Marsico, Democratizing Capital.
26 Ibid.
27 Ibid.
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frequency with which regulators can conduct CRA
examinations at institutions with ratings of Satisfactory or
higher. It also prohibits agencies from performing CRA
examinations at institutions with less than $250 million
in assets or that are affiliated with a holding company
with less than $1 billion in assets.?’

The GLBA significantly reduced the number of CRA
examinations, given that many banks are categorized as
Small. Apgar and Duda found that less than 30 percent
of all residential mortgage loans were subject to CRA
review in 2003.%

The 1995 Regulatory Reform

Regulators in 1995, at the behest of President Clinton,
also substantially changed how the CRA is administered.
Prior to 1995, CRA examiners assessed performance on
the basis of 12 factors and then rated institutions on a
five-point scale, where 1 was the highest possible grade
and 5 the lowest. These ratings were opaque and sub-
jective. For instance, the Federal Home Loan Bank, the
former thrift regulator, considered a ranking of 3 to be
Satisfactory while the three other federal bank regulators
required a rating of 2 for a bank’s CRA performance to
be considered adequate.”

Not many institutions received low CRA ratings, and
those that did seemed to suffer few consequences. It was
extremely rare for a regulator to deny an application for
a branch or a merger on the basis of an institution’s CRA
rating. A study by Thomas found only 11 CRA denials
out of more than 50,000 branch and merger applications
between 1977 and 1989.%

Both regulated financial institutions and CRA support-
ers complained that enforcement was too subjective and
bureaucratic and that the examinations focused too much
on process, primarily evaluating institutions on the basis
of their plans for low- and moderate-income lending rath-
er than actual lending performance.’! Statistics on early
CRA enforcement actions and ratings are unavailable,
given that the regulators did not publish that information
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prior to the 1989 passage of FIRREA.*?

In response to these criticisms, President Clinton asked
the regulatory agencies in July 1993 to reform how they
implemented the CRA to provide more standardized and
objective assessments that emphasized lending perfor-
mance and to make sanctions against noncompliant insti-
tutions more effective.”® The President’s goals were to:

e Promote consistency and evenhandedness in CRA
enforcement,

¢ Improve public CRA performance evaluations,

e Implement more effective sanctions, and

e Develop more objective, performance-based CRA
assessment standards.™

The Office of the Comptroller of the Currency (OCC)
headed the interagency review effort, which was the first
comprehensive assessment since the act had passed 16
years earlier. In 1994, the agencies held multiple hear-
ings in cities from coast to coast to gauge public reaction
to the CRA, its effectiveness and its burden, and to solicit
suggestions for its improvement. Individuals and orga-
nizations submitted thousands of pages of comments,
and the heads of the relevant agencies were personally
involved in creating the proposed and final rules. In
April 1995, the agencies released the final, revised inter-
agency regulations. The regulations changed the system
of assessment from one that was heavily subjective and
paper-based, to one that was more objective and de-
emphasized form over substance compliance.

The revised regulations also tailored the examination
approach such that evaluations took into account the
institution’s size and business strategy.*> The following
four examination models are still used today. The first
model is a basic assessment for small retail institutions,
which measures four lending ratios. A second type of
examination is applied to large retail businesses, which
consists of rigorous tests to evaluate lending, investment,

32 GAO, “Community Reinvestment Act.”
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and service. The third model is given to wholesale or
limited-purpose community institutions. Those institu-
tions are permitted to select the criterion under which
they are to be evaluated: community development (CD)
lending, CD investments, and/or CD services. The fourth
model is the “strategic plan” examination, available to
firms of any size, where an institution determines its own
lending, investment, or service performance standards.*®
Under all models, each institution is evaluated within
its Performance Context, which reflects the institution’s
characteristics, including its products and business
model, its peers, its competitors, its market, and the eco-
nomic and demographic features of its assessment areas.
Retail institutions are evaluated on their performance
within their assessment areas, but wholesale institutions
can be assessed on the basis of their efforts nationwide.*’
The impact of the changed regulations was sub-
stantial. Paperwork burdens declined, CRA loan com-
mitments by banks substantially increased, and CRA
grading by the regulatory agencies became tougher. Al-
though the revised regulations have continued to lessen
paperwork burdens, and loan commitments remain
strong, grading has become less onerous. As of June
2008, 79.7 percent of examinations resulted in a Satis-
factory rating, 16.1 percent in an Outstanding rating, and
4.1 percent in a rating of either Needs to Improve or a
Substantial Noncompliance.® The share of Outstanding
ratings stood at 27 percent prior to the 1995 reforms, but
fell to approximately ten percent though 2001. The share
of below-Satisfactory ratings continued to hover around
two to three percent even after the reforms. The latest CRA
ratings data indicate that the ratings’ distribution is return-
ing to what it was after the passage of the FIRREA in 1989,
when roughly 80 percent of all institutions were rated as
Satisfactory and the remaining institutions were divided
between Outstanding and below-Satisfactory ratings.** A
case can be made that the strong CRA ratings reflect an
improvement in CRA activities, at least at some banks.
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Empirical Evidence Regarding the
Impact of the CRA

What has the CRA accomplished during the 30 years
since its passage? Several studies examine this question
and point to areas for future improvements. To make
sense of these studies, it is necessary to identify the
version of the rules the authors are assessing given that
the act and its implementation rules have been changed
significantly over the years. The following discussion
covers the initial approach to implementing the CRA
as well as major changes that increased disclosure and
stressed performance over process.

With regard to the initial version of the act, most ob-
servers find that, despite the vast majority of institutions
receiving at least a Satisfactory rating, the act effected
only a modest increase in lending, and documenting
CRA performance created an excessive paperwork bur-
den on banks. The changes to the act in the early to mid-
1990s made the ratings more transparent and increased
the incentives for larger banks to achieve at least a
Satisfactory rating. Finally, most observers agree that the
1995 interagency revisions to the CRA regulations had
the biggest impact on CRA lending and led to increased
lending and reduced regulatory burden.

Specifically, the evidence shows that the changes
made to the law and regulations in the 1990s coincided
with a rise from $1.6 billion in 1990 annual commit-
ments to $103 billion in 1999, and peaking at $812
billion in 1998.% CRA lending volume increased greatly
between 1993 and 2000.*' The number of CRA-eligible
home purchase loans originated by CRA lenders and
their affiliates rose from 462,000 to 1.3 million.*

The Joint Center for Housing Studies at Harvard
University conducted one of the most comprehensive
studies of the CRA's effectiveness. Using enriched HMDA
data to evaluate the CRA’s performance between 1993
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and 2000, researchers found that the CRA-regulated
financial institutions operating in their assessment areas
outstripped noncovered or out-of-area lenders in origi-
nating conventional, conforming, prime mortgages to
CRA-eligible borrowers. Their multivariate statistical
analysis confirms that CRA lenders originated more
home purchase loans to lower-income individuals and
in low- and moderate-income communities, and the
lenders acquired a greater proportion of the low- and
moderate-income loan market than they would have
without the influence of the CRA. The researchers found
further that the CRA “may have increased the CRA-
eligible loan origination share by seven percent, from
30.3 percent to 32.4 percent” during the study period.*
This seven percent increase translated to 42,000 origina-
tions. They also find evidence of more rapid increases in
housing prices and higher turnover rates in CRA-eligible
neighborhoods, indicating higher levels of demand from
the wider availability of funds to borrowers in these
areas. Finally, from interviews with CRA lenders, the
researchers report that lenders incorporated CRA lend-
ing into standard business practices, which they found
“profitable, productive of good will, or both.”#

Other studies find that the CRA has been effective
in encouraging financial institutions to lend to redlined
neighborhoods. Several analyses conclude that the
CRA had a positive influence in encouraging lending to
low- and moderate-income borrowers and in low- and
moderate-income neighborhoods. Litan and colleagues
estimate that the CRA accounted for up to 20 percent
of the growth in low- and moderate-income lending
among CRA lenders, and that CRA lenders were more
likely to originate prime loans to low- and moderate-
income borrowers than were non-CRA lenders.* Avery
and colleagues and Apgar and Duda both conclude that
the CRA has expanded lending and service to low- and
moderate-income individuals and neighborhoods. Avery
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finds this was particularly true for consolidating organi-
zations, and Apgar and Duda find that CRA lenders op-
erating within their assessment areas made a larger share
of prime, conventional loans to CRA-eligible borrowers
than either CRA lenders operating outside their assess-
ment areas or non-CRA lenders.*®

In addition, studies find that lending to low- and
moderate-income and minority borrowers increased at
a faster pace than lending to higher-income borrowers.
Avery and colleagues, for example, find that lending to
low-income borrowers increased by about 31 percent
between 1993 and 1997, while lending to higher-in-
come borrowers increased by only 18 percent over the
same period.*’ Likewise, the number of home purchase
loans made to residents of low-income neighborhoods
increased 43 percent while lending to high-income
neighborhoods rose only 17 percent.*® Moreover, Barr
finds that homeownership in low- and moderate-income
areas increased by 26 percent between 1990 and 2000,
whereas it increased only 14 percent in high-income
areas during the same period.*

However, the research also indicates that the CRA
may not be keeping up with innovations and trends in
the financial industry, such as industry consolidation
and nondepository lending, and this is eroding the act’s
effectiveness. Apgar and Duda find that the 25 largest
lenders originated 52 percent of all home purchase loans
in 2000; each of these lenders made more than 25,000
loans. However, in 1993, only 14 institutions made more
than 25,000 loans, making up 23.5 percent of the retail
mortgage market.® Similarly, Avery and colleagues note
a 40 percent drop in the number of commercial banks
and savings associations between 1975 and 1997 due
to mergers and acquisitions, liquidations, and failures.
Concomitant to the consolidation trend, more of the
remaining financial institutions are operating outside
their assessment areas, lending through affiliated mort-
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gage and finance companies. Mergers and acquisitions
extended the geographic reach of many institutions such
that by 1998, firms with out-of-state headquarters owned
more than 25 percent of banking assets.”

Other observations suggest that industry consolida-
tion itself may have had little direct effect on CRA lend-
ing by banks and thrifts. For example, Avery and col-
leagues find no consistent, robust relationship between
consolidation and home purchase lending between 1993
and 1997 at the market level. They find instead that the
percentage change in lending in areas with high consoli-
dation differed little from that in low-consolidation ar-
eas. However, the authors note that institutions increased
their lending by only eight percent in their assessment
areas, but 69 percent elsewhere, so any regional lending
changes attributable to consolidation could have been
offset by lending activities at other institutions.”* Further-
more, CRA-regulated institutions operating within their
assessment areas originated only 38 percent of all con-
ventional prime residential mortgages and three percent
of subprime loans in 2000.>?

It does seem clear, however, that industry consolida-
tion was accompanied by nondepository lenders gaining
larger shares of mortgage origination in the years prior
to the current market turmoil. Given that nondepository
lenders are exempt from CRA requirements, their in-
creasing share of mortgage originations may have weak-
ened the act’s scope and its ability to encourage stable
lending in low- and moderate-income areas. In 1993,
thrifts originated nearly 50 percent of mortgages on one-
to four-unit properties, and commercial banks originate
another 22 percent. Four years later, mortgage companies
such as brokers and retail mortgage banks originated 56
percent of these loans. They grew by taking market share
from thrifts, which were responsible for only 18 percent
of such loans.** In addition, the mortgage industry’s
increasing specialization in delivery channels caused
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mortgage lending to move out from banks. Commer-
cial banks made one-fourth of all originations in 1997,
although their mortgage company affiliates or subsidiar-
ies processed as many as 43 percent of the residential
mortgages the commercial banks originated.>

Scholars also studied the profitability of CRA lending,
as the statute requires CRA lending to be safe and sound.
Studies generally concur that CRA loans are profitable,
although often less so than standard loans. Meeker and
Myers carried out a national survey of banks, savings
and loans institutions, and bank holding companies with
mortgage subsidiaries. Almost all said CRA lending was
profitable, although a significant proportion noted that
it was less so than other types of loans. However, the
response rate to the survey was only 16 percent and the
sample of responses was not randomly selected.*

In a more recent survey, the Federal Reserve Board
of Governors contacted the largest CRA-covered retail
lending institutions. Eighty-two percent of respondents
reported that CRA home purchase and refinancing loans
were profitable, and 56 percent reported that CRA loans
were generally as profitable as other home purchas-
ing and refinancing loans. However, 51 percent of the
surveyed institutions stated that CRA loans had a higher
delinquency rate relative to all loans, although 69 per-
cent indicated that charge-offs for CRA loans were either
no different from, or were lower than, the rate for other
loans. These results may be skewed by nonresponse bias,
given that only 29 percent, or 143 of the original sample
of 500 institutions, responded. Moreover the findings
may not apply to smaller institutions, given that the
responding banks accounted for 40 to 55 percent of all
CRA-loan originations at the time.”’

Naturally, the CRA is not without its critics. The
most often cited is Jeffery Gunther, who argues that the
benefits of the act do not outweigh its costs. Gunther
attributes the growth in low- and moderate-income
lending between 1993 and 1997 to: (1) the removal or
loosening of unnecessary regulations, such as interest
rate and geographic restrictions; (2) a reduction in infor-
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mation costs stemming from automation and improved
communications technologies; and (3) the development
of better relationships between real estate developers
and neighborhood associations. He finds that low- and
moderate-income lending at non-CRA institutions, such
as credit unions and independent mortgage companies,
grew faster than at CRA-covered institutions. Gunther
claims the low- and moderate-income share of the
lending portfolios at non-CRA firms increased from 11
percent in 1993 to 14.3 percent in 1997, whereas that
of CRA lenders remained at approximately 11.5 percent
over the same period. He also adds that non-CRA lend-
ers accounted for slightly less than 40 percent of all one-
to four-family home purchase loans originated in low-
and moderate-income neighborhoods in 1997. These
facts lead Gunther to conclude that because non-CRA
lenders tend to be subject to fewer regulatory restrictions
than their CRA counterparts, the loosening of regulations
must be the major reason for the increase in volume of
low- and moderate-income lending.>®

Gunther also argues that the CRA imposes costs by
encouraging institutions to take on additional credit risk.
He finds that higher CRA lending levels are positively
correlated with a problematic CAMELS rating, defined
as a 3 or higher, but negatively correlated with a prob-
lematic CRA rating. He also finds a positive correlation
between low- and moderate-income lending volume and
a problematic CAMELS rating, but he finds no statistical
relationship between low- and moderate-income volume
and problematic CRA ratings. Finally, Gunther finds a
positive relationship between reduced profitability and
problematic CAMELS and CRA ratings.*’

Gunther’s evidence, however, is not persuasive.
Although it is true that non-CRA lenders increased their
share of subprime/CRA lending to 40 percent, they
increased their share of all one- to four-family mortgage
originations to an even higher 56 percent; they therefore
did not increase their community lending by as much as
their overall mortgage lending.®* Gunther also has not
differentiated between CRA loans by CRA lenders, which
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tend to be on fair and reasonable commercial terms, and
predatory loans, which are more likely to be made by
companies that fall outside the jurisdiction of the CRA.
In 2000, CRA-regulated institutions operating within
their assessment areas originated only three percent of
subprime loans.®! Further, Gunther fails to prove that in-
creased CRA lending caused the lower CAMELS ratings.
An institution’s CAMELS rating can decline for many
reasons unrelated to the CRA. For example, CRA lending
is a small part of the business of insured depositories.

As noted above, the institutions themselves report that
charge-off rates for CRA loans are approximately equal
to or lower than all other loans, although the delin-
quency may be higher. Perhaps the biggest weaknesses
with Gunther’s claims are that his findings are based on
small institutions and his data are old. The ratings data
are from 1991 through 1996, and therefore do not reflect
the impact of the 1995 rule revisions, which emphasize
lending performance over process. Further, it is ques-
tionable whether results for small institutions can be
extrapolated to large ones because small banks have less
incentive to establish a robust CRA program.

The CRA and the Subprime Loan Crisis

The most recent charge against the CRA is that it is to
blame for the subprime lending crisis. In recent months,
a few commentators, such as economist Larry Kudlow
and Wall Street Journal editorial board member Stephen
Moore, have argued that the crisis is an inevitable conse-
quence of the CRA.%? They charge that the act compels
banks to lower their underwriting standards in order to
make loans to people who live in low- and moderate-
income neighborhoods. Some critics add that the Riegle-
Neal Act and the GLBA ratcheted up the pressure on
banks to lend to less creditworthy borrowers. They say
that banks had little choice but to make “CRA loans,”
which they assume to be less safe.

So how well do these arguments hold up to the
empirical evidence? Not well. Below, we examine the
two fundamental arguments: (1) that the CRA caused the
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dramatic rise in subprime mortgage lending; and (2) that
subprime mortgage default, per se, is the root cause of
the present mortgage market crisis.

History of Subprime Mortgages

Before we argue the point, we must define what
we mean by a subprime mortgage. The term is used
inconsistently in the relevant research. Under its 2001
“Interagency Guidance,” the bank regulator community
uses a definition of a subprime borrower, for example, as
someone who has:

e Two or more 30-day delinquencies in the last 12
months, or one or more 60-day delinquencies in
the last 24 months;

e Judgment, foreclosure, repossession, or charge-off
in the prior 24 months;

e Bankruptcy in the last five years;

¢ Relatively high default probability as evidenced
by, for example, a credit bureau risk score (FICO)
of 660 or below (depending on the product/collat-
eral), or other bureau of proprietary scores with an
equivalent default probability likelihood; and/or

e Debt service-to-income ratio of 50 percent or
greater, or otherwise limited ability to cover family
living expenses after deducting total monthly debt-
services requirements from monthly income.®

Lenders usually and more casually classify mortgages
as subprime if the borrower has a FICO score of less
than 620. However, loans with very high loan-to-value
ratios may also be rated below prime.** For example,
some lenders consider a loan subprime if the borrower
makes a down payment of five percent or less, even if
their FICO score exceeds 660.

Subprime loans are by no means synonymous with
CRA loans. The differences are marked between the char-
acteristics of the borrowers who receive subprime loans
and CRA loans. For example, an analysis of the HMDA
data by ComplianceTech finds that, in 2006, about
67 percent of subprime loans were made to upper- or
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middle-income borrowers; low- and moderate-income
borrowers received only about 28 percent.®® Indeed,
low- and moderate-income borrowers received the
smallest share of subprime mortgage loans in each year
between 2004 and 2007. Some might assume that the
majority of subprime loans were offered to minorities.
However, since 2004 (when more detailed HMDA data
were collected), more than one-half of the subprime
loans were issued to upper- and middle-income borrow-
ers in neighborhoods that were neither low nor moder-
ate income.®

Subprime mortgages present a wide range of default
probability. Fair Isaac ranks an individual with a FICO
score of 660 at the 42nd percentile of the borrower pop-
ulation; this person has a 15 percent chance of a delin-
quency that exceeds 90 days within 24 months. A person
with a FICO score of 600 is ranked in the 31st percen-
tile, with a 31 percent chance of having a delinquency
that is more than 90 days during the next 24 months.%’
Both these borrowers could be rated subprime.

Perhaps the best current characterization of a sub-
prime borrower is having a FICO score of less than 660,
with one or more of the banking agency characteristics
outlined above, and with nonstandard terms designed to
maximize profitability to the lender, not to advance the
goals of the CRA.

Subprime loans hardly existed before the early 1980s
because, prior to that time, it was not legal for a bank
to charge different interest rates depending on the risk,
to make a variable interest rate loan, or to make a loan
with balloon payments.®® Furthermore, as noted above,
a combination of redlining and lending discrimination
further discouraged loans to low- and moderate-income
Americans.

Beginning in the early 1980s, banks were given the
ability to price loans on the basis of risk, but it took
more than a decade before subprime loans became
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common. As recently as 1995, only about ten percent
of mortgage originations were subprime; by 1997 that
number had grown to 14.5 percent.®” The Asian debt
crisis in 1998 caused interest rates to rise and markets to
suddenly become illiquid. One result was that holders
of subprime mortgages discovered they had underpriced
risk when default rates rose to levels higher than
expected. The repricing of risk caused the number of
subprime originations to decline. However, the business
quickly recovered and, by 2002, the volume of subprime
mortgages was growing faster than ever. Inside Mortgage
Finance finds that subprime originations grew 56 percent
between 2002 and 2003. ™

There are important key differences between the
subprime loans made after 2002 and those made during
the 1990s, when all grades of subprime loans grew at
approximately the same rate. According to Chomsisen-
gphet and Pennington-Cross, the growth in subprime
loans between 2000 and 2003 was almost entirely in
A-rated loans, the highest grade of subprime mortgages.
In fact, the originations of lower grade subprime loans
continued to decline slightly.”!

The Influence of the CRA on Subprime Originations

In Subprime Mortgages, the late Federal Reserve
Governor Edward Gramlich argues that both market and
regulatory developments help explain the rapid growth
in subprime loans. The emergence of credit scoring, he
notes, offered a more inclusive and less costly way to
make loans. However, a more crucial factor, he finds,
was investors’ expanding appetite for Wall Street’s sub-
prime securitizations. The share of subprime loans sold
into securitizations grew from 28.4 percent in 1995, to
55.1 percent in 1998, to more than 80 percent in 2006.”

On the regulatory side, Gramlich believes the CRA
played some role in the increase in subprime lending,
if nothing more than to legitimize doing business in
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formerly redlined neighborhoods.” For example, he
points to a study by Immergluck and Wiles, which finds
that more than one-half of subprime refinances were in
predominately African-American census tracts. Gramlich
sees this as an indication that some banks were targeting
low- and moderate-income neighborhoods in order to
demonstrate they were serving the community.

However, over time, distinctions between CRA loans
and subprime loans began to emerge. These distinctions
are reflected both in regulatory attitudes and in more
subjective observations. In the late 1990s and early
2000s, regulators began to draw a material distinction
between the modern subprime loan and a true CRA
loan. In the early 1990s, many CRA loans were “sub-
prime” in the strictest sense of the term, meaning that
borrowers in low- and moderate-income areas tended to
have lower FICO scores. By the early 2000s, however,
it was becoming clear that regulators were using the
term “subprime” differently from “CRA loan,” and that
CRA lending practices differed from those of non-CRA
lenders in low- and moderate-income areas. The CRA
lender tends to have a social, or at least a nonpredatory,
objective, given that it is regulated and examined by the
bank regulatory agencies. In contrast, subprime lend-
ing, particularly of the 2005 to 2007 vintage, partially
perverted the goal of the CRA in that it became a kind of
redlining in reverse. The nonbank, non-CRA lenders—
that is, modern subprime lenders—are driven to sell as
many high rate loans as they can, with no particular
social motivation.

A study by the law firm Traiger and Hinckley finds
evidence of this distinction between lenders in the 2006
HMDA data. They conclude that banking companies that
made CRA loans in the 15 most populous metropolitan
statistical areas (MSAs) were more conservative in their
lending practices than lenders not covered by the CRA.
They find that 59 percent of these banks were less likely
to originate high-cost loans, and when they did, the aver-
age interest rate was 51 basis points lower than the rate
for prime loans. Interestingly, the banks that made CRA
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loans in large MSAs were 30 percent more likely to hold
the high-cost CRA loans in portfolio than were banks
and nonbanks that lent elsewhere. This suggests that the
CRA has encouraged banks that lend in populous MSAs
to take a thoughtful approach to low- and moderate-
income lending, instead of simply moving farther out on
the risk curve.™

Some analysts also point to the Tax Reform Act of
1986 as playing a role in the rise of subprime lending
because taxpayers could deduct interest on home, but
not consumer, loans. This incentive is particularly strong
when housing prices are rising and interest rates are low,
as was the case in the early 2000s. For example, 2003
loan performance data show that more than one-half of
subprime loans were for cash-out refinancing. Gramlich
discounts the importance of the home interest deduction
in encouraging low- and moderate-income individuals
to take out subprime loans because few of them itemize
their returns, as is required to deduct mortgage interest.”

Since 2000, the subprime mortgage market has
evolved in such a way as to further discount the CRA
as a significant factor in the subprime mortgage mar-
ket. Gramlich calculated from HMDA data that, “Only
one-third of CRA mortgage loans to low- and moderate-
income borrowers have rates high enough to be consid-
ered subprime.””® Moreover, the 2006 HMDA data show
that middle- and upper-income census tracts were home
to more than one-half of subprime loans compared with
about 25 percent in low- and moderate-income tracts.”’

Another indication the subprime crisis was caused by
factors other than the CRA is that un- or under-regulated
mortgage brokers played an increasing role in originating
subprime mortgages. Most of these brokerages are not
owned by depository institutions or their affiliates, and
are therefore not subject to the CRA. In 2004 and 2005,
mortgage brokerage companies reported on more than
60 percent of all loans and applications under HMDA.
Two-thirds of the brokers were independent. According
to the Federal Reserve, these independent brokers origi-
nate 50 percent of all subprime loans.”® If the CRA were
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a driving consideration for depositories, banks and thrifts
would want to be the portals through which all low- and
moderate-income borrowers enter to ensure they receive
full CRA credit for originating all qualifying loans.

As a case in point, Jim Rokakis, Treasurer of Cuya-
hoga County in Ohio, noted that in 2005, when home
mortgage originations peaked in the Cleveland area,
unregulated mortgage brokers made the vast majority of
those loans. In 2005, he said, the biggest lender, Argent
Mortgage, originated 18 percent of home mortgages and
that the next largest lender, Century Mortgage, originated
approximately five percent of the mortgages. Although
both firms, now defunct, were well-known subprime
lenders, neither was subject to the CRA. The fourth, fifth,
and sixth largest lenders were likewise not subject to
the CRA. In fact, the CRA applied to only four of the top
ten mortgage originators in the Cleveland area in 2005.
Together, the regulated originators were responsible
for only 15 percent of originations, amounting to 648
mortgages. By way of comparison, home foreclosures
in Cuyahoga County are on a pace to reach 15,000 in
2008. Rokakis concludes, “Did [the banks] make these
loans to help their parent institutions” CRA ratings look
better? Possibly. Did these 648 loans play a major role
in the city’s default and foreclosure crisis? Hardly.””

In fact, subprime mortgage lending has become
a specialized segment of the mortgage business. As
Chomsisengphet and Pennington-Cross say, “[T1he
market share of the top 25 firms making subprime loans
grew from 39.3 percent in 1995 to over 90 percent in
2003.”%% As of July 2007, 34 percent of the top 50 resi-
dential mortgage originators, measured in terms of the
numbers of loans originated, were neither depository
institutions nor owned by one of the 50 largest bank
holding companies.®! What is more, subprime lend-
ers are concentrated in California. If the CRA were an
overriding consideration, one would expect to see most
large and regional banks competing in the subprime
lending space to serve low- and moderate-income bor-
rowers, and it would be unlikely that subprime origina-
tion would be dominated by specialists in California.
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That firms not subject to the CRA have come to play
such a prominent role in the subprime business suggests
that firms are originating these types of loans to make
money and not as a response to regulatory or social
imperatives.

In sum, the evidence shows that the emergence of
securitization, loan risk pricing, and specialization are
what caused the subprime mortgage market to grow. The
CRA may have been one contributor to the growth, but it
was certainly not a very important one.

The CRA and Subprime Mortgage Defaults

We now turn to the question of whether regulatory
pressure to lend to low- and moderate-income borrow-
ers created an environment in which banks and investors
assumed too much credit risk, or whether market pres-
sures pulled investors and banks into this situation. Mian
and Sufi find that high demand for mortgage-backed
securities (MBS) led to the surge in subprime lending.®?
Investors underpriced the risk posed by subprime collat-
eralized mortgage obligations (CMOs), while investment
banks and very large commercial banks created new
secondary instruments to boost rates of return by greatly
increasing leverage and liquidity risk. When the housing
bubble burst, massive write-downs of these highly lever-
aged secondary securities soon followed.

Between 2004 and 2006, interest rates were reason-
ably low and the yield curve relatively flat; in fact, at the
end of 2005 and again in January 2006, the yield curve
was inverted. Yield spreads were so low that investors
were not being adequately compensated for the risks
they were assuming. Investors were aggressively seeking
yield, and saw subprime mortgages as the ticket. Many
assumed that the default risk of subprime mortgages,
although higher than that of prime mortgages, would be
relatively low. Given that the economy was stable, inves-
tors thought they could take advantage of a flat yield
curve to increase their returns by financing long-term
securities with cheap, short-term debt.

Investors” appetite for subprime mortgage securitiza-
tions was huge, and Wall Street responded by providing

79 Jim Rokakis, “Turmoil in the U.S. Credit Markets: The Genesis of the Current Economic Crisis.” Testimony before the Senate Committee on
Banking, Housing and Urban Affairs, Washington DC, October 16, 2008.

80 Chomsisengphet and Pennington-Cross, “The Evolution of the Subprime Mortgage Market,” p.40.

81 American Banker. “Leading Residential Originators in the first half of 2007.” (New York, NY: American Banker, October 2008), available at
www.americanbanker.com/rankings .html?rankingchart=/Mortgages/101207LeadingResidentialOriginators .htm.

82 Atif Mian and Amir Sufi, “The Consequences of Mortgage Credit Expansion: Evidence from the 2007 Mortgage Default Crisis.” Working
Paper (Chicago: University of Chicago, Booth School of Business, May 2008).




more of the products, greatly increasing the demand for
originations of subprime loans. At the retail level, mort-
gage brokers were happy to oblige, as they were paid on
the volume of loans they originated.

One consequence of the decoupling of the mortgage
origination and the mortgage holding process is the
emergence of an agency problem, which undoubtedly
played an important role in the events leading up to the
subprime crisis. When banks make and hold a loan,
they have every incentive to ensure the screening and
underwriting process is done properly. After all, they
stand to lose otherwise. In the originate-to-distribute
model that became popular prior to the subprime crisis,
the originator suffers no loss if a borrower defaults, as it
bears little, if any, of the cost of underwriting mistakes.
Instead, its income is typically based on the volume of
loans it sells. Likewise, financial institutions that buy
these loans have less incentive to scrutinize the loans
they sell into securitization as carefully as the ones they
keep. Instead, their income grows when they sell more
loans into securitization.

Keys and colleagues confirm these agency problems
in their analysis of two million home purchase loans
made between 2001 and 2006. They find that originators
pushed borderline, but subpar, low-documentation loans
over the minimum qualifying credit score. As a result,
the group of loans just above the cut-off score defaulted
20 percent more often than those just below it. They also
find that the information available to mortgage-backed
securities holders tends to understate the true risk of bor-
rower default.®?

Predictably, credit standards declined, especially in
2006. Federal Reserve Chairman Ben Bernanke summed
up the analysis in testimony before Congress: “The
originate-to-distribute model seems to have contributed
to the loosening of underwriting standards in 2005 and
2006. When an originator sells a mortgage and its servic-
ing rights, depending on the terms of the sale, much or
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all of the risks are passed on to the loan purchaser. Thus,
originators who sell loans may have less incentive to un-
dertake careful underwriting than if they kept the loans.
Moreover, for some originators, fees tied to loan volume
made loan sales a higher priority than loan quality. This
misalignment of incentives, together with strong investor
demand for securities with high yields, contributed to
the weakening of underwriting standards.”*

That said, the data show that the defaults of subprime
mortgages, though quite problematic, are not by them-
selves high enough to cause a freeze in credit markets
or to push the U.S. economy into recession. As of June
2008, the stock of subprime mortgages outstanding was
roughly $2 trillion.®> According to Standard and Poor’s,
only 20 percent of the worst of the subprime mortgage
vintages that were originated after 2000 are more than
90 days delinquent.®® Therefore, seriously delinquent
subprime mortgages make up about 1.25 percent of all
home mortgages and, even when including all other
nonperforming one- to four-family home mortgages, the
overall 90-day delinquency rate is lower than it was in
the early 1990s.*” In addition, many delinquent mort-
gages do not go into foreclosure. Demyanyk and Van
Hemert forecast actual foreclosure rates at less than one-
half of the 60-day delinquency rate.®®

Instead, a new and different kind of securitization,
rather than traditional subprime mortgage securitiza-
tions, caused the meltdown in the credit markets. In ef-
fect, Wall Street created highly leveraged bets predicated
on the continued strong performance of traditional sub-
prime mortgage-backed securities. Investment bankers
morphed subprime mortgages into complicated credit
derivative products, many of which were based on sub-
prime CMOs and other collateralized debt obligations,
which they sold to banks and other investors worldwide.
Unlike stocks, futures, or commodities, these securities
were not subject to margin requirements, and banks and
investors paid for these secondary securitizations almost
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entirely with borrowed short-term money. The resulting
leverage raised the potential rate of return, but also mag-
nified the negative impact of any diminution in value of
the underlying mortgages. It was these highly leveraged
secondary and tertiary financial products that turned a
problem into a crisis.

As defaults of underlying mortgages began to rise, the
effect cascaded (and magnified) first onto the subprime
originators themselves, and then onto the holders of
these highly leveraged debt instruments. Many inves-

tors, realizing they had underpriced their risks, panicked.

When investors pulled back, holders of the secondary
and tertiary subprime securitizations were suddenly un-
able to roll over their debt. Many had no choice but to
sell whatever assets they had, including these CMOs, at
deeply discounted prices, thereby further reducing asset
values. The massive and painful deleveraging we are all
experiencing today has its immediate roots in this mas-
sive, systemic margin call that started at the end of 2008.
Given the magnitude and source of the problem, one
must conclude that CRA loans played at best a bit part in
this global tragedy.

The declining performance of the most recent vin-
tage of subprime loans is yet another piece of evidence
that the CRA is not the cause of the subprime problem.
Standard and Poor’s shows higher delinquency rates,
measured on an absolute basis, for 2006 vintage loans
than for earlier vintages.** Demyanyk and Hemert find
that, after adjusting for factors such as housing price
appreciation and borrower credit rating, the average
loan-to-value ratio increased while loan quality steadily
declined between 2001 and 2006, yet the price spread
between prime and subprime mortgages shrank. They
attribute the declines in underwriting and in pricing to
a “classic boom-bust scenario, in which unsustainable
growth leads to the collapse of the market.”” In other
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words, the pull of investor demand for mortgage-related
securities drove the market, not a push from banks in the
supply of mortgages. If banks largely were responding to
pressure to make CRA loans, we would have witnessed
the latter phenomenon.

One additional piece of evidence is that regula-
tors have not increased the pressure on banks to make
more CRA-related loans since 2000. Indeed, regulators
were beginning to worry about lax lending practices.
For example, OCC Chief Counsel Julie Williams said in
a 2005 speech: “Recently introduced flexible financ-
ing options and relaxed terms have enabled many
Americans to purchase homes they could not otherwise
afford. But these nontraditional mortgage products
also have raised concerns—about increased risks for
borrowers and lenders and how well those risks are
understood; about the extent to which banks’ lending
practices are fueling real estate speculation and un-
sustainable housing price appreciation; and about the
marketing and disclosure practices spawned by the new
practices and whether consumers fully understand the
products they are selecting.”! In September 2006, regu-
lators urged banks to show caution, issuing guidance
on nontraditional lending products such as “teaser” rate
mortgages.”” The guidance advised banks to evaluate a
borrower’s ability to repay the debt at the fully indexed
rate, and that poorly managed concentrations in these
products would invite elevated supervisory attention.
They reiterated many of those points in another state-
ment in March 2007.%

Thus, it is apparent that the increase in subprime
defaults did not result from the CRA inducing banks
to reduce underwriting standards or undervalue risk.
Rather, investors’ desire for higher investment yields and
Wall Street’s response pulled the non-CRA, unregulated
mortgage market in that direction.”*
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The current financial turmoil continues to evolve. However, it is becoming clearer that the problem goes beyond subprime mortgages and
that the originate-to-distribute model and other capital market ills have infected the prime mortgage market as well. Of course, the CRA has
essentially nothing to do with the prime mortgage market. If this were a CRA-induced phenomenon, we would undoubtedly not see the same
outcomes throughout the credit spectrum.
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The Future: The Need to Extend the CRA

As we have discussed, the financial services busi-
ness and the manner in which financial products are
structured, offered, delivered, and held by institutions
and investors have fundamentally changed in the last 30
years. This raises the question of whether the CRA must
also take a different approach to ensuring that low- and
moderate-income neighborhoods have sufficient access
to credit and other financial services.

The Changing Structure of Finance

When Congress was debating the CRA, banks were
the dominant financial services companies, and they
were certainly the dominant debt holders. However,
during the past 30 years, the banking and thrift industries
have been losing ground to other financial companies,
and today nonbank lenders hold more credit-market
debt than do banks and thrifts (see Figure 1).

New technologies, financial innovation, and in-
creased economies of scale have helped to transform
the financial services sector. Today, nonbanks, including
hedge funds and broker-dealers, are able to amass sav-
ings and investments efficiently from all over the coun-
try for large borrowers and large securities offerings. In-
dividual investors participate in national capital markets
via mutual funds, tax-deferred pension funds, hedge
funds, private equity funds, and others—bypassing tradi-
tional intermediaries. Whereas in 1990, bank and thrift
deposits exceeded mutual fund shares by $2.75 trillion,
in 2000 they both held roughly equal amounts.”

The banking industry responded to these changes in a
variety of ways, including consolidating into very large,
multistate companies. Community banks, with clearly de-
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fined service areas, have steadily lost market share to the
big, money-centered banks. Since 1992, banks with $100
million to $1 billion in assets saw their share of banking
system assets cut in half, from 19.4 percent to 9.5 percent
(see Figure 2).”° In 2007, the average institution was 20
times larger than the average institution in 1977.

One significant, but frequently ignored, consequence
of the transformation to national financial markets is
that local markets and local neighborhoods receive less
individualized attention. As savings increasingly flow to
large financial institutions and investment funds, invest-
ment becomes more focused on very large borrowers
(both domestic and foreign). This is because large banks
make loans most efficiently when the transactions costs
per dollar are small. Large banks tend to serve small bor-
rowers with standardized loans and other products, such
as lines of credit, mutual funds, and credit cards. To make
money on nonstandard loans—for example, by financing
a start-up or a small business—requires knowledge of the
borrower and experience with the local market, as well
as close monitoring. Large banks cannot do this cost-ef-
fectively, although a local banker or a specialized lender
with knowledge of, or close proximity to, local borrow-
ers can. Indeed, community and regional banks more
actively lend to projects that qualify for CRA credit. In
2001, banks with less than $1 billion in assets held only
16.8 percent of bank and thrift assets, but they extended
about 28.2 percent of all CRA loans and more than 47
percent of CRA farm loans.” In fact, small business is
highly dependent on community and regional banks for
financing. In 2007, about 25.2 percent of commercial
loans across the banking industry were in amounts less
than $1 million. About 63.3 percent of the loans made by
small banks were less than that amount.”
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Figure 1: Market-based Lenders have Surpassed Depository Institutions as Holders of Credit Market Debt
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Furthermore, the evolution to global credit markets
has made the financial services business more competi-
tive, driven by the rise of nonbank entities, and more
dependent on national and international capital markets.
One result is that financial products have become more
complex and sophisticated, and that low- and moderate-
income borrowers must now have greater financial
sophistication to understand the risks these products
pose. In this sense, financial products have become less
sensitive to the needs of low- and moderate-income bor-
rowers. There are no better examples than the pay-option
adjustable rate mortgages and low-doc home mortgages
that have been cultivated by Wall Street’s appetite for
securitized products.

Low- and moderate-income homebuyers have seen
their access to credit improve, in part as a result of gov-
ernment priorities. However, a potential consequence of
the subprime crisis is a partial retreat of credit from low-
and moderate-income areas, at least by banks and other
regulated entities. This creates an opening for un- and
underregulated outlets, such as check cashing centers,
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payday lenders, unscrupulous home improvement lend-
ers, and sellers of inappropriate insurance and securities
products, to prey on low- and moderate-income areas.
Unfortunately, although there are many unscrupulous
firms willing take the hard-earned savings of low- and
moderate-income families, firms that offer residents in
these neighborhoods safe and sound ways to save and
invest their money are in short supply.

Implications of the Change in Financial Services
for the CRA

So what do these fundamental changes mean for
the low- and moderate-income neighborhoods and
why does it make sense to expand the CRA? First, the
obligation to meet the needs of low- and moderate-
income neighborhoods is not being applied to nonbank
financial services companies, whose share of financial
assets now exceed those of banks and thrifts, and whose
holdings continue to grow. Absent a CRA mandate
that all financial services companies meet the needs of
low- and moderate-income neighborhoods in the areas
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Figure 2: Bank Asset Share by Size Class
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they serve, and an expansion of the CRA mandate to
non-credit-related services, these lower-income areas
will continue to be underserved in financial services and
fall prey to unscrupulous practices. Low- and moderate-
income areas need access to other financial services and
products—from insurance, savings, money transmittal,
and securities services—on fair, nonpredatory terms.”
This is even more urgent as financial services continue
their shift from traditional banks to a more complex set
of institutions and products.

Second, banks and thrifts are no longer the only
financial service providers that benefit from the federal
safety net, as they were in 1977. Not only has the Fed-
eral Reserve granted large broker-dealers access to the
Discount Window, but it has intervened to save a major
hedge fund (Long Term Capital Management) and a ma-
jor insurance company (AlG) from collapse. The Fed has
in essence supported almost all large financial services
companies, regardless of charter, during the present
financial crisis.

Third, the holding company structure allows banks to
reduce their CRA obligations by pushing activities away

1998
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from the bank and onto holding company affiliates; this
has been going on for the past several years and is com-
mon in the mortgage and consumer lending areas.

Fourth, in many cases, the area banks serve is no
longer self-evident or defined by a geographic commu-
nity. Today, virtually all of the top 50 banking companies
have extensive interstate banking operations. Moreover,
new kinds of banks have emerged, such as credit-card
banks and Internet banks, that operate nationwide with
limited or no local and physical presence. For such
firms, anchoring CRA obligations to the low- and mod-
erate-income area surrounding a charter or headquarters
does not reflect the reality of their businesses or their
impact on low- and moderate-income consumers.

With respect to the credit needs of these lower-
income neighborhoods, the subprime crisis indicates
that, when it comes to home mortgages at least, the
issue may be as much about the need to protect
borrowers from fraudulent or predatory lending
practices as it is about the flow of capital. However,
reigning in the excesses of subprime lending may have a
disproportionate impact on low- and moderate-income
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areas. Credit availability in these areas may contract
substantially if lenders and investors believe wrongly
that low- and moderate-income borrowers are not
good credit risks. In that case, vigorous application of
the CRA would be as necessary as it was in 1977 to
ensure a continuous flow of investment on fair terms.
Indeed, inner cities and economically declining regions
require large capital investment in infrastructure, and the
demolition or rehabilitation of dilapidated properties, if
they are to be attractive environments for private capital
investment, including investments in homes.

Adapting to New Realities

The obvious response to the changes in the finan-
cial services business would be to apply the CRA to all
service providers who benefit from the federal safety net
or who are government chartered and regulated. Besides
banks and thrifts, this would include broker-dealers,
insurance companies, and credit unions, at a minimum.
It ideally would also include all other major financial in-
stitutions important to a stable economy, such as hedge
funds and private equity funds with more than $250
million in assets, consistent with the GLBA's Small Bank
size cut-off.

Logic and need point to this solution. As noted
above, nonbank providers of services are expanding in
the low- and moderate-income marketplace (as well as
small businesses and farms)—a market the CRA is meant
to serve. Furthermore, nonbank service providers clearly
benefit from some form of explicit or implicit government
support, through a government charter and regulatory au-
thority or through the periodic need for the government
to step in and resolve problems in times of crisis.

The CRA should be modified to reflect the different
mix of products and services that many newly covered
financial services offer, as well as their often nation-
wide reach. In the spirit of the CRA, covered institutions
would be given maximum flexibility in their CRA-tar-
geted market activities by avoiding the strict quantitative
goals for CRA investment. For example, these institutions
would be asked to provide their products to CRA-target-
ed markets, to devise appropriate modifications to their
products for these markets, or to support the efforts of
other financial services institutions to provide appropri-
ate financial products and services to these markets.
When financial firms have widely dispersed products
and no defined service area, they would be given the
flexibility to provide these products and services to na-
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tional markets or those within their main services areas.
Banks should also have geographic flexibility in defining
their service areas.

To be successful, offering products and services in
low- and moderate-income areas requires a certain
degree of expertise, which some large nonbank financial
institutions either have or can acquire. For example, sev-
eral insurance companies have CRA-like programs that
add value in low- and moderate-income geographies.
However, for those institutions that do not have this
expertise, they should be allowed to partner with com-
munity groups, such as the NeighborWorks networks, to
serve these areas.

Another approach might be to ask nonbank ser-
vice providers to customize their products to low- and
moderate-income individuals and geographies, or
modify their products to support efforts by other finan-
cial services institutions that provide useful financial
products and services to CRA-targeted markets. For
instance, broker-dealers might help communities raise
funds for infrastructure development, hedge funds could
hold community development-related debt instruments,
and private equity funds could invest in community
development projects or instruct firms in which they
have ownership stakes to fund CRA projects in the
communities they serve. Alternatively, broker-dealers
and investment funds could offer pro bono financial, ac-
counting, and tax analysis to community organizations
and low-income families in targeted neighborhoods.
This could be modeled after pro bono programs many
law firms offer.

The goal of the CRA is to encourage doing profitable
business in low- and moderate-income neighborhoods
and with low- and moderate-income borrowers. It is
not about losing money, just as it is not about engaging
in predatory practices. This means that a revised and
expanded CRA must encourage the creative use of finan-
cial tools to assist low- and moderate-income individuals
or communities. For example, educational, community,
and neighborhood revitalization projects should clearly
be other ways to fulfill CRA obligations.

Finally, it will be necessary to examine and rate
the quality of nonbank financial firms” CRA programs,
to clarify regulatory expectations, and to provide an
independent evaluation of an institution’s efforts to serve
its community. Realistically, these examinations also
may be necessary to induce reluctant organizations to
fulfill their responsibilities to low- and moderate-income




communities. Perhaps the best approach would be
interagency teams to engage in CRA examinations.

Nonbank financial institutions might also be given
the option of providing all or part of their CRA assistance
through the Community Development Financial Institu-
tions (CDFI) Fund or in partnership with Community
Development Financial Institutions. The federal govern-
ment established the Fund in 1994 to support the estab-
lishment of CDFIs.'® As of August 1, 2008, some 805
CDFls have been established in various cities, most of
which have been successful.!! The CDFI movement has
been constrained by limitations in the federal budget.
Additional funds and assistance from nonbank CRA-cov-
ered institutions would add to the success of this effort
and would support low- and moderate-income neighbor-
hoods, which is fundamentally the same mission as that
advanced by the CRA.

Financial firms should be given the flexibility under a
modified CRA to provide these products and services to
those markets that are within their main services areas,
or nationally where they have widely dispersed products
and no defined service area; indeed, this geographic
flexibility ought to be provided to banks as well. Simi-
larly, regulators should implement the revised CRA in a
manner that preserves the spirit of flexibility.

To ensure comparable treatment of banks and
nonbanks, all financial institutions must be subject to
examination. The results of the examinations should be
transparent to the public so they can readily discern the
basis for the ratings. To provide a meaningful incentive
for institutions to take the ratings seriously, Congress
might consider capping the percentage of executive
salary and bonus that is tax deductible if a firm fails to
maintain at least a Satisfactory CRA rating.

Conclusion

The financial intermediation process, the structure
of the banking system, and the methods for delivering
financial services have changed in fundamental ways
since 1977, and they have changed in ways no one
could have predicted when the CRA was enacted. The
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facts on the ground in low- and moderate-income neigh-
borhoods have changed as well. Explicit redlining is by
and large a thing of the past. Innovations in technology
and financial markets have lowered the cost of mortgag-
es and consumer financing to the point that many more
creditworthy borrowers are able to access credit.

Yet, the heart of the problem that the CRA was
intended to solve remains: the need for the financial
services sector to deliver enough support to low- and
moderate-income neighborhoods. Neighborhoods re-
quire sound infrastructure, healthy retail businesses, and
a core of well-maintained homes to retain value and to
attract investment. There are still information deficiencies
in these areas, resulting in a more subtle, and perhaps
unintended but still hurtful, form of redlining, which in
turn causes some banks to underinvest and contributes
to racial discrimination in lending. Critics who argue that
the subprime crisis proves the CRA is a misguided and
unwarranted government intervention in the financial ser-
vices sector are wrong, not only because the facts show
that Wall Street excesses, not the CRA, caused the sub-
prime crisis, but also because there are identified market
failures that require government action to address.

The CRA will need to be modernized in three areas to
bring it into the twenty-first century:

First, because nonbank financial institutions now
hold more financial assets than banks and thrifts, the
current CRA is tapping a declining share of the financial
services sector. We therefore recommend expanding the
CRA to nonbank financial institutions.

Second, some nonbank service providers cannot
deliver financial services directly to low- and moderate-
income residents because they do not have the means
to make retail loans or provide other relevant retail
products. However, they can channel funds through
banks and thrifts and CDFls, which do have experts in
community development and the ability to deliver loans
at the retail level. Alternatively, nonbanks can play an
important role in coordinating community development
initiatives by providing direct and indirect financial sup-
port to community development projects, and offering
free advisory and support services.

101 Department of the Treasury, “Certified Community Development Financial Institutions: Alphabetical by Organization” (Washington, DC':
DOT, August 2008), available at www.cdfifund.gov/docs/certification/cdfi/ CDFIbyOrgName pdf; and Community Development Financial
Institutions Fund, Three Year Trend Analysis of Community Investment Impact System Institutional Level Report Data (Washington, DC: CDFI

Fund, December 2007).




Third, providing alternative and innovative ways to
fulfill CRA obligations, without establishing quotas,
aligns with the spirit of the CRA and is an approach that
has been successful to date. It emphasizes flexibility and
innovation, not credit allocation.

With these changes, the CRA could become an even
more powerful engine for revitalizing low- and moder-
ate-income neighborhoods, coming to the fore just when
the government’s ability to use tax revenues to pay for
infrastructure improvement and to invest in urban devel-
opment is greatly diminished.

The CRA is not a panacea. Moving it into the twenty-
first century requires the same kind of care and creativity
that fostered the act in 1977, and provided for its reform
in the 1990s. However, the CRA has proved it can help
meet low- and moderate-income individuals and com-
munities’ material needs. Indeed, after the crisis caused
by the subprime turmoil rolls through these neighbor-
hoods, their problems are likely to be even more acute.
Accordingly, we urge that the CRA be expanded as we
have outlined here, and that considerable legislative and
regulatory effort be turned to this purpose. ll
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A More Modern CRA for Consumers

Ellen Seidman

ShoreBank and New America Foundation

hen the Community Reinvestment Act

(CRA) was enacted in 1977, low-income

American communities, especially in

cities, were suffering from disinvestment
and a lack of credit availability. The CRA requires banks
and thrifts operating in and near those communities to
lend in them, consistent with safe and sound operations.
Since 1977, the financial services system and financial
needs of low- and moderate-income consumers have
changed dramatically. At least until recently, when credit
has tightened, we have become concerned not only
about access to credit, but also about the quality of cred-
it. Moreover, consumers have greater need for quality,
affordable transactional, saving, investment and insur-
ance products. The combination of the CRA's flexible
affirmative mandate and the public availability of CRA
examinations has been extremely powerful. This article
asserts that while the CRA itself needs updating, its basic
elements can and should be extended to a broader array
of consumer financial products and providers.

Thirty Years of the CRA

In 1977, concerned about the denial of credit to
lower-income communities, both minority and white,
Congress enacted the Community Reinvestment Act.
Under the CRA, “regulated financial institutions have

1 12USC2901.

[a] continuing and affirmative obligation to help meet
the credit needs of the local communities in which they
are chartered.” The statute also requires that federal bank
regulators both “assess the institution’s record of meeting
the credit needs of its entire community, including low-
and moderate-income (LMI) neighborhoods, consistent
with safe and sound operation of such an institution”
and that they “take such record into account in its evalu-
ation of an application for a deposit facility by such
institution.”' Bank regulators award institutions one of
four ratings, from Outstanding to Substantial Noncom-
pliance, and they make the examination reports (called
Public Evaluations) public.

In the 30 years since its enactment, the CRA has sub-
stantially changed how banks and thrifts view and serve
low- and moderate-income communities and consumers.
These communities have seen billions, perhaps trillions,
of dollars of credit and investment flow to them as a
result of the act, other collateral laws such as the Home
Mortgage Disclosure Act (HMDA),? various antidiscrimi-
nation statutes, and Fannie Mae and Freddie Mac obli-
gations.? Although those subject to the CRA once com-
plained bitterly about it, that time has largely passed.

In the same 30 years, the U.S. financial system has
also seen major changes. Even prior to the 2008 finan-
cial crisis, the number of banks and thrifts had declined

2 12 USC 2801. HMDA was enacted in 1975 and requires virtually all institutions making residential mortgage loans to maintain records on ap-

plications, denials, income, race, gender, location, use, and since 2004 for certain loans, the price of individual loan transactions, and to report
this information to the federal banking regulatory agencies or the Department of Housing and Urban Development. The Federal Financial
Institutions Examination Council makes the information for individual institutions and geographies available to the public in paper and elec-
tronic form, and individual institutions are required to have their information available to the public at their offices.

According to the Joint Center for Housing Studies, “CRA has expanded access to mortgage credit; CRA-regulated lenders originate more
home purchase loans to lower-income people and communities than they would if CRA did not exist.” See “The 25th Anniversary of the Com-
munity Reinvestment Act: Access to Capital in an Evolving Financial Services System” (Cambridge, MA: Harvard University, March 2002),
available at www.jchs. harvard.edu/research/crareport.html). Eugene A. Ludwig, Comptroller of the Currency, said in remarks at the U.S. Trea-
sury on July 15, 1997: “Since CRA became law in 1977, we have witnessed more than $215 billion of loan commitments for low and moderate
income lending. . . . Since 1993 . . . home mortgage loans to low and moderate income census tracts have risen by 22 percent, more than twice
as fast as the rate of growth in all home mortgage loans. In the past four years, banks have invested four times as much in community develop-
ment projects as they did in the whole previous thirty years.” See full remarks at www.occ .treas.govlftp/release/97-65 .txt). Likewise, Senator
Levin, quoting Chairman Alan Greenspan, 145 Cong. Rec. S4775-76 (1999), said ”CRA has ‘very significantly increased the amount of credit
in communities’ and the changes have been ‘quite profound.” In 1997 alone, almost 2,000 banks and thrifts reported $64 billion in CRA loans,
including 525,000 small business loans worth $34 billion; 213,000 small farm loans worth $11 billion; and 25,000 community development
loans totaling $19 billion.”
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precipitously. Those that remain are, in general, far larger
and geographically disbursed, a trend that shows signs of
accelerating, not slowing down. Moreover, both nonbank
financial institutions (such as check cashers) and the
capital markets now have far greater impact on the finan-
cial and economic lives of low- and moderate-income
consumers and communities than they did in 1977.

The Need for Greater Access in a New World of
Financial Services

From a consumer perspective, the current market
troubles have demonstrated that although access to
credit is critical, so too is the need for credit that is high
quality and fairly priced. In an economy that is moving
away from cash and toward greater global connectivity,
consumers need well designed and fairly priced transac-
tional services, including remittance services. The nearly
nonexistent national savings rate coupled with the many
families who have no or limited assets, also underscore
the need for savings and investment opportunities that
are easy to access and use.*

From a community perspective, both branch closures
and the consolidation of the banking industry have re-
duced access to bank services and decision makers and
to the talents and leadership of local bankers in meeting
community economic development needs. At the same
time, community-based organizations, including com-
munity development corporations, Community Devel-
opment Financial Institutions, loan funds, counseling
agencies, advocates, and others, have expanded to serve
these communities directly and to leverage the efforts of
banks and thrifts operating under the CRA.

The bulk of discussion about the CRA is focused on
community investment and on home mortgage lending.
This is not surprising given that measurement of activity
in these two areas is relatively straightforward (HMDA
makes measuring residential lending particularly easy),

Revisiting the CRA: Perspectives on the Future of the Community Reinvestment Act

and regulators and outside forces have kept up a steady
stream of questions about “how much are you doing,
where, and for whom?” Intermittently, critics have taken
on the Service Test, which attempts to measure how well
banks serve customers other than through loans, arguing
that it is misguided or simply ineffective in either mea-
suring or encouraging banks and thrifts to provide qual-
ity financial services in lower-income communities.®

This article, in contrast, asks whether the framework
of the CRA—a relatively broad affirmative mandate to
serve—can be the basis for substantially improving the
financial services offered to consumers of all income
levels, in all communities, but with a special focus on
the needs of low- and moderate-income consumers. It
considers the question with respect to both the banks
and thrifts already covered by the CRA and the many
other types of organizations that also provide financial
services to consumers.

The Changing Face of Consumer
Financial Services

Since the CRA was enacted, consumer financial
services, particularly for those of modest incomes, have
changed dramatically. Consumers have moved from an
economy in which cash and, to a lesser extent, checks
were the major way of transacting business, paying bills,
and getting paid to one in which only one-fifth of retail
transactions are made in cash, and check use is declining
in favor of credit and debit cards and ACH transactions.®

To purchase a large item in 1977, consumers sought
a term loan from their bank, and for smaller transactions,
they used independent consumer finance companies
and retailers. Today, a bank term loan (other than for
a car, boat, or house) is rare, the independent finance
companies have largely been acquired by banks, and
credit cards are ubiquitous. In 2004, approximately

4 For information on low savings rates, see Department of Commerce, Bureau of Economic Analysis, “Personal Savings Rate (online chart,

2008), available at http://www.bea.gov/briefrm/saving .htm. The savings rate has been below one percent since 2005, although for the second
quarter of 2008, it was more than two percent. This was likely due to the federal stimulus checks that families received, largely in May, when
the rate shot up to 4.9 percent. Personal savings then declined to 2.5 percent in June. For information on poverty, see Signe-Mary McKernan
and Caroline Radcliffe, “Enabling Families to Weather Emergencies and Develop: The Role of Assets.” (Washington, DC: Urban Institute,
2008), available at http://www.urban.org/publications/411734 .html.

See, e.g., Kelly Cochran, Michael Stegman, and Robert Faris, “Creating a Scorecard for the CRA Service Test: Strengthening Banking
Services Under the Community Reinvestment Act” (Washington, DC: Brookings Institution, 2003), available at http ://www.brookings .edu/
papers/2003/01 childrenfamilies_stegman.aspx.

On retail transactions see Ronald Mann, Charging Ahead: The Growth and Regulation of Payment Card Markets (New York: Cambridge Uni-
versity Press, 20006) p. 10, data as of 2003). On rise of debit cards, see Federal Reserve, 2007 Federal Reserve Payments Study (Washington,
DC: U.S. Federal Reserve, December 2007), available at http://www federalreserve .gov/newsevents/press/other/20071210a.htm.
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75 percent of American households held a credit card,
and in 2008, nearly $1 trillion in credit card debt was
outstanding.” But the advent of credit scoring combined
with the demise of usury laws has made credit more ex-
pensive than in the past, in both interest and fees. During
this current crisis, all types of credit have become scarce,
particularly for those of modest means or with less-than-
pristine credit records. These changes mean that pricing
and terms are as big a concern as access to credit.

Similar changes have occurred in the mortgage mar-
ket. Until the current mortgage crisis, mortgage origina-
tions and funding had shifted from banks and thrifts to
origination through broker and correspondent channels,
often for sale to independent mortgage companies,
with funding by the capital markets. Although the large
independent mortgage banks have ceased to exist, and
mortgage credit in general has dried up, it is unlikely
that originations will fully move back to retail bank-
ing. The sheer scale of the housing market, even if we
assume a return to pre-2000 origination levels, suggests
brokers will continue to play a role, but that all those
who are part of the mortgage origination chain, includ-
ing brokers, will be required to take some responsibility
for the performance of the loan.

Other areas of financial services have also seen major
changes. The number of Americans who were born
abroad climbed from approximately 14 million in 1980
(6.2 percent of the population) to 33.5 million in 2003
(11.7 percent of the population), creating demand for a
new financial service: remittances.® The stock market has
also seen a surge of new players. Whereas in 1977 few
Americans invested in financial instruments beyond a
savings account, as of 2004, one in five American fami-
lies owned stocks and 15 percent owned mutual funds.
Nearly one-half had retirement accounts.’ These products
are generally provided by entities other than banks and
thrifts, including broker-dealers and insurance companies.
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The Growing Ranks of the “Unbanked”

These broad changes in consumer financial services
have uniquely affected lower-income Americans. The
combination of a shrinking cash economy, the con-
solidation of the bank and thrift industries (frequently
accompanied by fewer branches in minority and lower-
income communities), and the large number of new
immigrants have generated additional needs and in-
troduced new players to the system. Consumers need
ways to turn paychecks into cash, send money to native
countries, and borrow money—ranging from small sums
for an emergency to home mortgages based on uncon-
ventional income sources or streams. Nonbank financial
service providers have become ubiquitous in lower-
income communities, including check cashers, whose
services frequently include remittances, bill pay, and
small dollar credit; other small-dollar lenders such as
payday lenders, pawn shops, and auto title lenders; and
retailers who offer general purpose, reloadable, prepaid
cards in addition to their own gift cards. Author Howard
Karger estimates that the United States has more check-
cashing and payday lending outlets than McDonald’s,
Burger King, Target, Sears, JC Penney, and Wal-Mart
stores combined.™

The alternative sector is frequently characterized
as high-priced and predatory, but it also provides
products and services that meet the financial services
needs of a significant swath of the population that
banks, thrifts, and credit unions are not serving fully."
Although the Federal Reserve’s Survey of Consumer
Finance estimates that as of 2004, about ten percent
of families lacked a checking account, other surveys
suggest that the number of individuals without a
checking or savings account reaches nearly 30 percent
among lower-income populations.'> As Michael Barr
noted in his recent study of lower-income consumers
in Detroit:

7 For data on credit cards, see Brian K. Bucks, Arthur B. Kennickell and Kevin B. Moore, “Recent Changes in U.S. Family Finances: Evidence
from the 2001 and 2004 Survey of Consumer Finances,” Federal Reserve Bulletin (March 2006), p. A31. For data on outstanding debt, see
“Federal Reserve Statistical Release G.19” (Washington, DC: Federal Reserve, July 8, 2008).

8 U.S. Census Bureau, “Table 1. Nativity of the Population and Place of Birth of the Native Population: 1850 to 1990” (Washington, DC: Cen-
sus, March 9, 1999), available at www.census.gov/population/www/documentation/twps0029/tab01 .html; U.S. Census Bureau, The Foreign-
born Population in the United States: 2003 (Washington, DC: Census, August 2004).

9 Bucks, “Recent Changes in U.S. Family Finances” p. Al3.

10 Howard Karger, Shortchanged: Life and Debt in the Fringe Economy (San Francisco: Berrett Kohler Publishers, 2005), p. 6.

11 Karger, Shortchanged.

12 Bucks, “Recent Changes in U.S. Family Finances,” p. Al5. For the other surveys, see, e.g., Ellen Seidman et al., “A Financial Services Survey
of Low- and Moderate-Income Households,” (Chicago, IL: Center for Financial Services Innovation, 2004), available at www.cfsinnovation.
com/research-paper-detail php?article_id=293; Barr, “Financial Services, Saving and Borrowing.”
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Though associated with high fees both banked

and unbanked sample members often describe

AFS [alternative financial services] transactions as
convenient. At the same time, bank accounts are
usually not well structured to serve LMI households.
Bank fees are quite high, and over half of banked
LMI households reported paying minimum balance
or overdraft or insufficient fund fees in the previ-
ous year. The financial services mismatch between
the needs of LMI households and the products and
services offered to them largely constrains LMI
households to choose among high fee, ill-structured
products offered by banking and AFS institutions.'?

The Center for Financial Services Innovation recently
completed a national study of un- and underbanked
consumers, a group that includes approximately 40
million households, or about 36 percent of American
households.™ This group has a median household
income of $26,390. Nearly one-half (47 percent) work
full-time, and 63 percent own their homes. The group is
60 percent white, 19 percent Hispanic, and 16 percent
non-Hispanic black. The survey found that nearly one-
half of the group did not have a checking or savings
account, that is, they were “unbanked,” although about
one-half of that number had had an account at some
point in the past. The most frequent reason for not having
a bank account was not having enough money to make
one useful. The Detroit study reached similar conclu-
sions, but also noted that three-fourths of the unbanked
said they would like to open a bank account in the next
year, and one-third had recently looked into getting a
bank account.’

13 Barr, “Financial Services, Saving and Borrowing” p. 3.
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A New Paradigm for Responsibility in
Consumer Financial Services

Both the changing consumer financial services
landscape in general and the particular problems that
lower-income consumers face as they attempt to transact
business (borrow, save, invest, and insure their posses-
sions) strongly suggest that it is time for a new paradigm
for consumer financial services. To address the substan-
tial and continuing changes in the industry, the country
needs a proposal just as bold and just as flexible as the
CRA was 30 years ago. | suggest the following:

Any financial institution that provides an essential
consumer product must make that product avail-
able in a fair and transparent manner to low- and
moderate-income consumers in all communities
in all broad geographies in which the entity does
more than an incidental amount of business in the
product.’

Fairness and Transparency

Fairness and transparency are central principles
in the financial services sector. But these principles
often apply differently to low- and moderate-income
consumers. The reasons for these different applications
include a smaller margin for error and lack of capital on
which to base a recovery when something goes wrong;
generally lower education levels among participants;
less access to quality and timely financial advice; and,
particularly in the last 15 years, a younger population
often with limited experience with the American
financial system.

14 Center for Financial Services Innovation, “The CFSI Underbanked Consumer Study, Underbanked Consumer Overview andMarket Seg-
ments.” Fact Sheet. (Chicago, IL: CFSI, June 8, 2008), available at www.cfsinnovation.com/research-paper-detail php?article_id=330366.
The 40 million includes both unbanked (no checking or savings account) and underbanked (having an account, but having made one or more

nonbank financial transactions in the prior 30 days).

15 See Barr, “Financial Services, Saving and Borrowing” pp. 13-14.

16 The paradigm would not explicitly cover financial institutions that do not provide products to consumers directly or through agents, such as
investment banks and Fannie Mae and Freddie Mac. However, the responsibilities institutions have in directly serving consumers should carry
through to their investment activities. See Letter from Edward B. Kramer, Deputy Superintendent of Banks, State of New York Banking Depart-
ment, “Due Diligence Recommendations Concerning the Eligibility of Loan Purchases and Investments for Consideration Under the Commu-
nity Reinvestment Act,” July 26, 2001, available at http ://www.banking .state .ny.us/lt010726.htm. In addition, these institutions might well be

covered by some version of the CRA Investment Test.

108




In this context, fair then means that an entity provid-
ing essential consumer financial services to the general
public, directly or through agents, must abide by the
following principles:

e Essential financial services must meet the needs
and desires of low- and moderate-income consum-
ers, with sufficient market research to accurately
assess those needs;

e Essential financial services must be offered at equi-
table prices and terms, on the basis of cost and an
accurate assessment of risk;

e Analysis of potential profitability over time, need
for capital, and other investment criteria must be
done on a basis that is no less favorable for service
to low- and moderate-income consumers than it is
for wealthier consumers.

For example, if a bank offers overdraft protection
based on a line of credit or a tie to a savings account to
customers who open checking accounts in branches in
suburban neighborhoods, it would also be required to
investigate whether consumers in lower income commu-
nities would prefer this type of protection to a fee-based
overdraft program. It would then analyze the potential
profitability of such programs in both types of communi-
ties on an equal basis (e.g., if profitability is analyzed on
a product rather than customer basis in one place, the
same type of analysis should be used in the other), and
offer (or decline to offer) the product in both places at
prices that accurately reflect cost and risk on a similarly
individualized basis.

Transparency has two essential dimensions, one for
consumers and one for the public:

e Firms must provide actual and potential custom-
ers with quality service and accurate information
about the terms of products, delivered in a timely
and understandable fashion, including realistic
information about risks;

e Firms must provide the public (or if information
is proprietary, a government intermediary) with
information on how the firm provides essential
consumer financial services; and that information
must be available in a manner and with sufficient
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quality, quantity, and timeliness to allow persons
outside the firm to accurately assess the extent to
which a firm meets its obligations, both during the
current period and over time.

Taken together, these two concepts would require
better and more accurate disclosure to consumers about
product terms and risks—the one-page mortgage disclo-
sure document suggested by Alex Pollock of the Ameri-
can Enterprise Institute is an example’’—and the exten-
sion of HMDA reporting to other products such as credit
cards and small consumer loans.

This paradigm thus focuses on the effective develop-
ment, marketing, and distribution of well-designed and
understandable consumer products and services, and it
imposes a requirement of equity across communities and
consumers of all types. It concentrates the attention of
business, the public, and government on what is impor-
tant to consumers, and uses the market forces generated
by consumers with the knowledge and resources to de-
mand high-quality financial services to extend the reach
of those products and services to the rest of the market.

Products and Services Subject to the New
Responsibility Paradigm

The extent of coverage of products under this new
paradigm is an important consideration. It is critical
not to pull back on current coverage of the CRA. At the
same time, it is also clear that not all products, services,
or financial institutions should be covered by CRA-style
regulation. To take an extreme example, it is neither
necessary nor an appropriate use of scarce enforcement
resources to ensure that hedge fund investment opportu-
nities be available to low- and moderate-income con-
sumers. However, coverage should not be excessively
limited, or too tied to current economic conditions and
financial structures and opportunities.

A useful way to think about products and services
that should be covered by the CRA is to focus on those
financial products and services that are essential to full
and active participation in the American middle class.
These include products and services to meet transaction-
al, credit, saving and investment, and insurance needs.
Products and services should be considered “essential”

17 See Alex Pollock, “The Basic Facts About Your Mortgage Loan,” (Washington, DC: American Enterprise Institute, 2007), available at http://

www.aei.org/docLib/20070913_20070515_PollockPrototype pdyf.




only if the public broadly uses them. Although the items
included will likely change over time, by defining them
in terms of functionality rather than specific products,
we reduce the need for additions or subtractions.

Transactions

With respect to transactions, the ongoing, revolution-
ary changes occurring with prepaid cards and the likeli-
hood of major breakthroughs in using mobile phones for
financial services call for a functional approach.'® Essen-
tial functionalities are converting sources of revenue (par-
ticularly paychecks and benefits of all sorts) into useable
means of payment; and a means of making timely and
secure payments and transfers to savings or investment.

Credit

For credit, “essential” may be defined in terms of
likely future credit needs. This, of course, was the area
of initial concern under the CRA, and it continues to
be critical in providing the leverage for major wealth-
building investments such as a home or higher education
and to smooth income fluctuations. Thus, essential credit
products include short-term credit, whether secured or
unsecured, for small amounts; auto credit; mortgage
credit, and credit for postsecondary education.

Savings and Investments

Saving and investment were not part of the initial
CRA focus, in part because the CRA at the time sought
to address the problem that financial institutions in
lower-income communities did not reinvest low-income
individuals’ savings in their communities. Today, the
problem is not so much reinvestment of savings as spur-
ring savings in the first place. It is clear, given the current
debt-led economic troubles and low national personal
savings rate, that Americans need to save more money.

In 1977, individual access to investment opportuni-
ties was limited, but there was less need for such op-
portunities because defined-benefit retirement plans, in
which the employer took responsibility for investment
decisions and outcomes, were much more common. This
has since changed. The new paradigm should therefore
cover: (a) non purpose-limited, short-term savings oppor-
tunities; (b) longer-term, low-risk saving and investment
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opportunities (e.g., insured accounts, CDs, and Treasury
obligations including savings bonds); and (c) investment
opportunities such as retirement accounts and tax-ad-
vantaged Section 529 education savings plans.

Insurance

Insurance is also an essential product. In most states,
drivers must be insured, and mortgage creditors demand
homeowner’s insurance. Both types of insurance are
important to protecting these assets. It is therefore critical
to include automobile and homeowner’s insurance in
the new responsibility and accountability regime. Medi-
cal insurance, including long-term care coverage, is also
highly desirable; a significant share of bankruptcies is
caused by uninsured medical expenses. However, this is
an issue that goes far beyond the financial services sec-
tor and requires a much broader solution.

How These Principles Relate to Current
CRA Enforcement and Interpretation

To bring the CRA more fully in line with both the
modern financial services system and the principles and
scope proposed, some changes are needed. The most
important are the following:

e The CRA should cover service to low- and mod-
erate-income consumers in providing an essential
product everywhere a bank or thrift does a sig-
nificant amount of business in any of the essential
products. If a firm operates nationally, it should
be evaluated on how well it serves low- and
moderate-income consumers nationwide with the
type of product it is offering nationally. Thus, CRA
coverage with respect to mortgage loans should
depend on where the firm makes such loans, not
where it has deposit-taking branches, as is cur-
rently the case.

e Effective public disclosure should be added that
covers additional essential products, including the
essential transaction and savings products used
by low- and moderate-income consumers. Thus,
HMDA should be extended to other essential con-
sumer products.

18 For example, the advent and spread of reloadable prepaid cards, which can in some instances function as a bank account, would have been
unforeseen five years ago; the spread of mobile banking has the same potential for dramatic change in the consumer financial services market.
For a comprehensive discussion of these and other technologies in the context of lower-income consumers in developing countries, see Consul-
tative Group to Assist the Poor (CGAP), “Regulating Transformational Branchless Banking: Mobile Phones and Other Technology to Increase
Access to Finance” (Washington, DC: CGAP, 2008), available at www.cgap .org/pl/site/c/template.rc/1.9.2583.




* Any for-profit subsidiary or holding company af-
filiate that provides any of the essential products
should be evaluated in the same manner and at
the same time as the largest bank or thrift in the
holding company group. This would overcome the
current situation in which lower quality prod-
ucts offered by a bank or thrift holding company
through a subsidiary escape evaluation because
they are offered outside of the bank or thrift.

e Consumer protection and fair lending responsi-
bilities must be more firmly embedded in CRA
evaluations. This would extend the 2005 regulatory
revisions that mandate, when evaluating lending
activities, that evaluators assess compliance with
the fair lending and consumer protection laws
and regulations to cover transactional, saving, and
investment offerings." The quality of products,
especially credit products, must be considered in
addition to the penetration of such products into all
communities.

e Incentives should be established that are external
to the CRA, potentially including reduced insur-
ance premiums for outstanding performance; as the
current troubles in the market remind us, treating
consumers well is good for business over the long
term. To stimulate better performance and limit
grade inflation, the number of Outstanding ratings
should be limited, perhaps to a slowly increasing
percentage above current levels.
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Extending the Paradigm to Other
Essential Functions

Some commentators assert that the CRA, with its
requirement that banks and thrifts fully serve all commu-
nities in their assessment areas, is to blame for the cur-
rent financial crisis.?’ There are many reasons to doubt
such claims, including timing (CRA was passed and the
regulations strengthened long before serious problems
arose), the generally higher quality of mortgages made
by depository institutions in their assessment areas, and
the fact that the worst excesses have occurred as CRA
enforcement diminished in the past eight years.?' How-
ever, the most convincing reason not to lay the blame
on the CRA is the high proportion of high-priced loans
that were made by entities not subject to the CRA.?2
The problem, of course, was that these other institutions
were also exempt from the level of consumer protection
to which banks and thrifts were subject, and they discov-
ered that lending with fewer limitations to individuals in
lower-income communities was highly profitable.?

This problem of unequal regulation and enforcement
raises a need for some caution with respect to extending
the CRA beyond banks and thrifts, particularly for credit
products. Although the Federal Reserve and Congress
have reduced the regulatory disparity in mortgage
lending, enforcement disparities will continue and
other types of credit are still under highly variable
regulatory schemes.** For example, payday lending is

19 See 12 CFR 345.28(c) (FDIC); 12 CFR 228.28(c) (Federal Reserve); 12 CFR 25.28(c) (OCC); 12 CFR 563¢.28(c) (OTS).

20

21

22
23

See, e.g., comments of Larry Kudlow at http://www.cnbc.com/id/15840232?video=702180420&play=1. More recent accusations are collected
(and rebutted) at Media Matters, September 30, 2008, available at http://mediamatters.org/items/200809300012.

See Randall Kroszner, “The Community Reinvestment Act and the Recent Mortgage Crisis” (Washington, DC: Federal Reserve Board, Decem-
ber 3, 2008), available at http://www federalreserve.govinewsevents/speech/kroszner20081203a.htm. For evidence of high-quality mortgages,
see See Traiger and Hinckley LLP, “The Community Reinvestment Act: A Welcome Anomaly in the Foreclosure Crisis” (New York, NY:Traiger
and Hinckley, LLP, January 7, 2008) available at www.traigerlaw.com/publications/traiger_hinckley_llp_cra_foreclosure_study_I1-7-08 pdf;
and Traiger and Hinckley LLP, ” Addendum to: The Community Reinvestment Act: A Welcome Anomaly in the Foreclosure Crisis,” (January
14, 2008) available at http://www.traigerlaw.com/publications/addendum_to_traiger_hinckley_llp_cra_foreclosure_study_1-14-08.pdf. For
the diminishing enforcement during the past eight years, see Ellen Seidman, “It’s Still not CRA,” (Washington, DC: New America Foundation:
September 22, 2008), available at www.newamerica.net/blog/asset-building/2008]its-still-not-cra-7222; Michelle Singletary, “Blame Game
Gets Nasty When it Targets the Poor,” Washington Post, October 12,2008, p. F1.

Robert Avery, Kenneth Brevoort, and Glenn Canner, “The 2006 HMDA Data,” Federal Reserve Bulletin (December 2007), p. A89.

See Edward Gramlich, “Booms and Busts, The Case of Subprime Mortgages” (Jackson Hole, WY: Federal Reserve Board, August 31, 2007),
available at www.kc frb.org/publicat/sympos/2007/pdfi2007 .09.04 .gramlich.pdf.

24 For efforts by the Federal Reserve, see 73 Fed. Reg. 44522 (July 30, 2008). For congressional efforts, see Public Law 110-289 (July 30, 2008).
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entirely prohibited in several states (e.g., New York,
North Carolina, and Maryland), subject to relatively tight
usury caps in others (Ohio and Arkansas), allowed with
other types of regulatory protections in others (lllinois),
and allowed without significant limitation in still others
(California). As we think about extending the CRA, it
will be important to coordinate its service requirement
with an acceptable minimum standard of consumer
protection.?

One way to extend the CRA to other types of fi-
nancial institutions is to replicate the statute, assign-
ing responsibility for examination and enforcement to
regulators (to the extent the firms involved are subject to
regulatory supervision), or to surrogates such as the U.S.
Department of Housing and Urban Development. For
credit unions, which are regulated similarly to banks and
thrifts (and also the beneficiaries of federal insurance),
such extension would seem appropriate, perhaps modi-
fying the credit unions’ statutory service obligation to
take into account enhanced responsibilities under a new
regime. However, for other types of financial services,
operating under different types of (or no) supervisory
regimes, alternative solutions are likely required. These
solutions should take maximum advantage of existing
regulatory systems and responsibilities with the aim of
achieving equity in result, rather than complete consis-
tency in regulatory methodology.

Enhanced Public Reporting

A first step should be to ensure that any requirement
for public reporting and dissemination of informa-
tion about credit extends beyond residential lending to
include all creditors who extend similar types of credit.?®
As HMDA has demonstrated, the obligation to report
can be effectively extended to institutions outside federal
regulatory jurisdiction when uniform reporting require-
ments are in effect, when government-supplied software
is available, and when a single entity (in the case of
HMDA, the Federal Reserve) is responsible for cleaning
data, making it public, and doing the initial analysis.
Although the Department of Housing and Urban Devel-
opment is the initial recipient of mortgage data under
HMDA, information about other types of credit could
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be provided initially to state regulators or directly to the
Federal Reserve.

Similarly, public reporting on noncredit services
should be tailored to the type of service and should
include all those providing such services as a significant
part of their business. For example, to ensure banks,
thrifts, or credit unions are meeting service obligations,
the primary focus might be the incomes of checking and
savings account holders. For insurance companies, the
information might relate to the characteristics of holders
of defined types of policies. Because this information
would be industry-specific, it should be gathered and
disseminated by industry-specific regulators where such
exist, under standards developed in coordination with
bank regulators. As with credit information, other types
of financial services providers could provide information
directly to the Federal Reserve.

Increased Regulatory Reach and Enforcement

Public dissemination of information serves to inform
the public and expand the likelihood that those provid-
ers who are offering quality products will have a com-
petitive advantage with consumers. However, to ensure
that providers are meeting their obligations to serve fairly
consumers who may not be able or inclined to take ad-
vantage of such data, public dissemination of data must
be accompanied by a regulatory regime that evaluates
compliance and imposes consequences, both directly on
the company and indirectly by increasing public aware-
ness of how an institution is behaving. This aspect is the
most difficult part. We cannot expect other regulatory
regimes to adopt wholesale the bank regulatory model,
and it is unlikely that would even be desirable.

Instead, the principles of the responsibility paradigm
should be added to various regulatory regimes in a
manner that is consistent with the scope and intent of
the particular regime, and that is consistent with and
builds on existing and improved consumer-oriented
obligations and protections. For state-regulated entities,
the appropriate mechanism is likely national legislation
establishing principles, a regulatory floor, and a back-up
regulatory regime should states not adopt the regulatory
minimum.?’

25  For a suggestion for how to accomplish this, see Elizabeth Warren, “Unsafe at Any Rate,” Democracy (Summer 2007), available at www.democracy-
Jjournal.orglarticle php?ID=6528. Warren proposes a Financial Product Safety Commission modeled on the Consumer Product Safety Commission.

26 This suggestion is already getting some traction. See “Democrats Eyeing HMDA-Like Rules for Nonmortgages,” American Banker, July 18, 2008.

27 This is similar to the scheme adopted for regulation of mortgage brokers in the Housing and Economic Recovery Act of 2008. See Title V, Pub.

Law 110-289 (July 30, 2008).




Integrating the paradigm’s principles consistently into
disparate regulatory regimes will require consultation
and collaboration at both the state and federal levels.
Moreover, for financial services not currently subject to
any federal supervision and limited state regulation, it is
appropriate to consider a combination of enhanced state
regulatory authority (and funding), increased responsibil-
ity and funding for the Federal Trade Commission, and/
or new statutory responsibilities at the state and federal
levels, with private rights of action to enforce them.

Considering Broad-Based Product Specifications
Consumer protections have, in general, focused on
limiting product terms, including price, marketing, and
advertising. Recently, some have proposed an alterna-
tive: requirements that products meeting certain criteria
be offered first, or that products be limited to those that
meet standard terms, with competition permitted only
on, for example, price. With respect to mortgages, for
example, several behavioral economists have suggested
that all home buyers be first offered a 30-year fixed-rate
mortgage, and that lenders provide clear disclosure if
borrowers turn down the “default” mortgage; lack of
reasonable disclosure would be a defense to bankruptcy
or foreclosure if an alternative loan turns bad.?® Ron-
ald Mann has suggested that credit card contract terms
be standardized, limiting competition to a small set of
clearly identified and relatively easy-to-comprehend
terms, such as the interest rate and level of various fees.?’
In the realm of transaction accounts and on a more
limited basis, Michael Barr has suggested a model
“starter” account accessible only by debit card, with no
overdrafts permitted and with no minimum balance re-
quirement.’® And states require preapproval of consumer
insurance products, although as the post-Katrina experi-
ence in New Orleans has demonstrated, this does not
eliminate controversy surrounding underwriting, pricing,
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or the effectiveness of coverage.’!

It is worth exploring whether developing a limited
number of preferred or default products for the popula-
tion in general, or developing a more limited subset
targeted by a new CRA obligation, could systematically
improve the outcomes for consumers of a broadly ap-
plied obligation to serve. Such a product set, if accom-
panied by a safe harbor protection for providers, might
also reduce the uncertainty in a requirement for “fair and
equitable” treatment of consumers.

Prioritizing and Sequencing

Even considered in the context of existing regulatory
regimes, adopting in full a new responsibility paradigm
is a major undertaking. It is, however, possible to stage
adoption. One possibility is to begin with the products
most likely to create major problems for consumers, and
the entities that sell those products. The current situation
in the credit markets suggests that credit products should
be first on the agenda, followed perhaps by investment
products. A second scheme would be to stage imple-
mentation based on the lack of availability or account-
ability for essential products. In this scheme, an initial
focus could be on transaction products, where federally
regulated depositories are not effectively serving all
Americans and alternative providers are subject to little
scrutiny and public accountability. A third alternative
would be to begin where existing statutory and regulatory
schemes are most developed and where implementation
of the agenda’s principles would require relatively mod-
est changes. This suggests that, beyond banks and thrifts,
credit unions should be first, followed by insurance com-
panies and their agents, and then securities brokers.

Each alternative has benefits and drawbacks. For ex-
ample, moving first on credit products might generate the
most benefit for consumers, but it would require develop-
ment and enforcement of more powerful regulatory and

28 Michael Barr, Sendhil Mullainathan, and Eldar Shafir, “A One-Size-Fits-All Solution,” New York Times, December 26, 2007, available at
http:/lwww.nytimes.com/2007/12/26/opinion/26barr.html?scp=1&sq=michael percent20barr percent20mortgage&st=cse. See also Michael
Barr, Sendhil Mullainathan, and Eldar Shafir, “Behaviorally Informed Financial Services Regulation” (Washington, DC: New America Foun-
dation, October 2008), available at http://www.newamerica.net/files/naf_behavioral_v5 .pdf.

29 Ronald Mann, “’Contracting’ for Credit,” 104 Mich LR 899 (2006) at 927-28.

30 Michael Barr, et al, “Behaviorally Informed Financial Services Regulation,” op cit note 27 at 30-31. This account is similar to the Opportu-
nity NYC account that New York City has arranged at a small number of banks and credit unions to hold the proceeds of its conditional cash
transfer program. See http://home2 .nyc.gov/html/ceol/downloads/pdfireport_opportunity_nyc pdf.

31 See Daniel Schwarcz, “Towards a New Approach for Resolving Consumer Insurance Disputes.” Working paper (Ann Arbor, MI: Social Sci-
ence Research Network 2008), available at http://papers.ssrn.com/sol3/papers.cfim?abstract_id=1183482.




enforcement regimes for entities not currently subject to
federal supervision. On the other hand, starting by ex-
panding CRA-like obligations to credit unions but ignor-
ing payday lenders, finance companies and independent
mortgage bankers would have the virtue of relative sim-
plicity but would exacerbate the competitive inequality
in the current regulatory system. But the alternatives also
suggest ways to improve, in measured increments, the
essential financial products and services consumers need,
and the manner in which those services are delivered.

Conclusion

Thirty years ago, numerous American cities were dy-
ing for lack of credit. By enacting the CRA, the federal
government challenged the banking industry to help
those communities and their residents achieve a better
life. Together with related statutes such as HMDA and
antidiscrimination and consumer protection laws, the
CRA has had a substantial, positive impact in bringing
credit and other financial services to low- and moderate-
income consumers and communities.

The 30 years since the CRA’'s adoption have seen
massive changes in the number, complexity, and types of
financial products consumers use, how they are mar-
keted and accessed, and who provides them. Simul-
taneously, the increase in homeownership, workforce
restructuring, and the decline in employer-provided
retirement and health benefits require consumers to take
much greater responsibility for their financial health and
stability. Many Americans are not doing well in meeting
this new responsibility. The mortgage and credit markets
are in turmoil with extraordinarily high and rising levels
of foreclosures, the personal savings rate is extremely
low, bankruptcies are at record levels, and debt burdens
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are overwhelming many families. The new responsibility
paradigm presented here challenges the entire financial
services industry—as the CRA did 30 years ago—to help
American consumers do better. ll
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CRA Lending During the Subprime Meltdown

Elizabeth Laderman and Carolina Reid”
Federal Reserve Bank of San Francisco

he current scale of mortgage delinquencies

and foreclosures, particularly in the subprime

market, has sparked a renewed debate over the

Community Reinvestment Act (CRA) and the
regulations governing home mortgage lending. On one
side, detractors argue that the CRA helped to precipitate
the current crisis by encouraging lending in low- and
moderate-income neighborhoods.” Economist Thomas
DilLorenzo, for instance, wrote that the current housing
crisis is "the direct result of thirty years of government
policy that has forced banks to make bad loans to un-
creditworthy borrowers."? Robert Litan of the Brookings
[nstitution similarly suggested that the 1990s enhance-
ment of the CRA may have contributed to the current
crisis. "If the CRA had not been so aggressively pushed,"
Litan said, "it is conceivable things would not be quite
as bad. People have to be honest about that."

On the other side, advocates of the CRA point to a
number of reasons why the regulation should not be
blamed for the current subprime crisis. Ellen Seidman,
formerly the director of the Office of Thrift Supervision,
points out that the surge in subprime lending occurred
long after the enactment of the CRA, and that in 1999

regulators specifically issued guidance to banks impos-
ing restraints on the riskiest forms of subprime lending.*
In addition, researchers at the Federal Reserve Board of
Governors have reported that the majority of subprime
loans were made by independent mortgage lending
companies, which are not covered by the CRA and
receive less regulatory scrutiny overall.® In addition to be-
ing excluded from CRA obligations, independent mort-
gage companies are not regularly evaluated for “safety
and soundness” (a key component of the regulatory
oversight of banks) nor for their compliance with con-
sumer protections such as the Truth in Lending Act and
the Equal Credit Opportunity Act. This has created what
the late Federal Reserve Board Governor Ned Gramlich
aptly termed, a “giant hole in the supervisory safety net.”’
What has been missing in this debate has been an
empirical examination of the performance of loans made
by institutions regulated under the CRA, versus those
made by independent mortgage banks. The ability to
conduct this research has been limited by the lack of a
dataset that links information on loan origination with
information on loan performance. In this study, we use
a unique dataset that joins lender and origination

*  This article is based on a longer working paper that is part of a Federal Reserve Bank of San Francisco’s Working Paper Series, available at
http:/lwww frbsf.org/publications/community/wpapers/2008/wp08-05 .pdf.

1 Walker, David. Interview with Larry Kudlow. Lessons from Subprime. CNBC, April 4, 2008, and Steve Moore. Interview with Larry Kudlow.

Kudlow & Company. CNBC, March 26, 2008.

2 DilLorenzo, Thomas J. “The Government-Created Subprime Mortgage Meltdown.” September 2007, available at http://www.lewrockwell .com/

dilorenzoldilorenzo125 .html.

Weisman, Jonathan (2008). “Economic Slump Underlines Concerns About McCain Advisers.” Washington Post, April 2, 2008, AOI .

Seidman, Ellen. “It’s Still Not CRA,” September 2008, available at http://www.newamerica.net/blog/asset-building/2008/its-still-not-cra-7222.

Avery, Robert B., Raphael W. Bostic, Paul S. Calem, and Glenn B. Canner (2007). “The 2006 HMDA Data.” Federal Reserve Bulletin 94:
A73-A109. See also: Kroszner, Randall S. (2008). “The Community Reinvestment Act and the Recent Mortgage Crisis.” Speech given at the
Confronting Concentrated Poverty Policy Forum, Board of Governors of the Federal Reserve System, Washington, DC, December 3, 2008.

The federal laws that govern home mortgage lending, including the Equal Credit Opportunity Act, the Home Mortgage Disclosure Act, and
the Truth in Lending Act, apply to both depository institutions and nonbank independent mortgage companies. However, the enforcement of
these laws and the regulations that implement them differ greatly between banks and nonbanks. Banks are subject to ongoing supervision and
examination by their primary federal supervisor. In contrast, the Federal Trade Commission is the primary enforcer of these laws for nonbanks
and only conducts targeted investigations based on consumer complaints.

Gramlich, Edward M. (2007). “Booms and Busts: The Case of Subprime Mortgages.” Paper presented in Jackson Hole, Wyoming, August 31,
2007, available at http://www.urban.org/UploadedPDF/411542_Gramlich_final pdf.
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information from the Home Mortgage Disclosure Act presents the results of our models. We conclude with the
(HMDA) reports with data on loan performance from policy implications of this study and present suggestions
Lender Processing Services, Inc. Applied Analytics for further research.

(LPS).® We thus have access to information on bor-

rower characteristics (including race, income, and credit ~ The Community Reinvestment Act
score), loan characteristics (including its loan-to-value

ratio, whether it was a fixed or adjustable-rate mortgage, In 1977, concerned about the denial of credit to
and the existence of a prepayment penalty), institutional ~ lower-income communities—both minority and white—
characteristics (whether the lending institution was Congress enacted the Community Reinvestment Act.
regulated under the CRA and the loan source), and loan ~ The CRA encourages federally insured banks and thrifts
performance (delinquency and foreclosure). to meet the credit needs of the communities they serve,
In this article, we use these data to examine several including low- and moderate-income areas, consis-
interrelated questions: tent with safe-and-sound banking practices. Regulators
consider a bank’s CRA record in determining whether
e What is the neighborhood income distribution of to approve that institution’s application for mergers
loans made by independent mortgage companies with, or acquisitions of, other depository institutions. A
versus those made by institutions regulated under key component of the CRA is the Lending Test (which
the CRA? accounts for 50 percent of a Large Bank’s CRA rating),
e After controlling for borrower credit risk, is there a ~ which evaluates the bank’s home mortgage, small-busi-
difference in the foreclosure rates for loans made ness, small-farm, and community-development lending
by independent mortgage companies versus those activity. In assigning the rating for mortgage lending,
made by institutions regulated under the CRA? examiners consider the number and amount of loans
e How do other factors, such as loan terms and loan to low- and moderate-income borrowers and areas and
source, influence the likelihood of foreclosure? whether or not they demonstrate “innovative or flexible
e How do the factors that influence foreclosure dif- lending practices.”’
fer in low- and moderate-income neighborhoods The CRA has generated significant changes in how
compared with the factors in middle- and upper- banks and thrifts view and serve low- and moderate-
income neighborhoods? income communities and consumers. Researchers who

have studied the impact of the CRA find, on balance,
The article is organized into four sections. In the first ~ that the regulations have reduced information costs and
section, we provide background information on the CRA  fostered competition among banks serving low-income

and review the existing literature on the relationship areas, thereby generating larger volumes of lending from
between the CRA and mortgage lending in low- and diverse sources and adding liquidity to the market.' In
moderate-income communities. In the second section, a detailed review, William Apgar and Mark Duda of the

we describe our data and methodology. The third section  Joint Center for Housing Studies at Harvard University

8  Formerly known as McDash Analytics.

9 As part of their CRA exam, large banks are also evaluated on their investments and services. Under the Investment Test, which accounts for
25 percent of the bank’s CRA grade, the agency evaluates the amount of the bank’s investments, its innovation, and its responsiveness to com-
munity needs. Under the Service Test, which makes up the remaining 25 percent of the bank’s evaluation, the agency analyzes “the availability
and effectiveness of a bank’s systems for delivering retail banking services and the extent and innovativeness of its community development
services.” Different rules apply for Small and Intermediate Small institutions. For more complete details on the CRA regulations, visit http://
wwwffiec.gov/craldefault .htm for text of the regulations and Interagency Q&A.

10 Avery, Robert B., Raphael W. Bostic, Paul S. Calem, and Glenn B. Canner (1996). “Credit Risk, Credit Scoring, and the Performance of Home

Mortgages.” Federal Reserve Bulletin 82: 621-48. See also: Avery, Robert B., Raphael W. Bostic, Paul S. Calem, and Glenn B. Canner (1999).

“Trends in Home Purchase Lending: Consolidation and the Community Reinvestment Act.” Federal Reserve Bulletin 85: 81-102; Michael S.
Barr (2005). “Credit Where It Counts: The Community Reinvestment Act and Its Critics.” New York University Law Review 80(2): 513-652;
Belsky, Eric, Michael Schill, and Anthony Yezer (2001). The Effect of the Community Reinvestment Act on Bank and Thrift Home Purchase
Mortgage Lending (Cambridge, MA: Harvard University Joint Center for Housing Studies); Evanoff, Douglas D., and Lewis M. Siegal (1996).
“CRA and Fair Lending Regulations: Resulting Trends in Mortgage Lending.” Economic Perspectives 20(6): 19—-46; and Litan, Robert E., et
al. (2001). The Community Reinvestment Act After Financial Modernization: A Final Report (Washington, DC: U.S. Treasury Department).
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concluded that the CRA has had a positive impact on
low- and moderate-income communities. In particular,
the study notes that “CRA-regulated lenders originate a
higher proportion of loans to lower-income people and
communities than they would if the CRA did not exist.”"!

Since the passage of the CRA, however, the landscape
of financial institutions serving low- and moderate-
income communities has changed considerably. Most
notably, innovations in credit scoring, coupled with
the expansion of the secondary market, have led to an
explosion of subprime lending, especially in the last few
years. According to one source, the subprime market
accounted for fully 20 percent of all mortgage origina-
tions in 2005, with a value of over $600 billion.'? Many
of these loans were not made by regulated financial
institutions; indeed, more than half of subprime loans
were made by independent mortgage companies, and
another 30 percent were made by affiliates of banks or
thrifts, which also are not subject to routine examination
or supervision.'

Given the large role played by independent mortgage
companies and brokers in originating subprime loans,
there has been growing interest in extending the reach
of the CRA to encompass these changes in the financial
landscape. Yet to date, there has been little research that
has empirically assessed individual loan performance at
CRA-regulated institutions versus loan performance at
independent mortgage companies, particularly within
low- and moderate-income areas. Instead, most of the
existing literature has focused on determining the share
of subprime lending in low-income communities and
among different racial groups.'* These studies, how-
ever, cannot assess whether loans made by institutions
regulated by the CRA have performed better than those
made by independent mortgage companies. Answering
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this question has been difficult given the lack of a single
dataset that captures details on loan origination as well
as details on loan performance.

A few recent studies attempt to match data from dif-
ferent sources to shed light on pieces of this puzzle. Re-
searchers at Case Western’s Center on Urban Poverty and
Community Development used a probabilistic matching
technique to link mortgage records from the HMDA data
with locally recorded mortgage documents and foreclo-
sure filings.' They found that the risk of foreclosure for
higher-priced loans, as reported in the HMDA data, was
8.16 times higher than for loans that were not higher
priced. They also found that loans originated by finan-
cial institutions without a local branch had foreclosure
rates of 19.08 percent compared to only 2.43 percent for
loans originated by local banks.

Another recent study released by the Center for
Community Capital at the University of North Carolina
uses a propensity score matching technique to compare
the performance of loans made through a LMlI-targeted
community lending program (the Community Advan-
tage Program [CAP] developed by Self-Help, a Commu-
nity Development Financial Institution) to a sample of
subprime loans in the McDash database.!® They found
that for borrowers with similar income and risk profiles,
the estimated default risk was much lower for borrow-
ers with a prime loan made through the community
lending program than with a subprime loan. In addi-
tion, they found that broker-origination, adjustable-rate
mortgages and prepayment penalties all increased the
likelihood of default.

Both of these studies provide important insights
into the relationship between subprime lending and
foreclosure risk, and conclude that lending to low- and
moderate-income communities is viable when those

11 Apgar, William, and Mark Duda (2003). “The Twenty-Fifth Anniversary of the Community Reinvestment Act: Past Accomplishments and
Future Regulatory Challenges.” Federal Reserve Bank of New York Economic Policy Review (June): 176.

12 Inside Mortgage Finance (2007). Mortgage Market Statistical Annual (Bethesda, MD: Inside Mortgage Finance Publications).
13 Avery, Brevoort, and Canner (2007). “The 2006 HMDA Data.” See also: Kroszner (2008). “The Community Reinvestment Act.”

14

15

16

See, for example: Avery, Robert B., Glenn B. Canner, and Robert E. Cook (2005). “New Information Reported Under HMDA and Its Applica-
tion in Fair Lending Enforcement.” Federal Reserve Bulletin (Summer 2005): 344-94; Gruenstein Bocian, Debbie, Keith Ernst, and Wei Li
(2008). “Race, Ethnicity, and Bubprime Home Loan Pricing.” Journal of Economics and Business 60: 110-24; and Calem, Paul S. Jonathan
E. Hershaff, and Susan M. Wachter (2004). “Neighborhood Patterns of Subprime Lending: Evidence from Disparate Cities.” Housing Policy
Debate 15(3): 603-22.

Coulton, Claudia, Tsui Chan, Michael Schramm, and Kristen Mikelbank (2008). “Pathways to Foreclosure: A Longitudinal Study of Mortgage
Loans, Cleveland and Cuyahoga County.” Center on Urban Poverty and Community Development, Case Western University, Cleveland, Ohio.

Ding, Lei, Roberto G. Quercia, Janneke Ratcliffe, and Wei Li (2008). “Risky Borrowers or Risky Mortgages: Disaggregating Effects Using
Propensity Score Models.” Center for Community Capital, University of North Carolina, Chapel Hill.
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loans are made responsibly. However, both studies

are limited in certain important ways. Coulton and her
colleagues do not examine the regulatory oversight

of the banks that made the loans, and are only able

to control for a limited number of borrower and loan
characteristics. Ding and his colleagues are constrained
by having access only to a relatively narrow subset of
loans securitized by the CAP program. Because the
sample of CAP mortgages may not be representative of a
national sample of mortgage borrowers, and especially
since being part of the CAP demonstration may influence
the lender’s behavior and the quality of the loans

they sell to Self-Help, the study’s findings may not be
applicable to lending in low- and moderate-income
areas more generally.

In this study, we attempt to build on these research
contributions by: (a) examining the performance of a
sample of all loans (prime and subprime, and not limited
to a specific demonstration program) made in California
during the height of the housing boom; and (b) control-
ling for a wider range of variables, examining not only
borrower characteristics, but assessing the influence of
loan and lender variables on the probability of foreclo-
sure as well.

Methodology

The quantitative analysis we use relies on a unique
dataset that joins loan-level data submitted by financial
institutions under the Home Mortgage Disclosure Act
(HMDA) of 19757 and a proprietary data set on loan
performance collected by Lender Processing Services,
Inc. Applied Analytics (LPS). Using a geographic cross-
walk file that provided corresponding zip codes to
census tracts (weighted by the number of housing units),
data were matched using a probabilistic matching
method that accounted for the date of origination, the
amount of the loan, the lien status, the type of loan, and
the loan purpose. To check the robustness of the match-

Revisiting the CRA: Perspectives on the Future of the Community Reinvestment Act

ing procedure, we compared the sample statistics from
the matched sample with the same sample statistics from
the unmatched sample and found them to be similar.
The LPS database provides loan information collected
from approximately 15 mortgage servicers, including
nine of the top ten, and covers roughly 60 percent of the
mortgage market. Because the LPS includes both prime
and subprime loans, the sample of loans tends to per-
form better than the sample in other databases such as
Loan Performance First American’s subprime database.
However, we believe that for this paper it is important to
consider both prime and subprime loans in evaluating
the performance of loans made by institutions regulated
under the CRA, since presumably the original intent of
the CRA was to extend “responsible” credit to low- and
moderate-income communities.

For this paper, we limit our analysis to a sample of
conventional, first-lien, owner-occupied loans originated
in metropolitan areas in California between January
2004 and December 2006. This time period represents
the height of the subprime lending boom in Califor-
nia. We also limit our analysis in this instance to home
purchase loans, although other studies have noted that
much of the demand for mortgages during this period
was driven by refinance loans and this will certainly be
an area for further study. This leaves us with 239,101
matched observations for our analysis.

Borrower and Housing Market Characteristics

For borrower characteristics, we include information
from the HMDA data on borrower race and/or ethnic-
ity. Most of the existing research on subprime lending
has shown that race has an independent effect on the
likelihood of obtaining a higher-priced loan.'® HMDA
reporting requirements allow borrowers to report both
an ethnicity designation (either “Hispanic or Latino” or
“Not Hispanic or Latino”) and up to five racial desig-
nations (including “white” and “African American” or
“black”). We code and refer to borrowers who were

17 Enacted by Congress in 1975, the Home Mortgage Disclosure Act (HMDA) requires banks, savings and loan associations, and other financial
institutions to publicly report detailed data on their mortgage lending activity. A depository institution (bank, savings and loan, thrift, and credit
union) must report HMDA data if it has a home office or branch in a metropolitan statistical area (MSA) and has assets above a threshold level
that is adjusted upward every year by the rate of inflation. For the year 2006, the asset level for exemption was $35 million. A nondepository
institution must report HMDA data if it has more than $10 million in assets and it originated 100 or more home purchase loans (including
refinances of home purchase loans) during the previous calendar year. Beginning in 2004, lenders were required to report pricing information
related to the annual percentage rate of “higher-priced” loans, defined as a first-lien loan with a spread equal to or greater than three percent-
age points over the yield on a U.S. Treasury security of comparable maturity.

18 Avery, Canner, and Cook (2005). “New Information Reported Under HMDA.”




identified as “Hispanic or Latino” and “white” as Latino,
borrowers who were identified as “African American or
black” as black, and borrowers who were identified as
“Asian” as Asian. We code borrowers and refer to them
as “white” if they are “Not Hispanic or Latino” and only
identified as “white” in the race field.

We use two other borrower-level variables in the
analyses that follow. From the HMDA data, we include
the borrower income, scaled in $1,000 increments.
From the LPS data, we include the FICO credit score
of the borrower at origination.!” Because FICO scores
are generally grouped into “risk categories” rather than
treated as a continuous variable, we distinguish between
“low” (FICO < 640), “middle” (640 >= FICO < 720) and
“high” (FICO >= 720) credit scores.”” We assume that
lower credit scores would lead to a higher probability of
delinquency and, subsequently, foreclosure.

At the neighborhood level, we include the FFIEC
income designation for each census tract, the same
measure that is used in evaluating a bank’s CRA perfor-
mance. Low-income census tracts are those that have
a median family income less than 50 percent of the
area median income; moderate-income census tracts
are those that have a median family income at least 50
percent and less than 80 percent of the area median
income; middle-income census tracts are those that have
a median family income at least 80 percent and less than
120 percent of the area median income; and upper-
income are those with a median family income above
120 percent of the area median income. In addition to
tract income, we also include variables from the 2000
Census that attempt to capture the local housing stock,
including the percent of owner-occupied units and the
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median year houses in the census tract were built.?! We
also include the tract’s capitalization rate, defined as a
ratio of the tract’s annualized median rent divided by
the median house value. A larger value for this measure
is consistent with lower expected price appreciation or
more uncertain future house prices.?> We would expect
this variable to be positively associated with the relative
likelihood of foreclosure.

In addition to neighborhood-level variables, we also
include a variable on the performance of the local hous-
ing market. Economic research conducted at the Federal
Reserve Bank of San Francisco and the Federal Reserve
Bank of Boston has shown that house price dynamics are
an important predictor of foreclosure.® Because current
house values may be endogenously related to foreclo-
sure rates, we include an OFHEO variable that captures
house price changes in the MSA/metropolitan division in
the two years prior to the loan origination.?* We assume
that loans originated during a time of significant house
price appreciation will be more likely to be in foreclo-
sure, since it is areas that saw prices rising rapidly rela-
tive to fundamentals that have seen the most dramatic
realignment of prices.

Loan Characteristics

In the models that follow, we also include various
loan characteristics that may affect the probability of
foreclosure. From HMDA, we include whether or not
the loan was a “higher-priced” loan. Researchers have
shown a strong correlation between higher-priced loans
and delinquency and foreclosure.” Since higher-priced
loans are presumably originated to respond to the cost
of lending to a higher risk borrower (such as those with

19 Although there are several credit scoring methods, most lenders use the FICO method from Fair Isaac Corporation.

20 In running the models with FICO treated as a continuous variable, foreclosure risk increased monotonically with FICO score declines, and did

not significantly affect the other variables in the model.

21 In some models we tested, we also controlled for neighborhood-level variables such as the race distribution and educational level of the census
tract, but these proved not to be significant in many of the model specifications, and tended to be highly correlated with the FFIEC neighbor-
hood income categories. In addition, we were concerned about including too many 2000 census variables that may not reflect the demographic
changes that occurred in neighborhoods in California between 2000 and 2006, years of rapid housing construction and price appreciation.

22 Calem, Hershaff, and Wachter (2004). “Neighborhood Patterns of Subprime Lending.”

23 Doms, Mark, Frederick Furlong, and John Krainer (2007). “Subprime Mortgage Delinquency Rates.” Working Paper 2007-33, Federal
Reserve Bank of San Francisco. See also: Gerardi, Kristopher, Adam Hale Shapiro, and Paul S. Willen (2007). “Subprime Outcomes: Risky
Mortgages, Homeownership Experiences, and Foreclosures.” Working Paper 07-15, Federal Reserve Bank of Boston.

24 We use OFHEO instead of Case Shiller because Case Shiller is available only for Los Angeles and San Francisco and we wanted to capture
changes in house-price appreciation across a greater number of communities, particularly those in California’s Central Valley.

25 Pennington-Cross, Anthony (2003). “Performance of Prime and Nonprime Mortgages.” Journal of Real Estate Finance and Economics 27(3):
279-301. See also: Gerardi, Shapiro, and Willen (2007). “Subprime Outcomes;” and Immergluck, Dan (2008). “From the Subprime to the
Exotic: Excessive Mortgage Market Risk and Foreclosures.” Journal of the American Planning Association 74(1): 59-76.




impaired credit scores), it is not surprising that this rela-
tionship exists. However, the current crisis has also shed
light on the fact that many loans originated during the
height of the subprime lending boom included addi-
tional features that can also influence default risk, such
as adjustable mortgage rates, prepayment penalties, and
the level of documentation associated with the loan.?
For this reason, we include a wide range of variables

in the LPS data on the terms of the loan, including the
loan-to-value ratio, whether or not the loan has a fixed
interest rate, whether or not it included a prepayment
penalty at origination, and whether or not it was a fully
documented loan. We also include data on the value

of the monthly payment, scaled at $500 increments.
While standard guidelines for underwriting suggest that
monthly costs should not exceed 30 percent of a house-
hold’s income, recent field research suggests that many
loans were underwritten at a much higher percent.

Lender Characteristics

To determine whether or not a loan was originated
by a CRA-regulated institution, we attach data on lender
characteristics from the HMDA Lender File, following
the insights of Apgar, Bendimerad, and Essene (2007)*’
on how to use HMDA data to understand mortgage mar-
ket channels and the role of the CRA. We focus on two
variables: whether or not the lender is regulated under
the CRA, and whether or not the loan was originated
within the lender’s CRA-defined assessment area, gener-
ally defined as a community where the bank or thrift
maintains a branch location.?®

As was described above, CRA regulations apply only
to the lending activity of deposit-taking organizations
and their subsidiaries (and, in some instances, their
affiliates). Independent mortgage companies not only
fall outside the regulatory reach of the CRA but also a
broader set of federal regulations and guidance designed
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to protect the “safety and soundness” of the lender.
In contrast to CRA-regulated institutions, independent
mortgage companies are subject to state licensing and
monitoring requirements and do not undergo routine
examination.

We further distinguish between loans made by a
CRA-regulated lender outside its assessment area and
those made by a CRA-regulated lender within its assess-
ment area. Mortgages made by banks and thrifts in their
assessment areas are subject to the most detailed CRA
review, including on-site reviews and file checks. The
assessment-area distinction also correlates with differ-
ences in the way mortgages are marketed and sold.*® For
example, loans made to borrowers living inside the as-
sessment area are likely to come through the institution’s
retail channel. In contrast, loans made to borrowers
living outside the organization’s CRA-defined assessment
area are more likely to be originated by loan correspon-
dents or mortgage brokers. We assume that if a lending
entity subject to the CRA has a branch office in a metro-
politan statistical area (MSA), then that MSA is part of the
entity’s assessment area. Loans made in MSAs where the
lending entity does not have a branch office are assumed
to be originated outside the entity’s assessment area.*!

Building on recent research suggesting the impor-
tance of mortgage brokers during the subprime lending
boom,*? we also include a loan-source variable that
captures the entity responsible for the loan origination,
even if the loan eventually was financed by a CRA-
regulated lender or independent mortgage company.

We control for whether the loan was made by a retail
institution, a correspondent bank, or a wholesale lender.
Wholesale lenders are third-party originators, generally
mortgage brokers, that market and process the mortgage
application. One important methodological note is that
our models that include the loan-source variable are
run on a smaller sample of loans. In these models, we

26 Crews Cutts, Amy, and Robert Van Order (2005). “On the Economics of Subprime Lending.” Journal of Real Estate Finance and Economics
30(2): 167-97. See also: Immergluck (2008). “From the Subprime to the Exotic.”

27 Apgar, William, Amal Bendimerad, and Ren Essene (2007). Mortgage Market Channels and Fair Lending: An Analysis of HMUDA Data (Cam-

bridge, MA: Harvard University, Joint Center for Housing Studies).

28 We exclude loans originated by credit unions from this analysis; credit unions are not examined under the CRA and comprise a relatively small

proportion of the home-purchase mortgage market.

29 Apgar, Bendimerad, and Essene (2007). Mortgage Market Channels and Fair Lending.

30 Ibid.

31 Our methodology is consistent with that of Apgar, Bendimerad, and Essene (2007), who assume that if a lending entity subject to the CRA has
a branch office in a particular county, then that county is part of the entity’s assessment area.

32 Ernst, Keith, D. Bocia, and Wei Li (2008). Steered Wrong: Brokers, Borrowers, and Subprime Loans (Durham, NC: Center for Responsible Lending).




exclude loans where loan source is equal to “servicing
right” due to endogeneity concerns.** Some financial
institutions specialize in servicing “scratch and dent”
mortgages, which, by their nature, would be more likely
to foreclose.*® Indeed, in early models we found loans
obtained through a servicing right were significantly
more likely to be in foreclosure than loans originated by
any other loan source.

Findings

In Table 1 (at the end of this article), we present
simple descriptive statistics that show the distribution
of loan originations made by CRA-regulated institutions
(CRA lenders) versus independent mortgage companies
(IMCs), stratified by neighborhood income level. The
table demonstrates the important role that IMCs have
played in low- and moderate-income communities in
California during the subprime boom. While CRA lend-
ers originated more loans in low- and moderate-income
tracts than did IMCs, IMCs originated a much greater
share of higher-priced loans in these communities.
Indeed, more than half of the loans originated by IMCs
in low-income communities were higher priced (52.4
percent), compared with 29 percent of loans made by
CRA lenders; in moderate-income communities, 46.1
percent of loans originated by IMC lenders were higher
priced, compared with 27.3 percent for CRA lenders.

[n addition, 12 percent of the loans made by IMCs in
low-income census tracts and 10.3 percent of loans in
moderate-income census tracts are in foreclosure, com-
pared with 7.2 percent of loans made by CRA lenders in
low-income census tracts and 5.6 percent in moderate-
income census tracts.

It is also worth noting the relatively small share of
loans that were originated in low- and moderate-income
communities; only 16 percent of loans made by CRA
lenders were located in low- and moderate-income
census tracts. IMCs made a slightly greater share of their
total loans (20.5 percent) in low- and moderate-income
communities. The relatively limited share of lending in
low- and moderate-income communities may be due
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in part to the high cost of housing in California, yet it
also suggests that on the whole, lending in low- and
moderate-income communities remained a relatively
small share of the lending market for regulated financial
institutions, despite the incentive of the CRA.

These descriptive statistics, however, do not control
for the wide range of borrower and loan characteristics
that may influence the likelihood of foreclosure. For
example, might the higher rates of foreclosure among
IMC-originated loans be due to different risk profiles of
the borrowers themselves? In the following tables, we
present a series of binomial logistic regression models
that predict the likelihood of a loan being in foreclosure,
controlling for various borrower and loan characteris-
tics. In all the models, we cluster the standard errors
by census tract because standard errors are likely not
independent across time within tracts. We also examined
the correlation among the independent variables in each
of the models and found that although many of the fac-
tors we include are interrelated, the models perform well
and the coefficients and standard errors do not change
erratically across different model specifications. We pres-
ent the findings as odds ratios to assist in interpreting the
coefficients.

In Table 2, we present the full model, including all
variables with the exception of loan source. Several find-
ings stand out. First, metropolitan house-price changes
do have a significant effect on the likelihood of foreclo-
sure. Rapid house-price appreciation in the two years
preceding origination significantly increases the likeli-
hood of foreclosure (odds ratio 1.26). This is consistent
with previous research that has linked foreclosures and
delinquencies to local housing market conditions, par-
ticularly in California, where house prices rose quickly
in relation to fundamentals and where subsequent cor-
rections have been quite dramatic.>> A higher percent
of owner-occupied housing in a tract and more recent
construction both also seem to increase the likelihood
of foreclosure, but only slightly. The tract’s capitalization
rate is not significant.

Second, and not surprisingly, FICO scores matter. A
borrower with a FICO score of less than 640 is 4.1 times

33 “Servicing right” as the loan source means that only the servicing rights were purchased, not the whole loan. The lender was likely not
involved in the credit decision or in determining the credit criteria. In some cases, the loan itself may not be salable or may be damaged
(“scratch & dent”). Damaged loans are usually impaired in some way, such as missing collateral or an imperfect note/lien.

34  Pennington-Cross, Anthony and Giang Ho (2006). “Loan Servicer Heterogeneity and the Termination of Subprime Mortgages.” Working

Paper 2006-024A, Federal Reserve Bank of St. Louis.

35 Doms, Furlong, and Krainer (2007). “Subprime Mortgage Delinquency Rates.”




more likely to be in foreclosure than a borrower with a
FICO score of more than 720; for borrowers with a FICO
score between 640 and 720, the odds ratio is 2.68. We
also find that race has an independent effect on fore-
closure even after controlling for borrower income and
credit score. In particular, African American borrowers
were 1.8 times as likely as white borrowers to be in
foreclosure, whereas Latino and Asian borrowers were,
respectively, 1.4 and 1.3 times more likely to be in fore-
closure as white borrowers.* The income of the neigh-
borhood also seems to have some effect on the fore-
closure rate. Loans located in low-income tracts were
1.8 times more likely to be in foreclosure than those in
upper-income tracts, with the risk declining monotoni-
cally as the income of the neighborhood increases.

Yet the model shows that even with controls for
borrower characteristics included, the terms of the loan
matter. Consistent with previous research, we find that
higher-priced loans are significantly more likely (odds
ratio 3.2) to be in foreclosure than those not desig-
nated as higher priced in the HMDA data. But we also
find that other loan features—such as the presence of
a prepayment penalty at origination, a fixed rate inter-
est loan, a high loan-to-value ratio, a large monthly
payment in relation to income, and the loan’s level of
documentation—all have a significant effect on the like-
lihood of foreclosure, even after controlling for whether
the loan was a higher-priced loan or not. A fixed interest
rate significantly and strongly reduces the likelihood of
foreclosure (odds ratio 0.35), as does the presence of
full documentation (odds ratio 0.61). An increase of ten
percentage points in the loan-to-value ratio—for exam-
ple, from 80 to 90 percent loan-to-value—increases the
likelihood of foreclosure by a factor of 3.0.

What is interesting, however, is that even after con-
trolling for this wide range of borrower, neighborhood,
and loan characteristics, loans made by lenders regulat-
ed under the CRA were significantly less likely to go into
foreclosure than those made by IMCs (odds ratio 0.703).
This provides compelling evidence that the performance
of loans made by CRA-regulated institutions has been
significantly stronger than those made by IMCs.
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Even more striking is what we find when we present
the same model with the CRA lender status broken down
by loans made within the CRA lenders’ assessment area
and loans made outside the CRA lenders” assessment
area (with the omitted category being loans originated by
IMCs). Presented in the second column of the table, we
find that loans made by CRA lenders in their assessment
areas were half as likely to be in foreclosure as loans
made by IMCs (odds ratio 0.53). For loans made by a
CRA lender outside its assessment area, the odds ratio is
0.87. In other words, loans made by CRA lenders within
their assessment areas, which receive the greatest regula-
tory scrutiny under the CRA, are significantly less likely
to be in foreclosure than those made by independent
mortgage companies that do not receive the same regula-
tory oversight.

In Table 3, we add information about the source of
the loan. As discussed earlier, we omit observations
where the loan source is indicated as “servicing righ
The model demonstrates the importance of the originat-
ing mortgage-market channel in the performance of the
loan. While the findings for other variables remained
similar to those in models presented above, we find
significant differences in the loan performance among
loans originated at the retail branch, by a correspondent
lender, or by a wholesale lender/mortgage broker. In
particular, loans originated by a wholesale lender were
twice as likely to be in foreclosure as those originated
by a retail branch. This is a significant finding, and it
supports other research that has shown that there were
significant differences between broker and lender pricing
on home loans, primarily on mortgages originated for
borrowers with weaker credit histories.*® Interestingly,
the inclusion of loan source also weakens the effect of
the CRA variables. While loans made by CRA lenders
within their assessment area are still less likely to go into
foreclosure than those made by IMCs (an odds ratio of
0.743), the coefficient for CRA loans made outside the
assessment area is no longer significant. This suggests
that the origination channel is a critical factor in deter-
mining the likelihood of foreclosure, even for CRA-regu-
lated institutions.

t” 37

36 In some additional preliminary analysis, we interacted the race variables with income and found some variation among the coefficients. For
example, while African American borrowers at all income levels were more likely to be in foreclosure, for Asian borrowers, as income went up,
the risk of foreclosure decreased compared to white borrowers. The story for Latino borrowers was more mixed and warrants further research.
However, these interaction terms did not meaningfully alter the other coefficients, and we do not include the interaction terms here.

37 This decreases our sample size from 239,101 to 195,698.
38 Ernst, Bocia, and Li (2008). Steered Wrong.




The Performance of CRA Lending in Low- and
Moderate-Income Census Tracts

While the models above control for the income
category of the neighborhood, they do not explore
the relative performance of loans from CRA-regulated
institutions within low- and moderate-income census
tracts. In other words, on average, the loan performance
of CRA lenders may be better than that of IMCs, but does
this hold true within low- and moderate-income census
tracts, the areas that are intended to benefit the most
from the presence of the CRA? In Tables 4-7, we repli-
cate our analysis above by looking specifically at what
happens when we stratify the models by neighborhood
income level. For each neighborhood classification (low,
moderate, middle, and upper), we present two models:
the first including borrower and loan characteristics, and
the second adding the loan source. Some interesting
differences emerge, both in comparison to the full model
and among the models for the different neighborhood
income categories.

Regarding the restriction of the sample to low-income
neighborhoods, it is interesting to see that the effect of
being a CRA lender loses much of its strength as well as
its statistical significance. With no loan-source control,
the point estimate indicates that CRA loans made outside
the assessment area were only slightly less likely to be in
foreclosure than loans made by IMCs (an odds ratio of
0.95). However, loans made by a CRA lender within its
assessment area remain quite a bit less likely (odds ratio
of 0.73) to be in foreclosure than loans made by IMCs in
the same neighborhoods, and the effect remains statis-
tically significant. In moderate-income communities,
loans made by CRA lenders, both outside and within
their assessment areas, are significantly less likely to be
in foreclosure. In moderate-income communities, loans
made by CRA-regulated institutions within their assess-
ment areas were 1.7 times less likely (an odds ratio of
0.58) to be in foreclosure than those made by IMCs.

Yet, when we include the loan-source variable, the
statistical significance of the effect of CRA lending in
low- and moderate-income neighborhoods disappears.
[t is possible that, in these neighborhoods, the explana-
tory variables other than the CRA-related variables fully
capture the practical application of the prudent lending
requirements of the CRA and other regulations. If this
were the case, then regulations, working through those
factors, would be significant underlying determinants of
loan performance without the coefficients on the CRA-
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related variables themselves showing up as statistically
significant. That said, the estimation results do demon-
strate the importance of the terms of the loan and the
origination source in predicting foreclosure, in particular,
whether or not the loan was originated by a wholesale
lender. Indeed, in low-income neighborhoods, whole-
sale loans were 2.8 times as likely to be in foreclosure
as are those originated by the retail arm of the financial
institution; in moderate-income neighborhoods, whole-
sale loans were two times as likely to be in foreclosure.
Given that these regressions control for a wide range of
both borrower and loan characteristics, it suggests that
more attention be paid to the origination channel in
ensuring responsible lending moving forward.

In the following tables, we present the same analy-
sis for middle- and upper-income census tracts. Here
the results are more in line with the full sample. Loans
made by CRA lenders within their assessment area are
significantly less likely to be in foreclosure than those
made by IMCs, even after controlling for the loan source.
Although at first glance this may be counterintuitive—
why would the CRA have an effect in middle- and upper-
income areas?—we believe that this finding reflects
much broader differences in market practices between
regulated depository institutions and IMCs. Specifically,
while the CRA may have provided regulated financial
institutions with some incentive to lend in low- and
moderate-income communities, the CRA is really only
a small part of a much broader regulatory structure. This
regulatory structure, as well as the very different business
models of regulated financial institutions compared with
IMCs, has significant implications for loan performance,
only some aspects of which we have controlled for in
our regressions.

Although not our focus here, an interesting differ-
ence that emerges across neighborhood income clas-
sifications is the role of the loan-to-value ratio as well
as the variable on previous house-price appreciation. In
middle- and upper-income neighborhoods, these seem
to carry more weight than in low- and moderate-income
neighborhoods, suggesting that in higher income areas,
investment and economic decisions may be more impor-
tant in predicting the likelihood that a borrower enters
foreclosure. In contrast, in low- and moderate-income
neighborhoods, fixed rate and monthly payment seem to
have relatively more importance in predicting the likeli-
hood of foreclosure, indicating that in these communi-
ties it may be more of an issue of short-term affordability.




While these findings are very preliminary and deserve
further exploration, they do suggest that there may be
important differences among communities regarding the
factors that influence the sustainability of a loan.

Conclusions and Policy Implications

This article presents the first empirical examination
of the loan performance of institutions regulated under
the CRA relative to that of IMCs using a large sample of
loans originated in California during the subprime lend-
ing boom. Importantly, by matching data on mortgage
originations from the HMDA with data on loan perfor-
mance from LPS, we are able to control for a wide range
of factors that can influence the likelihood of foreclo-
sure, including borrower and neighborhood characteris-
tics, loan characteristics, lender characteristics, and the
mortgage origination channel.

Before turning to our conclusions and the policy
implications of our research, we would like to empha-
size that these findings are preliminary, and additional
research is needed to understand more fully the rela-
tionship between borrowers, lending institutions, loan
characteristics, and loan performance. We see several
important gaps in the literature that still need to be
addressed. First, it is unclear whether or not our find-
ings for California are applicable to other housing and
mortgage markets. The size and diversity of California
lend it weight as a valid case study for the performance
of CRA lending more generally. However, the high cost
of housing in California may influence the nature of the
findings, and it would be valuable to replicate this analy-
sis in other markets. Second, we focused our analysis on
loans made in low- and moderate-income census tracts,
given the CRA's original “spatial” emphasis on the link
between a bank’s retail deposit-gathering activities in
a neighborhood and its obligation to meet local credit
needs. A yet-unanswered question is the performance
of CRA lending for low- and moderate- income borrow-
ers. In addition, we focus solely on mortgage lending
activities and do not examine the impact that the CRA
investment or service components may have had on the
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current crisis.* Third, the continued importance of race
as a variable deserves further exploration. In all of the
models, African Americans were significantly more likely
to be in foreclosure than whites. While some of this is
likely due to differences in assets and wealth (which

we cannot control for), additional research that can

tease out the underlying reasons for this disparity may
have important implications for fair-lending regulations.
Fourth, we focus this analysis on lending for home pur-
chases, yet an examination of refinance loans may yield
different results. Finally, it may be valuable to specify this
model as a two-step process, where the choice of lender
is modeled separately from loan outcomes, particularly if
the decision to borrow from an IMC versus a CRA-regu-
lated institution is correlated with unobservable charac-
teristics that affect the likelihood of foreclosure.

Despite these caveats, we believe that this research
should help to quell if not fully lay to rest the arguments
that the CRA caused the current subprime lending boom
by requiring banks to lend irresponsibly in low- and
moderate-income areas. First, the data show that overall,
lending to low- and moderate-income communities com-
prised only a small share of total lending by CRA lenders,
even during the height of subprime lending in California.
Second, we find loans originated by lenders regulated
under the CRA in general were significantly less likely
to be in foreclosure than those originated by IMCs. This
held true even after controlling for a wide variety of bor-
rower and loan characteristics, including credit score,
income, and whether or not the loan was higher priced.
More important, we find that whether or not a loan was
originated by a CRA lender within its assessment area is
an even more important predictor of foreclosure. In gen-
eral, loans made by CRA lenders within their assessment
areas were half as likely to go into foreclosure as those
made by IMCs (Table 2). While certainly not conclusive,
this suggests that the CRA, and particularly its emphasis
on loans made within a lender’s assessment area, helped
to ensure responsible lending, even during a period of
overall declines in underwriting standards.*’

The exception to this general finding is the signifi-
cance of the CRA variables in the models that focused

39 For example, regulated financial institutions may have increased their exposure to mortgage-backed securities to satisfy their requirements for
the CRA Investment Test. However, analysis conducted by the Federal Reserve Board suggests that banks purchased only a very small percent-

age of higher-priced loans (Kroszner 2008),1.

40 For an analysis of the quality of loans between 2001 and 2006 see Demyanyk Yuliya, and Otto van Hemert (2008). “Understanding the Sub-
prime Mortgage Crisis.” Working Paper, Federal Reserve Bank of St. Louis, February 4, 2008.




on loans made in low- and moderate-income neigh-
borhoods. In these regressions, when loan source was
not included as an explanatory variable, loans from
CRA-regulated institutions within their assessment areas
performed significantly better than loans from IMCs.
But, when we included loan source, the significance
of the CRA variables disappeared. Even so, loans from
CRA-regulated institutions certainly performed no
worse than loans from IMCs. Moreover, as mentioned
earlier, the practical application of the prudent lending
requirements of the CRA (as well as other regulations)
may have been captured in the other explanatory vari-
ables in the model without the coefficients on the CRA-
related variables themselves showing up as statistically
significant. For example, 28 percent of loans made by
CRA lenders in low-income areas within their assess-
ment area were fixed-rate loans; in comparison, 18.2
percent of loans made by IMCs in low-income areas
were fixed-rate. And only 12 percent of loans made by
CRA lenders in low-income areas within their assess-
ment areas were higher priced, compared with 29
percent in low-income areas outside their assessment
areas and with 52.4 percent of loans made by IMCs in
low-income areas.

Yet the finding that the origination source of the
loan—retail, correspondent, or wholesale originated—
is an important predictor of foreclosure, particularly in
low- and moderate-income neighborhoods, should not
be ignored. This builds on evidence from other research
that suggests that mortgage brokers are disproportion-
ately associated with the origination of higher-priced
loans, particularly outside depository institutions” CRA
assessment areas*' and that mortgage brokers may be
extracting materially higher payments from borrowers
with lower credit scores and/or less knowledge of mort-
gage products.*?

The study also emphasizes the importance of respon-
sible underwriting in predicting the sustainability of a
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loan. Loan characteristics matter: a higher-priced loan,
the presence of a prepayment penalty at origination, a
high loan-to-value ratio, and a large monthly payment in
relation to income all significantly increase the likeli-
hood of foreclosure, while a fixed interest rate and full
documentation both decrease the likelihood of foreclo-
sure. For example, in low- and moderate-income com-
munities, higher-priced loans were 2.3 and 2.1 times,
respectively, more likely to be in foreclosure than those
that were not higher priced, even after controlling for
other variables including loan source.

In that sense, our paper supports the need to reevalu-
ate the regulatory landscape to ensure that low- and
moderate-income communities have adequate access to
“responsible” credit. Many of the loans analyzed in this
paper were made outside the direct purview of supervi-
sion under the CRA, either because the loan was made
outside a CRA lender’s assessment area or because it was
made by an IMC. Proposals to “modernize” the CRA, ei-
ther by expanding the scope of the CRA assessment area
and/or by extending regulatory oversight to IMCs and
other nonbank lenders, certainly deserve further con-
sideration.* In addition, the study’s findings also lend
weight to efforts to rethink the regulations and incentives
that influence the practice of mortgage brokers.**

In conclusion, we believe that one of the more inter-
esting findings of our research is the evidence that some
aspect of “local” presence seems to matter in predicting
the sustainability of a loan: once a lender is removed
from the community (outside their assessment area)
or from the origination decision (wholesale loan), the
likelihood of foreclosure increases significantly. For low-
and moderate-income borrowers and communities, a
return to localized lending may be even more important.
Research on lending behavior has suggested that “social
relationships and networks affect who gets capital and
at what cost.”* Particularly in communities that have
traditionally been denied credit, and where intergenera-

41 Kenneth P. Brevoort, and Glenn B. Canner (2006). “Higher-Priced Home Lending and the 2005 HMDA Data.” Federal Reserve Bulletin

(September 8): A123-A166.
42 Ernst, Bocia, and Li (2008). Steered Wrong.

43 Apgar and Duda (2003). “The Twenty-Fifth Anniversary of the Community Reinvestment Act.”

44 Ernst, Bocia, and Li (2008). Steered Wrong.

45 Uzz, Brian (1999). “Embeddedness in the Making of Financial Capital: How Social Relations and Networks Benefit Firms Seeking
Financing.” American Sociological Review 64(4): 481-505. See also: Holmes, Jessica, Jonathan Isham, Ryan Petersen, and Paul Sommers
(2007). “Does Relationship Lending Still Matter in the Consumer Banking Sector? Evidence from the Automobile Loan Market.” Social

Science Quarterly 88(2): 585-97.




tional wealth and knowledge transfers integral to the
home-ownership experience may be missing, social
networks and local presence may be a vital component
of responsible lending (see Moulton 2008 for an excel-
lent overview of how these localized social networks
may influence mortgage outcomes, for example, by fill-
ing information gaps for both lenders and borrowers).*
Indeed, the relatively strong performance of loans
originated as part of statewide affordable lending
programs,*’ Self-Help’s Community Action Program,*
and loans originated as part of Individual Development
Account programs® all suggest that lending to low- and
moderate-income communities can be sustainable.
Going forward, increasing the scale of these types of
targeted lending activities—all of which are encouraged
under the CRA—is likely to do a better job of meeting
the credit needs of all communities and promoting sus-
tainable homeownership than flooding the market with
poorly underwritten, higher-priced loans. ll
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46  Moulton, Stephanie (2008). “Marketing and Education Strategies of Originating Mortgage Lenders: Borrower Effects and Policy Implica-
tions.” Paper presented at the Association for Public Policy Analysis and Management 30th Annual Research Conference, Los Angeles, Novem-

ber 6, 2008.
47 Ibid.

48 Ding, Quercia, Ratcliffe, and Li (2008). “Risky Borrowers or Risky Mortgages.”

49 CFED (2008). “IDA Program Survey on Homeownership and Foreclosure,” available at http://www.cfed.org/focus.m?parentid=31&siteid=37
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Table 1: Distribution of Lending Activity: CRA Lenders vs. Independent Mortgage Companies

CRA Lenders Independent Mortgage
Companies

Total Loans

Low-Income Neighborhood 3,843 1,487
Moderate-Income Neighborhood 24,795 10,609
Middle-Income Neighborhood 67,766 24,606
Upper-Income Neighborhood 83,563 22,432
All' Neighborhoods 179,967 59,134

Total High-Priced Loans

Low-Income Neighborhood 1,116 779
Moderate-Income Neighborhood 6,765 4,892
Middle-Income Neighborhood 10,573 8,068
Upper-Income Neighborhood 5,307 4,338
All Neighborhoods 23,761 18,077

Total Foreclosures

Low-Income Neighborhood 275 177
Moderate-Income Neighborhood 1,379 1,092
Middle-Income Neighborhood 2,517 1,945
Upper-Income Neighborhood 1,613 1,211
All Neighborhoods 5,784 4,425
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Table 2: Model Predicting the Likelihood of Loan Foreclosure

NEIGHBORHOOD VARIABLES
Neighborhood Income Level (omitted: Upper-Income)

Low-Income
Moderate-Income
Middle-Income

Percent Owner-Occupied
Median Year Housing Built
Capitalization Rate

House Price Appreciation (2 years prior to origination)

BORROWER VARIABLES
Borrower Race (omitted: Non-Hispanic White)

African American
Latino
Asian

Borrower Income

Borrower FICO Score (omitted: High - Above 720)

Low FICO - Below 640
Mid-level FICO - 640-720

LOAN VARIABLES
Higher-Priced Loan (yes=1)
Fixed Interest Rate (yes=1)
Prepayment Penalty (yes=1)
Full Documentation (yes=1)
Monthly Payment
Loan-to-Value Ratio

LENDER VARIABLES

CRA (omitted: Independent Mortgage Company)
CRA in Assessment Area

CRA outside Assessment Area

Observations

*(**)(***) Statistically significant at 10(5)(1) level.
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Odds Rat

1.79**
1.32**
1.21%
1.00**
1,017
0.85

1.26***

1.78%*
1.36*"
1.29**

1.00**

4.09 ***
2.68***

323"
0.35*
1.30 "
0.61*
1.06**
3.00**

0.70***

236,536

CRA

io

Standard
Error

0.149
0.067
0.045

8.69x10*

0.001

0.515

0.019

0.084
0.044
0.052

7.17x10°

0.166
0.087

0.004
0.017
0.036
0.021
0.110
0.080

0.018

CRA with
Assessment Area

Odds Ratio

1.00

1.01

0.75

1.22

1.79
1.36
1.29

1.00

4.07
2.65

3.05
0.35
1.31
0.63
1.05
3.02

0.53
0.87
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*kk
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*Khk
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*Khk

*kk

*kk

*%
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*kk

*Khk

*kk

*kk

*kk

*kk

*kk

*kk

*kk

Standard
Error

0.142
0.064
0.044

8.68x10*

0.001

0.451

0.019

0.084
0.044
0.052

7.26x10°

0.165
0.086

0.104
0.017
0.036
0.022
0.004
0.081

0.017
0.024
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Table 3: Model Predicting the Likelihood of Loan Foreclosure, includes Loan Source

NEIGHBORHOOD VARIABLES
Neighborhood Income Level (omitted: Upper-Income)

Low-Income
Moderate-Income
Middle-Income

Percent Owner-Occupied

Median Year Housing Built

Capitalization Rate

House Price Appreciation (2 years prior to origination)

BORROWER VARIABLES
Borrower Race (omitted: Non-Hispanic White)

African American
Latino
Asian

Borrower Income

Borrower FICO Score (omitted: High - Above 720)

Low FICO - Below 640
Mid-level FICO - 640-720

LOAN VARIABLES
Higher-Priced Loan (yes=1)
Fixed Interest Rate (yes=1)
Prepayment Penalty (yes=1)
Full Documentation (yes=1)
Monthly Payment
Loan-to-Value Ratio

LENDER VARIABLES

CRA (omitted: Independent Mortgage Company)
CRA in Assessment Area

CRA outside Assessment Area

Loan Source (omitted: retail branch)

Correspondent Loan
Wholesale Loan

Observations

*(**)(***) Statistically significant at 10(5)(1) level.
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CRA with
Assessment Area
. Standard
Odds Ratio Error
2.1 *** 0.232
1.35 *** 0.096
1.24 *** 0.063
1.00 *** 0.001
1.01 *** 0.002
0.85 0.680
1.20 *** 0.026
1.77 *** 0.127
1.38 *** 0.066
1.24 *** 0.067
1.00 ** 8.91x105
4,58 *** 0.266
2.73 *** 0.124
2.47 *** 0.119
0.39 *** 0.025
1,55 *** 0.072
0.63 *** 0.027
1.05 *** 0.005
2.53 *** 0.078
0.70 *** 0.018
0.743*** 0.043
0.995 0.057
1.45 *** 0.092
2.03 *** 0.099
195,698
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Table 4: Model Predicting the Likelihood of Loan Foreclosure in Low-Income Neighborhoods

CRA CRA with Assessment
Assessment Area Area and Loan Source
. Standard . Standard
Odds Ratio Error Odds Ratio Error

NEIGHBORHOOD VARIABLES
Percent Owner-Occupied 1.01** 0.005 1.01 0.008
Median Year Housing Built 1.00 0.006 1.00 0.008
Capitalization Rate 0.64 0.742 0.35 0.685
House Price Appreciation (2 years prior to origination) 1.16* 0.092 1.17 0.125
BORROWER VARIABLES
Borrower Race (omitted: Non-Hispanic White)
African American 1.75™ 0.393 1.96 * 0.728
Latino 0.95 0.121 1.09 0.291
Asian 1.25 0.280 1.43 0.396
Borrower Income 1.00 4.43x10* 1.00 6.97x10*
Borrower FICO Score (omitted: High - Above 720)
Low FICO - Below 640 410 0.783 4.00 *** 1.130
Mid-level FICO - 640-720 2.41*** 0.434 2.48 *** 0.632
LOAN VARIABLES
Higher-Priced Loan (yes=1) 3.12** 0.559 2.31 *** 0.591
Fixed Interest Rate (yes=1) 0.29 *** 0.081 0.27 *** 0.104
Prepayment Penalty (yes=1) 1.28* 0.180 1.42 0.361
Full Documentation (yes=1) 0.71* 0.114 0.84 0.150
Monthly Payment 1.10*** 0.031 1.15 = 0.037
Loan-to-Value Ratio 2.35 0.220 1.81 *** 0.262
LENDER VARIABLES
CRA (omitted: Independent Mortgage Company)
CRA in Assessment Area 0.73** 0.115 0.89 0.264
CRA outside Assessment Area 0.95 0.121 0.86 0.244
Loan Source (omitted: retail branch)
Correspondent Loan 1.58 0.536
Wholesale Loan 2.79 *** 0.702
Observations 5,271 3,981

*(*™)(***) Statistically significant at 10(5)(1) level.
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Table 5: Model Predicting the Likelihood of Loan Foreclosure in Moderate-Income Neighborhoods

CRA CRA with Assessment
Assessment Area Area and Loan Source
. Standard . Standard
Odds Ratio Error Odds Ratio Error

NEIGHBORHOOD VARIABLES
Percent Owner-Occupied 1.00** 0.002 1.00 ** 0.002
Median Year Housing Built 1.00 0.002 1.00 0.003
Capitalization Rate 1.21 1.160 0.58 0.806
House Price Appreciation (2 years prior to origination) 1.10*** 0.033 1.10 ** 0.048
BORROWER VARIABLES
Borrower Race (omitted: Non-Hispanic White)
African American 2.13** 0.202 1.88 *** 0.269
Latino 1.32*** 0.089 1.17 0.117
Asian 1.27 *** 0.115 1.15 0.145
Borrower Income 1.00 1.37x10* 1.00 1.14x10*
Borrower FICO Score (omitted: High - Above 720)
Low FICO - Below 640 3.69 *** 0.310 3.72 *** 0.475
Mid-level FICO - 640-720 2.29 " 0.162 2.38 *** 0.242
LOAN VARIABLES
Higher-Priced Loan (yes=1) 2.64 0.181 2.07 *** 0.207
Fixed Interest Rate (yes=1) 0.30*** 0.032 0.37 *** 0.053
Prepayment Penalty (yes=1) 1.14*** 0.057 1.55 *** 0.148
Full Documentation (yes=1) 0.73*** 0.505 0.73 *** 0.062
Monthly Payment 1.09 *** 0.011 1.10 = 0.015
Loan-to-Value Ratio 2.49*** 0.106 2.04 ** 0.125
LENDER VARIABLES
CRA (omitted: Independent Mortgage Company)
CRA in Assessment Area 0.58 *** 0.04 0.96 0.119
CRA outside Assessment Area 0.84 *** 0.048 1.17 0.143
Loan Source (omitted: retail branch)
Correspondent Loan 1.62 *** 0.221
Wholesale Loan 1.96 *** 0.212
Observations 34,933 26,248

*(*™)(***) Statistically significant at 10(5)(1) level.
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Table 6: Model Predicting the Likelihood of Loan Foreclosure in Middle-Income Neighborhoods

CRA CRA with Assessment
Assessment Area Area and Loan Source
. Standard . Standard
Odds Ratio Error Odds Ratio Error

NEIGHBORHOOD VARIABLES
Percent Owner-Occupied 1.01*** 0.001 1.01 0.002
Median Year Housing Built 1.01 *** 0.002 1.00 0.002
Capitalization Rate 0.69 0.636 2.27 2.920
House Price Appreciation (2 years prior to origination) 1.27*** 0.030 P28 0.041
BORROWER VARIABLES
Borrower Race (omitted: Non-Hispanic White)
African American 1.53*** 0.113 1.52 *** 0.176
Latino 1.33*** 0.063 1.31 = 0.091
Asian 117 0.073 1.09 0.093
Borrower Income 1.00 *** 1.14x10* 1.00 *** 1.42x10*
Borrower FICO Score (omitted: High - Above 720)
Low FICO - Below 640 4.22*** 0.261 5.13 *** 0.454
Mid-level FICO - 640-720 2.68 *** 0.130 2.82 *** 0.201
LOAN VARIABLES
Higher-Priced Loan (yes=1) 2.93** 0.142 2.34 *** 0.172
Fixed Interest Rate (yes=1) 0.34*** 0.025 0.35 *** 0.035
Prepayment Penalty (yes=1) 1.30 *** 0.055 1.51 0.111
Full Documentation (yes=1) 0.61** 0.034 0.59 *** 0.040
Monthly Payment 1.06 *** 0.008 1.06 *** 0.010
Loan-to-Value Ratio 3.10 ™ 0.159 2.67 *** 0.127
LENDER VARIABLES
CRA (omitted: Independent Mortgage Company)
CRA in Assessment Area 0.56 *** 0.028 0.80 *** 0.072
CRA outside Assessment Area 0.92*** 0.038 1.06 0.091
Loan Source (omitted: retail branch)
Correspondent Loan 1.39 *** 0.129
Wholesale Loan 1.97 *** 0.147
Observations 91,400 73,603

*(**)(***) Statistically significant at 10(5)(1) level.
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Table 7: Model Predicting the Likelihood of Loan Foreclosure in Upper-Income Neighborhoods

NEIGHBORHOOD VARIABLES
Percent Owner-Occupied
Median Year Housing Built

Capitalization Rate

House Price Appreciation (2 years prior to origination)

BORROWER VARIABLES
Borrower Race (omitted: Non-Hispanic White)

African American
Latino
Asian

Borrower Income

Borrower FICO Score (omitted: High - Above 720)

Low FICO - Below 640
Mid-level FICO - 640-720

LOAN VARIABLES
Higher-Priced Loan (yes=1)
Fixed Interest Rate (yes=1)
Prepayment Penalty (yes=1)
Full Documentation (yes=1)
Monthly Payment
Loan-to-Value Ratio

LENDER VARIABLES

CRA (omitted: Independent Mortgage Company)
CRA in Assessment Area

CRA outside Assessment Area

Loan Source (omitted: retail branch)

Correspondent Loan
Wholesale Loan

Observations

*(*™)(***) Statistically significant at 10(5)(1) level.

CRA
Assessment Area
. Standard
Odds Ratio Error

1.01 *** 0.002
1.01 *** 0.002
2.79 4,720
1.27 *** 0.039
1.67*** 0.148
1.47*** 0.088
1.38*** 0.096
1.00 *** 1.09x10*
3.99 *** 0.301
2.83*** 0.162
3.44 *** 0.225
0.41 *** 0.032
1.40 *** 0.074
0.57 *** 0.036
1.04 *** 0.006
3.52*** 0.127
0.49 *** 0.028
0.84 *** 0.046
104,932

CRA with Assessment
Area and Loan Source

Odds Ratio

1.00 **
1.01 =
3.93

1.26 =~

1.69 =
1.65 ***
1.33 =

1.00 ***

4.64 ***
2.83

2.96 ***
0.45 ***
1.50 ***
0.59 ***
1.05 =**
2.89 =

0.64 ***
0.93

1.37 ***
212 =

91,866

Standard
Error

0.002

0.003

8.280

0.051

0.218
0.141
0.117

1.68x10*

0.498
0.213

0.248
0.045
0.119
0.048
0.007
0.152

0.067
0.096

0.164
0.180
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Expanding the CRA to All Financial Institutions

Liz Cohen and Rosalia Agresti

he Community Reinvestment Act (CRA) was

enacted in response to the fact that minority

and low-income communities were not being

fairly and adequately served by banks which
have been beneficiaries of the U.S. government'’s safety
net since the Great Depression. The federal government,
by expanding its safety net in 2008 to include invest-
ment banks, broker-dealers, and other financial institu-
tions, took the steps necessary to stabilize the global
financial markets. The central premise of this article is
that in return for access to the Federal Reserve’s Discount
Window, investment banks, broker-dealers,! and other
financial institutions should be required to comply with
an updated CRA. Fair access for all Americans to the
full range of financial services is essential to restore our
faith in the U.S. financial system and the health of our
economy.

When the CRA was enacted in 1977 the fundamental
principle of the legislation was that banks should provide
loans and services to the communities from which they
obtain deposits. Despite great progress, large segments
of the United States population continue to be under-
served by the financial services industry and do not have
access to the full range of products and services. This is
illustrated by the subprime mortgage crisis, which has
affected people of every ethnicity and income level,
but has been particularly damaging in low-income and
minority communities.

According to an analysis of loans reported under the
Home Mortgage Disclosure Act, African Americans were
2.3 times more likely and Hispanics were twice as likely
as whites to get high-cost loans after adjusting for loan
amounts and the income of the borrowers. High-cost,
subprime mortgages are often characterized as loans
made to people with low credit scores, and therefore
blemished credit, or little experience with debt. Scant

attention has been paid to the concentration of these
loans in neighborhoods that are largely African Ameri-
can, Hispanic, or both. This pattern of disparate lending
holds true even when comparing white middle-class
or upper-income neighborhoods with similar minority
communities.”

A recent article in The New York Times highlighted
this phenomenon in an analysis of two neighboring
communities in the Detroit metropolitan area:

One, located in the working-class suburb of Plym-
outh, is 97 percent white with a median income

of $51,000 in 2000. To the east, a census tract in
Detroit just inside Eight Mile Road has a very similar
median income, $49,000, but the population there is
97 percent black.

Last year, about 70 percent of the loans made in

the Detroit neighborhood carried a high interest

rate — defined as three percentage points more than
the yield on a comparable Treasury note — while in
Plymouth just 17 percent did.

It is hard to prove why there is such a disparity be-
tween economically similar neighborhoods, but as the
article suggests, a good place to start is the “history of
banks’ avoiding minority neighborhoods, the practice
known as ‘redlining.”?

The Changing Financial Services Business

In 1977, financial services in the United States were
delivered very differently. There were geographic limita-
tions on where banks and thrifts could operate. Consis-
tent with the Glass-Stegall Act, there were restrictions
on the kinds of business that commercial banks could

1 Broker-dealers trade securities for their own account and for their customers.

2 Braunstein, Saundra F., Director, Division of Consumer and Community Affairs, Testimony before the Committee on Financial Services, U.S.
House of Representatives, *“ The Community Reinvestment Act”, February 13, 2008.

3 Vikas Bajaj and Ford Fessenden, “What'’s Behind the Race Gap?” The New York Times, November 4, 2007 .




conduct versus investment banks, broker-dealers, and
thrifts. Commercial banks took deposits to make per-
sonal and commercial loans. Thrifts took deposits and
primarily lent people money to purchase homes. Broker-
dealers accepted people’s money to buy stocks and
bonds. Investment banks accepted investors” money to
raise debt and equity for businesses. Financial services
were a bricks-and-mortar operation where individu-

als and businesses visited their local bank to deposit a
paycheck, establish a savings account, or get a loan.
Individuals also went to their local brokerage to invest
and to the local office of the investment bank to raise
debt and equity to buy or expand their business. The
secondary market was relatively undeveloped. It existed
primarily in the mortgage market where Ginnie Mae
bought Federal Housing Administration (FHA) and Vet-
erans Administration (VA) insured mortgages, packaged
them into pools and sold them to mortgage bond inves-
tors. Fannie Mae and Freddie Mac were agencies of the
federal government that did the same with conventional
first mortgages.

Over the last 30 years, we have seen the expansion,
privatization, and subsequent renationalization of Fannie
and Freddie and unprecedented consolidation in the
financial services industry. The local bank has become a
branch of a larger, national bank, and the local banker
hardly exists anymore. The distinctions that existed in
the types of products and services that the various types
of financial institutions can offer have disappeared. The
Glass-Steagall Act has been virtually repealed, allowing
for the creation of the financial supermarket where one
institution can make loans, underwrite debt and equity,
and sell stocks and bonds. Technological advances such
as direct deposit for payroll and Internet banking have
made bricks and mortar less important to large segments
of more sophisticated customers. According to a 2004
Michigan Law Review article by Michael Barr, banks and
thrifts’” share of financial assets has declined dramatically
since the end of World War Il from 60 percent to about
25 percent.*

Other developments include the advent of 401 (k)
accounts, which has allowed more individual investors
to be responsible for managing their own retirement
accounts. And home loans have become increasingly
complex financial instruments that are bought and sold
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in highly developed secondary markets, severing the
connection between lender and borrower.

Access to the Federal Safety Net

During the Great Depression, the federal government
responded to the crisis of confidence experienced by
depositors with a series of measures including provid-
ing insurance for individual accounts with deposits up
to $100,000 (now $250,000) and the creation of the
Discount Window to provide liquidity to commercial
banks. To ensure that federally insured deposits were
lent in a prudent manner, commercial banks fell under
the regulatory oversight of the Federal Deposit Insurance
Corporation (FDIC), the Office of the Comptroller of the
Currency (OCC) and the Federal Reserve. Today, what
has brought many financial institutions to the brink of
disaster, was a combination of poor quality loans and
insufficient equity capital. The capital markets” increased
liquidity and a voracious appetite for return allowed
financial institutions to operate with highly leveraged
capital structures. When the capital markets broke down,
these institutions were forced to hold assets on their bal-
ance sheets. They became vulnerable to failure because
they did not have the equity to support the assets they
were forced to hold.

Bear Stearns, for example, represents a modern day
equivalent of a run on a bank. The run was fueled by
rumors in the markets that there was a liquidity crisis
at Bear Stearns. The rescue of Bear Stearns was the first
instance of the Federal Reserve providing access to the
Discount Window to a non-commercial bank. JPMorgan
Chase’s subsequent acquisition of Bear Sterns (facilitated
by a federal guaranty), IndyMac’s failure and takeover
by the FDIC, and Bank of America’s acquisition of
Merrill Lynch were precipitated by the market’s loss of
confidence.

In another example, Countrywide was a standalone
mortgage bank, which was thinly capitalized and
had assets of questionable quality. When faced with
mounting losses and limited access to liquidity from the
capital markets, Countrywide ran out of cash and was
unable to operate independently as a going concern.
This led to its sale to Bank of America. To stave off a
similar fate, American Express, Goldman Sachs, Morgan

4 Barr, Michael S. (2004). “Credit Where it Counts: The Community Reinvestment Act and Its Critics” Paper 411, University of
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Stanley and GMAC (among others) have all pursued
bank holding company status to gain access to the

Discount Window and the liquidity safety net it provides.

This phenomenon, where financial institutions of
all stripes are looking for government backing, is not
uniquely American. At the October, 2008 G8 Confer-
ence, European policy makers decided to guaranty the
performance of their banks and convinced U.S. policy
makers to do the same. These extraordinary actions by
the Federal Reserve and by central banks around the
world were necessary to prevent the collapse of the
global financial system. In other words, the current
global financial crisis has precipitated a dramatic expan-
sion of government-backed safety nets.

The Opportunities Created by Extending
the CRA to New Financial Institutions

Including investment banks and broker-dealers in the
CRA should not be seen as a burden. Rather, these institu-
tions could comply with the act in ways that continue to
focus on their core competencies, while simultaneously
increasing access to financial expertise and capital for
low-income, minority, and underserved communities.
This would certainly be in keeping with the amendments
made to the CRA in 2005 that expanded its scope to
disaster areas and underserved rural areas. In the Detroit
neighborhood mentioned earlier, the financial supermar-
kets could provide multiple choices for people looking for
home loans. Investment banks could create funds for and
provide direct investment in businesses owned by low-
income individuals and minorities or businesses located
in low-income and minority communities. Broker-dealers
could sell shares in these funds or the actual debt and
equity securities issued. Investment banks and broker-
dealers could provide training and technical assistance
for individuals, entrepreneurs and small businesses. They
could locate facilities in underserved areas, or provide
sponsorship for charter schools for underserved popula-
tions. Causes such as rebuilding New Orleans after Hur-
ricane Katrina and greater homeownership for low- and
moderate-income people would be greatly aided by the
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participation of the investment banking community. The
possibilities for new financial products offered to low-in-
come individuals are only limited by the investment banks
and broker-dealers’ creativity, ingenuity, and entrepre-
neurial spirit.

It is important to note that most of the loans made by
depository institutions examined under the CRA have not
been higher-priced loans, and studies show that the CRA
has increased the volume of responsible lending to low-
and moderate-income households.” It is also significant
that 50 percent of subprime loans were made by mort-
gage service companies not subject to comprehensive
federal supervision including the CRA and another 30
percent were made by affiliates of banks or thrifts which
are not subject to routine supervision or examinations.®
For those who believe that in exchange for the safety
net comes the responsibility to provide fair product and
service access consistent with safety and soundness,
then compliance with a proven mechanism like the CRA
should prevent some of the abuses that we have wit-
nessed in the subprime crisis from reoccurring.

The genius of the CRA is the flexibility it gives banks
in how they can comply. In addition, there are meaning-
ful penalties for noncompliance, such as the inability
to complete mergers and acquisitions among financial
institutions with less than Satisfactory ratings, and that
banks’ CRA examinations are made public. Given the
consolidation in the financial services industry, the
penalties for noncompliance with the CRA should be re-
vised. One possibility is charging non-compliant institu-
tions penalty rates on loans from the Discount Window.
Another is charging significant fines as a penalty for
non-compliant institutions.

Research has shown that the CRA has been successful
in its original goal of providing fair access to financial
services by expanding access to credit for low-income,
moderate-income, and minority households at a rea-
sonable cost. It has offered a better alternative than any
other similar legislation or government subsidy, and
compares favorably with alternative forms of regula-
tion.” In the recent financial crisis, financial institu-
tions covered by the CRA have increased the volume

5 Yellen, Janet L. president and CEO, Federal Reserve Bank of San Francisco Opening Remarks to the 2008 National Interagency Community
Reinvestment Conference, March 31, 2008. See also, Traiger & Hinckley LLP, The Community Reinvestment Act: A Welcome Anomaly in the
Foreclosure Crisis, Indications that the CRA Deterred Irresponsible Lending in the 15 Most Populous U.S. Metropolitan Areas, January 7, 2008.

6  Barr , Michael S., testimony before the U.S. House of Representatives Committee on Financial Services, “The Community Reinvestment Act:
Thirty Years of Accomplishments, But Challenges Remain,” February 13, 2008.

7 Barr, “Credit Where It Counts.”




of responsible lending to low- and moderate-income
households. Three decades after enactment of the CRA,
it remains flexible with respect to compliance. The
break down of the capital markets has caused regulated
and non-regulated financial institutions to pursue bank
holding company status in search of the safety and the
liquidity provided by the Discount Window. The deci-
sion to expand the Federal Reserve’s safety net to include
investment banks, broker-dealers, and other financial
institutions has preserved the American financial sys-
tem. With financial institutions like Morgan Stanley and
Goldman Sachs pursuing bank holding company status
comes the opportunity to make good on the commit-
ment to provide Americans equal access to the full range
of financial services that the CRA originally promised.
These institutions that use their creativity and intellectual
capital to develop the newest, most innovative prod-
ucts for a select few would now, through compliance
with the CRA, also be required to develop products and
services for the low-income, minority, and underserved
markets. Extending the CRA to the same institutions that
benefit from the safety net would result in the fair access
for all Americans to the full range of financial services
that is essential to restoring our faith in the U.S. financial
system and the health of our economy. l
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