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I ntroduction
Many government programs have been established to address concerns about the availability of
credit to low- and moderate-income communities and borrowers and to small businesses and
farms. In some cases, these programs provide subsidies or other inducements to creditors or
borrowersin order to enhance lending opportunities. Other programs seek to improve consumer
knowledge about the use and availability of credit. Government regulation of private-sector
activities also relates to bolster such lending. Most prominently, the Community Reinvestment
Act of 1977 (CRA) directs the federal regulators of federally-insured commercial banks and
savings associations (banking institutions) to encourage their regulated institutions to help meet
community credit needs consistent with safe and sound operations. Regulators assess each
institution’ s record of meeting the credit needs of their entire communities, including low- and
moderate-income neighborhoods, and take an institution’s record in serving their community into
account in evaluating applications for mergers and other transactions.! The CRA was enacted in
response to concerns that banking institutions were, in some instances, failing to adequately seek
out and help meet the credit needs of viable lending prospectsin all sections of their communities.
The CRA regulations jointly issued by four federal banking agencies--the Board of
Governors of the Federal Reserve System (the Board), the Federal Deposit Insurance
Corporation, the Office of the Comptroller of the Currency, and the Office of Thrift Supervision--

place particular emphasis on an institution’ s record of serving the credit needs of low- and

112 U.S.C. §8§ 2901(b), 2903.



moderate-income populations within its CRA assessment area.? For this reason, the term "CRA-
related lending” as used in this report, refersto lending by banking institutions to low- and
moderate-income populations, low- and moderate-income areas, and small businesses within their
CRA assessment area and to lending for the purpose of community development.

Each banking institution’ s record of performance under the CRA is examined by the
institution’ s appropriate federal banking supervisory agency, and its CRA performancerating is
made available to the public. In addition, the CRA performance record of an ingtitution is
considered by the appropriate federal banking agency in acting on certain applications by the
banking institution, including those for mergers and acquisitions of banking institutions.

Over the past decade or so, there has been a substantial increase in lending to lower-
income popul ations and neighborhoods, popul ations and areas that are a main focus of the CRA .2
The increased lending likely reflects the confluence of a number of factorsincluding changesin
banking regulation and supervision; increased competition among providers of financia services;
favorable general economic conditions and the growing demand for, and supply of, credit; and
advances in information technology allowing more precise and less-costly evaluations of borrower

creditworthiness.*

2See 12 CFR 228.41. See also the discussion in “Definition of a CRA-Related Loan” below.

3See FFIEC press release, July 29, 1999 and report by the U.S. Department of the Treasury, “The Community
Reinvestment Act After Financial Modernization: a Baseline Report” (Department of the Treasury, 2000).

“Prominent among the changes in banking regulation and supervision were |egisl ative amendments to the CRA
contained in the Financia Institutions Reform, Recovery and Enforcement Act of 1989 that required public disclosure of
CRA performance ratings; 1995 revisions to the regulations that implement the CRA to make the CRA evaluation
criteriamore performance oriented and less subjective (see Federal Reserve press release, April 21, 1995); enhanced
enforcement of the nation’ s fair lending laws; a relaxation of regulatory restrictions on the ability of banking
organizations to establish branch offices; and a relaxation of restrictions on interstate bank acquisitions. The easing of
these latter restrictions has resulted in increased opportunities for more large bank mergers and acquisitions, which have

(continued...)



Banking institutions have been centrally involved in avariety of waysin much of this
lending to low- and moderate-income populations and areas, as well asin lending to small
businesses and small farms. Many of these ingtitutions, particularly the larger ones, have created
specia units and programs to foster CRA-related lending; have devel oped new credit products
that feature underwriting guidelines that are generally more flexible than those for other products,
have established or helped sponsor programs that educate and counsel prospective borrowers;
have tapped into government and other lending programs targeted to low- and moderate-income
populations and small firms; and have coordinated their activities with awide range of third
parties, both private and public. In addition, many banking institutions have offered pricing
incentives for these targeted loans and have instituted special procedures to mitigate the credit
risk associated with such loans, including enhanced monitoring of the repayment patterns of
borrowers and early intervention procedures for borrowers who fail to make timely payments.

In spite of thiswealth of experience, little systematic information is publicly available
about the delinquency and default (performance) and profitability of CRA-related lending
activities. Developing estimates of the performance and profitability of CRA-related lending can
be difficult for several reasons. First, to evaluate the performance of such loans, one must be able
to identify CRA-related loans, not only at the time of origination or purchase, but also up to the
point when they are paid off or default. Banking institutions often do the former but may not do
the latter. Second, in determining the profitability of these loans, institutions must properly

allocate all costs and revenues, including overhead. These calculations are often complex.

4(...continued)
drawn considerable public attention and scrutiny regarding their effect on local communities.
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Further, those banking institutions that are able to make such estimates often may view these data
as proprietary. Asaconseguence, in previous research, information on the performance and
profitability of CRA-related lending has had to be cobbled together from many indirect sources,
significantly complicating analyses and making it difficult to draw firm conclusions.

To learn more about the performance and profitability of CRA-related lending activities, in
November of 1999 the Congress directed the Board to conduct a comprehensive study that
focused (1) on the delinquency and default rates of loans made in conformity with the CRA and
(2) on the profitability of such lending.> The Board was further directed to make available to the
public the data used as the basis of the study.

Because relatively little systematic information is available on the performance and
profitability of CRA-related lending, the Board determined that a study would be most
informative if it collected new and systematic data on the experiences of banking institutions with
CRA-related lending, both on an absolute and relative basis. To this end, the Board conducted a
specia survey of the largest banking institutions that focuses on their CRA-related lending
experiences. These ingtitutions were selected primarily because they extend a majority of the
CRA-related loans originated by all banking institutions.

This report presents the findings of the Board' s survey. Thefirst section provides
background on why the performance and profitability of CRA-related lending might differ from
that of other lending and reviews the previous research on thistopic. Section two describes the
survey of banking institutions that the Board conducted to gather information on the performance

and profitability of CRA-related lending activities. Section three describes the process the Board

®Section 713 of the Gramm-Leach-Bliley Act of 1999 (Pub. L. 106-95).
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undertook in conducting the survey. In the fourth section, results regarding the nature of
responses and other presentation issues are discussed. The main results of the survey are
presented in sections five and six. Section seven explores the robustness of these results. A
concluding section discusses several analytical issues that readers should bear in mind in

considering survey results.



1. The Performance and Profitability of CRA-Related L ending:
| ssues and Evidence

A key objective of the study isto determine if, on average, there are significant differences
between the performance and profitability of CRA-related lending and other lending for a given
product type. If they exist, such differences would manifest themselves along one or more of the
following dimensions: costs of origination, costs of servicing, pricing, or credit risk.

Differences in performance and profitability may arise if a banking institution makes
special efforts to respond to the CRA. Banking institutions can respond to the CRA in avariety
of ways. Ingtitutions, for example, may take steps to identify more households with low and
moderate incomes and in low- and moderate-income neighborhoods that would qualify for loans
under their traditional underwriting guidelines. Measures institutions can take in this regard
include increased training of staff to better recognize viable lending opportunities, more intensive
marketing and other outreach activities, and consumer education. Lenders may also seek to
increase lending to low- and moderate-income popul ations and neighborhoods by modifying their
underwriting guidelines. Lenders may change the standards for their entire lending program or
establish more narrowly targeted special lending programs--which might involve the application of
flexible underwriting standards, enhanced risk mitigation activities, reduced interest rates or
waivers, or reduced fees-in order to serve these populations.

Loans originated as aresult of these efforts may differ from other loansin terms of the
components of profitability and performance mentioned above. For example, compared with

other loans, those extended as a result of activities such as intensive marketing and consumer
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education may have different origination and servicing costs and may also have a different credit-
risk profile. Price subsidies, if offered by a banking institution, are likely to make CRA-related
loans less profitable; however, if the price subsidies are provided by third parties, they may make
CRA-related loans more profitable for the originating institution. Similarly, if abanking
institution lowers its underwriting standards for CRA-related loans, the credit risk it facesislikely
toincrease. If, however, third parties provide credit-risk guarantees, the institution may actually
be exposed to less credit risk for these loans.

Importantly, even if a banking institution makes no special efforts to respond to the CRA,
the performance and profitability of CRA-related loans may differ from that of other loans for a
variety of reasons. Differencesin performance and profitability can arise ssmply from differences
between the characteristics of CRA-related and those of other loans. For example, if CRA-related
loans are smaller than other loans on average, they may be less profitable on a per-dollar basis
because of the fixed costs associated with many origination and servicing activities. Similarly, the
profile of loan-to-value ratios of CRA-related loans may differ systematically from that of other
loans, which would imply differencesin credit risk. In addition, differences in prepayment
propensities could also affect the relative performance and profitability of CRA-related and other
lending. It isimportant to note that differences aong any of these dimensions does not
necessarily imply that there will be differencesin profitability if the loans are priced to reflect the

differencesin risk or if the risks are shared with third parties.

Summary of Previous Research

The previous research on the performance and profitability of lending does not provide definitive



conclusions regarding the absolute and relative performance and profitability of CRA-related
lending activities. Almost no research directly assesses the performance and profitability of CRA-
related lending. Very few studies use a definition of CRA lending that focuses on the types of
loans given particular emphasisin the evaluation of an institution’s record of CRA performance
under the current CRA regulations. Nearly all of the publicly available research in this area
focuses on residentia one- to four-family mortgage lending. In large part because of alack of
available data, very little is known about the performance and profitability of non-mortgage CRA-
related lending activities such as small business and community development lending. Even within
the mortgage lending category, almost all of the available evidence pertains to loans originated for
the purchase of ahome or the refinancing of such loans. Very little is known about the
performance of CRA-related home equity and home improvement loans.

In addition, researchers have not distinguished between loans originated by institutions
covered by the CRA and those that are not, such as independent finance and mortgage companies.
The research aso has not distinguished between |oans originated by CRA-covered institutions
within and outside their CRA assessment area.

The existing research provides, at best, only indirect inferences regarding CRA-related
lending activities. A number of researchers have used large pools of loans that make no direct
distinctions between CRA-related loans and other loans. Some inferences may be drawn from this
research regarding differences in the performance and profitability of CRA-related lending and
other lending based on specific characteristics of individual loans. For example, observed
rel ationships between delinquency, default, and prepayment rates and the income level of the

borrower have been viewed as indicators of the relative performance of CRA-related lending and



other lending (see Appendix A).° The evidence indicates that borrower incomeis generally
negatively related to delinquency and default, which implies that CRA-related loans--many of
which are to low- and moderate-income borrowers--would become delinquent and enter default
more often than non-CRA-related loans.”

Other researchers have used the performance and profitability of other |oan classifications
as proxiesin evaluating CRA-related lending. The most common proxy has been the performance
of loans originated under affordable home mortgage lending programs, which are targeted lending
programs that often involve the application of nontraditional and more flexible underwriting
standards (see Appendix B). Although this group of loans does not include the full range of
CRA-related mortgage loans--for example, many CRA-related mortgage |oans are originated

under traditional lending programs--many affordable home loans are CRA-related.®? Asaresult,

®Nearly al publicly available information on differences in delinquency, default, and prepayment rates among
CRA-related and other loans includes relative differences in rates (the ratio of one rate to another rate) rather than actual
levels. Some research has focused explicitly on differencesin the credit risk of CRA-related loans and other |oans, but
in many cases the results have been proprietary and not released to the public. The research that has been made public
typicaly has been done in such away that proprietary information has not been released.

"For example, see James A. Berkovec, Glenn B. Canner, Stuart A. Gabriel, and Timothy H. Hannan,
“Discrimination, Competition, and Loan Performance in FHA Mortgage Lending,” The Review of Economics and
Satistics, vol. 2 (1998), pp. 241-50; George M. von Furstenberg and Jeffery R. Green, “Home Mortgage Delinquency,”
Journal of Finance, vol. 29 (1974), pp. 1545-48; George M. von Furstenberg and Jeffery R. Green, “ The Effects of
Race and Age of Housing on Mortgage Delinquency Risk,” Urban Sudies, vol. 12 (1975), pp. 85-89.

More generaly, research has consistently found that the level of equity in ahomeis akey determinant of
whether a borrower will default on amortgage. However, evidence suggests that negative equity aoneis not sufficient
for adefault to occur, as only asmall proportion of borrowers with negative equity in their homesin any given year
actually default. Factors that cause disruptionsin income or reductions in wealth, also known as “trigger events,” seem
to play an important role as well, particularly regarding the incidence of delinquency. See, for example, Chester Foster
and Robert Van Order, “An Option-based Model of Mortgage Default,” Housing Finance Review, vol. 3(4) (1984), pp.
351-72; Kerry D. Vandell and Thomas Thibodeau, “ Estimation of Mortgage Defaults Using Disaggregate Loan History
Data,” Journal of the American Real Estate and Urban Economics Association, vol. 2 (1985), pp. 292-316.

®Every loan extended under affordable home mortgage lending programs may not be a CRA-related loan. For
example, many mortgages extended under such programs are originated by institutions, such as independent mortgage
companies, that are not covered by the CRA or by banking institutions that are lending outside their CRA assessment
area. Thus, it isimportant to keep in mind that affordable home mortgage programs are only a rough proxy for CRA-
(continued...)



the performance of loans originated under these programs can provide some useful insights about
the performance and profitability of CRA-related mortgage lending.

Most research on the performance of affordable home mortgage lending programs has
focused on credit risk.’ Evidence on the performance of these programs comes from many
different sources. Much of the literature comes from larger banking institutions and from those
institutions that buy or insure loans. In particular, Fannie Mae, Freddie Mac, and a number of
private mortgage insurance (PM1) companies have al done studies of the performance of their
affordable home loan portfolios.™

Evidence on the delinquency, default, and prepayment experiences that mortgage market
participants have had with affordable home loans has been fairly consistent. Affordable home
loans tend to have higher delinquency and default rates than loans extended using traditional

underwriting criteria. Freddie Mac, the Mortgage Guarantee Insurance Company (MGIC), the

§(...continued)
related mortgage lending.

°A few studies have focused on profitability (discussed below), but almost no information is publicly available
regarding differencesin origination and servicing costs and pricing between CRA-related |oans and other loans.
Publicly available data provide some information about origination and servicing costs generally, but these data do not
distinguish between CRA-related loans and others. Similarly, general information about loan pricesis available, but the
volume of loans originated at different pricesis generally not known. Most important in thisregard is the absence of
information on the relative pricing of CRA-related and other lending. Finally, to the extent that banking institutions
track such information, the results of interna analyses of differencesin costs and pricing across groups of loans are
typically proprietary and are not available to the public.

©Fannie Mae and Freddie Mac are secondary market institutions that purchase conventional mortgages almost
exclusively, accepting all or part of the credit risk of the mortgages they purchase. Many of the mortgages they purchase
are securitized, while others are held directly in their portfolios. PMI companies provide credit enhancements on
conventional mortgages that have lower downpayment amounts. Private mortgage insurance reduces a lender’ s credit
risk by insuring against |osses associated with default on aloan up to a contractually established percentage of a claim.
Both the secondary market ingtitutions and the PMI companies have developed and offer affordable lending programs.
Because of the size and nature of these organizations, they have extensive experience with such loans.

For amore extensive discussion of the experiences of these organizations, see Robert B. Avery, Raphagl W. Bostic,

Paul S. Calem, and Glenn B. Canner, “Credit Risk, Credit Scoring, and the Performance of Home Mortgages,” Federal
Reserve Bulletin, vol. 82 (July 1996), pp. 621-48.
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United Guaranty Corporation, GE Capital Mortgage Corporation, and the Consumer Bankers
Association all have reported that delinquency rates for affordable home loans have been higher
than those for other home loans that are purchased or insured. For example, MGIC reported that
the delinquency rate on the affordable home loansit insured in 1994 and 1995 was 2.3 times
higher than on standard conventional loans with a5 percent downpayment.** However, the
evidence a so suggests that the vast mgjority of borrowers relying on MGIC' s affordable home
loan products are current on their mortgage payments.*?

Reports by individual banking institutions suggest that there is considerable variation in
experiences with affordable home lending products.®®* For example, both NatWest and Bank of
America have reported that the delinquency rate was lower for loans made under their affordable
home loan programs than for loans made under their conventional lending programs.** By

contrast, other lenders have had experiences more similar to those of the secondary market

HSnigdha Prakash, “Freddie Sounds a Delinquency Alarm on Popular Lower-Income Mortgage,” American
Banker (July 21, 1995), pp. 1 and 8; Robert S. England, “A Cloud Over the Business,” Mortgage Banking (October
1996), pp. 86-101; Gordon H. Steinbach, “Ready to Make the Grade,” Mortgage Banking (June 1995), pp. 36-42;
Avery, Bostic, Calem, and Canner (1996); and Fritz EImendorf and Karin C. Brough, “Consumer Bankers Association
Affordable Mortgage Survey,” Consumer Bankers Association, Arlington, Virginia (1995). For results of analyses done
by Freddie Mac, see Michael K. Stamper, “Revisiting Targeted Affordable Lending: Fresh Evidence Finds Far Lower
Default Rate,” Secondary Mortgage Markets, vol. 14 (October 1997), pp. 16-21.

2For an analysis by Freddie Mac, see Prakash, “ Freddie Sounds a Delinquency Alarm.” The same point was
conveyed by former Comptroller of the Currency Eugene A. Ludwig in a discussion of the results of a 1997 survey by
the Office of the Comptroller of the Currency (OCC) of the performance of affordable home loans extended by national
banks. That survey found that |oss rates were about the same for affordable home loans as for other real estate |oans, but
that delinquency rates were higher for affordable home loans. Eugene A. Ludwig, “The Quiet Revolution,” Mortgage
Banking (September 1997), pp. 24-30.

Bparticipants in the NeighborWorks network--a regional lending consortia organized by the Neighborhood
Reinvestment Corporation (NRC)--have also had varied experiences regarding the performance of their affordable home
lending programs. Some have experienced delinquency rates close to those experienced industry-wide; others report
that their delinquency rates exceed industry averages. See George Knight, “A Solid Foundation for Affordable
Lending,” Mortgage Banking (1996), pp. 69-76.

1“See Avery, Bostic, Calem, and Canner (1996).

11



institutions and PMI companies. For example, both Countrywide and NationsBank (now merged
with Bank of America) have reported that their affordable home loan portfolios have had higher
delinquency rates than their other conventional home loans.™

Researchers have found that an important determinant of relative delinquency rates
between loans in affordable home Iending programs and those in traditional lending programs has
been whether the affordable home loans featured a “layering of risk.” Layering of risk occurs
when severa criteriathat are used to judge the creditworthiness of aloan applicant are jointly
eased in order to qualify the applicant for credit. Using apool of loans from Freddie Mac’'s
affordable home loan programs, researchers at Freddie Mac found that most of the differencein
performance between affordable home loans and other loans could be attributed to the layering of
risk.*® Affordable home loans that did not feature layering of risk performed similarly to loansin
the rest of Freddie Mac’s portfolio. Mortgage market participants have taken steps to address
thisissue by clarifying the circumstances under which multiple underwriting flexibilities may be
combined when evaluating the creditworthiness of prospective borrowers.

Aside from research on affordable home mortgage lending programs, there are additional
studies that provide indirect evidence on the performance of CRA-related lending. In 1992, the
Congress asked the Board to prepare a study comparing the risks and returns to federally-insured

depository institutions of lending in low-income, minority, and distressed neighborhoods with the

5Gnigdha Prakash, “Delinquencies May Jeopardize Future of Low-Income Lending,” American Banker
(September 19, 1996), pp. 1-2. Research conducted by an economist at CitiMortgage produced similar results
regarding default. See Michael LaCour-Little, “ Does the Community Reinvestment Act Make Mortgage Credit More
Widely Available? Some New Evidence Based on the Performance of CRA Mortgage Credits,” paper presented at the
mid-year meetings of the American Real Estate and Urban Economics Association, June 1998.

estamper, 1997.
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risks and returns of lending in other neighborhoods.” In preparing the study, the Board
sponsored roundtable discussions with banking institutions and other lenders active in extending
credit to low- and moderate-income populations and areas. Overall, roundtable participants
generally held the view that the costs of originating and servicing loans made under CRA-related
and affordable home loan programs were greater than those incurred on other loans of asimilar
product type and that delinguency rates, but not necessarily default rates, were higher.

Along similar lines, Freddie Mac conducted a broad-based analysis that focused on the
effect of borrower and neighborhood income on lending performance. The study found that both
borrower income and neighborhood income were inversely related to the probability of loan
default, and that the neighborhood income relationship was more negative and more stable. In
both cases, however, the magnitude of the relationship was relatively small. 1n addition, neither
income measure was found to have large effects on the costs of credit risk. The most important
predictor of loan default and loss severity was the contemporaneous loan-to-value ratio.™®

Prepayment propensity can be an important factor affecting the profitability of lending.
The limited research to date on prepayment propensities for CRA-related mortgage lending

indicates that CRA-related mortgage loans prepay at a slower rate than other loans.™

"Board of Governors of the Federal Reserve System, “Report to the Congress on Community Development
Lending by Depository Ingtitutions’ (Board of Governors, 1993). Prior to this report, most of the information on the
performance of CRA-related loans and on affordable home lending experiences was largely anecdotal. For example,
individual lenders would, on occasion, discuss their experiences at various forums and conferences. Such exchanges,
while useful, provided only limited information.

®Robert Van Order and Peter Zorn, “Income, Location and Default: Implications for Community Lending,”
Real Estate Economics (forthcoming).

¥1n examining loan repayment patterns in the mid-1990s, a recent study found that the prepayment rate of
seasoned CRA loans was significantly lower than that of other seasoned conventional mortgage loans. The analysts
suggest a number of potential reasons for the lower propensity for prepayment of CRA loans: (1) favorable loan terms
(continued...)
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Consequently, these loans may have enhanced value to lenders in an environment of declining
interest rates, but less value in an environment of rising rates.

Research on the profitability of CRA-related lending has followed two approaches. First,
some researchers have focused on overall institutional profitability.® These studies have generally
found that banking institutions that are relatively more active in CRA-related lending activities
have levels of profitability that are not significantly different from those of other ingtitutions. The
second approach has been to survey banking institutions directly to obtain information about the
profitability of their CRA-related and other lending activities. The results of this approach in
previous research suggest that CRA-related mortgage lending is profitable for most institutions,

but not as profitable as other traditional mortgage lending.?

19(...continued)
associated with reduced interest rates for these loans when they are originated make refinancing less attractive to
borrowers; (2) the small balances and high loan-to-value ratios for most CRA loans limit the potentia gains from
refinancing; (3) lower-income borrowers appear to be more sensitive to payment amounts than to interest rate levels; (4)
lower-income borrowers are less mobile than high-income borrowers; and (5) borrowers with relatively small amounts
of equity in their homes are less likely to “trade up” to another property. See Ned Brown and Dale Westoff, “Packaging
CRA Loansinto Securities,” Mortgage Banking (May 1998), pp. 32-41.

PThe earliest analysis of this type was undertaken by the Federal Reserve for its 1993 “Report to the Congress
on Community Development Lending by Depository Institutions.” This research was followed by two later studies.
Two Federal Reserve economists compared the profitability of commercia banks that specialize in mortgage lending to
lower-income borrowers and neighborhoods with the profitability of other commercial banks. For the details of this
research, see Glenn Canner and Wayne Passmore, “ The Community Reinvestment Act and the Profitability of Mortgage-
Oriented Banks,” Finance and Economics Discussion Series, 1997-7 (Board of Governors of the Federal Reserve
System, July 1997), pp. 1-31. Researchers at the Office of Thrift Supervision and the Federal Home Loan Mortgage
Corporation conducted a similar analysis for savings associations. For the details of this research, see David Malmquist,
Fred Phillips-Patrick, and Clifford Rossi, “ The Economics of Low-Income Mortgage Lending,” Journal of Financial
Services Research, vol. 11 (1997), pp. 169-88.

ZThe Federal Reserve Bank of Kansas City took this approach to evaluate the relative profitability of seasoned
CRA mortgage lending programs and identify possible sources for any observed differencesin profitability. 1n 1995,
surveys were sent to 600 large banking institutions, of which 97 responded. The survey found that 98 percent of the
respondents reported that their CRA-related lending was profitable. There was substantial variation, however, in the
degree of profitability. Of these, about three-quarters reported that their CRA lending was less profitable than their
traditional lending. Twenty-four percent indicated that their CRA lending was as profitable as, or more profitable than,
their traditional mortgage lending.

(continued...)
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2. A Survey of the Performance and Profitability of CRA-Related
L ending

Section 713 of the Gramm-Leach-Bliley Act directs the Board to “conduct a comprehensive study
... of the Community Reinvestment Act of 1977, which shall focus on (1) the default rates; (2)
the delinquency rates; and (3) the profitability; of loans made in conformity with such Act.” In
response to this directive, the Board decided to conduct a special survey of banking institutions to
obtain new and systematic data on lender experiences with such lending.

The Board determined that a survey of banking institutions would provide the best and
most reliable information on the performance and profitability of CRA-related lending. Such a
survey could potentially overcome many of the limitations of previous research. First, the survey
structure allows for the gathering of information on a broader range of CRA-related lending
activities by including activities other than just residential mortgage lending. Second, because the
survey can target banking organizations, the survey can directly assess the performance and
profitability of CRA-related lending. Banking organizations can identify those loans that are

CRA-related and are the only organizations that potentially have information on the performance

21(,..continued)

Survey responses suggest that those institutions with more profitable CRA Iending programs were more likely
to manage and service their CRA loans the same as they managed and serviced loans originated under traditional
mortgage lending programs. Survey responses also suggest that differences in profitability across ingtitutions were
driven more by the level of delinquency in their CRA lending portfolio, which affected management and servicing costs,
than by credit losses arising from CRA-related lending activities. Nearly all respondents reported that the easing of
credit standards associated with CRA program lending did not lead to appreciable increases in loan losses.
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and profitability of those loans.

Further, the Board believed that learning about the underlying sources of observed
performance and profitability differences, if they exist, could lead to a greater understanding of
the relevant issues. A survey approach allows for the gathering of detailed information on these
sources, including information on credit risk, origination and servicing costs, and pricing (interest
rates and fees). Such a comprehensive approach would not be possible using other research

methods.

Survey Sample

The sample was restricted to roughly the largest 500 retail banking institutions because
these institutions account for most CRA-related lending nationwide. These ingtitutions are
estimated to account for over 70 percent of one- to four-family home lending and community
development lending. To obtain arepresentative sample for the roughly 9,600 remaining banking
institutions would have required at least doubling the size of the sample but would not have
substantially increased the proportion of CRA-related lending covered by the survey.

Sample selection was based on the dollar amount of projected total assets as of December

2 The Home Mortgage Disclosure Act of 1975 (HMDA) generally requires banking institutions (and certain
other mortgage lenders) that have or are deemed to have offices in metropolitan areas to annually report and disclose to
the public data for each housing-related loan originated or purchased during the year, including information on loan
location and borrower income. Thisinformation, coupled with information on the institution’s CRA assessment area, is
sufficient to estimate the institution’ s volume of CRA-related mortgage lending. Similarly, the regulations that
implement the CRA require al large banking institutions and smaller institutions in large organizations to report
information on small business, small farm, and community development loans originated or purchased during the year,
which is sufficient to estimate the institution’s volume of CRA-related small business, small farm, and community
development lending. However, in none of these cases is information collected on performance or profitability.
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31, 1999.2 Banking institutions were selected based on the projected total assets of the
institution, and not on the projected asset size of their parent holding company or other affiliates,
if any. Because selection criteriafocused on individual banking institutions, multiple affiliated
insured commercial banks and savings associations within certain holding companies were
requested to participate in the survey. In such an event, the banking institutions were asked to
provide separate responses for each sampled institution rather than a consolidated response for all
institutions within the holding company. Note that, because of the asset size restriction, not all
insured commercial banks or savings associations affiliated with a given bank or thrift holding
company were necessarily selected to participate in the survey.

Special purpose banks, such as credit card banks, and banks that do not have significant
retail business were not included in the sample. Although insured institutions within these
categories are subject to the CRA and many were large enough to meet the sample’ s asset size
requirement, they are often evaluated on a different basis than other banking institutions under the
CRA. Ingtitutions headquartered outside the fifty states and the District of Columbia also were
excluded due to potential difficulties in distinguishing between domestic and foreign operations.
In addition, institutions that were acquired between December 31, 1999 and the survey mailing
were excluded, because of the impracticality of collecting aresponse for the institution from the
acquiring entity. The institutions remaining after these exclusions were ranked by asset size and

the largest 500 were selected for the survey mailing. The mail sample consisted of 400

Zprojections of total assets for December 31, 1999, were based on the September 30, 1999, Bank Call and
Thrift Financial Reports (adjusted for mergers between September and December) because the sample of banking
ingtitutions for the survey needed to be selected before the availability of the actual end-of-year Call and Thrift Financial
Report data.
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commercia banks and 100 savings institutions, ranging in size from about $870 million to more

than $500 billion in assets.

Survey Instrument

The survey instrument was developed by Board staff and incorporated comments and
suggestions from the Congress, banking institutions, community-based organizations, nonprofit
organizations involved in CRA-related lending activities, and other government agencies. It was
designed primarily to collect information on the performance and profitability of CRA-related and
overall lending for different types of loan products from a sample of banking institutions covered
by the act. A limited number of questions were also included regarding other benefits banking
institutions receive from their CRA-related lending activities. However, the survey did not seek
to assess the effect of CRA-related lending on local communities. The Gramm-Leach-Bliley Act
directed that the U.S. Department of the Treasury report on this aspect of the CRA.

In developing the survey, the Board was guided by language in the congressional directive
to focus on “loans made in conformity with [the CRA].” Accordingly, the survey focused on the
lending activities of banking institutions that are given particular emphasisin analyzing CRA
performance, and did not address nonlending activities that may be considered in a CRA
performance evaluation, such as making CRA-qualified investments or providing retail banking
services. Thisdirective also implies that the current regulations implementing the CRA should be
used as the appropriate way to identify loans “made in conformity” with the Act.

In light of the directive to “ conduct a comprehensive study,” the Board determined it

would be appropriate for the survey to include a number of features. First, because the
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circumstances of individual banking institutions vary, the Board determined that the survey should
seek information on both absolute and relative measures of the performance and profitability of
CRA-related lending. Relative measures were likely to provide a more complete assessment of
the performance and profitability of CRA-related lending activities.

Second, the Board determined that the survey should collect information separately for
specific loan product lines, since banking institutions differ in the mix of products they offer.
Without disaggregated information, performance and profitability are difficult to compare across
banking institutions because they can vary significantly across product lines. Third, the Board
determined that the survey should collect both quantitative and qualitative information on
performance and profitability, because of a concern that some banking institutions may not
maintain sufficient quantitative data to compl ete the survey or may use different methodsto
quantify performance and profitability.

Fourth, the Board determined that the survey should gather contextual information on
CRA-related and overall lending activities--such as loan volumes and the distribution of loans
within product types along various dimensions. Such information can be useful in interpreting any
observed differences in performance and profitability between CRA-related and other lending and
across banking institutions. In this spirit, the Board also decided to gather information on
differences between CRA-related and other lending regarding the major components of
profitability, such as origination and servicing costs, and pricing.

Finally, although most CRA-related loans are originated under traditional lending
programs, some banking institutions also have established special lending programs designed to

enhance their CRA performance. Special lending programs may involve the application of flexible
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underwriting standards, enhanced risk mitigation activities, consumer education, and, in some
cases, reduced interest rates or waivers or reductions in fees.* For some banking institutions,
special lending programs are used to evaluate new approaches to serving populations that banking
institutions find more difficult to serve, either because of lack of information or special borrower
circumstances. These programs may also be part of a competitive strategy that banking
institutions employ to gain or maintain market share and compete effectively for CRA-related
loans.

Because special lending programs may constitute an important element of an institution’s
overall CRA-related lending program, the Board determined that a comprehensive survey on the
performance and profitability of CRA-related lending should gather information on such
programs. To understand the effect that specia lending programs have on the activities of
banking institutions, more information than just the performance and profitability of these
programs should be collected, including details about their size and operation, the role of third
parties in implementing them, the reasons they were originally established, and the benefits the
banking institution currently receives from them.

The basic structure of the survey reflects these features. The survey questionnaire has two
parts. Part A, entitled “ Survey of CRA Lending,” and Part B, entitled “ Survey of CRA Special
Lending Programs.” Part A requests information on lending in four loan product categories. (1)
one- to four-family home purchase and refinance mortgage lending; (2) other one- to four-family

residential lending, including home improvement and home equity lending but excluding home

%A special lending program may or may not have been established primarily to originate CRA-related loans.
Some programs are set up simply to evaluate the performance and profitability implications of allowing variations from
traditional underwriting standards or other approaches for identifying potentially profitable markets.
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equity lines of credit; (3) small business lending; and (4) community development lending. The
primary objective of this part of the survey was to obtain both absolute and relative information
on the performance and profitability of CRA-related loans in these product categories. Part B
reguests information on special lending programs that banking institutions have developed or
participate in and use to specifically enhance the banking institution’s CRA performance (referred
to as“CRA specia lending programs’).

In developing the survey instrument, the principles just outlined were used to provide
guidance on a number of specific decisions related to the survey content. The following sections

highlight the details underlying the most important of these decisions.

Selection of Loan Products
As noted above, the Board was directed to study experiences regarding “loans made in
conformity with” the CRA. The CRA regulations jointly issued by the four federal banking
agencies currently set forth the types of lending activities that may be considered by the agencies
in evaluating the CRA performance of a banking institution (see Appendix C). These regulations
place special emphasis on the review of an institution’s home mortgage, small business, and small
farm lending in its assessment area in addition to any community development lending the
ingtitution may engage in.”

Because of thisregulatory focus, Part A of the survey was limited to the following four

loan product categories: (1) one- to four-family home purchase and refinance mortgage lending;

BUnder certain circumstances, a banking institution’s consumer lending activities are also considered in CRA
performance evaluations. For most ingtitutions, however, consumer lending is not amgjor element of their performance
evaluation.
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(2) other one- to four-family residential lending, including home improvement and home equity
lending but excluding home equity lines of credit; (3) small business lending; and (4) community
development lending.?

An advantage of collecting information on these four loan categories is that banking
institutions are required to regularly collect and report information on loan originations and
purchases in these categories with sufficient borrower and geographic information to estimate the
volume of CRA-related and non-CRA lending.?” Because banking institutions have the ability to
identify these CRA-related loans at the time of origination or purchase, it was hoped that they
might also be able to provide information on the performance and profitability of CRA-related

|oans over time.

Definition of a CRA-Related L oan

%The CRA regulations were used as the basis for defining “ small business loans’ and “community
development lending.” Those regulations generally define a“small businessloan” to mean any loan to abusinessin an
origina amount of $1 million or less. A “community development loan” is any loan or loan commitment that has asits
primary purpose community development.

Part A of the survey did not collect information about the performance and profitability of small farm lending,
consumer lending, or home equity lines of credit, even though small farm lending and, in some cases, consumer lending
are components of a CRA evaluation. Although small farm lending may be important to some institutions, particularly
smaller rural ingtitutions, it does not constitute a significant component of overall CRA-related lending. In addition, the
survey did not collect information on consumer |oans because they are not universally considered in CRA performance
evauations. Finally, the reporting of home equity lines of credit is optional under the HMDA. To better ensure the
uniformity of responses across banking institutions, institutions were asked to exclude home equity lines of credit in
their responses to the survey.

Z'These are the reports filed under the HMDA and the regulations that implement the CRA. Because the
HMDA and CRA reporting requirements do not cover al banking institutions and because of specific reporting
exceptions in these regulations, information is not available to classify all loans banking institutions originate or
purchase as CRA or non-CRA-related.
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To conduct a study of the performance and profitability of loans made in conformity with the
CRA, one must first define such loans, referred to as“ CRA-related loans” in this report. The
current CRA regulations again were used as a guide in establishing such a definition. Such a
guide minimizes the potential for confusion about what is meant by the term “ CRA-related loan.”

The CRA regulations require the banking agencies to eval uate the geographic distribution
of abanking institution’s home mortgage and small business lending activities, including (1) the
proportion of loans extended within the ingtitution's assessment area, as distinct from itslending
outside of its assessment area, and (2) the distribution of loans within the institution's assessment
area across neighborhoods of differing incomes.”® Lending in low- and moderate-income
neighborhoods is weighed heavily for the latter in CRA performance evaluations.?

Regarding home mortgage and small business lending, the CRA regulations also require
the banking agencies to evaluate the distribution of abanking institution's lending within its
assessment area across borrowers of different economic standing. The exact definition of
economic standing varies with the loan product being examined. For mortgage and home

improvement lending products, CRA assessments consider the distribution of oans across low-,

Zror purposes of evaluating CRA performance, each institution must delineate the geographic areas that
congtitute its CRA assessment area. For aretail-oriented banking institution, the ingtitution’s CRA assessment area must
include the areas in which the ingtitution operates branches and deposit-taking ATMs and any surrounding areasin
which it originated or purchased a substantial portion of itsloans. In addition, an ingtitution’ s assessment area may not
reflect illegal discrimination or arbitrarily exclude low- and moderate-income areas (taking into account the institution's
size and financia condition) and must consist of whole census tracts or block numbering areas. For a more complete
description of these issues, see 12 CFR 228.41.

PFor assessing the distribution of loans by neighborhood income, neighborhoods are grouped as low-,
moderate-, middle-, or upper-income. A low-income area (typically a census tract) is defined as an areain which the
median family income is less than 50 percent of the median family income for the broader area (such as a metropolitan
statistical area or the nonmetropolitan portion of a state). In a moderate-income area, the median family incomeis at
least 50 percent and less than 80 percent of that for the broader area. 1n a middle-income area, the percentage ranges
from at least 80 percent to less than 120 percent. And in an upper-income area, the percentageis at least 120 percent.
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moderate-, middle-, and upper-income borrowers, with a special focus on lending to low- and
moderate-income borrowers.*® For small business lending products, assessments consider the
distribution of small loans (loans of $1 million or less) across businesses with differing levels of
revenue, with a particular focus on loans to firms with annual revenues of $1 million or less.

In light of these provisions, a CRA-related |oan was defined in a manner consistent with
the geographic and borrower characteristics emphasized by the CRA regulations for each loan
product. For one- to four-family residential mortgage lending, a CRA-related |oan was defined to
mean any loan made within the banking institution’s CRA assessment areato alow- or moderate-
income borrower (regardless of neighborhood income) or in alow- or moderate-income
neighborhood (regardless of borrower income).** For small business lending, a CRA-related loan
was defined as any small business |oan (as defined in the CRA regulations) made within the
banking institution’s CRA assessment area to a firm with annual revenues of $1 million or less
(regardless of neighborhood income) or in alow- and moderate-income neighborhood (regardless
of firm size).

These definitions al so determine the set of loans that comprise the comparison groups
used for the relative performance and profitability assessments. For home purchase and refinance

and home improvement lending, the comparison group of loansisthe set of loansthat is either

®Borrower income categories follow the same groupings as those for neighborhoods, but rely on the borrower's
income relative to that of the median family income of his or her MSA or nonmetropolitan portion of the state depending
upon the location of the borrower.

*The focus on lending to low- and moderate-income populations and areas within an ingtitution’s CRA
assessment area recognizes the weight given to such lending by the regulatory agencies when conducting certain CRA
performance evaluations. Non-community development lending to low- and moderate-income populations, small
businesses, and small farms located lending to areas outside an institution’s CRA assessment area aso are considered by
regulators under certain circumstances, but carry significantly less importance in performance evaluations. Community
development lending is treated differently.
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made outside the banking institution’s CRA assessment area or to amiddle- or upper-income
borrower in amiddle- or upper-income neighborhood within the banking institution’s CRA
assessment area. The comparison group for small business lending consists of any small business
loan made outside the banking institution’s CRA assessment area or made in amiddle- or upper-
income neighborhood to a firm with revenues exceeding $1 million.

The CRA regulations treat community development lending differently. Community
devel opment lending generally must have a primary purpose of benefitting low- and moderate-
income neighborhoods, low- and moderate-income individuals, or small businesses and farms.
Accordingly, the CRA regulations do not require the agencies to separately consider the
distribution of an institution’s community development lending across neighborhoods of different
income levels or borrowers of different economic standing. For these reasons, in the community
devel opment lending portion of the survey, a CRA-related community development |oan was
defined as any community development loan (as defined in the CRA regulations) considered in an
ingtitution’s CRA performance evaluation. Since the CRA regulations permit a community
devel opment loan to benefit the institution’ s assessment area or a broader geographic areain
which the assessment areais located, community devel opment Iending can include loans outside

the institution’s CRA assessment area.

Definition of Performance and Profitability
In studying CRA-related lending, the Gramm-Leach-Bliley Act directed the Board to focus on
delinquency and default rates, which are collectively referred to here as performance. The survey

uses two measures of delinquency--30-89 days past due and 90 days or more past due or non-
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accruing--which are commonly used in the industry and are regularly tracked and disclosed in
regulatory reports filed by lending institutions.® The survey gathers information on the
percentage of loans that were delinquent on December 31, 1999. Measuring delinquency is
complicated by the fact that banking institutions often sell a portion of the loans they originate and
thus may have little information on their performance. Consequently, the survey collected
information about the delinquency experiences for loans held in the banking institution’s portfolio,
and for those that were originated, later sold, but still serviced by the originating institution.®

Unlike the case of delinquency, there is no commonly held definition of default. For the
survey, information was collected on a closely related measure--an institution’ s net charge-off
rate. For agiven loan, the net charge-off is the total dollars owed at default minus any recoveries.
An institution’s net charge-off rate is calculated by summing its loan-level net charge-offs over a
period of time (for the survey, calendar year 1999) and dividing this amount by the average
outstanding loan balances over the period.

For both the delinquency and charge-off rates, quantitative data were collected separately
for overall lending and CRA-related lending for each loan product. In addition, qualitative
information was collected on the relative credit osses of CRA-related and other lending.

Institutions were asked whether the credit losses associated with their CRA-related lending were

*2These reports are the Report of Condition and Income (Bank Call Report) for commercial banks and some
savings associations and the Thrift Financial Report for the remaining savings associations.

*If the performance of the loans that are sold differs systematically from the performance of the loans the
ingtitution holds in portfolio, then responses about the performance of lending based only on portfolio loans would be
biased.
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“higher,” “somewhat higher,” “about the same,” “somewhat lower,” or “lower” than the credit
losses associated with their other lending.

Measuring profitability offered specia challenges. First, there are various waysto
calculate dollars of profit for aloan or program. For the survey, profit from alending activity was
measured using a comprehensive definition that included all “revenues and costs associated with
origination, servicing, pricing, delinquency, default and losses, prepayment, |oan sales and
purchases, and related customer account business.” Although not stated explicitly, overhead was
intended to include the costs of permanent and working capital (sometimes referred to as a hurdle
rate). Under this definition, a positive profit would imply a profitable program.

Dollars of profit may not be a meaningful measure of profitability, as programs may differ
in size, for example. Therefore, profitability istypically expressed as arate. Because profits are
returns to shareholders, the return on equity (ROE) is the appropriate measure to use and thus
was selected as the measure used in the survey.® In determining the ROE, institutions were asked
to consider all the components of profitability discussed above. Accordingly, an ROE greater

than zero would indicate a profitable program.

Although the ROE is the most appropriate measure of profitability, discussions with

*Thereis no generally agreed upon measure of profitability, although the ROE and the return on assets (ROA)
are both commonly used. Calculating the ROE or the ROA for a program requires the alocation of equity or assets,
respectively, to it. The ROA is commonly used because it can often be more easily calculated at a given point in time.
However, the ROA cannot be used to compare programs that have varying propensities for selling their loans. For
example, a banking institution that sells most of the loans it originates, and thus has few assets, may appear to be
extraordinarily profitable when measured using the ROA. Thus, comparing the ROA across programs in which loans
are sold at different rates can be misleading.
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banking institutions suggested that some banking institutions might have difficulty calculating it
for individual loan programs. Consequently, the survey also collected detailed qualitative
information on profitability aswell. For example, banking institutions were asked if lending was
“profitable,” “marginally profitable,” “break even,” “marginally unprofitable,” or “unprofitable.”
Both the quantitative and qualitative questions regarding ROE were asked about overall
lending and CRA-related lending for each loan product. In addition, institutions were asked
whether the ROE for CRA-related lending was “higher,” “somewhat higher,” “about the same,”
“somewhat lower,” or “lower” than the ROE for other lending of asimilar product. If their
response to this qualitative question indicated that there was an ROE difference, institutions were

asked to provide a quantitative estimate of the ROE difference.

Gathering Contextual Information
The context in which banking institutions operate is an important factor that may influence the
absolute and relative performance and profitability of CRA-related lending. Contextual
information could be useful for fully understanding any differencesin performance and
profitability that are observed in survey responses. The survey collected three types of contextual
information.

First, because differences in profitability across groups of loans could arise from
differencesin any of the components of profitability--origination and servicing costs, pricing, and
credit losses--the survey asks qualitative questions about the relative values for each of these

factors for CRA-related and non-CRA lending. Further, for each factor, the survey asks about the
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specific sources of cost, price, or credit-loss differences.®

Second, because characteristics of groups of loans can vary greatly and this variation may
affect performance and profitability of these groups, institutions were asked to compare the
profitability of CRA-related lending and other lending controlling for a variety of loan
characteristics. These included loan size, product type (e.g., fixed or adjustable rate), loan
seasoning, and purpose.

Third, because the nature and size of loan programs can vary greatly across banking
institutions and because this variation may influence performance and profitability, a number of
mainly quantitative contextual questions were asked about the nature of each institution’s CRA-
related and overall lending. Institutions were asked to report the dollar volume of originations
and purchases and the dollar volume of outstanding loans for CRA-related loans and all loans
within each loan product category. In addition, several contextual questions were also asked
about the characteristics of both CRA-related and all loans held in portfolio, such asthe
distribution of the loans by age, outstanding balance, third-party guarantee status, and type of
pricing (fixed versus adjustable interest rate). Each banking institution was also asked to identify
whether it relied on a distinct unit or department to originate its CRA-related loans, the role of

affiliatesin their CRA-related lending activities, and the proportion of loansin each product

®An additional aspect of profitability isthe costs incurred to comply with the CRA and other regulatory
regquirements that are not associated with lending per se, such as costs associated with reporting loan origination and
purchase activity. Asthe objective of thisreport is to gather information on the performance and profitability of lending
rather than the costs to comply with the technical provisions of the CRA or other laws, information on these “regul atory
compliance” costs was not collected in the survey. These costs, however, presumably are part of overhead and in
principle should be alocated to the appropriate lending activities in the calculation of profitability.
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category extended under CRA special lending programs.

Gathering Information on CRA Special L ending Programs

The survey also sought to obtain information that would help provide a better understanding of
the nature of special lending programs and the role they play in CRA-related lending. In Part B of
the survey, banking institutions were asked to provide detailed information on their 1999 CRA
special lending programs, defined as any program that the institution established (or participated
in) and uses specifically to enhance its CRA performance.*® CRA special lending programs could
involve housing-related, small business, consumer, or other types of lending. In addition, CRA
special lending programs could involve loans beyond those considered as CRA-related lending in
Part A of the survey, asthey could include |oans extended outside the institution’s CRA
assessment area.

For the survey, CRA special lending programs could include special programs offered or
developed in conjunction with third parties, such as lending consortia, nonprofit organizations, or
government agencies that offer special lending programs in which an institution participates.
However, traditional government-backed lending programs, such as those offered by the Federal
Housing Administration (FHA), the Department of Veterans Affairs (VA), or Small Business
Administration (SBA), were not considered to be CRA special lending programs for the purposes

of the survey, unless an institution provided a special enhancement to the program, such asa

%A program would meet this definition only if one of the program’ s documented purposes was to enhance the
ingtitution’s CRA performance.
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formal education program or waiver of fees. In addition, community development loan programs
were not considered to be CRA special lending programsin the survey.

Because there is great diversity among CRA special lending programs, both within and
across banking institutions, the survey gathered information on the characteristics of each
program (up to five, ranked by size) that an institution offered. The survey also collected detailed
information on the performance and profitability of each of these programs. Finally, because it
was recognized that banking institutions may have established these programs for a variety of
reasons that go beyond their efforts to enhance their CRA performance, the survey asked
respondents to provide information on both the reasons these programs were developed originally

and the current benefits the programs provide to institutions.

Using the M ost Recent Experiences

The questionsin both parts of the survey focused on lending experiences based on 1999 calendar
year activity and on an institution’ s lending portfolio as of December 31, 1999.% The survey thus
collected the most current information available. The focus on the most recent lending
experiences was intended to facilitate responses by surveyed institutions, as they already had to
collect some of thisinformation for regulatory reporting purposes. In addition, collecting
information on the performance and profitability of lending for years earlier than 1999 would have

been problematic, as many larger banking institutions have been involved in mergers and

"The survey asks respondents to include the activities of affiliates in their responses to the same extent that
these firms' activities were considered in the respondent’s CRA performance evaluations.
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acquisitions over the past few years. It ishighly unlikely that consolidated entities could have
provided separate historical information for the individual institutions that now have been

combined into one entity.

Deter mining the Basisfor Survey Responses

Because of variation in the nature and extent of recordkeeping across banking institutions and
because of the short time frame established for the institutions to respond to the survey, it was
recognized that some institutions might not be able to provide exact answers for some questions.
To distinguish among responses based on (1) actual tabulations of requested quantities, (2)
estimates based on data and reasonabl e assumptions, or (3) educated guesses, most of the
quantitative and some of the qualitative questionsin the survey were followed by a question

eliciting the basis for the response.
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3. Implementing the Survey

Participation by banking institutions in the survey was voluntary. On January 21, 2000, the 500
prospective respondents were mailed a copy of the questionnaire accompanied by a cover letter
from Chairman Alan Greenspan explaining the purpose of the survey and seeking their voluntary
cooperation in the study. Institutions were informed that responses to the survey would not be
used for supervisory purposes and that the information reported would not be made available to
the public in away that permitted the identification of the responses provided by a particular
institution. Banking institutions were asked to return their completed surveys by March 1, 2000.
To help ensure complete and accurate responses to the survey, the Board established a CRA-
survey assistance telephone line and set up a dedicated web site that included an electronic copy
of the questionnaire and a collection of questions and answers about the survey.*®

Although a March 1 deadline was established for the submission of survey responses, a
number of banking institutions submitted responses after this date. In total, responses were
received from 143 institutions--114 commercia banks and 29 savings associations (table 1).
Upon receipt at the Board, each survey response underwent extensive reviews. Aninitial review,
prior to data entry, focused on completeness and obvious errors and inconsistencies. Board staff
contacted institutions by telephone to resolve these problems. After data entry, the responses
were reviewed a second time. These computer-based, second-stage reviews focused on awide

range of issues, including response inconsistencies, logical errors, and seemingly implausible

*®3ee www.federal reserve.gov/boarddocs/surveys/CRAlcansurvey/.

33



values for delinquency or charge-off rates, for dollar volumes of loan originations and purchases,
or for outstanding balances. For delinquency and charge-off rates and for outstanding balances,
information from the Bank Call and Thrift Financial Reports were the basis for the comparison.
For loan volumes, data from the 1999 Home Mortgage Disclosure Act (HMDA) and CRA small
business loan filings served as the basis for comparison.* Potential problemsidentified at this
stage were al so resolved to the extent possible through tel ephone contact with the respondents.

Despite their relatively small number, the 143 survey respondents (out of more than
10,000 banking institutions) account for about one-half of the assets of all U.S. banking
institutions as of December 31, 1999. They also account for about one-half of the dollars
associated with home purchase and refinance mortgage and home improvement originations in the
1999 HMDA filings estimated to satisfy the survey definition of CRA-related lending. Similar
estimates using 1999 CRA small business loan filings imply that respondents to this survey
account for about 40 percent of the dollars associated with small business loan originations
estimated to satisfy the survey definition of CRA-related lending and about 45 percent of the
dollars associated with community development loan originations.

Overal, about 29 percent of the 500 banking institutions surveyed provided a response.
Commercial banks and savings institutions responded at almost exactly the same rate. However,

institutions' response rates varied markedly by asset size. More than 80 percent (27 out of 33

*®The 1999 HMDA and CRA small business and community development lending data will be made available
to the public in late July 2000 by the Federal Financial Institutions Examination Council. Preliminary versions of this
information were used in validating the accuracy of survey responses.
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sampled institutionsin this asset category) of the surveyed banking institutions with assets of $30
billion or more as of December 31 returned a survey. In contrast, only about 19 percent (72 out
of 363) of the surveyed banking institutions with assets of less than $5 billion responded.
Institutions with assets between $5 billion and $30 billion had a response rate of about 40 percent.
Because these differences in response rates can potentially distort results, adjustments were made

in calculating summary measures. These are discussed in more detail in the next section.
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4. Presentation Issues and Results Regarding the Natur e of
Responses

A series of issues shapes how the results of the survey are presented. These issues involve the
ability of respondents to provide answers to the quantitative questions of the survey and variation
in the calculation of profitability among respondents. In addition, the different sample response
rates by asset size discussed in the previous section also play an important role in the presentation

of results.

The Ability to Provide Quantitative Responses

Survey responses and extensive follow-up telephone interviews undertaken to clarify responses
suggest that, although banking institutions generally track the number and dollar amount of
originations and purchases of CRA-related lending as defined in the survey, few institutions
collect information on and track the delinquency and charge-off rates and profitability of such
lending separately. Asaresult, except for community development lending, fewer than half of the
banking institutions that responded to the survey provided quantitative information on the
performance of CRA-related lending (tables 2a and 2b). Lessthan a quarter provided responses
to quantitative questions on the absolute profitability of CRA-related lending. Thereisa
significant difference in the ability of respondents to provide responses to quantitative questions
for the overall lending and CRA-related lending categories. For overal lending, almost twice as
many respondents were able to provide responses to the quantitative questions on performance

and profitability.

36



These patterns hold for each of the loan product categories, although response rates for
quantitative questions were higher for home purchase and refinance lending than for home
improvement, or small business lending.* For example, of the 140 survey respondents that did
home purchase and refinance lending, 61 were able to provide an estimate of their 30-89 day
delinquency rate for CRA-related lending; 116 were able to provide an estimate of the 30-89 day
delinquency rate for overall lending. By comparison, of the 116 respondents that did home
improvement lending, only 40 were able to provide an estimate of their 30-89 day delinquency
rate for CRA-related lending; 91 were able to provide an estimate of the 30-89 day delinquency
rate for overall home improvement lending.

Of the respondents that provided quantitative answers, the proportion that answered
questions based on “actual tabulations’ as opposed to those that responded on the basis of
“estimates based on reasonable assumptions and data’ or “educated guesses’ varies between
measures of performance and measures of profitability and between CRA-related and overall
lending. A substantially higher proportion provided quantitative responses based on actual
tabulations for measures of performance than for measures of profitability. The number of
responses based on actual tabulations for quantitative profitability measuresis quite small. For

example, fewer than 5 of the survey’s 143 respondents provided quantitative responses based on

“°The comparative response rates across loan product categories are consistent with their regulatory reporting
reguirements for performance information. Commercial banks and savings associations are required to report
delinquency and charge-off information for closed-end loans secured by one- to four-family residential properties, most
of which are one- to four-family home purchase and refinance loans. Performance information is not reported for small
business or home improvement loans as defined in this survey. (Thrift institutions report performance information for
unsecured closed-end home improvement loans. However, thisis only asmall part of overall home improvement
lending for most banking institutions.)
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actual tabulations for the profitability of CRA-related lending for any loan product. A somewhat
larger, but still relatively small, number of respondents provided a response based on actual
tabulations to the quantitative question on the absol ute profitability of overall lending for each
product type. For example, 15 respondents provided a response based on actual tabulationsin
reporting the absolute profitability of their overall one- to four-family home purchase and
refinance lending.

Implications. Because relatively few banking institutions report quantitative answers,
quantitative estimates of performance and profitability measures provided in the tables presented
in this report must be viewed with caution. For example, given the small number of respondents,
reported means are potentially susceptible to afew extreme values. Therefore, to permit
assessments of the validity of quantities presented in the tables that follow, the tables present
tallies of the number of respondents whose information was used to calculate a given quantity.
Because so few institutions provided responses to quantitative questions based on actual
tabulations, the tallies do not distinguish between quantitative responses that were based on actual
tabul ations and those that were based on estimates or educated guesses. Finally, along with the
means of quantitative variables, the tables report median values for these variables. These median
values are less sensitive to extreme values.

In addition, because of significant differencesin the frequency of responses to quantitative
questions for overall lending and for CRA-related lending, comparisons based on all responses
could be misleading. To address this concern, the quantitative figures for performance presented

in the tables are based only on those respondents that provided quantitative responses for both
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overal lending and CRA-related lending. For profitability, the qualitative results presented in the
tables are based only on those respondents that provided responses to the question on relative
profitability and to the qualitative questions on the profitability of both overall lending and CRA-
related lending. The quantitative figures for profitability presented in the tables are based only on
those respondents that satisfied the conditions for the qualitative portion of the table and further
provided a quantitative estimate of the relative difference in ROE between CRA-related and other
lending.** Although these restrictions reduce the sample sizes used in calculations somewhat, they
help to ensure that no biases are introduced because of differencesin response rates for overall

and CRA-related lending.

Variation in Measuring Profitability (ROE)

In reviewing the responses to the quantitative questions on profitability in the survey, it appears
that respondents used at least two different approaches in calculating profitability (ROE). Some
banking institutions included the costs of capital (for example, interest) in reporting the ROE,
while it appears that others did not. For example, for some respondents an ROE of zero was
characterized as “break even,” while for others positive values well above zero were similarly
classified. For these latter respondents, the reported ROE presumably does not reflect the costs

of capital. Telephone conversations with respondents confirmed these impressions. More

“Those respondents that indicated that the ROE for CRA-related lending and other lending was “about the
same,” and were therefore not asked to quantify the ROE difference, were assigned a quantitative relative difference of
zero. These responses were used in calculating the figuresin the tables.
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generally, it is difficult to verify that all of the many components that are considered in calculating
profitability were used by all respondents. It is also possible that qualitative responses regarding
absolute profitability in the survey may have been affected by these differing measures of the
ROE.

Implications. Because the reported ROE measures may not be fully comparable across
banking institutions, numerical data on the absolute levels of the ROE for the different categories
of loans are not given in thisreport. Information is presented on the qualitative responses
regarding absolute profitability, but some caution should be exercised in interpreting these results
for similar reasons.

However, although consistency in the computation of profitability acrossinstitutionsis an
important issue for making comparisons of absolute profitability across banking institutions, it is
important to note that neither the quantitative nor qualitative measures of relative profitability for
programs within a banking institution would be affected by thisissue as long as a banking
institution was consistent in how it calculated an ROE within a product category. Such
consistency of response seems highly likely, and telephone conversations with respondents
confirmed thisview. For thisreason, prominence is given to relative profitability measuresin this

report.

A Summary Measur e of Survey Responses--Adjustmentsfor Nonresponse
In reporting the results of the survey, a summary measure of survey responses is presented in an

“All ingtitutions” column. The figures in this column represent an estimate of what the full survey
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responses would have been if all 500 of the sample institutions had participated and all
respondents had provided answers to all applicable questions.

The accuracy of this“All ingtitutions” estimate relies upon the validity of the assumptions
needed to construct it. Key assumptions are those related to the treatment of sample and question
nonresponse. As discussed previoudly, the proportion of banking institutions that responded to
the survey varied significantly by asset-size group. As a consequence, unless behavior isthe same
for ingtitutions across different asset-size categories, simple averages based on the answers
provided by respondents would provide a distorted “ All institutions” estimate of the survey
responses.

To address this concern, the figures for the “All institutions” columns in the tables are
calculated based, in part, using sample response adjustment factors reflecting the relative response
rates for respondents in the three asset-size classes (less than $5 billion, $5 billion to $30 billion,
and $30 billion or more). The sample response adjustment factor for respondents with assets of
$30 billion or moreis 1.2 (or 33+27). Similarly, the sample response adjustment factor for
respondents with assets between $5 billion and $30 billion is 2.4 (or 104+44) and for respondents
with assets of less than $5 hillion, the adjustment factor is 5.0 (or 363+72).%

An additional adjustment problem in calculating responses for “All institutions” arises
from the fact that many questions were not answered by a significant proportion of respondents.

For questions that are answered by all or nearly all respondents, thisis not a problem. For

“2This procedure assumes that the respondents within an asset-size category are representative of all institutions
in that asset-size category.
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questions with a significant number of nonresponses, however, it was decided to adjust for
different propensities to answer questions by incorporating an additional question response
adjustment factor also based on asset size.

The general procedure used to calculate question response adjustment factors wasto
assume that respondents within an asset-size category that did not provide an answer to a
question would have the same response pattern as those that did. Thus, respondents who
answered each question were “blown up” to represent those who were asked the question but did
not answer. Respondents for whom a question is not applicable are not used in calculating “ All
ingtitutions” figures. For example, if 24 respondents were asked a question and 12 provided an
answer, these 12 were “blown up” to represent 24 institutions (i.e., each of the 12 was “blown
up” by afactor of 2). Question response adjustment factors were calculated separately for each
asset-size category because the responses varied by asset size.

Figuresin the “All institutions” column are computed using these question response
adjustments in conjunction with the sample response adjustment factors discussed earlier. For
example, if the 24 respondents in the example above were large institutions, the total response

adjustment for each of the 12 ingtitutions that provided an answer would be 2* (33+27) or 2.44.
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5. Resultsof Part A--The Survey of CRA Lending

Part A of the survey gathers information on the experiences of banking institutionsin four broad
lending categories. home purchase and refinance lending, home improvement lending, small
business lending, and community development lending. For each product category, the survey
collects performance and profitability information for both CRA-related and overall lending, as
well as contextual information that allows for a greater understanding of any differencesin
performance and profitability that may be revealed by survey responses. The results for each of
the four loan product categories are discussed in the sections that follow.

Results are first presented on a“per ingtitution” basis. As noted earlier, information is
presented separately for institutions in the three asset-size categories and for “All institutions.”
The latter is calculated using the total response adjustment factors discussed in the previous
section and represents an estimate of what responses would have been if all surveyed institutions
had participated in the survey and al respondents had answered all applicable questions.

The results for performance and profitability are also presented on a“per CRA dollar”
basis. These figures are calculated using weights based on the dollar volume of CRA-related
loans that each institution reported they originated in each product areain 1999.* Figuresin the

“All institutions’ column of the per CRA dollar tables were calculated using total response

“If aninstitution did not provide the dollars of CRA-related loansit originated in its survey response, this
quantity was estimated using information provided in its 1999 HMDA or CRA datafiling. The proportion of
respondents that did not report the dollar amount of their CRA-related loan originations varies somewhat by product
type: 15 percent for home purchase and refinance lending, 27 percent for home improvement lending, 11 percent for
small business lending, and 2 percent for community development lending.
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adjustment factors that were recalculated using CRA dollar-weighted sample and question
response adjustments. The “All ingtitutions” figuresin the CRA dollar-weighted tables represent
an estimate of what the distribution of CRA-related loan dollars originated across responses
would have been if al surveyed ingtitutions had participated in the survey and all respondents had

answered all applicable questions.*

Home Purchase and Refinance L ending

Among the loan products that receive primary attention in most CRA performance examinations,
home purchase and refinance lending has by far the largest origination volume (table 2c). Itis
estimated that the 500 banking institutions sampled in the survey originated over $570 billion in
home purchase and refinance loansin 1999. This amount far exceeds the amount of lending in the
other loan product categories. These 500 institutions are estimated to have originated $117 billion
in small business loans, $12 billion in home improvement loans, and $13 billion in community

development loans. This relative scale across loan product categories holds for CRA-related

“The choice of this particular weighting scheme was motivated by practical considerations. First, most
respondents provided quantitative data on the volume of CRA-related lending originated for all product areas. Second,
for those ingtitutions that did not provide such information and for which imputations were necessary, externa data were
available from the 1999 HMDA and CRA datafilings that permitted reliable and reasonably accurate imputations.
Another advantage is that a single loan will not contribute to the weight of more than one ingtitution, as only one
ingtitution can have originated each loan.

There are other dollar-weighting schemes that could have been implemented. However, each suffers from
shortcomings. For example, weights based upon dollars associated with CRA-related lending each institution held in
portfolio could have been used. However, these values would have had to be imputed for more than half of the
respondents and no external hard data source that could be used for these imputations exists. As a second example, a
weight based upon loans originated and purchased could also have been used. However, thisweight can lead to a
double-counting of loan dollars, as a single loan could be counted as an origination for one banking institution and a
purchase by another.
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lending as well, although the differences in volume across loan productsis less extreme for home
improvement and small business lending because a higher proportion of these loans are CRA-
related. About 10 percent of al home purchase and refinance lending is CRA-related compared
with about 18 percent for home improvement lending and about 50 percent for small business
lending.

Profitability

Per institution analysis. Survey responses indicate that CRA-related home purchase and

refinance lending is either profitable or marginally profitable for most respondents (82 percent,
table 3a). About one-sixth of the respondents report that such lending is either marginally
unprofitable or unprofitable. This pattern holds generally across banking institutions of different
asset size, although a greater proportion of large banking institutions (assets of $30 billion or
more) report that their CRA-related home purchase and refinance lending is either marginally
unprofitable or unprofitable than medium- (assets between $5 billion and $30 billion) or smaller-
sized (assets between $950 million and $5 billion) institutions.

Although CRA-related home purchase and refinance lending is reported to be at |east
marginally profitable for most of the survey respondents, overall home purchase and refinance
lending is reported to be at least marginally profitable for an even larger proportion of these
institutions (94 percent). Moreover, for dightly less than half (44 percent) of the respondents, the
profitability of CRA-related home purchase and refinance lending is reported to be either lower or
somewhat lower than that of other home purchase and refinance lending. However, the remaining

56 percent report that the profitability of their CRA-related and other home purchase and refinance
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lending is about the same as the profitability of their other home purchase and refinance lending.
None report that it is more profitable. Consistent with the pattern noted above, large banking
ingtitutions are more likely than smaller institutions to report that the profitability of their CRA-
related home purchase and refinance lending is lower than the profitability of their other lending in
this product category. For example, while 39 percent of the smallest banking institutionsin the
sample report that the profitability of their CRA-related home purchase and refinance lending is
either somewhat lower or lower than the profitability of their non-CRA-related lending, 69 percent
of the largest banking institutions report this experience.

Respondents report that the ROE for CRA-related home purchase and refinance lending is
on average 1.8 percentage points lower than the ROE for other home purchase and refinance
lending. However, most respondents report the same ROE for CRA-related and overall home
purchase and refinance lending. This similarity of experienceis further reflected in the median
ROE difference, which is zero.

Per CRA dollar analysis. Weighting the responses by the amount of CRA dollars an

institution originated in 1999 produces results that differ somewhat from those computed on a per
ingtitution basis (table 3b).** Regarding the profitability of CRA-related lending, the implications
for the profitability of home purchase and refinance lending are similar when viewed on a per

CRA-dollar basis as compared to a per institution basis. For example, 84 percent of CRA-related

“Large ingtitutions are estimated to account for 57 percent of the dollars of CRA-related home purchase and
refinance loans originated in 1999 by surveyed institutions but constituted only about 7 percent of surveyed institutions.
In contrast, small institutions in the sample, which made up 72 percent of surveyed institutions, are estimated to account
for 17 percent of the dollars of CRA-related home purchase and refinance lending in 1999.
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loan dollars originated were originated by institutions that report that their CRA-related home
purchase or refinance lending was profitable; survey responses indicate that CRA-related home
purchase and refinance lending is profitable or marginally profitable for 82 percent of respondents
on aper ingtitution basis. However, a substantially higher percentage of the CRA dollars
originated in 1999 were originated by respondents that report that CRA-related one- to four-family
home purchase and refinance lending is less profitable than other lending than the percentage of
institutions that report that CRA-related lending is less profitable on a per ingtitution basis (63
percent of CRA dollars versus 44 percent of institutions).

Performance

Per institution analysis. Many institutions report no difference in performance between

CRA-related and other home purchase and refinance lending (tables 3c and 3d).** However, when
there is a difference in performance, respondents tend to report that CRA-related home purchase
and refinance lending performs less well than other home purchase and refinance lending. For
example, about half of the survey respondents have higher rates for both measures of delinquency
for CRA-related home purchase and refinance loans than for overall home purchase and refinance
loans; about one-third report no difference in rates and one-sixth report lower delinquency rates
for CRA-related |oans.

When performance is measured by charge-off rates, a smaller percentage of respondents

“Quidlitative differences in performance are inferred from the quantitative responses provided by respondents.
If the reported quantitative delinquency or charge-off rate for CRA-related lending was greater (less) than the rate for
overall lending, the response was treated as indicating that the rate for CRA-related lending was higher (lower) than the
rate for overal lending. If the quantitative delinquency or charge-off rate was identical for CRA-related and overall
lending, the response was treated as indicating that the rate for CRA-related and overall lending was the same.
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report that their CRA-related home purchase and refinance loans do not perform as well as their
home purchase and refinance |oans considered in the aggregate. Nearly 70 percent of the
respondents report either no difference in charge-off rates for CRA-related and for other home
purchase and refinance lending or lower charge-off rates for CRA-related loans. When asked a
qualitative question about credit losses, 65 percent of respondents report that credit |osses were
about the same for CRA-related and for other home purchase and refinance lending in 1999.
Twenty-eight percent report that the credit losses associated with CRA-related home purchase and
refinance lending were higher or somewhat higher than credit losses associated with other lending,
and 6 percent report that credit |osses associated with 