
di s c ri m i nat ion in the mortgage ma rket, let alone how to 
re ct ify it.

At the ro ot of this problem is a lack of ag re ement
ab out what con st i tutes il le gal di s c ri m i nat ion and why
so ciety shou ld el i m i nate it. After all, ma ny forms of di s-
c ri m i nat ion are perfe ct ly le ga l: men pay hig her prem i-
ums for life insura nce than women, women pay hig her
pric es for ha i r cuts than men, sen ior- ci t izen di s cou nts are
com monplac e, you ng ch ild ren eat free at ma ny restau-
ra nt s, and Ch ri st ian chu r ches are allowed to excl ude Bud-

d h i sts as pastors. Even the Equal Cre dit Opp ortu n i ty Act
ex pl ici t ly allows di s c ri m i nat ion; lenders may di s c ri m i-
nate on the basis of age, as long as it works to the adva n-
tage of older loan appl ica nt s. 

So why is mortgage di s c ri m i nat ion il le gal? In this art i-
cle, we rev iew the cu rrent deb ate over di s c ri m i nat ion in
mortgage lendi ng, ex plori ng what con st i tutes mortgage
di s c ri m i nat ion and the pu rp oses of ant idi s c ri m i nat ion
laws. As we will arg ue, di sag re ements over those two iss ues
u nderl ie much of the cu rrent cont roversy ab out the per-
vas iveness of mortgage di s c ri m i nat ion.

Unfortu nately, ma ny econom i sts and pol icy ma kers se em
to ass u me impl ici t ly that bigot ry is the on ly form of di s c ri m-
i nat ion that is, or shou ld be, il le ga l. As we show, however, that
ass u mpt ion is incon s i stent with the way fa i r- lendi ng laws are
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w ri t ten and enfor c e d. The laws are des ig ned to el i m i nate any
dif ferent ial treat ment of prote cted groups, re ga r d less of
mot ive. This confus ion ab out what con st i tutes mortgage di s-
c ri m i nat ion has mudd led the deb ate and foresta l led ag re ement
over how to proceed with publ ic pol icy. 

If fa i r- lendi ng laws do not ex i st simply to rid the lend-
i ng pro c ess of bigoted behav ior, what is their pu rp ose ?
After con s ideri ng a va riety of poss i-
ble answers, we prop ose that the pri-
ma ry pu rp ose of the laws is to el i m-
i nate the ne gat ive spil lover ef fe ct s
t hat can ari se when a la rge se g ment
of the popu lat ion is den ied equa l
ac c ess to a good or a serv ic e — home
ow ners h ip in this case. Any honest
deb ate ab out fa i r- lendi ng laws must
add ress the natu re and size of those
spil lover ef fe cts if it is to come to a
con st ruct ive resol ut ion.

THE MORTGAGE DISCRIMINATION DEBAT E

recent years have seen a heated debate among 
academ ic econom i sts and pol icy ma kers as to whet her mort-
gage lenders systemat ica l ly di s c ri m i nate aga i n st minori ty
appl ica nt s. Although com mu n i ty groups had long alle ge d
w idespread di spa ri t ies in the allo cat ion of mortgage cre d-
i t, the iss ue was brought squa rely into publ ic view with the
release of new data ab out mortgage- lendi ng pat tern s.

HMDA to the Rescue Under the Home Mortgage Disclosure
Act (hmda), a large percentage of lenders began in 1990
to track the disposition of mortgage applications and to
keep information about the race, gender, income, and cen-
sus tract of each loan applicant. The hmda data, summa-
rized in Table 1, showed for the first time the strikingly
higher rejection rates for black and Hispanic applicants
relative to white applicants.

The hmda data, not surpri s i ng ly, created a mael st rom
of publ ic scrut i ny of the mortgage fina nce ind ust ry. Ma ny
com mentators to ok the data as incont rovert i ble ev idenc e

of widespread and systemat ic di s c ri m i nat ion aga i n st
m i nori t ies on the pa rt of mortgage lenders. But as lenders
a nd ot her observers poi nted out, the hmda data lack key
u nderw ri t i ng informat ion (e. g., an appl ica nt’s loa n- to- va l ue
rat io, liqu id asset s, and cre dit history). Therefore, there is no
way to determ i ne whet her the di spa ri t ies shown by the
hmda data are the result of il le gal di s c ri m i nat ion or of

dif ferenc es in cre di twort h i ness. If black and Hi spa n ic appl i-
ca nts tend to have hig her debt pay ment- to- i ncome rat ios and
p o orer cre dit histories than wh i te appl ica nts do, those dif-
ferenc es cou ld fu l ly ex plain the hig her observed den ia l
rates ex p erienced by black and Hi spa n ic appl ica nt s. Unfor-
tu nately, hmda data ca n not be used to di s c ern the sou r c e
of den ia l- rate di spa ri ty. 

The Boston Fed Study To address the shortcomings of the
hmda data, researchers at the Federal Reserve Bank of
Boston performed a more comprehensive study of the fac-
tors affecting mortgage-lending decisions. The researchers
surveyed Boston-area financial institutions about their
1990 mortgage loan applications. In the end, they received
information on 38 financial, credit history, and employ-
ment var iables from more than 3,000 applications at 131
financial institutions.  Those data were then combined
with the information already available through hmda
and census data.

This now- fa mous Boston Fed study was released to the
publ ic in late 1992. The aut hors of the study concl ude d
t hat appl icat ions from minori t ies in the Boston met rop ol-

Table 1

Denial Rates of Conventional Home Purchase Loan Applications
(Percentages by race and year)

Race of Applicant 1 9 9 0 1 9 9 1 1 9 9 2 1 9 9 3 1 9 9 4 1 9 9 5 1 9 9 6 1 9 9 7 1 9 9 8

American Indian/Alaskan Native 2 2 . 4 2 7 . 3 2 6 . 6 2 7 . 8 3 1 . 6 4 1 . 4 5 0 . 2 5 1 . 9 5 2 . 9

A s i a n / Pa c i fic Islander 1 2 . 9 1 5 . 0 1 5 . 3 1 4 . 5 1 2 . 0 1 2 . 5 1 3 . 8 1 2 . 7 1 1 . 8

Black 3 3 . 9 3 7 . 6 3 5 . 9 3 4 . 0 3 3 . 4 4 0 . 5 4 8 . 8 5 3 . 0 5 3 . 7

H i s p a n i c 2 1 . 4 2 6 . 6 2 7 . 3 2 5 . 2 2 4 . 6 2 9 . 5 3 4 . 4 3 7 . 8 3 8 . 7

W h i t e 1 4 . 4 1 7 . 3 1 5 . 9 1 5 . 4 1 6 . 4 2 0 . 6 2 4 . 1 2 5 . 8 2 6 . 0

O t h e r 1 9 . 0 1 9 . 9 2 1 . 0 2 3 . 1 2 3 . 8 2 9 . 6 3 0 . 0 2 2 . 5 2 5 . 9

Joint (White and Minority) 1 4 . 9 1 7 . 5 1 7 . 6 1 7 . 7 1 7 . 2 2 2 . 4 3 2 . 3 2 3 . 6 2 2 . 6

Source: Federal Financial Institutions Examination Council, Home Mortgage Disclosure Act data.

The confusion about what constitutes mortgage

discrimination has muddled the debate and fore-

stalled agreement about public policy.



i tan area were ab out 50 per c ent more likely to be rej e cte d
t han were appl icat ions from wh i tes, even after cont rol l i ng
for the factors that banks use to determ i ne cre di twort h i ness:
“This means that 17 per c ent of black or Hi spa n ic appl i-
ca nts instead of 11 per c ent [the den ial rate among wh i te
appl ica nts] wou ld be den ied loa n s, even if they had the
sa me obl igat ion rat ios, cre dit history, loan to va l ue, and
prop erty cha racteri st ics as wh i te appl ica nt s” (Alicia Mu n nel l
et al. “Mortgage Lendi ng in Boston: Interpret i ng hmda
Data.” Federal Reserve Bank of Boston Work i ng Pap er 92-
7, Octob er 1992, p. 44).

Ne e d less to say, the results of the Boston Fed study have
b e en hot ly deb ate d, both in academ ic and publ ic pol icy
a renas. Although the deb ate has been at times esoteric, at

its core have been the pract ical pol icy quest ions of how
b est to dete ct, meas u re, and el i m i nate di s c ri m i nat ion. 

Bad Data Better than No Data? Some of the most str ident
criticism of the Boston Fed study has been direc ted at the
reliability of its data. Many authors have cited a variety of
“errors” that may have biased the Boston Fed’s results
toward a findi ng of di s c ri m i nat ion. For exa mple,
researchers who have examined the Boston Fed’s data
have found a large number of instances of debt payment-
to-income ratios greater than 100 percent, of negative net
worth, and of mistakes in coding a loan’s approval or
rejection. Although data problems are endemic in eco-
nomic sur vey data, the Boston Fed’s data seem especially
problematic.

S i nce the initial release of the Boston Fed rep ort, ma ny
fol low up studies have used the Boston Fed’s data, at tempt-
i ng to corre ct for and assess the ef fe cts of errone ous data on
t he Boston Fed’s concl us ion s.  It shou ld come as no surpri se
t hat when econom i sts fo cus on a pol icy quest ion the fina l
a n swer is inconcl us ive, with hig h ly resp e cted resea r chers
com i ng down on ei t her side of the iss ue. In our opi n ion,
t hose who di spute the Boston Fed’s results ma ke ma ny
comp el l i ng poi nt s, but their ef forts are often st ra i ned and
t hey app ear at times to let their prior bel iefs ab out whet her
lenders di s c ri m i nate drive their concl us ion s. At the sa me
t i me, however, those who supp ort the Boston Fed’s findi ngs
often se em too wil l i ng to di s m i ss cri t icisms of the data. 

Do It the Right Way The Boston Fed study also has been
widely criticized for its methodology. At issue is whether
the Boston Fed researchers properly modeled the loan

application and underwriting process. More specifically,
critics of the study charge that the Boston Fed researchers
omitted important underwriting variables from their sta-
tistical model and that their statistical techniques fail to
account for the negotiation that takes place between the
applicant and the lender. Once again, although many of
the concerns are valid, economists have been unable to
reach a consensus as to the import of those criticisms for
the study’s conclusions.

The Becker Paradox Perhaps the most contentious debate
that emerged following the release of the Boston Fed study
has been about the proper method of uncovering discrim-
inatory behavior. In his 1993 Nobel Lecture, “The Eco-

nomic Way of Looking at Behavior”
( Jo u rnal of Pol i t ical Economy 1 0 1 ) ,
Gary Becker challenged the Boston
Fed study’s concl us ion s, arg u i ng
that bigoted lenders would be will-
ing to sacrifice the profit they might
earn by approving marginally qual-
ified minority applicants to satisfy
their “tastes for discrimination.” In
Becker’s view, the proper way to
detect discrimination is to do so

directly, by comparing the relative profitability of loans to
m i nori t ies and wh i tes: “This re qu i res exa m i n i ng the
default and other payback experiences of loans, the inter-
est rates cha rge d, and so fort h. If banks di s c ri m i nate
against minority applicants, they should earn greater prof-
its on the loans actually made to them than on those to
whites” (p. 389).

This the ory of di s c ri m i nat ion gives ri se to the Be c ker
Pa radox: On the one ha nd, at banks that di s c ri m i nate, den ia l
rates for minori t ies will tend to be hig her than den ial rates
for wh i tes. On the ot her ha nd, minori ty default rates will be
lower, at least among ma rg i nal appl ica nts (the least cre di t-
wort hy of those appl ica nts who re c eive loans) because on ly
t he very best minori ty appl ica nts will re c eive loa n s.

C ri t ics of the Boston Fed study have used Be c ker’s test
to refute claims that lenders systemat ica l ly di s c ri m i nate
aga i n st minori t ies. The Boston Fed’s data show no dif ferenc e
in fore clos u re rates betwe en pre dom i na nt ly minori ty cen-
s us tracts and pre dom i na nt ly wh i te cen s us tract s, in cont rast
to what Be c ker’s the ory wou ld pre dict if di s c ri m i nat ion
were preva lent. In fact, grow i ng ev idence from the acade-
m ic literatu re on mortgage di s c ri m i nat ion suggests that
m i nori ty borrowers are sig n ifica nt ly more likely to defau l t
t han simila rly situated wh i te borrowers, even after con-
t rol l i ng for ot her factors that are correlated with defau l t. In
addi t ion, losses from minori ty borrowers who default are
h ig her than losses from wh i tes who defau l t. 

The Boston Fed study’s aut hors arg ue that average
default rates ca n not be used to uncover di s c ri m i nat ion
b e cause the di st ri but ion of cre di twort h i ness dif fers betwe en
wh i te and minori ty appl ica nt s: on average, minori t ies tend
to be less cre di twort hy. Therefore, minori ty default rates

Underlying the debate is the implicit 

assumption that all discriminatory behavior 

results from bigotry. 



m ight exceed those of wh i tes even if the least- c re di twort hy
m i nori t ies are den ied loans because of di s c ri m i nat ion.
A l t hough that is a va l id cri t icism of the compa ri sons of
average default rates that have been ci ted in the popu la r
press, econom i sts who study default rates re cog n ize that
Be c ker’s test is va l id if one fo cuses on ma r g i nal default rates,
t hat is, the default prop en s i t ies of the least- c re di twort hy
approved appl ica nt s. 

W H AT IS “DISCRIMINATION” ANYWAY ?

we have pro ceeded thus far without formally defin-
i ng “di s c ri m i nat ion.” We are not alone in this re ga r d; most
of the academ ic deb ate ab out the preva lence of mortgage di s-
c ri m i nat ion has been cond ucted without cla rify i ng the
mea n i ng of the term. This fa il u re is unfortu nate because it
has perp etuated misconc ept ions that ha mp er ef forts to
reach a pol icy con sen s us. 

Underly i ng nea rly every asp e ct of the deb ate ab out the
p ers i stence of di s c ri m i nat ion in mortgage lendi ng is the
i mpl icit ass u mpt ion that all di s c ri m i natory behav ior res u l t s
from lender animos i ty toward minori t ies, that is, bigot ry.
This ass u mpt ion app ea rs in the meas u re of di s c ri m i nat ion
com mon ly employed by econom i st s: “On ly when rej e cte d
m i nori ty appl icat ions have the sa me ex p e cted profitabil i-
ty as ac c epted wh i te appl icat ions is there clear ev idence of
di s c ri m i nat ion.” (Ge of frey To otel l, “Defau l t s, Den ia l s, and
D i s c ri m i nat ion in Mortgage Lendi ng,” New Eng la nd Eco-
nom ic Rev iew, Septem b er / O ctob er 1993, p. 46. In fa i rness to
To otel l, he also poi nted out that the le gal defin i t ion of di s-
c ri m i nat ion can dif fer from this econom ic one. )

But is this rea l ly what is mea nt by di s c ri m i nat ion under
t he law?  In or der to answer this quest ion, we must lo ok at
t he statutes them selves.  

The Letter of the Law Two federal laws directly address dis-
criminatory acts in the mortgage market. The Fair Hous-
i ng Act proh i bits di s c ri m i nat ion with resp e ct to any
aspect of a housing transaction, including the provision of
mortgage financing. The Equal Credit Opportunity Act
targets discrimination in lending transactions. In addition
to race, both acts identify several other characteristics that
are protected under the law, including gender, marital sta-
tus, religion, national origin, familial status, and handicap.

Both act s, however, are con spicuous ly vag ue ab out
what con st i tutes il le gal di s c ri m i nat ion. For exa mple, the
Equal Cre dit Opp ortu n i ty Act states “It shall be unlaw ful for
a ny cre di tor to di s c ri m i nate aga i n st any appl ica nt, with
resp e ct to any asp e ct of a cre dit tra n sact ion,” without ex pl ic-
i t ly defin i ng “di s c ri m i nate.”

It se ems likely that this fa il u re to define di s c ri m i nat ion
was del i b erate. Perhaps Cong ress was try i ng to create le g-
i s lat ion that wou ld be ac c eptable to diverse con st i tuencies,
each of wh ich might have obj e cted to a more sp e cific obj e c-
t ive if it had been sp el led out. Alternat ively, the laws’ vag ue-
ness may have been intended to prevent schemes that cou ld
ci r cu m vent more pre ci se la ng uage. It is more likely, how-
ever, that Cong ress simply bel ieved that all reasonable peo-

ple understa nd the mea n i ng of “di s c ri m i nat ion.” 
We tu rn, therefore, to Merriam Webster’s Col le g iate Dict io-

na ry (10th edi t ion), wh ich defines di s c ri m i nat ion as “t he act,
pract ic e, or an insta nce of di s c ri m i nat i ng [ma k i ng a di s-
t i nct ion] cate gorica l ly rat her than indiv id ua l ly.” In ot her
wor d s, any dif ference in treat ment ac ross indiv id uals base d
solely on (protected) group membership—rather than on
p ersonal cha racteri st ics sp e cifica l ly related to cre di twor-
t h i ness — wou ld con st i tute di s c ri m i natory behav ior under the
law. (A noteworthy exception is the Equal Credit Opportu-
nity Act, which allows age to be considered in credit-scor-
ing models, but only to the advantage of older applicants.)

Given this defin i t ion, it is clear that il le gal di s c ri m i na-
t ion can ari se for a va riety of reason s, cont ra ry to the view
t hat app ea rs to underl ie much of the academ ic and publ ic
deb ate on the iss ue. More to the poi nt, the law do es not di s-
t i nguish ac c eptable from unac c eptable mot ivat ion s for di s-
c ri m i natory behav ior. To understa nd why, it is inst ruct ive
to con s ider what sorts of inc ent ives can give ri se to di s-
c ri m i nat ion in the mortgage ma rket. 

Bigotry Nobel laureate Gary Becker pioneered the eco-
nomic analysis of discrimination with his theory of “tastes
for discrimination.” According to Becker’s theory, lenders
who discriminate do so because they get some psychic
benefit from denying a loan to a minority applicant, even
t hough that loan wou ld be profitable under or di na ry
underwriting guidelines. The key feature of discrimination
in Becker’s analysis is that it is a taste, j ust li ke any other
preference an individual might have. As a result, Becker
argues that a bigot will be willing to give up other desirable
things (such as profit) to satisfy his taste for discrimina-
tion, giving rise to the default-rate test described above.

Statistical Discrimination A l ternat ively, di s c ri m i nat ion
m ight ari se out of a lender’s profit mot ive. If, for insta nc e,
a lender’s ex p erience suggests that minori ty borrowers
repay their loans less often than do ot herw i se ident ica l
wh i te borrowers, the lender wou ld have an inc ent ive to
stat i st ica l ly di s c ri m i nate aga i n st minori ty appl ica nt s.
Thus, even if the lender gets no sp e cial pleas u re from di s-
c ri m i nat i ng aga i n st minori t ies, it might find such behav-
ior p rofit ma x i m iz i ng. 

An exa mple of stat i st ical di s c ri m i nat ion may be hel p-
fu l. Two automobile ow ners with ident ical driv i ng re cor d s
pay drast ica l ly dif ferent insura nce premiums if one is mid-
d le- aged and the ot her a te enager. Insurers know that an indi-
v id ua l’s driv i ng re cord is an i mperfect i ndicator of his likel i-
hood of get t i ng into an ac cident in the futu re; driv i ng
re cords bei ng the sa me, you ng drivers get into ac cident s
more often than older drivers. As a res u l t, te enagers pay
more for their insura nc e.

In cha rg i ng the te enager a hig her prem i u m, the insur-
a nce compa ny is stat i st ica l ly di s c ri m i nat i ng aga i n st him; it
is prici ng his pol icy based on the cha racteri st ics of his
g roup (you ng drivers) rat her than his personal cha racteri st ics
(his driv i ng re cord). Of cou rse, this kind of stat i st ical di s-



c ri m i nat ion is perfe ct ly le ga l; there are no laws that proh i bi t
di s c ri m i nat i ng aga i n st te enage drivers. 

The mortgage lender that stat i st ica l ly di s c ri m i nates
aga i n st minori t ies has the sa me mot ive as the insura nc e
compa ny that stat i st ica l ly di s c ri m i nates aga i n st te enage
d rivers. If minori ty loans are less profitable even after cont rol l i ng
for the informat ion col lected on the loan appl icat ion, mortgage
lenders will have an inc ent ive to apply more st ri ngent
u nderw ri t i ng sta ndards to minori ty appl ica nts or to cha rge
t hem hig her interest rates. In cont rast to te enage drivers,
however, minori ty loan appl ica nts are a prote cted group;
t hus it is il le gal for mortgage lenders to act on this inc ent ive. 

Why might there be a relat ion s h ip betwe en race and
c re di twort h i ness? We di s cuss three poss i bil i t ies: om i t te d
va riables, dif ferent ial group cre di twort h i ness, and cu l tu r-
al af fin i ty.

Omitted Variables Economists usually assume that sta-
tistical discrimination arises because of “omitted vari-
ables.” An omitted variable is a characteristic that lenders
fail to consider in their underwriting decision—perhaps
because the information is too costly to collect—even
though it is predictive of creditworthiness. If the omitted
personal characteristic is also correlated with race, profit-
maximizing lenders will have an incentive to use an appli-
cant’s race as a proxy for this omitted variable. Important-
ly, if lenders collected this variable, no “discrimination”
would arise.  That is, although disparities in average denial
rates would exist, they would be explained by differences
in the omitted variable across groups.

Differential Group Creditwort h i n e s s Even if lenders col-
le cted every conc eivable piece of informat ion that mig h t
help them pre dict an appl ica nt’s cre di twort h i ness, they
wou ld st ill have an inc ent ive to stat i st ica l ly di s c ri m i nate if
m i nori t ies are less cre di twort hy on average than wh i te
appl ica nt s. Lenders can never perfect l y pre dict whet her an
appl ica nt will repay his loa n. Defau l t- t riggeri ng events such
as job loss, divor c e, or de cl i nes in prop erty va l ues ca n not
be pre dicted with 100-per c ent ac cu racy, re ga r d less of how
much informat ion a lender col le ct s. If such events were
correlated with rac e, then know i ng an appl ica nt’s rac e
wou ld help a lender pre dict the profitabil i ty of a loa n. 

The key poi nt is that this type of stat i st ical di s c ri m i na-
t ion is not the result of the om i t ted va riable problem; it
o c cu rs even when lenders col le ct every poss i ble piece of
i nformat ion that might help them pre dict defau l t- t rigger-
i ng event s.  Discri m i nat ion ari ses in this case simply because
m i nori t ies are less cre di twort hy on average than wh i tes.

Whet her the minori ty popu lat ion is, on average, less
c re di twort hy than the wh i te popu lat ion is an empi rica l
quest ion. Ev idence presented in the Boston Fed study sug-
gests that such a di spa ri ty in cre di twort h i ness is qu i te plau-
s i ble, as do es a re c ent study of cre dit rep ort data by Fre ddie
Mac. Fu rt hermore, ma ny econom i sts wou ld arg ue that it is
not on ly plaus i ble but shou ld be ex pecte d; hu nd reds of yea rs
of di s c ri m i nat ion aga i n st minori t ies can create so cio e co-

nom ic di spa ri t ies that lead to lower cre di twort h i ness.

Cultural Affinity A third potential s ource of statistical
discrimination arises if lenders find it more difficult to
assess the cre di twort h i ness of minori ty borrowers as
compared with white borrowers. That is the idea behind
t he cu l tu ral af fin i ty hyp ot hes i s first prop osed by Cha rles
Calomiris, Charles Kahn, and Stanley Longhofer.

For quest ionable loan appl icat ion s — t hose that are on
t he ma rgin betwe en bei ng ac c epted and rej e cte d — lenders
must often ma ke subj e ct ive judg ments ab out an appl ica nt’ s
c re di twort h i ness by con s ideri ng “comp en sat i ng factors.” If
t he “fe e d b ac k” lenders use to assess appl ica nt s’ cha racter is
cu l tu ra l ly dep endent, lenders may be less able to interpret
t he sig nals they re c eive from minori t ies, esp e cia l ly if lenders
pro c ess relat ively few minori ty appl icat ion s. Lenders’ dif-
f icu l ty in determ i n i ng wh ich appl ica nts are good cre di t
risks and wh ich are not may cause them to adopt a more
con servat ive sta nce when underw ri t i ng minori ty loa n s.
As a res u l t, cu l tu ral barriers betwe en (pre dom i na nt ly) wh i te
lenders and minori ty appl ica nts may give ri se to a form of
stat i st ical di s c ri m i nat ion, even if wh i te and minori ty appl i-
ca nts are equa l ly cre di twort hy on average. 

It Is Not Why but Who The motivations behind each of
these sources of discrimination are quite different.  While
t he bigot fe els animos i ty toward minori ty appl ica nt s,
lenders who statistically discriminate harbor no racial ani-
mus.  Rather, they discriminate in order to treat all appli-
cants identically, that is, to approve all applicants who meet
a certain profitability threshold, irrespective of why prof-
itability may differ across groups.

The la ng uage of the fa i r- lendi ng laws impl ies that the
mot ivat ion for di s c ri m i natory behav ior is irreleva nt — sta-
t i st ical di s c ri m i nat ion is just as il le gal as bigot ry. That bei ng
sa id, lenders may apply dif ferent underw ri t i ng sta nda r d s
to sel f- employed persons than to, say, employe es of la rge cor-
p orat ion s, because employ ment status is not a le ga l ly pro-
te cted cha racteri st ic. 

This fact ra i ses a fu nda mental quest ion: What di st i n-
g u i s hes group mem b ers h ip from a personal cha racteri st ic ?
After all, one may con s ider sel f- employ ment ei t her to define
a class of borrowers or to represent a cha racteri st ic of an
i ndiv id ual borrower.  Simila rly, rac e, gender, and ma ri tal sta-
tus are at the sa me time personal and group cha racteri st ics.  

In ot her wor d s, it is by personal cha racteri st ics that
g roup mem b ers h ip is define d.  In short, fa i r- lendi ng laws
prov ide a le gal di st i nct ion betwe en those indiv id ual cha r-
acteri st ics that are le g i t i mate underw ri t i ng factors and
t hose that are prote cted group cha racteri st ics.  

Why are some cha racteri st ics prote cted aga i n st di s-
c ri m i nat ion and ot hers not? We are brought back to ou r
orig i nal quest ion.

WHY IS MORTGAGE DISCRIMINATION ILLEGAL?

with a clearer understanding of what constitutes
il le gal di s c ri m i nat ion, we can now add ress the fu nda men-



tal quest ion why some forms of di s c ri m i nat ion are il le gal in
t he first plac e. That is, what so cial obj e ct ives are fa i r- lend-
i ng laws des ig ned to ach ieve? 

Eradicate Bigotry Endemic to the debate about the existence
of mortgage lendi ng di s c ri m i nat ion is the impl ici t
assumption that antidiscrimination laws are designed to
purge society of any remaining vestiges of bigotry. Dis-
crimination, it is suggested, arises because there are bad
people who vent their personal animosity toward minori-
ties by d enying them loans or forcing them to pay higher
rates and fees on loans that are approved.

Under that view, stat i st ical di s c ri m i nat ion is inof fen s ive
b e cause the lender’s underly i ng mot ivat ion is not animus
but profit ma x i m izat ion. Just as life
i n s u ra nce compa n ies may cha rge
h ig her premiums to persons with a
fa m ily history of hea rt di sease,
lenders that can demon st rate that
m i nori ty appl ica nts are more likely
to fall into del i nquency or defau l t
t han similar wh i tes shou ld be
a l lowed to con s ider that fact when
de cidi ng whet her to approve a loa n
or in determ i n i ng what price to
cha rge for the loa n.

But, as we have arg ue d, such stat i st ical di s c ri m i nat ion
is clea rly il le gal under U. S. fa i r- lendi ng laws. Therefore, the
pu rp ose of those laws ca n not simply be to eradicate behav-
ior ari s i ng from bigot ry.

Well, They Are Called “Fair-lending” Laws… Despite this
common nomenclature, it is also our contention that fair-
lending laws are not written to make the mortgage market
more “fair.” As discussed above, everything else being the
same, minority applicants are probably less creditworthy,
on average, than whites. Therefore, in the absence of fair-
lending laws, it is likely that minorities would be denied
loans more f requently than whites and would pay higher
interest rates and fees on approved loans. We are not nec-
essarily sanctioning this outcome.  Nevertheless, in the
absence of fair-lending laws, it is likely that such statistical
discrimination would occur.

By prevent i ng stat i st ical di s c ri m i nat ion, fa i r- lendi ng
laws have the perverse ef fe ct of for ci ng lenders to cross- s ub-
s idize minori ty borrowers from the hig her profits they
ea rn on wh i te borrowers. Such cross- s ubs idizat ion is inher-
ent ly “unfa i r” (and econom ica l ly inef f icient) because it
works as a tax on one group that is used as a subs idy for
a not her. Inde e d, if fa i r- lendi ng laws were tru ly des ig ned to
promote fa i rness, it is conc eivable that they wou ld ma ndate
stat i st ical di s c ri m i nat ion, to en s u re that all appl ica nts were
held to the sa me cre di twort h i ness thres hold, re ga r d less of
t heir rac e.  

Of cou rse, this ra i ses the quest ion of whet her such a
ma ndate wou ld be fair to bigot s, who wou ld be made worse
off by bei ng proh i bi ted from ind u lg i ng their tastes for di s-

c ri m i nat ion. Along a similar line, in his provo cat ive book
Fair Play, econom i st Steven La nd sbu rg poi nts out that
a nt idi s c ri m i nat ion laws also violate the “sy m met ry pri nci-
ple” of fa i rness. If an indiv id ual de cides not to apply for a loa n
at a pa rt icu lar bank solely because of the race of the loan of fi-
c er, he is free to do so. This asy m met ry creates an une qua l
bu r den betwe en the appl ica nt and the lender that is inher-
ent ly “unfa i r.” 

For all these reason s, fa i rness ca n not be the pri ma ry pu r-
p ose beh i nd ant idi s c ri m i nat ion laws. 

Rawlsian Insurance A not her poss i bil i ty is that ant idi s-
c ri m i nat ion laws are des ig ned to prote ct people from
s uf feri ng the ne gat ive con se quenc es of personal cha rac-

teri st ics over wh ich they have no cont rol. For exa mple,
an indiv id ual ca n not (or di na rily) cho ose his race or gen-
der but he can af fe ct his employ ment status and cre di t
h i story. Thus, it is arg ued that fa i r- lendi ng laws serve as a
form of Rawl s ian insura nce aga i n st the ac cidental con se-
quenc es of one’s bi rt h. 

A l t hough that ex pla nat ion has some plaus i bil i ty, it is
i ncon s i stent with the facts of the mat ter. You ng drivers and
ma le life- i n s u ra nce customers both suf fer perfe ct ly le gal di s-
c ri m i nat ion based on the immutable facts of age and gen-
der. At the sa me time, lenders are proh i bi ted from di s-
c ri m i nat i ng on the basis of ma ri tal status, clea rly a mutable
cha racteri st ic.

Political Tributes Perhaps fair-lending laws are intended to
benefit a politically influential group through cross-subsi-
dization. After all, many public programs—from labor
laws to agricultural subsidies to social security—exist not
because they efficiently rectify true market failures but
because they serve powerful interest groups.

We re gard pol i t ical influence as an unlikely ex pla nat ion
for why fa i r- lendi ng laws encou rage cross- s ubs idizat ion
of minori t ies by wh i tes. Inde e d, much of the so cial history
a rou nd fa i r- lendi ng laws refle cts minori t ies’ lack of pol i t i-
cal power in the Un i ted States. In cont rast to sen ior ci t izen s
or lab or union s, minori ty groups wou ld find it more dif fi-
cult to ga rner the pol i t ical supp ort ne c essa ry to pass fa i r-
lendi ng laws if they did not serve a broader so cial pu rp ose.
I nde e d, wh ile serious prop osals are often put forth to
reform so cial se cu ri ty or to el i m i nate ag ricu l tu ral subs idies,
no prom i nent le g i s lators in re c ent yea rs have serious ly sug-
gested that fa i r- lendi ng laws shou ld be rep ea le d.

If fair-lending laws were truly designed to 

promote fairness, it is conceivable that they 

would mandate statistical discrimination.



This is not to say that the implementat ion and enfor c e-
ment of fa i r- lendi ng le g i s lat ion is free from pol i t ical pres-
s u re. To the cont ra ry, publ ic press u re from interest groups
has been fu nda mental to the ef fe ct iveness of fa i r- lendi ng
laws. But, unlike lab or unions or aarp, ma ny of the inter-
est groups that promote fair lendi ng are third- pa rty advo-
cates; that is, their mem b ers are not the di re ct re cipients of
t he cross- s ubs idies. Thus, we must se ek the causes of that
t h i r d- pa rty advo cacy.

A Better World So why are there fa i r- lendi ng laws? We ca n-
not completely di s m i ss the pre c e di ng ex pla nat ion s, but
we bel ieve that the ultimate supp ort for fa i r- lendi ng laws
derives from the widespread view that di s c ri m i nat ion —

a ny kind of di s c ri m i nat ion — aga i n st certain groups is
det ri mental to so ciety as a whole. In short, the main pu r-
p ose of ant idi s c ri m i nat ion laws is to el i m i nate the ne ga-
t ive spil lover ef fe ct s — externa l i t ies, in econom i st s’ ja r-
gon — t hat en s ue when a sig n if ica nt se g ment of the
p opu lat ion is excl uded from equal pa rt icipat ion in the
b enefits of so ciety. 

When minori ty mortgage appl ica nts are rej e cted sole-
ly because of their rac e, it fosters an impress ion of se cond-
class ci t izen s h ip that can af fe ct ot her asp e cts of econom ic
l ife. For exa mple, Nob el lau reate Ken neth Arrow has arg ue d
t hat di s c ri m i nat ion can create sel f- fu l f il l i ng stere otyp es.
In the context of the mortgage ma rket, if lenders bel ieve that
m i nori t ies are on average less cre di twort hy than wh i tes, and
if lenders allo cate mortgage loans betwe en minori t ies and
wh i tes ac cor di ng to that bel ief, minori t ies will have less
i nc ent ive than wh i tes to engage in the cost ly behav ior that
en ha nc es their cre di twort h i ness. Thus, the stere otype is
sel f- fu l fil l i ng.

One can imag i ne ot her spil lover ef fe cts as wel l. Be cause
m i nori t ies have less ac c ess to mortgage fina nc e, they have a
much lower rate of home ow ners h ip than wh i tes, even after
ac cou nt i ng for dif ferenc es in income ac ross the two groups.
That in tu rn can result in minori t ies liv i ng in poorly ma i n-
ta i ned rental hous i ng and inhibit their abil i ty to bu ild wea l t h
t h rough home equ i ty. Thus, even if mortgage di s c ri m i nat ion
a ri ses because minori ty loans are less profitable for banks, its
con s quenc es can be unac c eptable to the general publ ic. 

Our pu rp ose here is not to ex plain the exact natu re of
t he spil lover ef fe cts that give ri se to fa i r- lendi ng laws. Nor
do we claim to be able to meas u re their mag n i tude or
i mp orta nc e. Rat her, our poi nt is that these are the cent ra l

i ss ues that pol icy ma kers and ot her com mentators must
confront. Unt il we reach a con sen s us as to the natu re and
mag n i tude of these spil lover ef fe ct s, serious and pro d uct ive
deb ate ab out the prop er pol icy resp on se will remain el us ive. 

“ONCE MORE UNTO THE BREACH, 

DEAR FRIENDS, ONCE MORE”

now that we have armed ourselves with a definition
of di s c ri m i nat ion and a pos i t ive rat iona le for fa i r- lendi ng
laws, we are prepa red to sta ke out our own piece of tu rf in
t he mortgage- di s c ri m i nat ion deb ate.

A l t hough we find the ev idence presented by the Boston
Fed study comp el l i ng, it ca n not be con s idered concl us ive
ev idence that lenders systemat ica l ly di s c ri m i nate aga i n st

m i nori t ies. There are good reasons to
b el ieve that the data used in the
Boston Fed study are unrel iable and
p otent ia l ly biased toward a findi ng of
di s c ri m i nat ion. We also sy mpat h ize
with those aut hors who have ra i se d
met ho dolog ical conc erns ab out the
a na lys i s.

Nevert heless, the mag n i tude and
s ig n ifica nce of the race ef fe ct in the
Boston Fed study is rema rkably res i s-

ta nt to ef forts to el i m i nate it. If there were tru ly not h i ng
goi ng on in the data, it shou ld be eas ier to ex plain away the
race ef fe ct fou nd by the study. Although no concl us ions ca n
yet be draw n, the Boston Fed study clea rly suggests that
w idespread mortgage di s c ri m i nat ion may ex i st, a poss i-
bil i ty we wou ld have de emed ext remely unlikely before
t he study was release d. 

Having Their Cake and Eating It Too We are more dee ply
troubled by the insistence of the authors of the Boston Fed
study that the disparities they found were necessarily the
result of bigotry. By flatly rejecting statistical discrimina-
tion as an explanation for their results, the authors have
ass ig ned unse em ly mot ives to lenders, unne c essa rily
charging an already sensitive debate.

The aut hors have di s m i ssed stat i st ical di s c ri m i nat ion on
two bases: first, that there is no om i t te d- va riable problem;
a nd, se cond, that minori t ies and wh i tes are equa l ly cre di t-
wort hy, on average. Wh ile we ag ree that om i t ted va riables
is an unlikely ex pla nat ion for the Boston Fed’s res u l t s, it is
p oss i ble — i nde e d, even likely — t hat minori t ies are less cre d-
i twort hy than wh i tes on average. 

Th roug hout their pap er, the Boston Fed resea r chers
rej e ct ev idence supp ort i ng this concl us ion ab out relat ive
c re di twort h i ness. At the sa me time, they claim that defau l t-
rate tests are unrel iable because of inherent dif ferenc es in
t he cre di twort h i ness of minori t ies and wh i tes. So wh ich is
it? How they can cate gorica l ly rej e ct the poss i bil i ty that
lenders stat i st ica l ly di s c ri m i nate is puz z l i ng.

If It Looks Like a Duck… More broad ly, we are di stu rb e d
with the cava l ier ma n ner in wh ich econom i sts on bot h

Fair-lending laws are not about fairness; they 

are aimed at the negative externalities associated

with discrimination against protected groups.



s ides of the deb ate ab out di s c ri m i nat ion have mixed pos-
i t ive econom ic ana lysis with normat ive pol icy judg ment s.
Th roug hout the deb ate there has been the suggest ion that
t he on ly true source of di s c ri m i nat ion is bigot ry. Stat i st i-
cal di s c ri m i nat ion is often set as ide, with the impl ici t
ass u mpt ion that if it were at the hea rt of the Boston Fed’ s
findi ngs, it wou ld somehow be less obj e ct ionable. Inde e d,
when it is di s cusse d, it is under the va l ue- laden term s
“rat iona l” or “econom ic” di s c ri m i nat ion, as if to indicate
t hat stat i st ical di s c ri m i nat ion is somehow less obj e ct ion-
able than bigot ry.

Less obj e ct ionable to whom, we ask? Perhaps on ly to a
few misg u ided econom i sts mas queradi ng as moral ph iloso-
phers. Certa i n ly not to indiv id ual victims of di s c ri m i na-
t ion, who suf fer ine qu i t ies re ga r d less of the mot ivat ion
u nderly i ng their treat ment. And it is certa i n ly not less obj e c-
t ionable under the law, because fa i r- lendi ng laws ma ke no
exc ept ion for stat i st ical di s c ri m i nat ion.

More over, we fa il to understa nd how apply i ng lab els di s-
t i ng u i s hes stat i st ical di s c ri m i nat ion from bigot ry.  After
a l l, a bigot is a perfe ct ly rat ional indiv id ual who is simply
ma x i m iz i ng his ut il i ty subj e ct to his own (mora l ly repre-
hen s i ble) preferenc es and ot her con st ra i nt s. 

Rat her, it se ems that the di st i nct ion ref le cts a va l ue
judg ment ab out the relat ive “ac c eptabil i ty” of stat i st ica l
di s c ri m i nat ion vers us bigot ry. Is it the case that econom i st s
find profit ma x i m izat ion moral but not ut il i ty ma x i m iza-
t ion? Although such normat ive judg ments are compu l so-
ry for a so cial ph ilosopher, they ha mp er honest deb ate
when econom i sts allow them to cloud obj e ct ive, scient ific
a na lysis of pol icy iss ues. 

POLICY IMPLICAT I O N S

what does all of this have to say about public policy? 

Honesty Is the Best Policy It is imp orta nt to ke ep in mind
t hat fa i r- lendi ng laws have not h i ng to do with fa i rness.
Rat her they are des ig ned to deal with per c eived ne gat ive
externa l i t ies asso ciated with di s c ri m i nat ion aga i n st pro-
te cted groups. Discri m i nat ion is us ua l ly le ga l, and laws
a re passed to prevent a pa rt icu lar form of di s c ri m i nat ion
on ly when a la rge se g ment of so ciety fe els the spil lover
ef fe cts of that di s c ri m i nat ion. Any fru i t ful deb ate ab out
t he pers i stence of mortgage di s c ri m i nat ion, therefore,
must first honest ly confront the natu re and extent of
t hose externa l i t ies.

The Root of the Problem We believe that understanding the
root cause of mortgage discrimination is equally as impor-
tant as uncovering it in the first place. Although an indi-
vidual victim of discrimination likely cares little about the
source of his mistreatment, the distinction is cr ucial from
a policy perspective. For any particular policy to be effec-
tive in combating discrimination it must be directed at
nullifying the underlying motive. For example, if bigotry is
the source of discrimination, the threat of severe financial
penalties may be a reasonable approach to eliminating the

behavior. In contrast, if statistical discrimination is the cul-
prit, policy should strive to make minority loans more
profitable for lenders, be it through direct subsidies of
minority borrowers, by providing assistance in collecting
missing information (omitted variables), or through poli-
cies aimed di re ct ly at ra i s i ng the cre di twort h i ness of
minorities.

Cross-Subsidies Revisited As we discussed earlier, the pro-
hibition on using race as an underwriting variable creates
a cross-subsidy from white borrowers to minority bor-
rowers. Economists are generally opposed to cross-subsi-
dization because it inefficiently distorts the private alloca-
tion of resources. In contrast, it is argued, if minorities
were given a one-time direct cash payment, it would com-
pensate them for discrimination that might arise from pri-
vate lending decisions.

Nevert heless, lump-sum tra n sfers may be inef fe ct ive
in add ress i ng the spil lover ef fe cts we have di s cusse d, pre-
ci sely because they do not af fe ct agent s’ ma rg i nal inc ent ives.
For exa mple, if di s c ri m i nat ion results in sel f- fu l fil l i ng stere o-
typ es, lump-sum tra n sfers wou ld do not h i ng to encou rage
m i nori t ies to ta ke act ions to el i m i nate these stere otyp es and
t he so cial costs that res u l t.

In this case, di re ct subs idies, quotas, and perm i t t i ng
reverse di s c ri m i nat ion may be more ef ficient pol icy to ol s,
despi te the deadweight costs that such meas u res wou ld
i mp ose on the economy. Wh ile we stop short of advo cat-
i ng those pol icies, we bel ieve that they shou ld be di s cusse d
op en ly, as viable alternat ives to present pol icy.

When to Declare Victory As a final point, we note that a key
issue policymakers must decide is when fair-lending laws
have served their purpose. The restrictions imposed by
those laws are not without their costs, which include both
the direct costs of enforcement and the indirect costs of
prohibitions on private contracting. Antidiscrimination
laws make sense only when their costs are outweighed by
the perceived benefits of eliminating the social externali-
ties arising from discrimination.

A l t hough it is likely that the benefits from ant idi s-
c ri m i nat ion laws exc e e ded their costs thirty yea rs ago,
when the laws were first enacte d, it is reasonable to ques-
t ion whet her that is st ill the case. Clea rly, it is not easy to
come to such a judg ment. Our hope is that we have made
it eas ier to do so by clea rly ident ify i ng the goals of ant idi s-
c ri m i nat ion laws and the source of their cost s.
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