
Congressional attempts to enact banking
and financial services reform in recent years
have stumbled over the Community Reinvest-
ment Act. That act originally was meant to deal
with “redlining,” the alleged refusal of banks to
lend to residents of poorer urban, often racial-
minority areas. But critics maintain that quali-
fied applicants do not, in fact, suffer unwar-
ranted discrimination and that CRA simply
adds to the costs of banking, in the end often
harming the very consumers the act was meant
to protect.

CRA, enacted in 1977, and its 1975 prede-
cessor, the Home Mortgage Disclosure Act,
were initially intended simply to collect data
on where banks lend money. However, over the
years HMDA and CRA reporting costs have
increased. Further, CRA is used to delay or pre-
vent banks’ acquiring or merging with other
banks, closing branches, and the like when no
illegal acts are involved.

HMDA and CRA have yielded few benefits

to consumers. Researchers using the best avail-
able data find very little discernible home-
mortgage lending discrimination based on area,
race, sex, or ethnic origin. Furthermore, inter-
state banking; wider branching; and improved
technology, which has engendered nation-
wide—indeed, global—competition, have meant
greater availability of mortgage loans. Today
there is no indication that qualified borrowers
are turned down.

Further, many large banks “cream skim,”
that is, make loans to the better credit risks in
central cities and to minorities to meet CRA
requirements. This practice takes business
from smaller, often minority-owned banks
that have traditionally served those communi-
ties and clients.

The Clinton administration wants an even
stricter CRA. But more than two decades of its
operation suggest that repealing rather than
tightening the act would be the economically
and socially responsible thing to do.
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A Brief History of the Acts

Racial and gender discrimination by
lenders generally has been illegal since 1968,
when the Equal Credit Opportunity Act was
passed. It was followed by the Home
Mortgage Disclosure Act of 1975. Although
often seen as the predecessor of the
Community Reinvestment Act of 1977,
HMDA did not grow out of a desire to pre-
vent racial discrimination in mortgage lend-
ing. Ironically, it was enacted in part as a
result of the desire of white homeowners,
particularly in Chicago, in the 1970s to keep
African-Americans from moving into their
neighborhoods.1

To understand this, it is necessary to recall
that African-Americans who had moved
from the rural South to northern cities in the
1940s and 1950s faced housing discrimina-
tion that confined them to badly maintained
and overcrowded inner-city neighborhoods.
But by the 1960s the economic conditions of
many African-Americans had improved, and
they wanted better housing.

In 1968 Martin Luther King was assassi-
nated and riots followed in cities across the
country. Many concerned policymakers
believed that people would not burn down
homes if they and their neighbors owned
them. President Lyndon Johnson instructed
the Federal Housing Administration to dis-
criminate in favor of minorities, rather than
against them as the agency had been doing
since its inception in 1934. The FHA
designed and guaranteed very-low-down-pay-
ment, interest-rate-subsidized mortgages, for
which urban properties were eligible. Lenders
were encouraged to and did make those loans
to minorities and poorer people generally. In
Chicago, had only conventional loans been
available, relatively few African-Americans
could have come up with the required 20 per-
cent down payment or met the stringent
credit standards for home purchases. Those
strict borrowing criteria were the result of a
Depression-era law in Illinois that forced
lenders to wait about two years or longer and

incur high costs if they found it necessary to
foreclose on defaulting mortgage borrowers.
Lenders applied those stringent criteria to
conventional (not government-guaranteed)
mortgages to weed out borrowers who might
default.

Many African-Americans who were able to
secure FHA-insured mortgages moved into
somewhat more prosperous, often white eth-
nic neighborhoods in Chicago. But sloppy
FHA underwriting and fraudulent practices
by some real estate firms often forced those
borrowers to overpay for houses that were in
poor condition and that they could not
afford to maintain. The result was aban-
doned houses and neighborhood deteriora-
tion. That is the source of the pejorative term
“FHAing a neighborhood.” White residents
of deteriorating neighborhoods in Chicago
as well as other cities believed that if banks
and thrifts were forced to make conventional
loans in their neighborhoods, then only buy-
ers who were unlikely to default (people like
them) would purchase local property.
Residents of other cities experienced similar
situations as houses bought by poorer people
with almost-no-down-payment FHA-guaran-
teed mortgages were abandoned when the
owners could not meet payments or repair
and maintenance costs.

Furthermore, studies by community
activists in the early 1970s revealed that
banks and thrifts made many more mort-
gages on suburban properties than on hous-
es in the cities.2 The authors of those studies
claimed that the lending patterns they found
were the result of banks’ and thrifts’ refusing
to make mortgages or home improvement
loans on central-city properties, thereby caus-
ing those areas to deteriorate.

HMDA, enacted in 1975, was designed to
make banks’ and thrifts’ mortgage lending
practices more transparent, presumably to
pressure or shame them into making more
central-city mortgages. The act simply
required lenders to report the number and
amount, but not the terms, of mortgages
made (and, since 1990, applied for but
denied) by census tract. Those data were sup-
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posed to allow banking supervisors and the
public to determine the extent to which indi-
vidual lenders were serving their communities. 

But the Indianapolis, Brooklyn, and other
studies on which HMDA was based did not
take account of loans made by mortgage
bankers or privately funded mortgages, nei-
ther of which was covered by the act at that
time, and both of which were more common
in the central cities than in the suburbs. The
studies also did not consider that differences
in lending might reflect greater demand for
mortgages in the suburbs, or other relevant
factors.

Supplementing HMDA was the Com-
munity Reinvestment Act of 1977. That law
was based on an incorrect belief that banks
and thrifts actually “redlined” communities.
Then-senator William Proxmire (D-Wisc.),
principal sponsor of CRA, expressed the
accepted view at that time:

By redlining . . . I am talking
about the fact that banks and savings
and loans will take their deposits
from a community and instead of
reinvesting them in that community,
they will invest them elsewhere, and
they will actually or figuratively draw
a red line on a map around the areas
of their city, sometimes the inner
city, sometimes in older neighbor-
hoods, sometimes ethnic and some-
times black, but often encompassing
a great area of their neighborhood.3

Like HMDA, CRA was directed only at
banks and thrifts; other mortgage lenders
were excluded. (Unlike HMDA, CRA still cov-
ers only banking organizations.) Banks’ lend-
ing practices with respect to neighborhoods
and poorer people are separately examined by
special supervisory staffs of several federal
regulatory agencies, and those evaluations
are made public. From the politician’s point
of view, this is an inexpensive way to address
an alleged problem, since it does not require
major expenditures of government funds.

At the time CRA was enacted, bankers

were not too upset. They were not required to
allocate funds to particular areas of cities or
to particular borrowers, nor were they forced
to make unsound loans. Rather, banks and
thrifts were simply subject to criticism if they
did not appear to adequately serve their mar-
ket areas, as defined by banking supervisors.
But normally those banks suffered few penal-
ties in the early years of CRA.

A bank would face a serious potential
problem, though, if it had to get approval
from regulators for some change in its status,
such as merging with or acquiring another
bank. In that case, complaints might be
lodged against the bank and regulators
might refuse to honor the bank’s request,
even if the bank previously had received a sat-
isfactory CRA rating. However, at that time,
restraints on branching and the prohibition
on interstate banking limited banks’ de-
mands for regulatory approval.

Evidence of Geographic
Redlining 

Academic researchers have studied the
redlining allegation and found it wanting.4

Those studies did not rely on HMDA data
alone, because those data did not provide
information on mortgage terms, borrowers’
financial situations and credit histories, the
supply of mortgages from lenders other
than banks and thrifts, and, of great impor-
tance, the demand for mortgages in central-
city compared with suburban areas. Indeed,
many studies did not use the HMDA data
at all.

Two such studies compared the demand
for and supply of home mortgages in four
cities—Rochester, New York; Cincinnati,
Ohio; Indianapolis, Indiana; and Nashville,
Tennessee.5 My colleagues and I chose those
cities because community groups claimed
that their central areas were redlined. We
gathered data on mortgages made in the
allegedly redlined central areas and roughly
comparable suburbs of those cities; our data
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included interest rates, maturities, and down
payments, as well as house prices and charac-
teristics of properties. We included loans
made by mortgage bankers and other
lenders. Buyers of homes in the older, central-
city neighborhoods and buyers of homes in
suburban areas of the same cities were inter-
viewed to learn of their mortgage-related
problems. Neither group experienced much
difficulty in obtaining the mortgages (FHA
or conventional) they wanted. In particular,
buyers of suburban homes said they were not
kept from buying homes in the central cities
because of problems in obtaining mortgages.
We estimated unmet demand for mortgages
by interviewing central-city homeowners
who had tried to sell their houses. Those peo-
ple, we reasoned, would know whether or not
potential buyers had problems getting mort-
gages, perhaps because of redlining. Almost
none said that a sale had not been made for
that reason (and those few who complained
said that only blacks could get loans). Nor
did homeowners in the central cities com-
plain that they were unable to obtain home
improvement loans. Other well-structured
studies also found no evidence of redlining or
unwarranted geographic discrimination.6

Thus, the claim that lenders redlined or
were biased in making loans for the purchase
of homes in central cities is not supported.
Nor did the studies find that financial insti-
tutions discriminated against actual or
potential borrowers on the basis of the racial
or ethnic composition of neighborhoods.

Charges of Racial
Discrimination

Renewed concerns that loans were being
denied to potential homeowners, in this
instance on the basis of race, were themselves
based on several factors. A number of news-
papers published exposés beginning in 1988
that analyzed the HMDA data that were read-
ily available from the Federal Reserve Board
in computer-readable form. The Atlanta

Journal-Constitution published a series in May
1988 that was awarded a Pulitzer Prize. A
Detroit Free Press series ran in June 1988, and
the Washington Post series was published in
June 1993. Those articles included maps and
charts showing the racial composition of cen-
sus tracts together with the number of mort-
gages made by reporting banks and thrifts.
Those data, which still did not include loans
made by mortgage bankers and privately
funded mortgages, gave the impression that
banks and thrifts were making fewer loans
than were demanded in predominantly black
areas.

More Denials of Black Applicants
In 1989 HMDA was amended as part of

the Financial Institutions Reform, Recovery,
and Enforcement Act. That amendment
required all mortgage lenders, not just banks
and thrifts but mortgage banks as well, to
report the race or ethnic origin, gender, and
annual gross income of loan applicants. A
Federal Reserve Board analysis of those 1990
data, covered widely in the press, revealed
that African-Americans were more likely than
other racial groups to use Federal Housing
Authority or Veterans Administration loans,
52 percent compared to 25 percent of white
borrowers.7 Further, two-thirds of lower-
income black homebuyers purchased homes
in the inner city, compared to two-fifths of
whites. In addition, acceptances of loan
applications were considerably lower in large-
ly minority census tracts, 57 percent com-
pared to 76 percent. Press reports especially
focused on figures that seemed to show high-
er rates of denials of African-American and
Hispanic applicants who had about the same
reported income as whites. Federal Reserve
Board economists tried to explain that the
HMDA data did not take account of differ-
ences in the mortgage applicants’ wealth as
well as liabilities, employment history, and
credit record, among other relevant variables
that lenders should and do consider. But
reporters downplayed or ignored those
points.
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In 1992 researchers at the Federal Reserve
Bank of Boston attempted to deal with the
limitations of the HMDA data by collecting
information on some 30 variables that they
believed were related to lending decisions.8

They found that much, but not all, of the dif-
ference between minority and nonminority
denial rates was explained by those variables.
Their finding of an average remaining black
denial rate of 17 percent compared to a
denial rate of 11 percent for whites was wide-
ly publicized.

Subsequently, David Horne, an economist
at the Federal Deposit Insurance Corpora-
tion, analyzed the 70 FDIC-supervised banks
studied by the Boston Fed. As reported in his
1997 study, Horne found some important
mistakes in the data.9 For example, 69 appli-
cants were recorded as having negative net
worth (57 of them were approved for mort-
gages), and 116 applications were for loans
that were supposed to have been excluded
from the study (e.g., refinancings and invest-
ments). He found that including more rele-
vant measures of the borrowers’ credit histo-
ry, such as past delinquencies and whether
the borrower met the lenders’ credit stan-
dards, the lenders’ inability to verify the data
submitted by the applicant, and information
about the borrowers’ ability to cover closing
costs, explained the divergence in denial rates
of black and white applicants. Furthermore,
49 of the 70 banks (70 percent) did not reject
any minority loan applications; 2 of the
remaining 21 banks were responsible for over
half the denials of black applicants. Both of
those banks, one of which was minority
owned, had conducted extensive minority
outreach programs and participated actively
in affordable-housing programs. In addition,
Harold Black applied the Boston Fed model
to black- and white-owned banks operating
in the same standard metropolitan statistical
area.10 He found that black applicants were
denied loans at significantly higher rates by
the black-owned than by the white-owned
banks.

It is neither surprising nor evidence of
racial discrimination that banks specializing

in loans to minorities have high denial rates.
Those banks are likely to get a large number
of marginal applicants and, hence, will have a
relatively large percentage of denials. On the
other hand, a bank that discriminated
against African-Americans would have had a
very low denial rate for those borrowers, if
that bank let realtors know that it would con-
sider applications only from financially “very
well qualified” individuals and that it would
“very carefully” scrutinize applications by
“certain” individuals.

Defaults by Black Mortgagors
Data on defaults might seem to be a good

way of learning whether lenders discriminate
against African-Americans. If lenders dis-
criminated by accepting only the most credit-
worthy black applicants while accepting mar-
ginally qualified white applicants, whites
would default proportionately more than
blacks. In fact, there are no studies that
report this finding, and several that report
the contrary.11

However, the fact that the available data
show higher average default rates for black
than for white mortgagors should not be
interpreted as demonstrating that lenders
discriminate against whites, that is, accept
only the best-qualified white borrowers but
marginally qualified black borrowers. Higher
default rates for blacks compared to whites
need not be racially determined any more
than a higher rate of denial is racially deter-
mined. Rather, both statistics could be due to
other factors that happen to be associated
with the borrowers’ race.

A 1996 analysis by Robert Avery and col-
leagues examined factors related to defaults
on mortgages made through special “afford-
able-housing” programs to low- and moder-
ate-income households.12 That inquiry
found that the Federal Home Loan Mortgage
Corporation’s (Freddie Mac’s) “Affordable
Gold” loans, which go to poorer applicants,
had a 60-day delinquency rate that was about
50 percent higher than that of a control
group of traditionally underwritten mort-
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gages with similar loan-to-value ratios and
dates of origination for similar types of prop-
erty in similar regions of the country. The
most important reason for the higher delin-
quencies was a shortfall of mortgagors’ funds
to make down payments and other outlays.
Indeed, Affordable Gold mortgagors who
were allowed to meet part of the minimum
down-payment requirement with funds pro-
vided by a third party had delinquency rates
four times higher than the control group. In
those cases loans were made to individuals
with marginal qualifications, exemplified by
the fact that they could not meet down pay-
ment requirements. The mortgagors’ race
was not the relevant factor.

Three private mortgage insurance compa-
nies, Mortgage Guarantee Insurance Corpo-
ration, GE Capital Mortgage Insurance
Corporation, and United Guarantee Corp.,
also analyzed delinquencies among their
“affordable-housing” mortgagors.13 They
also found much higher delinquency rates on
loans for which the borrower received much
of the down payment from the seller or
another third party. Further, they found
much higher delinquency rates among mort-
gagors with no or adverse credit histories,
higher ratios of debt payments to income
than the traditional guideline levels, and less
than one or two months of cash reserves at
closing.

Recall that, to reanalyze the Boston
Fed’s data, FDIC researcher David Horne
used measures of credit risk similar to those
found to be related to defaults. With those
variables included, there was no evidence of
racial discrimination. Thus, it appears that
there is reason to doubt that Boston banks
denied mortgages to African-Americans
because of their race. Indeed, there is very
little evidence of racial discrimination by
any banks or thrifts.14

CRA and Mortgage Lending to
Minorities and in Poor Neighborhoods 

Three aspects of bank lending (or failure
to lend) to minorities and people who want

to buy homes in poor neighborhoods should
be examined: (1) the risks and profitability of
such lending; (2) the effect of CRA and
HMDA on loans made to and in presumably
discriminated-against people and areas; and
(3) the effect of this lending on neighbor-
hood revitalization.

Risks and Profitability. Evidence on the first
aspect is provided in the Report to Congress on
Community Development Lending by Depository
Institutions, submitted by the Board of
Governors of the Federal Reserve System.15

Section 910 of the Housing and Community
Development Act of 1992 required this
report to compare “the risks and returns to
insured depository institutions of residential,
small business, and commercial lending in
low-income, minority, and distressed neigh-
borhoods with the risks and returns of such
lending in other communities.” That detailed
report contains a wealth of data comparing
profits, defaults, and nonperforming loans
according to various personal factors.
Included are data on race and income, type
and amount of loan, and type of property
being sold. Overall, the report found no con-
sistent relationship between risk to lenders
and the profitability of loans and the average
income level of the residents of a neighbor-
hood or a neighborhood’s racial or ethnic
composition. The study also found that
banks that made loans to minorities and on
properties located in distressed areas were
not more profitable than other banks. 

These relationships were examined fur-
ther in a 1997 study by Federal Reserve
Board economists Glenn B. Canner and
Wayne Passmore. They extended and con-
firmed their earlier (1995) finding that
banks that made relatively more loans to
people living in poorer areas and minority
areas were as profitable as banks that did
almost no or only a moderate amount of
such lending.16

Thus, it appears that banking organiza-
tions and other institutions make loans to
minority and lower-income borrowers for
the same reason that businesses in general
serve the public—to generate profits with
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an acceptable level of risk. Not surprisingly,
then, research finds that banks making
mortgages to minorities and poorer bor-
rowers are not adversely affected.

Perhaps of greatest importance, the prof-
itability/risk findings are inconsistent with
the claim that potential minority borrowers
or distressed neighborhoods suffer unfair
discrimination. If such discrimination were
taking place, banks that served minorities
and poor neighborhoods would tend to be
more profitable and incur less risk. This
would be because they could charge higher
rates and cream skim in those neighbor-
hoods, that is, make only the most profitable,
least-risky loans.

Effect of CRA on Additional Loans. The sec-
ond aspect to consider is whether the CRA
examinations and reports and the newspaper
articles using HMDA data actually pressure
or encourage banks to make additional loans
to low- and moderate-income homebuyers.
Federal Reserve economists studied changes
in home purchase loans made to lower-
income and minority households and on
properties located in lower-income and
minority neighborhoods during 1992–93
and 1993–97. 17 They found that these mort-
gages increased by a much higher percentage
than did similar loans made to high-income
and white homebuyers. The percentage
increase was greatest for minority homebuy-
ers. For example, between 1993 and 1997,
mortgages made to all borrowers increased
by 30 percent, while mortgages made to
minority borrowers increased by 63 percent.

However, when the data are examined
closely, the possible relationship between
increased CRA enforcement or awareness
and a relatively greater increase in mortgages
to low-income black and other minority
homebuyers in low-income neighborhoods is
not clear. Douglas D. Evanoff and Lewis M.
Segal, economists at the Federal Reserve
Bank of Chicago, examined data through
1995 and found that the growth in mortgage
lending during the early 1990s, when CRA
reporting and enforcement accelerated, was
not much different from that experienced

earlier.18 Those economists took into
account the variables usually associated with
the number of new mortgage loans, such as
the number of house sales. Poor neighbor-
hoods did experience greater growth in mort-
gages relative to richer neighborhoods in the
1990s, but the rates of increase were about
equal before and after 1992. Approvals of
applications from low-income homebuyers
increased more than approvals of applica-
tions from the other groups in 1991 and
1993 but not in the other years through
1995. New mortgages on homes in poorer
neighborhoods grew at rates similar to those
for homes in richer neighborhoods. New
mortgages for blacks and other minorities
increased proportionately more than those
for whites in the period 1993 through 1995.
Denial rates for blacks and other minorities
appear to have declined somewhat over the
1990s.

Additional evidence is provided in a 1999
study by Federal Reserve Board researchers of
home-purchase mortgages made by banking
organizations (banks and thrifts), to which
CRA applies, and other mortgage lenders
(mortgage bankers and credit unions), which
are not subjected to CRA but must report
data as required by HMDA. Avery et al. mea-
sured home-purchase lending in 1993 and
1997 in counties that had and did not have
branch offices of banks.19 They reported the
numbers for all, minority, and low-income
borrowers and for loans made on properties
in minority and low-income neighborhoods.

In 1993 and 1997, institutions not subject
to and subject to CRA made about the same
percentage of mortgages to lower-income
borrowers and neighborhoods as they did to
all borrowers; about 60 percent of those
mortgages were made by banking organiza-
tions and 40 percent were made by other
institutions. However, lenders not subject to
CRA made a somewhat higher percentage of
the mortgages obtained by minority borrow-
ers and neighborhoods than did banking
organizations—about 55 percent compared
to 45 percent.20 Furthermore, banking orga-
nizations made a substantial number of
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mortgages in counties in which they did not
have branch offices, an extension that is not
required (indeed, that might be discouraged)
by CRA, which encourages banking organiza-
tions to serve their local communities. In
1997 those lenders made about the same
number of loans to lower-income and minor-
ity borrowers and in lower-income and
minority neighborhoods in counties where
they did and did not have branch offices.
Thus, market forces rather than CRA seem to
be driving the provision of mortgages.

Neighborhood Revitalization. The evidence
on the first and second aspects of lending by
banks (profitability/risk and mortgages
made) bears on the third aspect—the effect of
CRA and HMDA on neighborhood revital-
ization. Although CRA may (or may not)
have encouraged banks to make mortgage
loans to poorer and minority homebuyers,
there is no evidence, one way or the other,
that it has fulfilled its mandate to aid com-
munities. 

Perhaps there have been no studies of the
effect of CRA on neighborhoods because the
answer is obvious. The market for mortgage
lending has been very competitive. Stan-
dardization of mortgages and the expansion
of Freddie Mac and Fannie Mae (originally
the Federal National Mortgage Association),
together with and partially driven by
improvements in technology, have resulted
in a national, indeed, an international, mar-
ket for home mortgages. There are no barri-
ers to the entry of mortgage bankers. In most
communities, potential homebuyers and real
estate brokers can place mortgages with
dozens, often hundreds, of lenders. News-
papers carry comparative rates. Information
and applications can be obtained by tele-
phone inquiry, and mortgage bankers often
will come to the applicant’s home. Mortgages
also can be made through the Internet. 

Consequently, it is very likely that all prof-
itable demand for mortgages is met. Indeed,
in 1996 Federal Reserve of Richmond econo-
mist Jeffrey M. Lacker reviewed much of the
evidence on redlining and racial discrimina-
tion. He concluded, “There is little conclusive

evidence that banks fail to meet the credit
needs of low-income neighborhoods per
se.”21 Even if there are some lenders who are
racially biased, are not competent to deal
with minorities, or misperceive the risks and
misestimate the costs of dealing with people
who are different from themselves, it is very
likely that other profit-seeking lenders would
gladly take the business.

Extension of CRA

In 1989 the scope of CRA examinations
and reports to the public was expanded.
Banks and thrifts were rated by examiners
on 12 “assessment factors.” Two factors
evaluated how well the institution dealt
with community groups, three with the
institution’s marketing efforts, two with
the geographic distribution and record of
opening and closing offices, three with
community development, and only two
with overt discrimination. With the excep-
tion of a few quantitative measures, the
evaluations necessarily were subjectively
determined by the examiners.

Despite the evidence that banks were
lending profitably but not overprofitably to
minorities and in poor and distressed com-
munities and despite the absence of any
study showing that potential borrowers in
those areas were not well served, in 1993
federal banking regulators proposed greatly
extended and much more detailed and cost-
ly CRA reporting requirements. If those
requirements had been adopted, banks and
thrifts with more than $250 million in
assets would have had to report greater
amounts of data on the number and
amount of loan applications, denials,
approvals, and purchases by census tract
for 10 kinds of loans—those to consumers,
small farms, four sizes of small businesses,
and for four types of residential real estate.
Smaller banks would have been subject to
somewhat simpler, but still considerable,
reporting requirements. The Shadow
Financial Regulatory Committee, a private
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group of academic economists and lawyers
who specialize in financial services, re-
viewed and opposed this proposed change.
In Statement 105, February 14, 1994, the
SFRC said:

There is little evidence that CRA
has had an appreciable impact on
credit flows to disadvantaged com-
munities and persons. Rather, it has
evolved into a costly and ineffective
credit allocation scheme that tends
to benefit primarily those vocal spe-
cial-interest groups capable of
extracting concessions from lenders.
Past experience has shown credit
allocation programs to be expensive
to administer, difficult to target, vir-
tually impossible to monitor, and
ineffective in helping targeted bor-
rowers.22

The regulatory agencies partially with-
drew the proposed change. In May 1995 new
CRA regulations to be phased in over two
years were issued by the federal banking reg-
ulatory agencies. The first data-reporting
requirements took effect in 1996. CRA exam-
inations under the new rules started in July
1997. The new regulations exempted smaller
banks, those with assets under $250 million
that were not affiliates of a $1 billion or larg-
er holding company, from the reporting
requirements. Those smaller banks, neverthe-
less, were still subject to CRA requirements,
but with less well-defined factors being mea-
sured and, perhaps as a consequence, even
greater exposure to subjectivity on the part of
examiners.

The 12 assessment factors against which
banks had been evaluated were replaced
with 3 new tests: lending (the most impor-
tant), investment, and service. Data on
loans made to residential homebuyers, as
per the HMDA reports, and loans under $1
million made to small businesses and farms
(those with revenues below $1 million) had
to be reported by census tract. Investments
to be measured include support of commu-

nity development banks, other than loans;
purchases of securitized mortgages on mul-
tifamily houses located in low- and moder-
ate-income areas; and contributions to
community groups. The service measure
reflected primarily the placement of
branches in low-income communities.

Although the distribution of loans mea-
sured by the new tests was somewhat more
quantitative than that measured by the 12
assessment factors used before 1995, the
evaluation by examiners was still subjective.
The General Accounting Office reviewed the
new guidelines, found that they presented
problems similar to the ones presented by
the previous regulations, and recommended
that significant efforts be made to improve
examiner training and the quality of data
used in evaluating performance.23

CRA reports are supposed to help deter-
mine the extent to which all banks taken
together make loans to borrowers in low- and
moderate-income areas and to small busi-
nesses. There is no guarantee that such
potential borrowers receive particular per-
centages of mortgage loans. An analysis of
1993 HMDA data by Canner and Passmore
shows that relatively few loans are made to or,
apparently, demanded by individuals in low-
income areas. Canner and Passmore point
out that there are likely to be economies of
scale in serving that market, and they find
that some banks and thrifts specialize in
making loans to such potential borrowers.
Those banks are as profitable as are other
banks, which indicates that low-income bor-
rowers and areas are well served.24 Direct
measures of possible unmet demand, in any
event, cannot be obtained from HMDA data
or CRA reports.

Adverse Effects of CRA

CRA has been costly to banks and thrifts,
both directly and indirectly. A direct cost that
affects all banks is preparing the required
HMDA and CRA reports. Other direct costs
include hiring compliance officers, dealing
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with CRA examiners, and meeting with com-
munity groups. Indirect costs include delay
in obtaining regulatory approval for mergers,
acquisitions, and branch changes; legal and
other costs incurred in replying to com-
plaints, despite the banks’ having previously
received satisfactory CRA reports; and “pay-
ing off” community activists by making
unprofitable and loss loans to people and
groups they favor.

Anjan V. Thakor and Jess C. Beltz found
that, in 1992, CRA cost the 445 relatively
small banks that they surveyed 4.5 percent of
their pretax income and 0.25 percent of their
total assets, on average.25 They found that
costs are higher for smaller banks and banks
located in more highly populated areas. For
large banks the relative amounts probably are
considerably smaller than the percentages
reported by Thakor and Beltz.

CRA also has had at least three important
adverse effects on borrowers and distressed
neighborhoods. First, it appears that loans
made by banks attempting to fulfill CRA
obligations have simply drawn customers
from other lenders who otherwise would
have served them, although perhaps on less
beneficial terms to the borrowers. In particu-
lar, minority-owned banks have complained
that they suffered from having to compete
with subsidized lending by banks that are
willing to make unprofitable loans to obtain
regulatory approval of a merger or acquisi-
tion. There is reason for concern that future
minority borrowers will be poorly served,
because the banks that previously would
have served them will have been driven from
the market and the banks that no longer
need regulatory approval will no longer offer
subsidized loans to minorities.

Second, CRA makes it almost impossible
for banks to close branches in distressed
neighborhoods. Although keeping such
branches open might benefit some people, it
has the unintended adverse effect of discour-
aging other regulated institutions from
entering minority neighborhoods and offer-
ing banking services that might turn out to
be unprofitable. Consequently, individuals

who could benefit from checking, savings,
consumer loans, and other banking services
will be denied the convenience and benefits
of competition by additional institutions.

Third, some borrowers are likely to be
harmed by the CRA policy of requiring all
banks to be involved in lending to members
of specified groups. A bank might have exper-
tise in lending to members of some other
group (such as Polish-Americans or Chinese-
Americans) or to companies that happen to
be owned by persons other than those con-
sidered by CRA examiners to be disadvan-
taged. If all banks must show that they seek
to serve a specified group, nonspecified
groups are likely to be served less well.

Discovering Lending
Discrimination

Given CRA’s and HMDA’s considerable
cost and few discernible benefits, should
those laws be repealed? Because racial dis-
crimination has been an unfortunate part of
American history, some might argue that it is
not enough that minorities as a whole are
being well served by the banking system as a
whole. Consequently, policymakers should
ensure that not even one bank is allowed to
discriminate unfairly in lending or that not
even one individual suffers unfair discrimina-
tion. To that end it might be argued that, if
not for HMDA data and CRA reports, regula-
tors and the public would not know whether
or not a bank was discriminating unfairly
against some members of certain groups.  

But more effective and less costly proce-
dures are now being used by the federal bank-
ing agencies. For several years now, bank
examiners have been applying statistical
models to determine the extent to which
individual banks might be discriminating
unfairly against minority and female mort-
gage applicants. Using a bank’s mortgage
application data, the models take into
account the expected relationship between
specified borrower and property characteris-

10

It is very likely
that all profitable
demand for mort-

gages is met. 



tics and predict whether a loan might be
expected to be granted or denied. The Federal
Reserve has used general models, such as that
developed by the Federal Reserve Bank of
Boston for its 1992 study. 26 The Office of the
Comptroller of the Currency has employed
models that take into account the situation
at individual banks.

Mitchell Stengel and Dennis Glennon,
economists at the OCC, report that those
bank-specific models are much more reliable
than general models. Indeed, they find that
general models (such as the Boston Fed
model) indicate discrimination against
minorities, while the OCC’s model, which
takes into account the actual procedures
used by individual banks, does not.27

Whether general or bank-specific models
are used, loans that are granted or denied
contrary to expectation (as predicted by the
model) are examined further to determine if
the race, ethnicity, or gender of the applicant
or borrower played a role. 

Unfortunately, the federal regulatory
agencies have not made the data and results
of those examinations available to the pub-
lic. From personal inquiries, I have learned
that they have found very few, if any,
instances in which there are not good busi-
ness or other explanations for mortgages
not having been made to minorities or
women or that were, but should not have
been, made to majority or male applicants.
Among those explanations are additional
borrower-specific data that were not includ-
ed in the model (such as aspects of the
applicant’s credit record), data corrections
that were misrecorded (but not changed) in
the application (such as misstated employ-
ment and sources and amounts of income
and sources of down payments), and loans
that were miscoded as ordinary mortgages
(applicants were turned down because they
did not qualify for special programs).

However, the federal banking agencies
should undertake a systematic study of the
examiners’ data. They should report
whether many, only a few, or no banks have
discriminated unfairly against potential

mortgagors. The percentage of minority
and female applicants for mortgages that,
upon detailed examination, appears to have
been denied unfairly should be presented in
a report, much as the limited and potential-
ly misleading HMDA denial data are now
reported.

Some evidence, though, may be gleaned
from actions taken by the Department of
Justice. The Federal Deposit Insurance
Corporation Improvement Act of 1991
requires bank regulatory agencies to refer
to DOJ cases in which they have “reason to
believe” there is or they perceive to be a
“pattern or practice” of possibly illegal dis-
crimination. Of the some 8,000 banks and
thrifts that are examined annually for com-
pliance with CRA and the anti-discrimina-
tion statutes, the banking agencies referred
4 in 1992, 13 in 1993, 25 in 1994, and 10 in
1995.28 Of those 48 referrals, legal action
was taken in 6 cases (4 of which were settled
by consent agreements, with complaints
filed in 2), 23 were returned to the bank reg-
ulators for administrative action, and 9
were dismissed because no cause was found
or there was insufficient information. In
addition, on the basis of HMDA data, DOJ
independently brought 10 actions, 9 of
which were settled with consent decrees.
Even assuming that the DOJ complaints
were valid, it appears that very few banks
are discriminating unfairly.

In addition, the U.S. Department of
Housing and Urban Development is charged
with enforcing the Fair Housing Act and
other civil rights laws. It makes referrals to
the DOJ, makes grants to private organiza-
tions to investigate possible FHA viola-
tions, and itself investigates complaints.
From 1989 through 1995 HUD processed
2,356 fair lending complaints brought
against real-estate lenders and companies.
Of those, 896 cases, or 38 percent, were
“conciliated,” that is, HUD brokered a deal
between bank and borrower. Another 720
cases, or 31 percent, were dismissed admin-
istratively, apparently because HUD found
them to be without merit. And in 717 cases,
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or 30 percent, HUD investigated and found
that no violation had occurred. In only 23
cases, or 1 percent of the total, did HUD
find lenders guilty of unfair discrimination.
HUD referred only 9 of those 23 cases to
DOJ.29

Helping Minority
Homebuyers

The fact that potential borrowers are
rarely denied loans because of economically
irrelevant characteristics does not imply that
the poor or minorities have an equal chance
to obtain mortgage loans. Often they are
inexperienced in the borrowing process. They
often do not know whether or not they have
the financial assets to buy and maintain a
home, or what they must do to qualify for a
loan. Some bankers have attempted to help
such borrowers understand the mortgage
lending process so they can decide whether
they can become homeowners. However, the
exercise usually is costly and beyond most
bankers’ experience. Furthermore, many of
the individuals most in need of help are not
comfortable asking bankers for that help or
receiving it from them.

Fannie Mae has developed a means of
helping poorer and inexperienced people get
through the borrowing maze. Its interactive
computer program that is made available to
community counselors “walks” potential
homeowners through a series of questions
about the location and price of a house they
want to buy and their ability to qualify for a
mortgage and afford to own the house.30

Information about the potential home-
owner’s credit record is downloaded from the
files of the principal credit information com-
panies, and the counselor puts in the appli-
cant’s salary, savings, and financial obliga-
tions. The program determines whether the
person qualifies for various supported lend-
ing programs and puts in the applicable
interest rate and down payment.

If such loans cannot be obtained, the

interest rate and fees on other loans are put
in and the program computes the required
monthly payment, down payment, and
closing costs. If the person cannot qualify
for a loan, the program indicates the
changes that are required, such as improv-
ing the person’s credit standing, finding a
less expensive house, and increasing the
down payment. The program can construct
a budget showing how the person can save
enough for the down payment. Alternative-
ly, the counselor can advise such would-be
borrowers that they cannot afford to buy
and maintain a house. If the person does
qualify, the program completes a loan
application and forwards it to lenders who
have agreed to accept such applications. If
the lender verifies or accepts the accuracy of
the information, a loan is made.

It would be excessively costly for most
banks to provide this service to many low-
income potential homebuyers. One reason
is that the Equal Credit Opportunity Act
constrains bank employees’ ability to com-
municate with potential borrowers. Bank
employees’ advice on what an applicant
must do to qualify for a loan triggers a for-
mal application with the required docu-
mentation and disclosures. This paperwork
is fraught with potential for error, which
could result in severe regulatory penalties.
Hence, most banks permit only highly
trained employees to accept applications. In
addition, bank employees who advise
minorities not to buy houses or to look for
less expensive houses might be charged
with discrimination. In either situation, the
potential homebuyer, as well as the bank,
would not be well served.

The Case for Repealing
HMDA and CRA

The rationale for both HMDA and CRA
is not valid today and probably was not
valid when those laws were enacted.
Nevertheless, those “disclosure” statutes
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have been expanded to require ever more
detailed and extensive reporting. The agen-
cies charged with enforcing the statutes
and evaluating those reports have created
bureaucratic structures involving extensive
costs in agency personnel, reporting costs
to regulated institutions, and even micro-
management of financial institutions.

HDMA and CRA were predicated on the
assumption that the banking and thrift
industry failed to deliver adequate credit
services in some urban neighborhoods and
on the belief that significant improvement
could result from supervisory pressures. No
credible evidence has been published
demonstrating the validity of the assumed
credit failure. As scholars have looked deep-
er into mortgage lending, they have found
little evidence of unfair discrimination
against individuals on the basis of race or
gender. Very few of the nation’s more than
14,000 depositories have even been charged
with illegal discriminatory practices. 

Further, the evolution of financial mar-
kets over the past 25 years has eroded mate-
rially any market monopoly position that
banks and thrifts might once have enjoyed.
Other providers of credit, such as mortgage
companies, credit unions, and finance com-
panies, continue to increase their share of
the market at the expense of banks and
thrifts. Indeed, Avery et al. report that the
nonbanks made about 38 percent of the
mortgages in the 1993–97 period (the total
does not include lenders who do not report
HMDA data).31 In addition, banking dereg-
ulation that allowed interstate banking and
encouraged intrastate branching has creat-
ed even more competition and access to
loans. Lending via the Internet has further
expanded homebuyers’ access to mortgage
loans. 

HMDA and CRA may have forced some
banks and thrifts to serve some customers
whom they previously did not serve. It is
not clear, though, that those customers
would not have been well served by other
lenders or that the loans made actually ben-
efited the borrowers or the neighborhoods

in which they bought houses. It is clear that
competition and just good business sense
have been effective in encouraging most, if
not all, banks to offer loans to creditworthy
mortgagors without regard to their race,
gender, or other irrelevant personal attrib-
utes. Thus there is no case for and every
case against retaining CRA and HMDA.
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