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The Community Reinvestment Act of 1977 (CRA) is proof that capitalism can
have a corporate conscience without degrading into socialism or gambling on the
other extreme of completely unregulated markets. CRA is arguably a perfect exam-
ple of the correct balance between government and market regulation in a capital-
ist economy. Too much regulation is as bad as too much deregulation, as seen in
the savings and loan crisis and, more recently, Enron. Somewhere between regu-
lated and unregulated markets is the ideal point, or “fair” market representing the
optimum balance between consumer and industry interests. This brief presents the
first comprehensive analysis of public comments on the proposed reforms and
concludes with specific recommendations that will lead to optimal CRA reform.

There are many reasons why CRA is an
example of a fair market regulation. By pro-
viding credit access to all, the law gives
everyone an equal chance at (but no guaran-
tee they will get) their share of the American
Dream. It is needs-, not race-based, with the
focus on the most needy low- and moderate-
income (LMI) groups, representing 40 per-
cent of the U.S. population. It does not
require banks to make bad loans or lose
money. Although the law requires banks to
pay a reasonable compliance cost, there is
little to no cost to taxpayers, who get some-

thing in return for federal subsidies to the
banking industry. The law has more bark
than bite in terms of actual enforcement and
is therefore not overly intrusive to business.
Finally, the CRA relies more on the positive
power of disclosure in the market than on
regulatory brute force. Itis reformed period-
ically so that it remains responsive to both
consumer and industry interests.

The rules and regulations implementing CRA
as developed, applied, and enforced by the
federal bank and thrift regulators are being
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reformed this year as part of a mandatory review of this law.
Their last major reform, in 1995, resulted in what was called
the “new CRA,” and banks and thrifts have operated under
those rules and regulations since that time. While most of the
last reform effort was successful in terms of expanding access
to credit for LMI people and areas, much remains to be done
to make this good regulation even better. CRA's success has
been in its simplicity, something somewhat forgotten during
the 1993-95 reform process, which created separate invest-
ment and service tests that effectively diluted the key lending
test by 50 percent. Good public policy in CRA must be refo-
cused on LMI lending, 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.

Community groups in general would like to keep everything
in the existing CRA regulations but expand both the enforce-
ment and scope of the law. They are correct in asking for a fix
to the rampant grade inflation problem and an expansion of
CRA at least to credit unions, as the proportion of home pur-
chase loans made by CRA-covered institutions continues to
fall. Their attempts to hold on to the nonlending tests are not
only unrealistic but also somewhat self-serving, as some
groups have financial incentives to maintain the investment
test (e.g., bank contributions to them count as qualified CRA

investments). Community groups are also flat-out wrong to
ask that CRA be made race-based,something that could jeop-
ardize the future of this needs-based 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.

Irrespective of the type of exam, it is imperative that the CRA
return to its original focus on LMI lending. Optimal reform
also hinges on reduction of grade inflation through a joint
regulatory compliance function; on expansion of CRA to, at
the least, credit unions; the addition of a fifth “good” or High
Satisfactory rating; a return to more frequent, tiered exam
schedules based on the institution’s last CRA rating; manda-
tory rather than optional CRA treatment of affiliates; the use
of specialized compliance examiners and exams; improve-
ment of the quality and amount of disclosure in public per-
formance evaluations; a requirement that both acquirer and
acquiree in bank mergers have passing CRA ratings; and pro-
vision of reduced credit for purchased (as opposed to origi-
nated) loans and for purchased mortgage-backed securities.

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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