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The Community Reinvestment Act:
its impact on lending in low-income
communities in the United S tates
Michael 5. Barr, Ly nda Y. de la Viiia, Valerie A. Personick,
Melissa A. Schroder, US
(The authors are employees of the U.S. Department of the Treasury. This
paper is the sole responsibility of the authors and may not reflect the official
views of the Treasury Department.)
he Community Reinvestment Act (CRA) was enacted in 1977 to encourage
banks and thrifts to help meet the credit needs of their entire communities in
a manner consistent with safe and financially sound banking practices. According
to many financial institutions, government regulators, community groups, and
academic researchers, CRA has been successful in assisting banks and thrifts to
identify previously unrealized market opportunities in these c mmunities.
CRA encourages federally insured financial institutions to meet the obligations
of their bank charter by providing banking and credit services to all segments of
the communities in which they operate. Under CRA, the bank regulatory agencies - the Federal Reserve Board , the Office of the Comptroller of the Currency,
the Office of Thrift Supervision, and the Federal Deposit Insurance Corporation
- regularly review how well each institution has provided lending, investment,
and banking services to low- and mod erate-in come groups within their assessment areas. Home mortgage lending is also considered in the CRA review,
coupled with the reporting requirements under the Home Mortgage Disclosure
Act (HMDA) and the fair housing lending laws. The CRA ratings are made public
and are used by the regulatory agencies in their consideration of certain applications, including those for proposed mergers and acquisitions.
Changes to HMDA and CRA regulations since the late 1980s have made these
laws more effective. In 1989 HMDA was amended to require public disclosure of
an institution's home mortgage loa n portfolio, which includ es information about
the race, income and location of borrowers. This enhancement contributed to the
strengthening of fair lending enforcement in the 1990s.
CRA regulations were amended in 1989 to make public each institution's
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rating. In 1993, at the request of President Clinton, banking regulators began
reforming the regulations implementing CRA by replacing criteria that had been
viewed as subjective and process oriented with objective performance measures.
Revised regulations were issued in 1995 which effectively streamlined the CRA
review process to assure consistency in regulatory oversight. Banking and thrift
regulators began to apply the new criteria to small banks in 1996 and to large
banks in 1997.
Lending to low- and moderate-income neighborhoods and minority communities has increased significantly. According to private community organizations,
banks and thrifts have made $1.051 trillion in loan pledges to low-income areas
since the inception of CRA in 1977, with over 95 percent of the total occurring
in the past six years. 1 Other data confirm a rapid increase in lending to low- and
moderate-income and minority communities in recent years. Home mortgage
lending, for example, has risen faster for these groups since 1993 than for the
market as a whole. The volume of small business loans und er CRA has grown to
sizable levels and accounts for two-thirds of all the small business loans made by
federa lly insured banks and thrifts. A substantial share of the loa ns, more than
o ne-fifth , went to businesses in low- and moderate-income neighborhoods. As
Federal Reserve Governor Edward Gramlich noted, 'There seems to be little
doubt that most of these outcomes would not have occurred in the absence of
CRA and other fair lending laws. ' 2
This paper reviews data and research studies that demonstrate that CRA has
helped to increase lending to low-income borrowers and in low-income neighborhoods, a nd that expa nded CRA lending has been accomplished while
maintaining so und lending practices and bank profitability. The paper also
discusses literature that draws alternative conclusions, as well as studies that find ,
despite increases in lending and banking services to low- and moderate-in co me
areas and to minority borrowers, that disparities still ex ist between the services
afforded to these communities and those offered to the market as a whole.

Home mortgage lending
Home mortgage lending data show that since improved disclosure of HMDA
data first demonstrated a lending gap in the early 1990s, minority borrowers'
access to the mortgage market has improved dramatica lly co mpared to the
average for th e market as a whole.3
As demonstrated in Table I , there has been a sizable upward shift in the share
of loans obtained by low-income and minority borrowers. The tota l number of
co nventiona l mortgage loa ns increased by 33.0 percent between 1993 and 1997.
In contrast, loa ns to ce nsus tracts where the median income is less than 80 percent
of the med ia n income of the whole metropolitan area increased mu ch more
rap idly - by 45. 1 percent. Similarly, loans to African Americans a nd Hispanics
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also increased much faster than the 33 percent average over the 1993-97 period by 71.6 percent and 45.4 percent, respectively.
Table 1. Number of Conventional Home Purchase Loans, 1993-1997
Between /993 and 1997, conventional home purchase loans to low-income and minority
borrowers grew more rapidly than to other borrowers

Total U.S. Market

Percent change
33.0

By race or ethnicity:
African American
Hispanic

71.6
45.4

By income of borrower (% of MSA median):
Less than 80
80-99
100-119
120 or more

40.3
30.0
24.6
31.7

By income of census tract:
Low or moderate
Middle
Upper

45.1
32.0
31.5

Source: Federal Financial Institutions Examination Council , August 24, 1998.
Other factors may also have contributed to the relatively quicker expansion in
home lending to these groups. The strong economy has led to widespread employment opportunities, a reduction in unemployment rates among all demographic
groups, and a rise in real income. Very favorable mortgage interest rates have
lowered the costs of home ownership and made hou sing more affordable.
Nevertheless, research discussed later tends to confirm that CRA has been a
significant factor in the shift in mortgage lending towards low- and moderateincome communities. As Governor Gramlich noted , 'it is likely that CRA played
an important role in bringing about this shift. '4
The strong growth in home lending to minoriti es is effectively demonstrated
in the more rapid rise in home ownership rates among minori ty households than
for the population as a who le, as seen in Table 2. Home ow nership rates for
African Americans and Hispanics surpassed 46 percent in the first quarter of
1999, rising from 42. 1 percent for African Americans a nd 40.3 percent for
Hispanics at the beginning of 1994. Home ownership ra tes for all households in
the United States increased from 63.8 percent in the first qua rter of 1994 to 66. 7
percent by the first quarter of 1999.
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Table 2. Home ownership Rates, 1994-1999
Since the beginning of 1994, the home ownership rate for African Americans, Hispanics
and lower income households rose much faster than the US average

U S Total

African

63.8
1994:Ql
42.l
1999:Ql
66.7
46.3
Percentage Point Increase
94:lto99:1
2.9
4.2

Hispanic
American

Households with income
less than or equal to the
median

40.3
46.2

48.1
51.2

5.9

3.1

Note: Quarterly data on home ownership by categories shown in table were first
tabulated in 1994.
Although home ownership rates for both minority groups still remain well
below the average of all households, both African Americans and H ispanics experienced more rapid growth in home ownership than the general popu lation over
the past five years. The home ownership rate for African Americans increased by
4.2 percen tage points, almost one and a half times more than the increase in the
average home ownership rate. The home ownership rate for Hispanics increased
by 5.9 percentage points, over two times as mu ch as the average. Growth in home
ownershi p rates for low-income households also exceeded the average for all
households.

Research findings of CRA-related lending
Research has identified a linkage between CRA and expanded lending in low
and modera te income communities. Evanoff and Segal ( 1996) tested the post1990 impact of CRA and other regu latory changes on mortgage lending to
I w-income individuals a nd areas and found that through the 1980s, growth in
mortgage origina tions in low- and moderate-income groups lagged behind that
of other groups. For four of the years in which the overall mortgage market was
expanding rapidly, the low-income group showed the slowest growth and the
moderate-i nco me growth also posted below average growth . HMDA data
how ignificant change, however, in the 1990s. After 1991 , growth was relative ly faster in the two lowest-incom e groups, with the change 'overwhelmingly
statistica lly significant.' The authors conclude that 'this finding uggests that
banks have responded to the CRA and have made significantly more loans in
the low- a nd moderate-income markets,' consistent with the view that banks
were making a significant effort to encourage applications from those neighb rhoods.
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Evanoff and Segal also tested lenders ' objectivity in extending mortgages to
minorities. They found that the odds that a minority applicant would be rejected
for a mortgage loan over the years 1990-1995 diminished relative to the denial
rates for whites. These findings led them to conclude that stricter enforcement of
the CRA and fair lending laws since the early 1990s, contributed to the surge in
credit both to low-income neighborhoods and to minority groups.
Avery, Bostic, Calem, and Canner (1996) also found that increased lending to
low- and moderate-income borrowers relative to other groups (1992 to 1994)
meant that affordable home loan programs were having an effect in metropolitan
areas. In 1993 the number of conventional home purchase loans to low- and
moderate-income borrowers increased by 38 percent. In contrast, the increase that
year to upper-income borrowers was only 8 percent. Figures for growth in 1994
showed a similar pattern, with the number of loans extended to the lower-income
groups rising by 27 percent while loans to upper-income applicants increased 13
percent. The study notes a number of factors which may have contributed to the
relatively rapid increase in such lending on the part of financial institutions.
Among them were newly perceived profit opportunities in previously underserved
markets, a desire to enhance CRA compliance, or a determi nation that such
lending would serve the lenders' interest in community stability.
A case study by LaCour-Little, cited by Governor Gramlich, supports the
conclusion that CRA has made a significant contribution to the growth in the
volume of lending to low- and moderate-income individuals in recent years. 5
LaCour-Little analyzed lending data from 1993-97 for a la rge mortgage lender that
uses credit scoring to screen applicants. He concluded that at least half of the loans
made to low-income individuals living in low-income census tracts would not have
been made if standard credit-scoring methods were the only screening criteria. He
attributed to CRA the fact that loans which scored below the cut-off level were
nonetheless made. Further, the data showed that CRA lending was reaching its
intended target, as recipients of the low-scoring loans were more likely to have
lower income, be members of a minority group, or live in a lower-income area.
Shlay (1998) confirmed that a strong CRA in the past few yea rs has led to a
climate of favorable lending patterns to minority and lower-inco me communities
overall. A comparison of lending patterns in six cities showed that residential loan
growth between 1990 and 1995 to low-income borrowers and in low-income
census tracts was either comparable to or exceeded overall market trends.
Lending patterns improved both for lend ers with CRA agreements with communities and for those without, although ga ins were sma ller among the latter group.
Shlay attributes the widespread growth in lending to previously underserved
communities as a general shift in institutional thinking, spurred by heightened
recognition of new profit opportunities a nd increased attention to CRA ratings.
According to Federal Rese rve eco nomists Avery, Bostic, Calem, a nd Canner
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(1999) , the recent wave of consolidation among banking organizations has not
reduced home mortgage lending to lower-income and minority borrowers and
neighborhoods. The study found that while consolidated organizations reduced
their home mortgage lending in counties in which they operated offices, they
expanded their out-of-market lending by an even larger amount, and increased
their proportion of loans going to lower-income and minority borrowers by more
than institutions not involved in consolidations. These results, the study notes, are
consistent with the view that CRA has been effective in encouraging financial
institutions, particularly those undergoing consolidation, to better serve lowerincome and minority borrowers and neighborhoods.

Small business lending
In ord er to help regulators eva luate a bank's CRA performance, the 1995
changes to CRA also required large commercial banks and savings associations
to collect data on lending activity to small businesses and small farms within their
service areas, in add ition to the data already reported on home mortgages.
Reporting on these markets began in 1996, and a look at the recent data shows
that 'CRA appea rs to be a highly effective federal government program in dealing
with the credit needs of low and moderate income groups.' 6
In the small business market, according to the data collected under CRA
reporting, banks a nd thrifts made 2.4 million small business loans in 1996,
amounting to $147 billion. In 1997, 2.6 million loans were awarded with total
dollar volume at $159 billion. 7 These loans represented two-thirds of all the small
business loans made by commercial banks and savings associations in those years,
and about 45 percent of loa ns from all sources. 8
Roughly half of the loans reported under CRA were awarded to small businesses with revenues of $1 million or less, and the vast majority (about 87 percent)
were for amounts und er$ I 00 ,000. About 485 ,000 loans in 1996 and 525 ,000 in
1997, or one-fift h of the total sm all business loans, went to low- and moderateincome areas.
In addition to small business loa ns, commercial banks made large investments
in community development projects - $17. 7 billion in I 996 and $18.6 billion in
1997. The e funds were used for multi-family affordable housing, co mmunity
services, and retail and commercial revitalization in lower-i ncome neighborhoods. In addition, data collected by the Office of Comptroller of the Currency
found that from 1993 through 1998, national banks invested even time as much
in real dollar terms in community development as they did in the previou twentyeight years. 9
Because comp rehensive data on CRA-related lending is o nly avai lable sta rting
in 1996, stat isti ca lly quantifying the impact of CRA o n small business a nd
community deve lopme nt lending is not possible. However, many fin a ncial insti-
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tutions, government regulators, community groups, and academic research ers
have concluded that CRA has helped banks and thrifts discover previously unrealized market opportunities in low- to moderate-income co mmunities. As
Governor Gramlich has noted , 'While many of these [small business] loans
would presumably have been made without CRA, the size of the gross loan
numbers and their distribution across geographical areas suggest the importance
of CRA in the process. There is also a great deal of anecdotal evidence,
contained in periodic reports of the Federal Reserve Banks, of the success of
various CRA community lending programs.' 10
According to the 1998 Federal Reserve Board 's Report to the Congress on the
Availability of Credit to Small Businesses, many financial institutions have
aggressively expanded small business lending in connection with community reinvestment programs. Bankers have indicated that identifying new marketing
opportunities and redesigning their products and services to increase lending to
underserved segments of the small business community are importa nt outcomes
of the new CRA reporting requirements. For the first time, financial institutions
have accurate information on the geographical distribution of small business
loans, and can better tailor their products to meet the needs of the various
segments of the small business market.
While CRA has been viewed as effective in encouraging ba nks undergoing
consolidation to expand their home mortgage lending in low- and moderateincome markets, research results on the effects of bank mergers and acquisitions
on small business lending are more mixed. Bank consolidation has reduced the
number of small banks and consequently led small business owners increasingly
to turn to large banks for credit. These banks typically rely on strictly objective
lending criteria such as credit scoring in order to reduce the high transactions costs
typically associated with small loans. Large banks are also less likely to make relationship or 'character' loans. As a result, some empirical evide nce shows that
small business credit appears to decline when smaller banks merge with larger
ones. This pattern was most notable for lines-of-cred it loa ns. At the least, the loan
search and transaction costs for a small business to obtain a loan have been shown
to be higher. 11
Other studies of the effects of consolidation have reached the opposite
conclusion, finding that credit scoring does not restrict the total a mount of credit
extended to low- and moderate-income areas overall. That result may be related
to the expansion of lending by credit-scoring banks to low- income borrowers
outside of their local area , as the Avery et al. paper found for the mortgage
market. One study reported that within their loca l service area , banks that credit
score have a smaller share of loans in low-income tracts than local banks that do
not credit score, indicating that 'relationship banking may still be the best way to
reach small businesses in low-income areas. ' 12
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Lending and profitability
Available evidence suggests that CRA lending has been expanded consistent
with safe and sound banking practices. Banks report strong performance of loans
in the low- to moderate-income housing market. For example, Bank of America
in San Francisco has profitably lent more than $10 billion as part of its
Neighborhood Advantage program - a system of low- and moderate-income
home loans - to borrowers throughout the western United States. 13 BankBoston
lent $140 million to low- and moderate-income borrowers and found performance
to be no different than in its regular mortgage portfolio. 14 From 1996 through
1998, Chase Manhattan Bank financed the development of more than 1.6 million
square feet of commercial space and the development of 20,271 units of affordable housing to benefit the stability, growth and economic expansion of
lower-income communities. Chase Manhattan Bank 'made these loans at market
rate and found these activities to be a profitable business for Chase and the performance of these loans to be excellent.' 15 First National Bank of Chicago found that
by increasing the availability of its consumer and mortgage lending products, and
introducing flexible underwriting criteria, the bank's penetration in low- and
moderate-in co me community markets grew. 16 According to Federal Reserve
Chairman Alan Greenspan , 'there is little or no evidence that banks' safety and
soundness have been compromised by [low- and moderate-income] lending and
bankers often report sound business opportunities. ' 17
Banks have also partnered with Community Development Financial
Institutions (CDFis) as an effective way of making loans in low-income neighborhoods. CD Fis are specialized local financial institutions serving low-income
communities. CDFis may include banks, thrifts, credit unions, revolving loan
funds , venture ca pital or micro-enterprise funds that share the mission of serving
unm et credit and financial services needs in these communities. According to
Marisco ( I 995) , CDFis have the expertise and local market knowledge necessary
to meet community credit needs. They are often well positioned to evaluate the
creditworthiness of low-income applicants and to provide loan counseling. 1
These partnerships may lower information costs for banks, enabling them to make
profitable, sou nd CRA loans. 19 In addition , partnerships with Neighborhood
Housing Service organizations, which have reported a significant increase in
investments since the new CRA regulations have taken effect, have helped nearly
I 6 ,000 America ns own their own homes for the first time. 20
In I 996, a survey of 600 large financial institutions active in single-family
lending in metropolitan areas found that 98 percent sai d CRA lending was profitable and th at credit risk was manageable. 21 Federal Reserve Board roundtable
discussions with lenders of affordable home lending programs showed that participants viewed costs of origination and servicing of these loans as higher but
delinquency an d default rates no worse.22 Statistical analysis did not find any
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notable relationship between bank profitability and the level of lower-income
mortgage lending. The lenders noted that increased risks can be mitigated through
the use of flexible underwriting guidelines, buyer education, cred it counseling,
and early delinquency intervention. Similarly, a study by Bear Stearns found that
CRA home mortgage loans had low prepayment risk for investors, and borrower
credit scores (and risk) were consistent with conventional financing guidelines. 23
The Office of the Comptroller of the Currency found that risk management
techniques can be successful in reducing delinquency rates of affordable mortgage
portfolios to levels that are comparable to conventional residential mortgage portfolios. 24 Delinquencies in affordable mortgage portfolios averaged 4 percent in
1996 compared to 3 percent for residential real estate portfolios as a whole. Most
of the disparity was in banks new to the affordable lending market , while banks
that had been in the business for several years had developed strategies for
reducing delinquencies, such as pre-purchase counseling, rapid response intervention programs, and a limit to the layering of risk factors. These techniques
helped to improve loan performance to a level consistent with conventional mortgage loans.
Federal Reserve Board and other studies consistently reaffirm the OCC
conclusions. One study examined the net operating income of commercial banks
that vary in the extent to which they provide home-purchase loans to lowerincome borrowers or in lower-income neighborhoods, and found that banks that
are active lenders in these markets do not have any lower profitability than other
mortgage-oriented commercial banks. 25 Lenders were compensated for the
higher costs of low-income lending through the adjustment of interest rates or
fees for the credit risk of the particular loan products.

Barriers to capital
As demonstrated, CRA can be an effective tool for expanding credit opportunities, and hence economic development , to its targeted communities. However,
market imperfections in the supply of credit persist, highlighting the continuing
importance of a CRA-type mechanism for both the business and home mortgage
markets. 26 In addition to empirical evidence discussed more full y below, economic
literature provides theoretical support for CRA by identifying some of the market
imperfections which may impede equal access to capital for creditworthy
borrowers.
The theoretical studies, such as those by Beshouri and Glennon ( 1996) and
Calomiris et al (1994) , argue that government intervention may be required in
circumstances where there is concentration or imperfect co mpetition between
lenders serving a region. The presence of uncertainties or the lack of information
may lead to missed opportunities for profitable lending as well. If lenders are
uncertain about the profitability of lending in low-income or minority neighbor-
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hoods, but acquiring information about such opportunities involves some cost,
lenders may forego or postpone such lending even if at some point in the future
it may be potentially profitable. Also, since information has the properties of a
public good, individual lenders may invest considerably less in researching such
possibilities than they wou ld if they could permanently retain the rights to such
information. This would be particularly true for institutions that do not have prior
experience in minority or low-income markets and thus may find assessing the
creditworthiness of minority borrowers relatively difficult. Altering the incentives
of competing lenders through regulations such as CRA, these authors argue, can
effectively induce lenders to incur such costs, thereby leading to a benefit for the
community as a whole as well as for similar communities elsewhere.

Barriers to Business Credit
Although data on CRA-related lending in 1996 and 1997 showed a large
volume of small business loans to low- and moderate-income areas, the same data
reveal that the number of loans per business and the aggregate dollar amount of
loans per business were smaller in low-income areas than in upper-income neighborhoods. 27 In 1997, the loan-to-business ratio in upper-income areas was
roughly 40 percent greater than the ratio in low-income areas. The disparity in the
aggregate dollar amount of loans relative to the number of businesses in the area
was somewhat narrower, due to a higher concentration of larger businesses (such
as manufacturi ng plants) in low-income tracts.
Lack of fina ncial assets and access to credit are often cited as among the
primary barriers to the expansion and success of minority self-employment and
minority-owned businesses. Minority enterprises represent a small share of the
business community, accounting for just 11.4 percent of all firms and six percent
of total business receipts in 1992 despite the fact that minorities represent onefourth of the U.S. population. While African Americans acco unted for
approximately 12 percent of the population in 1992, African American-owned
businesses represented 3.6 percent of all businesses that year and accounted for
just I perce nt of all business receipts. A study of self-employment trends since
1910 (Fairlie a nd Meyer, 1997) found that white workers were three times as likely
to be self-employed as were African American workers. Of 200 minority business
owners responding to a 1998 survey by the Organization for a New Equality
(O.N.E.) , 89 percent had applied for a bank credit product, but fewer than half of
the applicants (43 percent) had ever received a product. 28
Numerous studies reveal that minority-owned small busine es face greater
obstacles in obtaini ng credit than do other businesses. Bates ( 1991 , 1997) found
that after controlling for net worth , education, age, and other factors, African
Americans get smaller bank loans than whites who possess identical traits.
Further, the s maller loans made to African American-owned businesses
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contributed to higher failure rates. After adjusting for the smaller loan size that is
associated solely with being African American, the predicted number of African
American firm failures drops to a rate that is close to the failure rate for white firms
with otherwise similar characteristics. According to Bates, the reason African
Americans receive smaller loans is rooted in both low household wealth, and an
inability to leverage equity capital and human capital because of discriminatory
lending patterns. All other things being equal , African Americans were able to
borrow an extra $0.92 worth of debt for every dollar of equity, while whites were
able to borrow $1 .17. Human capital variables such as edu cation and managerial
experience were significant determinants of loan size for whites but not for African
Americans; in other words, African Americans were unable to leverage their
college credentials when applying for a loan to finance a sma ll business.
A study by the Woodstock Institute (Immergluck, 1998) using CRA data found
that loan marketing and originations for small business lending is consistent with
explanations of discrimination or redlining. After controlling for industrial mix ,
firm size, and firm population, Immergluck found that lower-income and
minority areas (particularly Hispanic) suffer from lower lending rates than
higher-income and white neighborhoods. Wells Fargo Bank (1 997) sponsored a
study that demonstrated that Hispanic business owners a re far less likely than
non-Hispanic owners to have the business capital they need . M oreover, Hispanics
are rejected far more often for financing compared with non -Hispanics.
According to a study based on data from the 1993 National Survey of Small
Business Finances (Blanchflower, Levine, and Zimmerma n, 1998), African
American-owned firms are more than twice as likely to have a loa n application
rejected than white-owned firms (66 percent versus 27 percent), while the rejection rate for Hispanic-owned firms (36 percent) is about o ne-third higher. Even
after controlling for a large number of characteristics, including location, African
American-owned firms in particular are substantially more likely to be denied
credit. All other things equal, the likelihood of loan deni al is 26 percent higher
than for white-owned firms. For African American owners with no history of
credit problems the increased likelihood is still 24 percent. In addition , African
American-owned businesses pay one percentage point more in interest , even for
firms with good credit histories. The authors conclude that African Americans
face a significant disadvantage in the market for small business credit that does
not appear to be due to differences in creditworthiness or geography.
The study also found that African American and white-owned firms with
similar financial and other characteristics differed widely in only one area when
asked about the major business problems they faced , and that was in access to
capital. This result mirrors evidence from other surveys. For example, the
Census Bureau's 1992 Characteristics of Business Owners Survey found that
African American and Hispanic-owned firms reported stronger negative impacts
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from credit market conditions and a lack of financial capital than white-owned
firms.
Blanchflower et al. note that the results of their study may be biased toward
finding too small a disparity in lending rates, since minority-owned firms that
actually apply for credit may represent a selected subsample of the most creditworthy. Some existing firms did not apply for a loan, although credit was needed ,
for fear that their application would be rejected. African American-owned firms
were 44 percentage points more likely to cite this, and Hispanic-owned firms 22
points more likely. After adjusting for credit factors, a gap of 26 and 15 points still
remained.
In another study, the Greenlining Institute also found evidence that minority
business owners are more likely to be discouraged about obtaining credit. 29 Their
survey of minority firms in Orange and Los Angeles counties revealed that threequarters of minority-owned firms do not even bother to apply for business loans
or lines of credit because they are convinced that banks have little to offer them
or will rej ect their application.

Barriers to mortgage credit
Although relative lending rates for low-income and minority borrowers have
improved dramatically, wide disparities persist. Munnell et al. (1996) showed that
even after controlling for wealth, credit histories, loan-to-value ratios, and other
factors affecting the mortgage loan decision , a statistically and economically
significant gap between white and minority rejection rates remained. Their results
showed that African American and Hispanic mortgage applicants in the Boston
area face a probability of denial that is roughly eight percentage points higher
than that fac ing a white individual with the same economic characteristics.
A number of other studies confirmed the results from the Munnell et al. study
and an earlier version. 3 Carr and Megbolugbe (1993) used adjusted data from
Munnell et al. , plus supplementary information on credit risk, and found clear
statistical evidence of differential treatment, with minorities receiving systematically lower credit ratings. Using a model similar to Munnell et al. to evaluate the
Boston and Philadelphia markets, Schill and Wachter (1993) also found that since
individu al risk characteristics may be highly correlated with neighborhood risk
characteristics, the evidence on individual lending patterns was consistent with
redlining and discrimination.
Tootell (1996) reached similar conclusions about neighborhood discrimination. Hi s study found evidence of discrimination based on the race of the
applicant, and notes that the racial composition of the neighborhood is highly
correlated with the race of the applicant. His evidence furth er suggests the existence of redlining because there is a higher chance that private mortgage
insuran ce (PMI) will be required in minority neighborhoods, even after control-
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ling for the economic and personal variables of the applicant, thereby raising the
cost of borrowing. An applicant rejected for PMI is usually rejected for a mortgage, while if PMI is required and approved, the cost of the loa n is higher.
Another report (Canner, Gabriel, and Woolley, 1991) concludes that after
controlling for default risk, minority households are less likely to obtain conventional financing than white households. Minorities with th e same demographic
and economic characteristics as white borrowers are approximately three-fifths as
likely as their white counterparts to get a conventional loan, while white
borrowers with the same characteristics as minority borrowers a re 2.5 times as
likely to obtain such loans.

Critiques of CRA
Many of the negative reviews of CRA in the literature seem to have their foundation in an article by Macey and Miller (1993) , which , the authors acknowledge,
was dependent on 'impressionistic evidence' rather than on empirical work based
on thorough statistical testing. The authors' main criticisms are first , if there were
profitable lending opportunities within a community, banks would seek them out
on their own. Second, they argue that the CRA burden is not equally shared.
CRA imposes a 'tax ' on some types of financial institutions (banks and saving
associations) and not others (pension funds, credit unions, mortgage banks, etc.);
and banks that have few retail operations (such as wholesale and trust banks) find
compliance difficult. They also contend that banks located within economically
depressed areas have more responsibilities and costs than other banks, discouraging banks from expanding to these areas. Third , according to the authors banks
cannot comply with CRA without sacrificing profit and safety, because CRA
loans are less profitable on average than other loans, and banks are forced to adopt
high loan-to-value ratios, low-cost checking, and other practices that have a higher
degree of risk. Further, CRA puts up obstacles to mergers and acquisitions,
impeding the efficiency of the banking system. Fourth , they assert that CRA
raises costs. Direct costs of compliance are high and excessive documentation is
required because the CRA ratings are inexact and subj ective, they contend, and
indirect costs also arise from the public relations campaigns that banks have to
wage in order to convince community groups not to challenge their merger applications.
Bierman, Frasar, and Zardkoohi ( 1994) followed up with a paper specifically
designed to test Macey and Miller's conclusions with actual data. They found that
banks with high CRA ratings did have significantly lower interest income, which
the authors equate to a measure of bank profitability. They argue that this
conforms with Macey and Miller's contention that institutions subject to CRA are
at a competitive disadvantage. However, other tests of loan performance in the
Bierman et al. study, as well as those und ertaken by the Federa l Reserve and the
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OCC, do not support the Macey and Miller contention that CRA lending is less
safe. In fact, loans made by banks that have high CRA ratings were not found by
the authors to be any riskier than those made by low-rated banks.
The Macey and Bierman analyses were performed before the 1995 reform of
the CRA enforcement system was put into place. As explained above, those
reforms transformed the somewhat vague criteria into evaluations based on actual
performance. The examination process was also streamlined, particularly for
small banks, to make compliance less burdensome. A recent analysis by the
banking regulators estimated that small banks spend only 10 hours per year on
CRA record keeping and reporting requirements. 31
Another critique by Lacker (1995) argues that evidence of market failure in
neighborhood lending or of redlining by banks is inconclusive. According to
Lacker, CRA thus becomes a redistributive program, transferring resources to
low-income neighborhoods by imposing a 'tax' on banks and savings associations. When the law was enacted in 1977, bank charters conveyed numerous
benefits; however, Lacker argues that the banking environment and technology
have changed substantially since then, eroding the advantages of banks relative
to nonbank competitors. He argues that banks now compete with non-bank
lenders and that the CRA is an unfair burden. However, Lacker offers no evidence
that the burdens of the bank charter outweigh its benefits, including deposit insurance, access to the Federal Reserve Board's discount window, and other services,
and as noted above, evidence of continued barriers to capital is well documented
in numerous other studies.
A further review of the Macey and Miller arguments was conducted by Hylton
and Rougea u ( 1996). They provide theoretical arguments refuting several of the
major arguments against the CRA but supporting several others. For exa mple,
they show that there are circumstances where banks will miss profitable lending
opportunities even though their lending decisions are thought to be rational and
financially sound. One example is when there are positive neighborhood externalities - where renovation or construction of a few houses or stores would
improve the whole neighborhood, yet the value of a loan to the bank is lower than
the 'social value' of the loan. Another example is the case where credit markets
are not in equilibrium (for example, a bank offers a below-market interest rate for
public relations purposes) and as a result , credit-rationing leaves a number of
equally qualified applicants available, making it possible for the bank to discriminate without suffering any economic costs. This can also happen w,hen markets
contain a large share of borderline applicants, as is the case in the home mortgage
market.
The authors also dismiss the Macey and Miller argument that CRA forces
banks to search in unpromising areas for lending prospects by noting that banks
already spend a great deal of time in such activities - for example, coaching border-
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line mortgage loan applicants. CRA might be understood as a means of making
an investment in good will. These are several examples of market failures that
enforcement of fair lending laws may not resolve but that CRA could alleviate.
The problems with CRA, according to the authors of this study, are that it
could create disincentives for banks to expand to distressed areas, a nd it singles
out federally insured banks and thrifts for regulatory oversight. Their recommendation is to shift to a subsidized approach involving incentives for banks to
lend in low-income areas.
With respect to the possible disincentive effect, it should be noted that under
current regulations implementing CRA, a bank's assessment area 'must ... consist
generally of one or more MS As [metropolitan statistical areas] , ... or one or more
contiguous political subdivisions, such as counties, cities, or towns,' and if the
bank chooses only a portion of such areas, the area may not 'reflect illegal
discrimination' and may not 'arbitrarily exclude low- or moderate-income geographies ... ' 32 Given these rules for determining assessment areas, it is unlikely that
a bank could, in order to avoid its obligation to serve a low-income community,
simply choose not to locate a branch or serve that community at all, and the
authors provide no empirical support for their view.
A last point of their article is that market forces may be moving financial institutions in ways consistent with CRA. Banks have seen their deposits fall as mutual
funds and other sources of investment have grown, and may increasingly turn to
under-banked inner-city communities as a source of new markets, especially with
the push toward direct deposit of government transfers.
Much of the literature critical of CRA referred to early concerns about the
program, which have since been rectified. Issues regarding ambiguities in processes
and procedures in CRA bank ratings have been corrected by regulatory reforms.
The arguments in the literature that banks will always be able to identify the most
profitable and sound lending decisions, absent CRA , have been demonstrated not
to hold in circumstances that give rise to externalities and social costs, circumstances which are often encountered in low-income communities. Moreover, the
evidence that markets for business and mortgage cred it remain imperfect appears
to be fairly well documented. It has been demonstrated that CRA loans are profitable, delinquency and default rates are equivalent to conventional loans, and
prepayment risk for investors is low. The literature has not yet conclusively
addressed the applicability of CRA beyond federa lly insured banks and thrifts.

Conclusion
Academic research and available data confirm that CRA has played an important role in expanding access to credit to help rebuild housing, create jobs and
restore the economic health of communities across the United States. Lending by
financial institutions subject to CRA accounts for alm ost half of all small busi-
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ness loans, and has made a significant contribution to the increase in home
ownership in low-income neighborhoods. The available evidence also suggests
that this expansion of credit has occurred consistent with safe and sound
banking practices. CRA lending is profitable to banks and performance is in line
with conventional types of lending. While significant strides have been made in
meeting the credit needs of all communities, academic research documents a
continuing need for CRA and other mechanisms to ensure that access to capital
is available in all our nation's communities.
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