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The Com mu n i ty Rei nve s tm ent Act of 1977 (CRA) is proof that capitalism can

h ave a corpora te con s c i en ce wi t h o ut degrading into socialism or ga m bling on the

o t h er ex treme of com p l etely unreg u l a ted market s . C RA is arguably a perfect ex a m-

ple of the correct balance bet ween govern m ent and market reg u l a ti on in a capital-

ist econ omy. Too mu ch reg u l a ti on is as bad as too mu ch dereg u l a ti on , as seen in

the savi n gs and loan crisis and, m ore recen t ly, E n ron . Som ewh ere bet ween reg u-

l a ted and unreg u l a ted markets is the ideal poi n t , or “f a i r ” m a rket repre s en ting the

opti mum balance bet ween con su m er and indu s try intere s t s . This bri ef pre s ents the

f i rst com preh en s ive analysis of p u blic com m ents on the propo s ed reforms and

con clu des with specific recom m en d a ti ons that wi ll lead to optimal CRA reform .

Th ere are many re a s ons why CRA is an

example of a fair market reg u l a ti on . By pro-

viding credit access to all , the law give s

everyone an equal ch a n ce at (but no guara n-

tee they wi ll get) their share of the Am eri c a n

D re a m . It is need s - , not race - b a s ed , with the

focus on the most needy low- and modera te -

i n come (LMI) gro u p s , repre s en ting 40 per-

cent of the U. S . pop u l a ti on . It does not

requ i re banks to make bad loans or lose

m on ey. Al t h o u gh the law requ i res banks to

p ay a re a s on a ble com p l i a n ce co s t , t h ere is

little to no cost to taxpayers , who get som e-

thing in retu rn for federal subsidies to the

banking indu s try. The law has more bark

than bi te in terms of actual en forcem ent and

is therefore not overly intru s ive to bu s i n e s s .

F i n a lly, the CRA relies more on the po s i tive

power of d i s cl o su re in the market than on

reg u l a tory brute force . It is reform ed peri od-

i c a lly so that it remains re s pon s ive to bo t h

con su m er and indu s try intere s t s .

The rules and reg u l a ti ons implem en ting CRA

as devel oped , a pp l i ed , and en forced by the

federal bank and thrift reg u l a tors are bei n g
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reform ed this year as part of a mandatory revi ew of this law.

Th eir last major reform , in 1995, re su l ted in what was call ed

the “n ew CRA ,” and banks and thrifts have opera ted under

those rules and reg u l a ti ons since that ti m e . While most of t h e

last reform ef fort was su ccessful in terms of expanding acce s s

to credit for LMI people and are a s , mu ch remains to be don e

to make this good reg u l a ti on even bet ter. C RA’s su ccess has

been in its simplicity, s om ething som ewhat for go t ten du ri n g

the 1993–95 reform proce s s , wh i ch cre a ted sep a ra te inve s t-

m ent and servi ce tests that ef fectively diluted the key len d i n g

test by 50 percen t . G ood public policy in CRA must be refo-

c u s ed on LMI len d i n g, the purpose of the 1977 law.

The revisions now being drafted by the regulators are based

on their review of approximately 400 public comments

received in October 2001; the revisions should be released

sometime during the second half of 2002. The future of

CRA depends upon the direction of these reforms. To create

optimal public policy, bank and thrift regulators, under

the direction and influence of Congress and the Bush

Administration, must reach the ideal balance between com-

peting consumer and industry interests.

The banking industry’s priority on CRA reform varies by

institution size, as small and large retail banks are evaluated

under different standards.Many big banks are rightfully ask-

ing that the law be returned to its LMI lending roots by abol-

ishing the investment and, to a lesser extent, the service test,

or at least making them optional as is currently the case for

small banks. Small banks want to increase the current $250

million cutoff size for a streamlined exam, which now cov-

ers about 80 percent of all banks and thrifts. A reasonable

approach is to double the cutoff to $500 million, which

would include 90 percent of the industry, and free up some

$50 million in CRA regulatory costs that could be reinvest-

ed in the community.

Com mu n i ty groups in gen eral would like to keep everyt h i n g

in the ex i s ting CRA reg u l a ti ons but expand both the en force-

m ent and scope of the law. Th ey are correct in asking for a fix

to the rampant grade inflati on probl em and an ex p a n s i on of

C RA at least to credit union s , as the proporti on of h ome pur-

chase loans made by CRA- covered insti tuti ons con ti nues to

f a ll . Th eir attem pts to hold on to the non l ending tests are not

on ly unre a l i s tic but also som ewhat sel f - s ervi n g, as som e

groups have financial incen tives to maintain the inve s tm en t

test (e.g. , bank con tri buti ons to them count as qu a l i f i ed CRA

i nve s tm en t s ) . Com mu n i ty groups are also flat-out wrong to

ask that CRA be made race - b a s ed ,s om ething that could jeop-

a rd i ze the futu re of this need s - b a s ed law.

Following is a summary of the most important optimal

reform recommendations proposed in this brief, organized

by type of CRA exam:

1. Large Retail Bank Exam: Eliminate separate investment

and service tests and incorporate into an expanded lend-

ing test, which results in a streamlined large-bank exam

with one rather than three tests (a 67 percent reduction);

10 rather than 15 performance criteria (a 33 percent

reduction); one rather than three performance ratings

matrices (a 67 percent reduction); and 50 rather than 70

individual rating matrix cells (a 29 percent reduction).

2. Small Retail Bank Exam: Double small bank cutoff from

$250 to $500 million.

3. Community Development Exam: Allow credit for all

LMI-related community development activities outside

of assessment area, as long as LMI credit needs within it

have been met.

4. Strategic Plan: Eliminate this option since only 0.1 per-

cent of the industry has adopted it.

Irre s pective of the type of ex a m , it is impera tive that the CRA

retu rn to its ori ginal focus on LMI len d i n g. Optimal reform

also hinges on redu cti on of grade inflati on thro u gh a joi n t

reg u l a tory com p l i a n ce functi on ; on ex p a n s i on of C RA to, a t

the least, c redit union s ; the ad d i ti on of a fifth “good ” or Hi gh

Sa ti s f actory ra ti n g ; a retu rn to more frequ en t , ti ered ex a m

s ch edules based on the insti tuti on’s last CRA ra ti n g ; m a n d a-

tory ra t h er than opti onal CRA tre a tm ent of a f f i l i a te s ; the use

of s pec i a l i zed com p l i a n ce ex a m i n ers and ex a m s ; i m prove-

m ent of the qu a l i ty and amount of d i s cl o su re in public per-

form a n ce eva lu a ti on s ; a requ i rem ent that both acqu i rer and

acqu i ree in bank mer gers have passing CRA ra ti n gs ; and pro-

vi s i on of redu ced credit for purch a s ed (as oppo s ed to ori gi-

n a ted) loans and for purch a s ed mort ga ge - b acked sec u ri ti e s .

It is more important than ever that the public policy delib-

eration on CRA reform be conducted with a full view of the

potential conflict and constraints associated with communi-

ty groups, the regulators,and the banking industry. Many of

these issues did not apply at the time of the last reform

process, but they are most relevant today. It is respectfully

suggested that the reform recommendations in this brief,
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especially those identified above, are optimal in the sense

that they represent an objective, balanced perspective of

both community and industry interests with full recognition

of all relevant conflicts and constraints.
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