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GAO REPORT ON REGULATION B:
SHOULD LENDERS BE REQUIRED TO
COLLECT RACE AND GENDER DATA

OF BORROWERS FOR ALL LOANS?

Thursday, July 17, 2008

U.S. HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON OVERSIGHT
AND INVESTIGATIONS,
COMMITTEE ON FINANCIAL SERVICES,
Washington, D.C.

The subcommittee met, pursuant to notice, at 10:02 a.m., in room
2128, Rayburn House Office Building, Hon. Melvin L. Watt [chair-
man of the subcommittee] presiding.

Members present: Representatives Watt, Lynch, Cleaver, Green;
and McHenry.

Ex officio: Representative Frank.

Chairman WATT. Good morning, everybody.

This hearing of the Financial Services Subcommittee on Over-
sight and Investigations will come to order.

We will start with opening statements by the members. Without
objection, all members’ opening statements will be made a part of
the record, and we will proceed with allowing whomever wants to,
to make an opening statement since we have so few people here to
do so today. I will recognize myself for 5 minutes to kind of frame
the issue for us.

Today’s hearing is entitled, “GAO Report on Regulation B:
Should Lenders Be Required To Collect Race and Gender Data of
Borrowers for all Loans?” The Financial Services Committee has a
special interest in ensuring fair and equal access to credit, and our
committee was instrumental in the passage of the Equal Credit Op-
portunity Act.

The Federal Reserve issued Regulation B to implement the Act.
Regulation B currently forbids the collection of racial, gender, and
other personal characteristics data for loans other than mortgage
loans, loans such as small business loans or automobile loans, for
example.

By contrast, the Federal Reserve’s Regulation C, which imple-
ments the Home Mortgage Disclosure Act, commonly known as
HMDA, requires the collection and public reporting of racial, gen-
der, and personal characteristics data on applicants for home mort-
gages, and that data is regularly used by Congress, Federal bank-
ing regulators, researchers, and the public to discern patterns of
lending and alert for public possible discrimination.
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Last year Chairman Frank, Congresswoman Maloney, and I re-
quested the GAO to study Regulation B, with particular attention
to the Federal Reserve’s factual and analytical basis for concluding
that removing Regulation B’s prohibition on the collection of racial
and gender data of applicants and borrowers could increase dis-
crimination. Without objection, I will submit a copy of our request
to the GAO and we will make that a part of today’s hearing record.

We are pleased that the GAO is here today to release the results
of the study we requested, and today’s hearing will focus on the
GAOQO’s findings and whether lenders should be required to collect
race and gender data on applicants and borrowers of all loans. The
GAO report reflects that serious data gaps now exist that impede
the efforts of Federal banking regulators to enforce fair lending
laws, especially on loans other than mortgage loans.

The primary source of data for tracking patterns of non-mortgage
lending is the Federal Reserve’s survey of small business finances,
the so-called SSBF. SSBF data is collected from borrowers of small
business loans rather than from lenders. The data is voluntary,
self-reported, and not verified by the Federal Reserve. This limits
the analytical value of the SSBF data.

By contrast, the likelihood, or at least the possibility, that dis-
crimination is occurring in mortgage lending can be detected from
data collected under the Home Mortgage Disclosure Act. This data
is required to be provided annually by a large population of lenders
and can be used by Federal bank regulators to help facilitate fair
lending examinations.

Another limitation of SSBF data has been that the surveys of
small business finances were conducted only about every 5 years,
instead of annually, between 1987 and 2003. Additionally, the Fed
has been habitually slow in reporting the results of the surveys.
The survey results have therefore often been stale. In fact, much
of the information reviewed by the GAO for the report we are re-
ceiving at today’s hearing is based on SSBF surveys conducted in
1993 and 1998, more than 10 years ago in some cases.

Some of the other information in today’s GAO report is based on
the 2003 survey that was not publicly released until 2006. Perhaps
recognizing these problems, the Federal Reserve discontinued the
SSBF in 2007. The Fed now says that elements of the SSBF will
be incorporated into the Federal Reserve survey of consumer fi-
nances, but this is not due to be released until 2010.

It is hard to believe, as we convene this hearing today, that no
one in the Federal Government has access to reliable data about
important lending patterns and the real prospect of disparities and
discrimination in the provision of credit other than mortgage credit.
Indeed, the GAO report indicates that one Federal Reserve bank
has been unable to conduct thorough fair lending examinations and
unable to review consumer complaints alleging discrimination by
non-mortgage lenders, due to lack of available data. This is alarm-
ing, and, given the recent documented disproportionality of
subprime mortgage loans to racial and ethnic minorities, I person-
ally think it is unacceptable.

The Federal Reserve has periodically reviewed Regulation B,
most recently in 2003, and concluded that amending Regulation B
to permit the collection of racial, gender, and personal characteris-
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tics data could increase discrimination. If that is still the Fed’s con-
tention, I certainly hope that it will offer specific evidence for that
hypothesis at today’s hearing.

I am anxious to know whether the Fed thinks that the collection
of racial and ethnic data under HMDA is contributing to, causing,
or increasing discrimination by mortgage lenders. The Financial
Services Committee needs to carefully consider the potential cost
that would result from amending Regulation B to require the col-
lection and public reporting of personal characteristics data on
loans other than mortgage loans.

For that reason, the subcommittee invited several lenders to tes-
tify at today’s hearing about some of the potential costs that we
have heard about, but they declined. Perhaps this subcommittee
will attempt to get details about these costs at a subsequent hear-
ing.

We all should be attentive to holding down the cost of lending,
but we also have a public policy obligation to ensure equal and fair
lending to all Americans, whether they are shopping for mortgage
loans or non-mortgage loans.

The GAO report and today’s hearing allow us to start the process
of evaluating both the cost as well as the benefits of more com-
prehensive reporting. I encourage our subcommittee members to
approach this hearing in that spirit, and I thank all of our wit-
nesses for appearing today to assist us as we start this effort.

I am now happy to recognize my colleague from North Carolina,
who is substituting for the ranking member. Well, he says he is not
substituting for Mr. Miller; he says he is standing in for Mr. Miller,
for our ranking member, Gary Miller, who had another commit-
ment this morning.

My colleague, Mr. McHenry from North Carolina, is recognized
for 5 minutes.

Mr. McHENRY. Chairman Watt, thank you, and thank you for
hosting this hearing today.

And I do think it is important that we follow up on the GAO re-
port on the Equal Credit Opportunity Act, which is a law that is
intended to enforce our Nation’s fair lending laws. I look forward
to hearing from the witnesses today, both this first panel and the
second panel, regarding the efforts to eliminate discrimination in
the credit industry.

You know, access to credit has provided enormous opportunities
and benefits to consumers. I think we have to ensure that credit
is available to all, regardless of any race, ethnic background, or
general considerations. And I think it is obvious and clear to all
that is what we should be doing.

We have to ensure that families have access and opportunities to
purchase a home or an automobile, to finance an education, to deal
with emergencies, and to purchase everyday goods and services.
For this reason, and ensuring that there’s non-discrimination with-
in lending practices, the Equal Credit Opportunity Act, as imple-
mented by the Federal Reserve by Regulation B, it prohibits lend-
ers from collecting racial, ethnic, and gender information in order
to make a credit decision.

So we have to look at the unintended consequences of that, and
I think it is important that we have this hearing to follow up on
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my colleague’s request for this GAO report. I look forward to hear-
ing the details of it, and I think it is important that we ensure that
the detection and enforcement tools are there and available to us
to protect consumers in this country and ensure that our laws our
working appropriately.

So with that, I thank you, Chairman Watt, for your leadership,
and I look forward to this hearing.

Chairman WATT. I thank the gentleman for his statement and
for standing in for the ranking member.

Without objection, all members’ opening statements will be made
a part of the record in their entirety, and I would be happy to rec-
ognize Representative Cleaver for an opening statement if he cares
to make one.

Mr. CLEAVER. I will wait, Mr. Chairman, until a question-and-an-
swer period.

Chairman WATT. Okay. Mr. Green from Texas.

Mr. GREEN. Thank you, Mr. Chairman.

I would like to make a statement, and I want to thank your
ranking member today, Mr. McHenry. You seem to wear that seat
quite well.

Mr. Chairman, I thank you for hosting this hearing, because it
is important for us to make meaningful decisions as to how we can
eliminate discrimination, not only in lending, but discrimination in
the main. And the most effective way to do it is to have empirical
evidence of what is happening.

The acquisition of empirical evidence necessitates collecting cer-
tain evidence, certain information. Unfortunately, we have not de-
vised a system that will allow us to properly collect this informa-
tion. My belief is that if we have the will, the way is readily avail-
able to us. We have to adopt the will to eliminate invidious dis-
crimination. So I am hopeful that at this hearing this morning we
can hear more about how we can get this done, how we can acquire
the intelligence necessary to not only prove that the discrimination
exists but have the intelligence such that it can be used in an effi-
cacious way to deal with the actual problem itself. It is the will
that we need. The way is available to us.

And, Mr. Chairman, I thank you very much for hosting the hear-
ing, and yield back the balance of my time.

Chairman WATT. I thank the gentleman for his opening state-
ment and for his presence today for this important hearing.

I am now going to proceed with an abbreviated introduction of
the witnesses. Without objection, therefore, your bios will be made
a part of the record; and, in the interest of time, I won’t go into
an elaborate introduction, although both of them deserve and war-
rant elaborate introductions.

I think our first panel is extremely important for two reasons,
because one of the witnesses is testifying about the actual report
that was requested some time ago, and by and large the essence
of the report is about the Federal Reserve. So the other witness is
here in fairness to hear and respond if the Federal Reserve desires
to do so.

Our first witness is Ms. Orice Williams. She is the Director of Fi-
nancial Markets and Community Investment, United States Gov-
ernment Accountability Office. And our second witness on this
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panel will be Ms. Sandra Braunstein, the Director of the Division
of Consumer and Community Affairs at the Federal Reserve Board.

Without objection, your entire written statements will be made
a part of the record, and each of you will be recognized for a 5-
minute summary of your testimony. We tend to be very liberal in
our assessment of 5 minutes, especially on this panel, where we are
getting the basic information. So don’t feel like you are under the
gun, but try to be as cognizant as you can of the lighting system.

The green light will be on for 4 minutes and then the yellow light
will be on for 1 minute. And then the red light will come on, so
be cognizant of that, but don’t stop when the red light comes on
if you are trying to finish your statement.

Thank you all for being here.

Ms. Williams, you are recognized for 5 minutes.

STATEMENT OF ORICE WILLIAMS, DIRECTOR, FINANCIAL
MARKETS AND COMMUNITY INVESTMENT, UNITED STATES
GOVERNMENT ACCOUNTABILITY OFFICE

Ms. WiLLIAMS. Thank you.

Chairman Watt and members of the subcommittee, I am pleased
to be here this morning to discuss our report on the Federal Re-
serve Board’s Regulation B, which is being publicly released today.

As you know, Regulation B implements the Equal Credit Oppor-
tunity Act of 1974. Reg B, as it is known, generally prohibits lend-
ers from collecting certain data from loan applicants such as race
or gender for non-mortgage loans, including small business or auto
loans. Whether or not to repeal or amend this regulation has been
the subject of debate and review for years, including a review in
1998.

Effective in 2003, while retaining the broad prohibition, the
Board authorized lenders to collect such data for the purposes of
a limited self-test to evaluate their compliance with ECOA. This
morning, I will highlight the findings from our report. Specifically,
I will touch on three areas: One, available research on possible dis-
crimination in non-mortgage lending and the data used; two, the
Board’s 2003 decision to retain the prohibition of voluntary collec-
tion of personal characteristics data; and, three, the benefits and
costs of a data collection and reporting requirement.

First, what the research shows: We found that most research
suggests that while discrimination may play a role in certain types
of non-mortgage lending, data limitations complicate efforts by re-
searchers and regulators to better understand the role that dis-
crimination may actually play. For example, the research indicates
that minority-owned and African-American-owned small busi-
nesses, in particular, are denied loans more often or pay higher in-
terest rates than white-owned businesses, with similar risk charac-
teristics.

However, the primary data source for these studies, a periodic
Board survey of small businesses, while providing important in-
sights into possible discrimination, lacks the rigor of the Home
Mortgage Disclosure Act data, commonly known as HMDA data.

For example, survey data are collected from borrowers, rather
than lenders, which limit their usefulness as a means to assess
lending practices across institutions and the industry. We also
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found that in the absence of personal characteristics data for non-
mortgage loans, Federal bank regulators that enforce fair lending
laws may rely on time-consuming and less reliable approaches to
identify possible discrimination, such as assuming a loan applicant
is Hispanic based on his or her last name.

Next, I would like to discuss the Board’s rationale for retaining
the general prohibition of voluntary data collection and reactions to
it. We found that while views varied about the decision to retain
the prohibition of voluntary data collection, there was general
agreement that such voluntary data would have limited benefits.

We found that the Board’s final decision to retain the prohibition
of voluntary data collection was two-fold. First, it said the proposal
would have created an opportunity for lenders to use the data for
discriminatory purposes; and, second, voluntary data would not be
useful because lenders may use different collection approaches.
While some researchers and others agreed with the Board’s first
rationale, others said that data collection alone would not nec-
essarily create the risk for discrimination, because in some cases,
such as small business lending, lenders may already be aware of
an applicant’s personal characteristics, given that such lending is
often done face-to-face.

On the other hand, a range of researchers, regulatory staff, and
others generally agreed that voluntary data collection would not
likely materially benefit efforts to better understand possible dis-
crimination, because the data would be collected on an inconsistent
basis. Moreover, few lenders, if any, would participate out of con-
cern for additional regulatory scrutiny of their non-mortgage lend-
ing practices and the potential for litigation.

The last issue I will address involves our analysis of the implica-
tions of a data collection and reporting requirement. We found that
while requiring lenders to collect and publicly report data on per-
sonal characteristics for non-mortgage loan applicants could help
address many of the current data limitations, it could impose addi-
tional costs on lenders that could be passed on to borrowers.

While limiting a requirement to certain types of loans, such as
small business loans, could help mitigate such costs, such a re-
quirement may also involve complexities that would need to be
carefully considered. For example, to the extent that small business
lending is more complicated than other types of lending, lenders
may need to collect and report additional information on a range
of underwriting standards in addition to data on personal charac-
teristics, so that informed judgments can be made about their lend-
ing practices.

In closing, I would like to note that despite limitations with ex-
isting data, one key data source, the Survey of Small Business Fi-
nances, is being discontinued. While the Board plans to fold it into
the Survey of Consumer Finances, how this change will impact re-
searchers who rely on the data remains unclear.

Given the limitations of voluntary data collection, now is the
time to fully evaluate the implications of a mandatory reporting re-
quirement, and this hearing is an important step.

Thank you, and this concludes my oral comments.

I would be happy to answer any questions that you may have.
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[The prepared statement of Ms. Williams can be found on page
80 of the appendix.]

Chairman WATT. Thank you very much for the summary of your
report.

Ms. Braunstein, you are recognized for 5 minutes, or there-
abouts.

STATEMENT OF SANDRA F. BRAUNSTEIN, DIRECTOR, DIVI-
SION OF CONSUMER AND COMMUNITY AFFAIRS, BOARD OF
GOVERNORS OF THE FEDERAL RESERVE SYSTEM

Ms. BRAUNSTEIN. Thank you.

Chairman Watt, Congressman McHenry, and members of the
subcommittee, I want to thank you for this opportunity to discuss
whether personal characteristics data collection for non-mortgage
loans is appropriate and, if so, the best way to collect it.

There are four possible approaches to the collection of applicant
data: A general prohibition on data collection; voluntary data col-
lection; mandatory data collection without public disclosure; and
mandatory collection with public disclosure. It is important to note
that the Equal Credit Opportunity Act is silent on the question of
data collection.

The first approach, a general prohibition on collecting an appli-
cant’s personal data, is the approach currently followed for non-
mortgage loans in Regulation B which implements the Equal Cred-
it Opportunity Act, or ECOA. For credit that typically is granted
using automated underwriting systems without face-to-face contact
between the creditor and the consumer, this approach seems appro-
priate.

The second option, voluntary collection of applicant data, was
considered but rejected by the Board in 2003. Voluntary data col-
lection does not appear to be a useful approach. A voluntary collec-
tion regime would not produce either reliable or useful market-wide
data.

Under a voluntary regime, the data would be incomplete, because
some creditors would elect not to collect. In addition, the reliability
of the data could not be assured, because the data that is collected
would be done with different standards criteria and methods. Thus,
the data would not be comparable from creditor to creditor.

The third regime, mandatory collection of personal data without
public disclosure, is the approach that the Board adopted in 1977
for mortgage loans to obtain information for monitoring purposes.
This approach can provide supervisory agencies with additional
data that can be useful in identifying possible discriminatory prac-
tices, however, many creditors such as non-bank finance companies
and auto dealers are not subject to regular examinations for fair
lending compliance. Thus, data collection without public disclosure
may not enhance fair lending enforcement against creditors that
are not subject to routine oversight.

Mandatory collection of personal characteristics data with public
disclosure is the approach used for the Home Mortgage Disclosure
Act or HMDA. Public disclosure can provide heightened scrutiny of
lender practices by entities other than enforcement agencies. We
believe that the availability of the HMDA data has led mortgage
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lenders to review their loan decisions more carefully to ensure com-
pliance with their lending laws.

Although an approach which includes public disclosure would
provide greater transparency than mandatory collection alone, it
also raises significant public policy choices and cost benefit consid-
erations. One fundamental question is the proper scope of any
mandatory collection, reporting, and public disclosure requirement
for non-mortgage loans. Should such a requirement apply to all
non-mortgage loans or some subset of those loans such as small
business loans? A requirement to collect, report, and publicly dis-
close race, ethnicity, and gender data for lending other than mort-
gages, such as small business, may promote fair lending enforce-
ment.

However, such a requirement would be challenging to implement
and could impose significant costs on lenders. Small business lend-
ing is quite complex and variable. For example, there are many dif-
ferent types of small business lending, including credit lines, busi-
ness credit cards, vehicle and equipment loans, mortgages, capital
leases, and trade credit. There are also many different types of
small business lenders, including banks, credit card companies, fi-
nance companies, and trade creditors. Many different types of data
about business attributes and underwriting standards would have
to be collected for the data to be useful as a screen for fair lending
enforcement purposes.

The Board is committed to addressing racial and ethnic gaps in
the availability and affordability of credit. However, just as Con-
gress required the collection, reporting, and disclosure of personal
data in HMDA for mortgage loans, we believe that Congress is in
the best position to make these important public policy and cost-
benefit determinations for non-mortgage loans.

Thank you, and I will be happy to answer any questions from the
subcommittee.

[The prepared statement of Ms. Braunstein can be found on page
44 of the appendix.]

Chairman WATT. Thank you very much, both of you, for your
comprehensive statements.

Let me do a little housekeeping here for the purpose of making
sure that all the members have a full appreciation of what we are
trying to develop here. This has actually been going on for a while
and I don’t want the members to miss what has led up to today’s
hearing. So let me ask unanimous consent to submit the following
documents for the record:

A letter dated February 12, 2004, from Representative Frank
and 22 Members of Congress to Federal Reserve Chairman Green-
span; a letter dated March 8, 2004, which is the response of Chair-
man Greenspan to Representative Frank’s letter;

A letter dated February 14, 2007, from Representatives Frank,
Watt, Waters, Gutierrez, and Lee to Chairman Bernanke; a letter
dated March 13, 2007, which is the response of Chairman
Bernanke to the February 14th letter;

A letter in preparation for today’s hearing from Chairman Watt
to the FDIC, the OTS, the OCC, the NCUA, the SBA, the Depart-
ment of Justice, and the FTC asking for their response to a series
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of questions about the desirability of collecting this kind of data
and the contents of that letter will speak for itself;

Responses to the July 10th letter from the FDIC, the OTS, the
OCC, NCUA, the SBA, and the FTC—we have not yet received the
response from the Department of Justice and we are still trying to
get that;

And a letter dated July 16th to Chairman Watt from the Na-
tional Consumer Law Center stating its views.

Wighout objection, all of those items will be submitted for the
record.

I have previously asked for unanimous consent to submit the let-
ter dated July 16, 2007, from Representatives Frank, Watt, and
Maloney to the GAO which requested today’s report. So I am just
trying to make sure that everybody is aware that this hearing
today is another step in a sequence of things that has occurred on
this issue, as Ms. Williams has indicated. This issue has been
around for a while and we need to try to address it. Now let me
proceed with the questioning of these witnesses, and I will recog-
nize myself for 5 minutes for the first questions.

Ms. Williams, I take it that just about everybody has concluded,
based on your report, that voluntary reporting and collection of col-
lection and/or reporting of race, gender, and personal characteris-
tics data is probably not worthwhile, because of various issues that
you identified in your statement.

You would get all kinds of different responses if it were vol-
untary as opposed to setting up a set series of things that people
will be expected to respond to. Is that correct?

Ms. WiLLIAMS. That is correct.

Chairman WATT. So the options we are looking at, it seems to
me, are mandatory: either no collection, or mandatory collection,
with us or somebody, perhaps the Fed, giving guidance about how
that information would be structured.

That is a fair summary of where you got to?

Ms. WILLIAMS. Yes.

Chairman WATT. And, Ms. Braunstein, I take it that you reached
kind of the same conclusion. The Fed has reached the same conclu-
sion, and you basically said that there would be costs associated
with collecting the data, but that there would be benefits flowing
from the collection of data, and it is the Congress’ prerogative to
determine whether to collect it or not.

It is not the Fed’s prerogative to make that determination?

Ms. BRAUNSTEIN. Correct.

Chairman WATT. So you have basically thrown the ball back to
us. Okay. That frames our hearing today, because it seems to me
that Congress, at the end of whatever series of hearings we have
on this, has to be evaluating the benefits of collecting the data, the
detriments of collecting the data, and the cost of collecting the
data.

Would that be a fair assessment of what you would think would
be the appropriate inquiries that we would be making, Ms. Wil-
liams?

Ms. WiLLIAMS. Yes, I think that is right.

Chairman WATT. Okay. Both of you made some reference to cost,
so let me get you to elaborate, if you can. You described some gen-
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eral problems associated with collecting data, but has anybody
done any specific looks at what the actual cost would be, Ms.
Braunstein?

Ms. BRAUNSTEIN. Yes. The best frame of reference that we have,
of course, is the HMDA system; and one of the benefits of HMDA
is that the Congress did set out in a statute a very specific frame-
work for the collection, the public reporting of that data, and it in-
volves a lot of entities. It involves costs on the part of the lenders,
certainly, who are doing the collection and the reporting. It in-
volves a lot of costs on the part of the supervisory agencies who col-
lect that information from the lenders and then analyze it and re-
port it back out in public.

So that is our best frame of reference. I don’t have numbers on
that, but certainly, we would be willing to come up and talk to you
and your staff, or whomever, about what costs are associated with
HMDA. I would say they are pretty significant and we have a lot
of resources ourselves dedicated to this process. Additionally, we
think that collection of something like small business data would
be even more complex than mortgage data, because of the nature
of the loans.

The products in small business lending are not nearly as homog-
enous or standardized as mortgage lending, so you are talking
about a lot of different variables. So I think it would be the HMDA
cost, probably plus an additional factor to put into place a robust
system that would be valuable for people.

Chairman WATT. Okay, before my time runs out, let’s compare
the cost of collecting HMDA data to the benefits of collecting
HMDA data.

Does the Fed have a position on that?

Ms. BRAUNSTEIN. Yes, as I have said in my testimony, we do
think that HMDA data has been beneficial in terms of fair lending
enforcement and in terms of providing information in the public
that give people an understanding of mortgage lending. It is cer-
tainly not determinative of discrimination, but it is a very useful
screening tool for us in our fair lending examinations.

Chairman WATT. I ask unanimous consent for one additional
minute. Would it be correct to say that the collection and public re-
porting of this data also has been a deterrent to or has deterred
people, lenders, from engaging in discriminatory practices?

Ms. BRAUNSTEIN. I think that is fair to say.

Chairman WATT. Okay. How do you square that with the notion,
then, that you all have had that somehow collecting this data in
non-mortgage loans would or could run the risk of encouraging peo-
ple to discriminate?

Ms. BRAUNSTEIN. That statement was made in the context of vol-
untary collection not publicly reported. That context was made re-
garding just lifting the prohibition, which would have led lenders
to ask people for this data without anybody checking it. Many of
the lenders involved do not get regular examinations from super-
visory authorities, so we would have no way of knowing if they
were using it for bad purposes. That was in that context, not in the
context of a public system.
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Chairman WATT. Okay. And, Ms. Williams, finally, to what ex-
tent did you all do any analysis of what the actual cost might be
of collecting this kind of data in non-mortgage situations?

Ms. WILLIAMS. Given that there’s no current structure in place,
the approach we took to collect what the cost would be was largely
through conversations with regulators, HMDA experience, and also
talking to lenders and focusing where the cost would be impacted.

Chairman WATT. And is that fully reported in your report?

Ms. WiLLIAMS. It is.

Chairman WATT. All right. I thank you.

My time has expired, and I will recognize Mr. McHenry for 5
minutes for his questions.

Mr. McHENRY. Thank you, Mr. Chairman. And thank you all for
your testimony.

You know, I would like to know from you, Ms. Braunstein, the
Federal Reserve had a prohibition for a few decades, roughly, on
collection of race, gender, and ethnicity, and then you went to this
voluntary method.

What was the thought process to move to the voluntary method
of collection?

Ms. BRAUNSTEIN. Actually, let me clarify that. We did not move
to voluntary collection. We proposed it and then we withdrew that
application.

MIl‘;? McHENRY. What was the thought process behind the pro-
posal’

Ms. BRAUNSTEIN. The proposal, what we ended up with, was we
have a little window there where lenders can collect it but only for
purposes for doing their own self-testing for fair lending. But other-
wise, there still is a prohibition in place on collecting this data.

Mr. McHENRY. It seems sort of bizarre, because in your testi-
mony you said, and in answering Chairman Watt’s question as
well, that you have some concerns about ensuring that this data is
not used for other purposes if that data is requested, if that is the
intent of Congress and the Federal Reserve.

So how do you allow people to voluntarily do this as a self-check?
I mean, it seems bizarre to me that you would say if you collect
this data you could use it for ill intent, but at the same time, we
are going to let you voluntarily do that so you can self-check. It just
seems sort of odd.

Ms. BRAUNSTEIN. Well, there are self-testing provisions in the
ECOA, so that is a normal state of affairs where banks do their
own mystery shopping and testing to make sure that their policies
are being carried out. And so we did say that if this was a useful
tool for them, they could do that. I will add that our understanding
in talking to lenders is that hardly anybody is doing it. For many
reasons they are not collecting this data, so I don’t think anybody
has taken us up on that. But we did allow that window.

Mr. McHENRY. Could you collect an analysis of the cost of col-
lecting HMDA data, and could you submit that to us?

Ms. BRAUNSTEIN. We could put together figures, probably, on
HMDA data. Yes, I would think that we could follow up with you.

Mr. McHENRY. Okay, just for the subcommittee to have that in-
formation, both the regulatory, the governmental portion of the cost
and the private sector as well.
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Ms. BRAUNSTEIN. Right. Obviously, we would have to estimate
the private sector but we will do that.

Mr. McHENRY. Ms. Williams, you spoke generally of the cost.
Can you go into some more detail about the cost of possibly imple-
menting this?

Ms. WiLLiAMS. Our approach on this particular issue, we weren’t
able to collect specific costs for institutions, because there is no rule
in place. So the cost would be dictated by the specifics of a rule if
it were in place in terms of what information had to be kept, what
was collected, how it was maintained, and if it was publicly re-
ported.

We focused our conversations with lenders and regulators in
terms of what are the broad categories that the cost would be in-
curred in, information systems, training employees, expanding
their technological capabilities. And views varied about how much
it would actually cost. Would it be extremely expensive because all
of these systems would have to be created? Would they be able to
build on existing systems as well as, for example, small business
lending may not occur?

Mr. McHENRY. What was your conclusion?

Ms. WILLIAMS. Our conclusion was that there is a potential for
increased cost. No specific dollar figure was provided.

Mr. McHENRY. Okay. Just more?

Ms. WILLIAMS. More.

Mr. McHENRY. So perhaps we need to have another study with
some parameters on what it would actually cost, but we would
have to give you some specifics. Is that what you are saying?

Ms. WiLLIAMS. Yes. And historically, when we have attempted to
quantify costs of a particular change, it is extremely difficult be-
cause the specifics aren’t there. And also it is difficult to confine
how the lenders go about attributing cost to a specific activity.
Sometimes, they will lump in all the cost of information systems
to a change without backing out the fact that there are certain
things that they have to collect regardless of the change in the reg-
ulation or not.

Mr. McHENRY. Okay. Ms. Braunstein, sampling: Is there a possi-
bility the Federal Reserve could do sampling in order to determine
in this broad market of lending, you know, the racial breakdown,
race, ethnicity, and gender breakdown in lending?

Ms. BRAUNSTEIN. The problem is that we don’t have the contact
with the borrowers. So right now there is a prohibition in effect for
the lenders to collect that information.

Mr. MCcCHENRY. But it is a Federal Reserve prohibition.

Ms. BRAUNSTEIN. So there were wouldn’t be the implication that
it is a sample. Do you see what I mean? The information would
come to us. Normally, like in HMDA, the information is collected
by the lenders, and then it comes to us by the lenders. Right now,
the lenders can’t collect this information.

Mr. McHENRY. Yes, because of your prohibition. So you are say-
ing the Federal Reserve can’t do it because the Federal Reserve
prevents it from being done. So my question is, is there the possi-
bility that you could through the lenders do sampling that is statis-
tically sound?
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Ms. BRAUNSTEIN. We would have to remove the prohibition in
order to do that.

Mr. McHENRY. Actually, if you removed the prohibition, could
you do that in a statistically sound way?

Ms. BRAUNSTEIN. Yes, but the concern would be that without
putting into place a framework for collection sampling, you would
have similar problems to voluntary collection in that lenders would
do it differently in different cases, and you would have apples and
oranges. So, once again, we are talking about the need for a frame-
work or system so that there is consistent data collected. Other-
wise, it is not useful.

Chairman WATT. Thank you. The gentleman from Missouri is
recognized for 5 minutes.

Mr. CLEAVER. Thank you, Mr. Chairman.

Ms. Williams, on page 9 in your report, you mention in the first
paragraph that the four Federal bank regulatory agencies said that
the availability of HMDA data has facilitated the fair lending law
examination process. How? Can you explain that?

Ms. WiLLIAMS. Yes, the existence of that data allows regulators
to have information on a specific lender as well as industry-wide
so they can look at the HMDA data as a baseline and determine
if they need to look at a particular lending institution or certain
aspect of the industry while enforcing their fair lending laws so
they have demographic data.

Mr. CLEAVER. Okay, that brings about Ms. Braunstein, does the
Fed share the HMDA data with any other Federal agencies?

Ms. BRAUNSTEIN. Yes, all the agencies. Well, it is publicly avail-
able to everybody, to the—

Mr. CLEAVER. Public.

Ms. BRAUNSTEIN. Public, yes. So, yes, it is publicly available. And
the other agencies, the regulatory agencies, all use it in their fair
lending examinations.

Mr. CLEAVER. This data is available, but not necessarily sent to
State banking?

Ms. BRAUNSTEIN. Actually, we do send HMDA data every year to
the State banking agencies.

Mr. CLEAVER. How long has that been a practice? Forever?

Ms. BRAUNSTEIN. Well, I don’t know about forever, but it is been
quite a while.

Mr. CLEAVER. In your testimony, you discuss how many institu-
tions have been referred to the Department of Justice. Do you have
any data on how those cases were disposed with the Department
of Justice? What happened?

I mean, can you say 12 institutions were taken to Federal court?

Ms. BRAUNSTEIN. I do not have that information. Certainly, we
receive information on how those cases are handled, and, there are
a number of ways that they are. Sometimes, there are settlements
between Justice and the lenders. Sometimes, the cases are sent
back to us for disposition. I don’t have those statistics today, but
we could certainly get you that information.

Mr. CLEAVER. Yes, I am very much interested in it, because you
know if there are violations, I think it would help the committee
to know what the Department of Justice is doing. I mean, you
know, and are we getting a letter from DOJ, saying you have been
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a bad person or are there penalties that would discourage others.
So I think that information would be very helpful.

That is all, Mr. Chairman.

Chairman WATT. I thank the gentleman, and the gentleman from
Texas, Mr. Green, is recognized.

Mr. GREEN. Thank you, Mr. Chairman, and I thank the wit-
nesses for your testimony. It has been very enlightening.

Sometimes, we can make things a little bit more complicated
than they actually are. Dr. King spoke of the paralysis of analysis,
that you can take the simplest thing and analyze it to the point
that you do absolutely nothing. So let me move quickly to what I
say is a bottom line, notwithstanding the cost to collect and, by the
way, that cost cannot only be the dollar amount to collect, but it
could also be the cost on society for failure to collect the empirical
evidence necessary.

You can have a cost that is associated with actually the physical
process of collecting information. But then, if you don’t collect, soci-
ety has a cost. It is the cost of dreams not being fulfilled, the cost
of homes not being purchased, the cost of wealth building not tak-
ing place.

So there are various and sundry costs and we ought not just look
at the dollar amount associated with the actual collection of data.

Next point, notwithstanding the complications associated with
data collection, I understand that it can be difficult. But I also un-
derstand that we collect an enormous amount of intelligence on
things, and we do it most effectively and we do it consistently. And
we do it in such a way that the information can be used for what-
ever the stated purpose is.

So I ask you this: Do you agree that we can construct an effective
data collection system if we have the will to do so? Can it be done?
I would like to start with Ms. Williams.

Ms. WiLLiAMS. I think based on the experience with HMDA,
HMDA is an important precedent to consider. So I think it is with-
in the realm of possibility.

Mr. GREEN. Okay. Ms. Braunstein?

Ms. BRAUNSTEIN. Yes, certainly, it could be done. Again, it is a
cost benefit analysis.

Mr. GREEN. I understand. Well, cost benefit analysis, let’s just
take that off the table just for the purpose of our discussion now.
Assuming that we conclude that the benefits outweigh whatever
the costs are, can a system be devised so that we can acquire em-
p%rica?l evidence indicating whether or not discrimination has taken
place?

Ms. BRAUNSTEIN. I don’t believe as with HMDA that we would
ever be able to construct a system for small business or other data
where it was definitive. On discrimination, I think that the HMDA
system is an excellent screening tool and we use it that way. And,
we could also build a system, like you say, if there was the will and
people felt that the benefits were worth it.

We could build a system for small business lending or other
kinds of lending that would also be a screening tool, but it would
not be definitive on discrimination.

Mr. GREEN. Let me ask you this. If we have a system that allows
us to ascertain who is involved in the process, whom it is that is
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involved in the process; and, if we can determine what the outcome
is of the persons involved in the process, are you indicating that
we don’t have the intellect to put a system in place that will give
us an opportunity to analyze data and come to conclusions?

Ms. BRAUNSTEIN. No. I'm not saying we don’t have the intellect.
I'm saying that the lending process as with HMDA is so complex
that you need to go beyond what is reported on a data sheet that
there would be almost an impossibility to collect every single factor
that would go into a credit decision.

That is what I am saying. I am not saying we don’t have the in-
tellect. I am saying that you still would need to do investigations
into files and other policies of the institution and a lot of other
things in order to definitively—

Mr. GREEN. Would we be in a position, Ms. Braunstein, to collect
enough information such that we can do the follow-up investiga-
tions that would say to the person making the inquiry, you need
to do this follow-up investigation?

Ms. BRAUNSTEIN. Absolutely.

Mr. GREEN. Could we do that?

Ms. BRAUNSTEIN. Yes, that is what I was saying. It is a screening
tool, yes.

Mr. GREEN. All right. And upon moving forward with the follow-
up investigation, then couple that intelligence with the intelligence
acquired initially. Then can we start to draw the conclusions?

Ms. BRAUNSTEIN. Yes.

Mr. GREEN. Here is a point, friends. Really now, here we are in
2008, and we are debating whether or not it is appropriate to as-
certain, to put in place a proper system to ascertain whether dis-
crimination is taking place.

Now, there are so many people who can tell you that it is taking
place and you can always dispute it, but the point is that at some
point in America, we ought to just get on with it and stop making
excuses for what we know to be something that can be done. We
can put this system in place if we so choose. It is a question of will,
not way.

Do you differ with me, Ms. Williams?

Could you say yes or no please?

Ms. WiLLIAMS. No.

Mr. GREEN. Do you differ with me, Ms. Braunstein?

Ms. BRAUNSTEIN. No.

Mr. GREEN. All right. Mr. Chairman, I yield back, and I just beg
that we get on with the business of eliminating invidious discrimi-
nation. It really is time.

Thank you.

Chairman WATT. I thank the gentleman for his questions. I ask
unanimous consent to ask a few more questions, just to be clear on
a couple of things. So let me ask unanimous consent for 3 addi-
tional minutes.

Ms. Braunstein, it is not clear to me whether I understand that
you think as a matter of policy it would be better for Congress to
make the decision whether to construct a system to collect this
data in non-mortgage situations.

Is it also the Federal Reserve’s position that you don’t have the
authority to do it now without congressional legislation?
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Ms. BRAUNSTEIN. We are still looking at that issue. We think
that it may be unclear as to whether we would have the authority
to put into place the kind of framework that exists with HMDA,
which would involve the other regulatory agencies. It involves more
than just telling banks to collect data.

Chairman WATT. So, clearly, you would prefer us to do it than
you all assume that responsibility?

Ms. BRAUNSTEIN. Yes, that is a decision for Congress. Yes.

Chairman WATT. Okay.

Just in follow-up to Mr. Green’s questions, I would like to submit
for the record the Federal Reserve Bank of Boston’s report on cred-
it card redlining in which it is fairly unequivocal in its assessment.
Credit cards and the availability of credit cards is one form of cred-
it that we are talking about. It is pretty specific in its observations.

I will just read one or two sentences that says the paper’s prin-
cipal observation is that remarkably in spite of identical scores and
identical community characteristics, an individual in the black
neighborhood receives less consumer credit than the individual
than the white area.

That is in spite of the fact that both have been assessed to have
been similar risk of non-payment as determined by the credit score,
the person living in the black area has less ability to access credit.

That is the Federal Reserve Bank of Boston. That is part of your
operation, isn’t it?

Ms. BRAUNSTEIN. Yes, it is.

Chairman WATT. Okay. And the Federal Reserve Bank of Chi-
cago, that is your operation, too?

Ms. BRAUNSTEIN. Correct.

Chairman WATT. Going all the way back to 1999, and I am going
to ask unanimous consent to put in a letter dated November 17,
1999, from the Federal Reserve Bank of Chicago and the attach-
ments to that letter where it is pretty aggressive, and its position
about whether we ought to be mandatorily setting up the system,
too.

So just to complete the record, I am just trying to make sure we
have a full record on this. I noticed that our illustrious chairman
of the full committee has come in and I would be honored to yield
to him as much time as he may consume.

The CHAIRMAN. I thank the chairman.

If I can make a statement, it was fortuitous that I came here.
We are talking about the good work that was done by the Federal
Reserve Bank of Boston and there is also the University of Massa-
chusetts, Boston Center, that studies this. And, of course, my col-
league Mr. Lynch is also here. We have learned a lot about this in
Boston.

I would just say with regard to collecting this data, I have seen
this movie before, and it has a happy ending. In the late 1980’s or
early 1990’s, my then-colleague or former Member of the House,
Joe Kennedy, led the fight for the Home Mortgage Disclosure Act
data, and it was very controversial. And in fact, it lost in this com-
mittee and was then overturned on the Floor. And a former close
ally of Newt Gingrich, a former Member from Pennsylvania, Bob
Walker, took the Floor on a very forceful speech and helped us
overturn the negative vote; he supported it and said, “No.”
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If this country isn’t going to confront racial discrimination, which
we all know continues to be a factor, then we are failing ourselves;
and, there was a good deal of negative argument there and there
were predictions that collecting the HMDA data on race and gender
would be terribly disruptive.

Today, I think there are very few people who aren’t very glad
that we have it. It has become the common currency, the data that
has been very important for a lot of discussions; and I have been
to presentations in the real estate industry and others who are so
glad to have this data. I just wish people would look at that exam-
ple, because we had many of the same concerns when we decided
to do this with regard to HMDA.

Joe Kennedy took the lead and was under the chairmanship, of
course, of Henry B. Gonzalez, a great fighter for fairness, and it
worked very well. I believe it would work very well here, too. So
I apologize for coming in and out of the hearing, but we are dealing
with the housing bill and that is taking some of my time. But this
is a very important hearing. I appreciate the chairman of the sub-
committee devoting time to it, and I just want to say again, I hope
people will look to the example that we had before and how helpful
it has been. I think that this hearing will be helpful to us in going
forward as well.

I thank you, Mr. Chairman.

Chairman WATT. I thank the chairman for being here, and I
would just say to the chairman that I think there will not be put
together a more comprehensive record than we are trying to put to-
gether in this subcommittee to support whatever public policy the
Congress decides to take on this.

We want to try to be fair. We hope to have a follow-up hearing
on the cost aspects of it, but I think we have this issue framed
pretty well.

The CHAIRMAN. If the gentleman would yield further, when you
say I appreciate it, it is reinforcing that, because obviously we are
getting late in this year. But this particular issue will be, unless
things develop in November very differently than I think most of
us now expect, I can guarantee people that this will be very high
on this committee’s agenda in 2009.

Chairman WATT. I am delighted to yield to the other gentleman
from Massachusetts, Mr. Lynch, a member of the subcommittee, for
as much time as he may consume.

Mr. LYNCH. Thank you, Mr. Chairman.

I appreciate that and I associate myself with the remarks of the
full committee chairman, as well.

Ms. Braunstein, I don’t want to put you on the spot here. I know
that as far as the GAO report that is central to our discussion this
morning, the FRB, the Federal Reserve Board, did not take an offi-
cial position regarding the GAO report. However, I would like to
really get down to the essence of this in a couple of sentences. And
I just want to ask you about this partially, if you would be so kind.

The report states in the third paragraph. It says that, “Requiring
lenders to collect and publicly report data on personal characteris-
tics for non-mortgage loan applicants could help address current
data limitations that complicate efforts to better assess possible
discrimination.” It does go on to raise concerns consistent with the
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chairman’s remarks about costs and how to do this. But just on
that basic assessment, and I think it is pretty powerful, I want to
know your own thoughts on this and your own observations from
your position.

Is that something that could be done here fairly accurately and
with a minimal cost being generated?

Ms. BRAUNSTEIN. First of all, we agree with the position that if
there was a good data collection, it could be helpful. As to whether
it could be done with minimal costs, we are not sure. I mean, as
I have said before, our best frame of reference is the HMDA data,
and the HMDA data is an excellent system, and everybody benefits
from it. We believe that wholeheartedly, but it is not without sig-
nificant costs. So I think again it is a cost-benefit decision that
needs to be made here.

Mr. LyNcH. Yes. Ms. Williams?

Ms. WILLIAMS. Our position is that it could address many of the
limitations that exist in terms of fully enforcing all aspects of the
fair lending laws and the costs have to be weighed against that.
But we do raise the fact that the survey of small business finances
that is currently used as the data source by researchers that do re-
search in this area and have identified issues will be going away.

So now really is the time to evaluate given that important data
source will be going away and how it is going to be replaced is un-
clear in terms of deciding whether additional information will be
helpful. And I think in terms of enforcing fair lending laws, it is
critical that information be available to, at a minimum, the regu-
lators.

Mr. LyNCH. Yes, I agree; and, maybe I am just providing my own
testimony, but based on what I have read here and some of the re-
ports provided by the additional witnesses, it would appear, just as
you say, Ms. Williams, the timing here is very, very critical. And,
also, the likely benefit in my opinion of getting this additional data
so that we can more accurately measure and address the discrimi-
nation that remains I think outweighs.

We will have to do this carefully, precisely, and accurately, work-
ing with the lending community. But I definitely think this is
something that is tremendously worthwhile and beneficial to all of
us, and I think the challenge will be just that—how to do it in a
cost-effective way.

But again, I want to thank you both for your testimony and I
yield back the balance of my time.

Chairman WATT. I also want to express my thanks to these two
witnesses for framing this issue and giving us the context for eval-
uating it; and, particularly, I thank Ms. Williams of the Govern-
ment Accountability Office for the excellent report that your Office
has generated in response to our request.

So with that, this panel is excused, and we will ask the next
panel of witnesses to come forward.

While everybody is getting seated, and in hopes that they won’t
realize how much I butchered their names—I think my staff has
made it difficult by giving me a bunch of witnesses with com-
plicated names to pronounce. So let me just say that without objec-
tion, your full bios will be made a part of the record. We will not
engage in long introductions in the interest of time.
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Our first witness will be Dr. Ken Cavalluzzo, Wisconsin Capital
Management LLC. Our second witness will be Mr. Robert F.
Gnaizda, general counsel, The Greenlining Institute. Our third wit-
ness will be Mr. Bill Himpler, executive vice president, Federal Af-
fairs, American Financial Services Association. Our fourth witness
will be Mr. Jorge Corralejo, chairman of the Latino Chamber of
Commerce of Greater Los Angeles. And our final witness will be
Ms. Ann Sullivan, the president of Madison Services Group, on be-
half of Women Impacting Public Policy.

Without objection, your entire written statements will be made
a part of the record, and each of you will be recognized for a 5-
minute summary of your testimony.

Dr. Cavalluzzo, we now recognize you for 5 minutes.

STATEMENT OF KEN CAVALLUZZO, RESEARCH ANALYST,
WISCONSIN CAPITAL MANAGEMENT LLC

Mr. CAVALLUZZO. Thank you.

Mr. Chairman and other distinguished members of the sub-
committee, my name is Ken Cavalluzzo. I am a research analyst
at Wisconsin Capital Management, an investment firm located in
Madison, Wisconsin.

Thank you for the opportunity to speak today about whether
lenders should be required to collect race and gender data of bor-
rowers for all loans. My testimony today is based on work I started
as a graduate student at the Wharton School of the University of
Pennsylvania where I received my doctorate, and continued while
on the faculty of Georgetown University’s McDonough School of
Business.

My research was conducted in collaboration with Dr. Linda
Cavalluzzo, a senior economist at CNA, and Dr. John Wolken, a
senior economist at the Board of Governors of the Federal Reserve.
Our research on this topic has been published in leading, peer-re-
viewed, academic journals sponsored by the University of Chicago
and Ohio State University.

The common finding across all our research is that black-owned
firms were denied credit at higher rates than white-owned firms.
Even after controlling for relevant risk characteristics, black-owned
firms were denied credit at almost twice the rate of white-owned
firms. The differences are economically meaningful and statistically
significant.

We found that black and Hispanic firms were significantly more
likely not to have applied for credit for fear of being turned down;
and, we found that blacks, Hispanics, and Asians were significantly
more likely to have unmet credit needs than were firms owned by
white males. Our work is based on data obtained from the bor-
rower, that have strengths and limitations relative to lender data.
These limitations together with the differences we document on
credit access among demographic groups strongly point to the need
to collect both borrower and lender data.

I believe that data should be collected from the lender on the per-
sonal characteristics of borrowers of non-mortgage credit. I do not
believe that collecting such data would be particularly onerous or
costly to lending institutions. Such collection would not materially
heighten the likelihood of discrimination.
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According to our data, 78 percent of small business loans are on
a face-to-face basis, and small business lending tends to be rela-
tionship-based. So the opportunity to discriminate on personal
characteristics already exists, even in the absence of collection of
such data.

Collecting personal characteristics data would likely benefit regu-
lators, lenders that do not discriminate, and borrowers. Data collec-
tion is an important step towards ensuring equal treatment in
lending to minority-owned small businesses.

I recommend that collection of personal characteristics data from
lenders be mandatory. Data provided by volunteers are unlikely to
be representative of behavior across the industry. The data should
be collected and at a minimum reported to the appropriate Federal
banking regulator. Data reporting is a more expensive activity than
data collection, yet such costs may be limited to the degree that
banks already codify their data. But I have an important caveat.

Reporting personal characteristics data without reporting cor-
responding information on risk characteristics is a fairly meaning-
less and potentially dangerous exercise, as such disclosure could
unfairly characterize some banks as engaging in discrimination.
Given the importance of financial institutions to the funding of
small businesses, to the important roles small businesses play in
the U.S. economy, and the wide differences in acceptance rates
found between black- and white-owned small businesses, I encour-
age Congress to consider mandating that all key information to the
application and pricing decision be made public.

In this spirit, Congress should revisit the Federal Reserve
Board’s decision to discontinue the small business data series,
which provided data from the borrower. The Federal Reserve no
longer collects small business data from the borrower, nor does the
Federal Reserve collect such data from the lender. Plain and sim-
ple, it is difficult to learn anything without data.

Markets would function better if applicants knew the information
that went into the underwriting decision. Regulators could regulate
better. Borrowers could become better borrowers. Lenders would
probably become better lenders. Obviously, reporting data is more
costly than simply collecting it; yet, given the advancements and
technological developments for data gathering, reporting, and ana-
lyzing, historically, it has never been cheaper.

I appreciate the opportunity to testify and I look forward to any
additional questions you may have.

[The prepared statement of Dr. Cavalluzzo can be found on page
55 of the appendix.]

Chairman WATT. Thank you very much for your testimony.

Mr. “Gnaizda?”

Mr. GNAIZDA. “Gnaizda.”

Chairman WATT. I have captured your name already, so Mr.
Gnaizda, you are recognized for 5 minutes.

STATEMENT OF ROBERT F. GNAIZDA, GENERAL COUNSEL,
THE GREENLINING INSTITUTE

Mr. GNA1ZDA. Good morning, Mr. Chairman, and members of the
subcommittee.
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Greenlining believes that this is a unique opportunity, the rec-
ommendations of the GAO study. It is a unique opportunity for a
major economic stimulus far beyond any stimulus so far approved
by this Congress, and it is a great potential for job creation.

Two-thirds of all new jobs in this country come from small busi-
nesses. Forty-five percent of small businesses are women or minor-
ity-owned. There are approximately 13 million in total. Greenlining
members include the U.S. Hispanic Chamber, the California His-
panic Chamber, the California Black Chambers, and the Asian
Business Associations. All believe that the GAO study was long
overdue.

We have a 15-year history of addressing this matter. Congress-
woman Maxine Waters was a leader in 1993 in supporting a revi-
sion for mandatory reporting. Greenlining members visited with
Chairman Greenspan on at least 10 occasions over the last 15
years on this matter, and with Chairman Bernanke on three occa-
sions since he became chairman. We fully support the GAO study.

We believe that Congressman Green’s analysis is exactly correct.
We can paralyze ourselves with over-analysis. We have three rec-
ommendations. The first is that the Federal Reserve develop a task
force and all those lenders who failed to respond to this committee
be part of that task force to develop common metrics and discuss
costs if they wish.

That should be done by September. The minority business asso-
ciations will join in if requested. We believe the Federal Reserve
should immediately eliminate its prohibitions and allow any finan-
cial institution that wishes to gather the data on a voluntary basis;
and, we believe by no later than 2011 and hopefully by 2010 there
will be mandatory reporting, and the reporting of course should be
{)ulalic. This is no different than HMDA and no different than SBA
ending.

These are the benefits: Number one, transparency; number two,
this is fully consistent with Chairman Bernanke’s view that the
Federal Reserve is often operating with inadequate data and needs
more data—he has reiterated this on many occasions; third, we be-
lieve this is a multi-billion-dollar economic stimulus and will create
hundreds of thousands if not millions of new jobs over the next few
years; fourth, we think it will discourage discrimination; fifth, we
have the Wells Fargo model, and I am sorry that they declined to
testify. They have side-stepped the Federal Reserve’s rule and cou-
rageously with the assistance of the Latino business community,
the black business and the Asian business community developed
multi-billion-dollar goals for small business lending for women- and
minority-owned businesses and have achieved all of their goals, in
many cases exceeded them.

Lastly, something that has not been discussed is the effective
marketing opportunities for financial institutions. There is no way
to effectively market to the 13 million minority- and women-owned
businesses unless you can get data on it and determine how suc-
cessful you are. So banks are losing multi-billions in opportunities.

We will be meeting with the Federal Reserve on Friday to dis-
cuss this task force. We would welcome any financial institutions
joining us, and we will be meeting with Sheila Bair on Friday. And
this afternoon we will be meeting with Mr. Ryan, the Undersecre-
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tary on this matter, as well as with OCC and OTS; and we have
scheduled a meeting for November 18th with Chairman Bernanke
and the minority business associations.

We are open, and I am particularly open, to any questions re-
garding the Federal Reserve and discrimination or their conten-
tions of it, and are open to any questions on costs, because we don’t
agree on the cost analysis by the Federal Reserve. And we agree
with you, Congressman McHenry. There are many unintended con-
sequences of not gathering this data; and, we agree of course with
Congressman Green’s position that this is long overdue.

So thank you, Mr. Chairman, and members of this committee.

[The prepared statement of Mr. Gnaizda can be found on page
67 of the appendix.]

Chairman WATT. Thank you very much.

Mr. Himpler, you are recognized for your opening statement.

STATEMENT OF BILL HIMPLER, EXECUTIVE VICE PRESIDENT
OF FEDERAL AFFAIRS, AMERICAN FINANCIAL SERVICES AS-
SOCIATION (AFSA)

Mr. HiIMPLER. Thank you, Mr. Chairman, and, by the way, you
pronounced my name exactly correct.

[Laughter]

Chairman WATT. You and Ms. Sullivan get rewards for having
simpler-to-pronounce names.

Mr. HIMPLER. It is a pleasure to be here this morning with you,
acting Ranking Member McHenry, and the other members of this
subcommittee.

I am the executive vice president for the American Financial
Services Association, AFSA. AFSA’s 350 members include finance
companies that lend to consumers and small businesses.

Mr. Chairman, I commend you and your colleagues for holding
this hearing. We recognize the importance of ensuring that all per-
sons have equal access to credit and are committed to eliminating
discrimination in lending.

We believe that ECOA and Regulation B contain the necessary
restrictions and enforcement tools to end discrimination and we do
not believe that access to affordable credit will be enhanced by re-
quiring non-mortgage creditors to collect race and gender data. On
the contrary, imposing data collection obligations may decrease
credit options available and will increase the cost of credit for con-
sumers and creditors alike.

While both government and industry strive to make credit appli-
cation processes as color blind as possible, we believe that the pro-
posed requirement being discussed today goes against this goal.
Reg B currently prohibits creditors from collecting information
about the applicant’s personal characteristics including race and
gender information in connection with non-mortgage credit. This
prohibition ensures that decisions in non-face-to-face transactions
are race neutral.

For example, in the indirect finance situation, an auto finance
company makes a decision about whether or not to purchase a re-
tail installment sales contract based on the applicant’s credit wor-
thiness, not his or her race. The decision is race neutral, because
the finance company does not typically have contact with the appli-
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cant and therefore does not have race information. There is scant
statistical evidence to demonstrate that race or gender plays a role
in access to or cost of non-mortgage credit.

Rather, studies suggest that credit scores and related risk factors
determine access to credit and the cost of credit. The Federal Re-
serve Board conducted a study to determine the relationship be-
tween credit scores and the actual credit losses and how those rela-
tionships vary for groups protected under ECOA. The Board con-
cluded that credit scores accurately predict credit risk for the popu-
lation as a whole and for all major demographic groups.

The study revealed that on average, blacks and Hispanics have
lower credit scores than non-Hispanic whites and Asians. This
study suggests that if creditors were to collect data on race, the re-
sults would demonstrate a disparity in access to the pricing of cred-
it that would be consistent with credit risk factors and not nec-
essarily any discriminatory conduct by creditors.

The Federal Reserve Board has already concluded the benefits of
voluntary collection and reporting of race and gender data would
not outweigh the potential harm. In 2003, the Board decided to re-
tain the prohibition for two primary reasons: First, the collection
of data not available before could create a risk of discrimination if
it was made available; and, second, at least the voluntarily-pro-
vided data would be of questionable reliability.

If voluntary data is unreliable, then the alternative would be
mandatory data collection. From experience with HMDA reporting
requirements we know that collection and reporting requirements
require tremendous time and resources. We also know that a mere
correlation between race and pricing without consideration of de-
tailed creditworthiness factors cannot tell us whether or not illegal
discrimination has occurred.

Although collecting the data would provide little additional infor-
mation, it will cause creditors to incur massive costs. These costs
will inevitably be passed along at least in part to consumers at a
time when consumers and creditors alike cannot afford increased
cost of credit. Imposing mandatory data collection requirements
should be driven by evidence that there is a lack of access to credit
or fairness in pricing based on discriminatory factors.

Today, most non-mortgage credit is underwritten and priced by
creditors using objective, risk-based credit criteria without face-to-
face interaction or any information regarding the applicant’s race
or other prohibited characteristics. These race-blind decision-
making systems provide the very best assurances that consumers
receive credit based on objective non-discriminatory criteria. It is
hard to imagine that mandatory collection of racial information will
improve this system. Collection and reporting of race and gender
information also raises serious privacy concerns.

Our experience with HMDA has shown that it is sometimes pos-
sible with the addition of other publicly available data to identify
consumers in the HMDA loan registers. The collection and report-
ing of non-mortgage credit data significantly increases the risk that
a consumer’s sensitive personal information will enter the public
domain. Also, it may be that consumers will object to being asked
information about their race and see this as a violation of their pri-
vacy.
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In conclusion, Mr. Chairman, we believe that the Equal Credit
Opportunity Act and Regulation B protect consumers from dis-
criminatory lending practices and the current prohibition on data
collection should be retained. Going forward, we must be careful
not to undo the progress that has been made in creating a credit
granting system that is race- and gender-neutral.

That concludes my testimony. I thank you for inviting me to tes-
tify, and I would be happy to answer any questions.

[The prepared statement of Mr. Himpler can be found on page
71 of the appendix.]

Chairman WATT. Thank you for your testimony.

Mr. Corralejo, you are recognized for your testimony for 5 min-
utes.

STATEMENT OF JORGE C. CORRALEJO, CHAIRMAN, LATINO
BUSINESS CHAMBER OF GREATER LOS ANGELES

Mr. CORRALEJO. Thank you, Mr. Chairman, and members of the
Financial Services Committee for inviting me to participate in this
very important hearing today.

I sit here on behalf of the Latino Business Chamber of Greater
Los Angeles. The Chamber does its best to represent the interests
of over 200,000 Latino-owned businesses in the Los Angeles area.
It also represents the interests of tens of thousands or more State-
wide, and hundreds of thousands more nationally.

Because of the dramatic growth of ethnic minority populations
and their businesses as well, lenders must and are taking a dif-
ferent and more realistic look at their future business client base.
For example, over 50 percent of the State of California’s population
is ethnic minority. Their rate of growth and the development of
small business is higher than the national average.

In our community, the Latino community, the small business
growth rate is 3 times the national rate. In our many discussions
with bankers, they are often at a loss as to how to approach many
minority business communities. Data collection will immensely
help them. Through our various Reg B policy discussions within
our Chamber and with other minority business chambers, we have
universally agreed upon the need for collection and review of data
by race, ethnicity, and gender as a benefit to all. This advantage
would clearly be exercised by lenders in their marketing efforts to
penetrate new and emerging ethnic communities. Information of
this type, HMDA, has greatly increased the number of home loans
to minority communities.

It is our expectation that the number of loans to small businesses
would increase several fold with this policy change. The economic
contributions and growth in minority communities would be sub-
stantial. In the minds of Latino business owners, the collection of
this data makes very good business sense. Minority small busi-
nesses depend heavily upon home equity funds for small business
start-up and/or expansion.

A major question in the small business arena is how great of an
impact will the foreclosure crisis have on the small business com-
munity and, in this case, minority small business communities.
Lenders need to know how this crisis impacts the future for small
business clients and their ability to obtain small business loans in
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the future. The compilation of the data that we are requesting is
an important component required for the progress of a whole pic-
ture on the national economy.

A key instrument to this policy alternative is the immediate ap-
pointment of a task force which would resolve the foremost details
and the potential cost. This should include all relevant government
regulators, lenders, and minority small business leaders and asso-
ciations. The dialogue and strategies that will transpire from these
meetings will not only bring resolutions to the data collection pol-
icy, but inadvertently address other common economic development
issues as well.

I sit here today representing hundreds of thousands of Latino
businesses in their support for legislation requiring the mandatory
reporting of small business by race, ethnicity and gender by lend-
ing institutions with $1 billion or more in assets.

We further support legislation that would permit all lenders with
the opportunity to volunteer a report on this same data prior to the
date for mandatory reporting.

Thank you very much.

[The prepared statement of Mr. Corralejo can be found on page
65 of the appendix.]

Chairman WATT. Thank you so much for your testimony.

Ms. Sullivan, you are recognized for your testimony.

STATEMENT OF ANN SULLIVAN, PRESIDENT, MADISON SERV-
ICES GROUP, ON BEHALF OF WOMEN IMPACTING PUBLIC
POLICY

Ms. SULLIVAN. Chairman Watt and members of the sub-
committee, thank you for inviting me to testify today.

I am here today representing Women Impacting Public Policy, a
bipartisan organization that represents over half-a-million women
business owners across the country.

I would like to address two issues today: One, the hurdles that
women-owned businesses face with respect to access to capital,
and, two, the need for additional data relevant to small women-
owned businesses.

Let me just say at the outset it was only 34 years ago with the
passage of the Equal Credit Opportunity Act that women were able
to obtain their own credit in their own name. In 1988, landmark
legislation H.R. 5050 built upon that progress by making business
loans subject to that Act. This had a tremendous effect on the
growth of women-owned businesses, which now total 10.6 million.

The Bureau of the Census began counting women-owned busi-
nesses in 1972 as a pilot project. The program originally only
counted sole proprietorships. It was later expanded to include C
corporations, so it included women-owned businesses with a much
larger revenue stream.

Every year, WIPP conducts an annual survey of its membership.
In the 2008 survey, we found that women are using more sources
of capital than in the previous 2007 survey, and 60 percent of
women business owners continue to seek outside funding for their
businesses: 66 percent of the respondents use bank financing
backed by home equity loans or other collateralized loans; 49 per-
cent use credit card financing; 36 percent get their funding from
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family and friends; 22 percent use SBA loans; 10 percent utilize
angel investors; and 5 percent use SBA Microloans.

The good news from the WIPP’s annual survey is that women ap-
pear to be making gains and obtaining credit to grow their busi-
nesses, but the struggles still continue. It is much more subtle, if
discrimination in fact does exist. It is not as blatant as approval
or denial. Rather, it is in the terms offered.

While the problems I am going to mention may not be limited
only to women-owned businesses, and are shared by other small
businesses, let me just give you a few examples of barriers that
they face. First, for early-stage businesses, the collateral require-
ments are high. Unless you have personal property to pledge
against the loan, it is likely you won’t receive any financing.

Second, banks will not accept a signed government contract as
collateral, which is often the most secure stream of funding the
small business has to offer. Third, government agencies can pro-
hibit small businesses from bidding by setting the bonding require-
ments artificially high. The small business cannot obtain that level
of bonding, so they cannot bid. It is an easy way to keep small busi-
nesses out.

Fourth, the ownership terms for venture funding often prohibit
women-owned businesses from using that avenue for funding; and,
fifth, SBA loan fees have now become a real issue in whether mem-
bers choose to use them or not. With regard to SBA loans, 40 per-
cent of all long-term capital for small businesses is provided
through the SBA loan programs.

I believe some important changes have taken place since 2004
that have really had significant consequences for the lending pro-
grams.

Congress stopped subsidizing the rate for small business loans
and it lowered the guarantee. That resulted in an increase of lend-
er and oversight fees.

Those increased fees, of course, are passed on to the borrower.
The House FY 2009 Financial Services Appropriation Bill included
$100 million to subsidize the loan guarantee program and reduce
the lender fees. Unfortunately, it was not included in the Senate.
We hope that the House will insist on its position with regard to
this funding.

The topic of discussion in this hearing is whether lenders should
be required to collect race and gender data of borrowers for small
business lending. Let me just note that the SBA certainly tracks
all of its lending. We recommend that the committee take a look
at how they collect their data and perhaps use it as a model for
possible expansion of data collection for small business loans.

The data on women-owned businesses and small businesses in
general is hardly robust. Very few sources of data exist. The Cen-
sus Bureau Statistic of U.S. businesses produces data by NAIC’s
codes. Every 5 years, the Census Bureau conducts an economic cen-
sus and that data lags 3 years behind. The Bureau of Labor Statis-
tics produces employment statistics by firm size, which we use.

Studies on small business lending, as you know, are very limited.
One of the few sources that we had, which I understand is not
going to be continued, is the Federal Reserve’s survey of small
business finances.
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We in the small business community, especially the women-
owned business community, use that survey as the basis for many
of our statistics. With regard to whether or not the data should be
mandated, we do not feel qualified to comment, but we encourage
the committee to seek the most reliable method of data collection.
Wifgl increased data collection, privacy issues should also be consid-
ered.

Regulation B was amended to track minority and women lend-
ing. We would request assurances that this additional data collec-
tion includes safeguards to protect the data from unlawful usage.
In summary, the GAO report was not really able to ascertain
whether or not women-owned businesses faced higher credit denial
rates than white, male businesses. But from the many stories we
hear across the country, we know that it is a difficulty for women-
owned businesses to obtain growth capital for their businesses.

We believe that increased information on lending can be a very
valuable tool to identify potential barriers to obtain that capital.

Thank you for giving me the opportunity to testify. I am happy
to answer any questions.

[The prepared statement of Ms. Sullivan cn be found on page 76
of the appendix.]

Chairman WATT. Thank you, and thank all of the witnesses for
your testimony.

We will now proceed to the questions of the members, and I will
recognize myself for 5 minutes for questions.

One of the concerns that has been raised is the great variation,
once you get outside the mortgage data collection, the great vari-
ation in kinds of loans. You have automobile loans. You have credit
cards. You have small business loans. You have various and sundry
other kinds of credit extended.

Mr. Cavalluzzo, Mr. Gnaizda in particular, are there some cat-
egories where we should possibly looking at not collecting data?

Mr. CavaLLuzzo. Well, my work found large differences among
small business lending, and, the differences that we found were far
greater than what researchers have found in the home mortgage
market.

So I would definitely stress that area needs to be looked at. Now,
as far as areas that may not need to be looked at, people have sug-
gested, and whenever I raise the question of credit cards, because
credit cards are through the mail, that discrimination is not an
issue.

Chairman WATT. That is what Mr. Himpler said. I think there
are some categories where you can’t get to the race data, but is
that really true?

Mr. CavaLLuzzo. Well, that is what I was just about to say. You
know, how do they decide who gets those mailings? Are certain zip
codes receiving fewer mailings? I think the area that one would
want to focus their energies would be a little bit different. So in
credit cards, we might want to look at how people are deciding
where these mailings get sent.

In auto loans, a large percentage of auto loans are done at the
dealership. The underwriter never interacts, meets with the bor-
rower; however, there is the potential for issues at the dealership
and that may be an area that could use some focus.
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With auto loans, because there is a strong incentive to sell the
car, we might not see differences at the acceptance stage, but we
might see it in pricing.

Mr. GNAIZDA. Mr. Chairman, our members have a slightly dif-
ferent view. They believe that the greatest consequences are in re-
gards to potential discrimination and lack of marketing opportuni-
ties for small businesses; and, our position would be we would
focus on that. But we have no objection; and, in fact, we strongly
support full data collection in every area, because in every area
there will be forms of discrimination. However, there may not be
the will in Congress to go that far, and there may be increasing
political opposition if we expand it beyond small business; and, that
is why we have done it that way.

Regarding the studies on discrimination, the Federal Reserve has
never done a good study on small business discrimination; and the
GAO has never done a study, although they have done a little anal-
ysis. We did an analysis 10 years ago for Los Angeles and South
Central, and what we found is that most African-American and
Latino business owners said that it was not discrimination that
was the problem. It was the fear of discrimination; that is, they
didn’t even apply for the credit because they feared discrimination.

That is consistent with Capital Management’s position as well.
We have also done a follow-up study in July of 2008, regarding
Latino and Asian-American business owners in California. It is a
random survey. It is small. We are going to turn it over to the Fed-
eral Reserve on Friday. We are going to ask them to follow up. It
shows that 75 to 80 percent believe there’s either discrimination or
lack of interest in small, minority-owned businesses. So I think we
have the empirical evidence or we could easily demonstrate it to
focus on small business and mandatory collection.

Chairman WATT. Would the problem of fearing rejection or fear-
ing discrimination be addressed by reporting in some measure?

Mr. GNAIZDA. Yes, because Wachovia Bank, Bank of America,
and Wells Fargo, for example, because I have spoken to all of their
chairmen, would aggressively market to minority- and women-
owned businesses. They now won’t do that except for Wells Fargo
because they can’t collect the data, and therefore they can’t tell
how successful they are. No one wants to pour hundreds of millions
of dollars into marketing without being able to look at the results.

So I think almost instantly we’ll be successful, and that is why
we are going to urge the Federal Reserve immediately, as of Janu-
ary 2009, to allow any financial institution that wishes to replicate
the Wells Fargo model.

Chairman WATT. My time has expired. The gentleman from
North Carolina is recognized for 5 minutes for questions.

Mr. McHENRY. Thank you, Mr. Chairman. Now, to follow up on
your answer, Mr. Gnaizda, so what you are saying is Bank of
America and those large institutions you mentioned currently dis-
criminate because they don’t have to report data?

Mr. GNAIZDA. No. I didn’t say they discriminate.

Mr. McHENRY. Well, that is what I understood. You said they
wouldn’t market to them, because they don’t have to disclose the
data.
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Mr. GNAIZDA. No. They won’t market effectively because they
can’t measure the results. So, there’s a form of inadvertent dis-
crimination, but deliberately, Bank of America does not in my opin-
ion want to discriminate. They recognize the enormous potential,
particularly of minority- and women-owned businesses. In Cali-
fornia, Bank of America knows that half of all new businesses are
minority-owned.

Mr. McHENRY. So therefore, wouldn’t they market generally?

Mr. GNAIZDA. Yes.

Mr. MCHENRY. Across communities; isn’t that being done?

Mr. GNAIZDA. No, they would use what I would call a white, male
business approach that is tried and true, and they don’t use any
other approach except for Wells Fargo, which has its own form of
measuring results. It is not as accurate as would be under manda-
tory reporting, so I think this will be a golden opportunity for every
major financial institution. And, Greenlining has met with occa-
sionally every one of those.

Mr. MCHENRY. Let me ask this question, Mister—

Will you say your name?

Mr. CAavALLUZZO. Cavalluzzo.

Mr. McHENRY. Cavalluzzo, thank you.

You know, in terms of economics, if there is a vacuum created,
someone will move into that vacuum. And based on the data you
present, it seems to me that somebody can make a fortune by pro-
viding a service to a group that has been discriminated against.

At least that is one way to look at it as, you know, why are peo-
ple not jumping into that lurch? Can you give me based on your
study in that regard?

Mr. CavaLLuzzo. We actually tried to address the point that you
just raised by saying, “That is right.” Taste-based or prejudicial
discrimination is not profit maximizing; and, in fact, if it exists,
competition over time should try to mitigate it. People ought to
come in and fill that background. So we looked at differences in dif-
ferent types of markets to see if the markets with less competition,
the differences are more pronounced.

We found some modest evidence that indeed was the case. Unfor-
tunately, I don’t have a good answer for you as to why we are still
seeing these differences, even though I think you are right. Now,
some forms of discrimination are economic based, despite being ille-
gal, such as what’s known as statistical discrimination. That is, if
it is costly or difficult to measure risk characteristics of the bor-
rower one could use race as a proxy or as a measure of that as op-
posed to collecting the data.

We can’t disentangle those issues as clearly as I would like to be
able to, so it is hard to know why people haven’t come in.

Mr. McHENRY. Okay. You know, in your study, the question I
have is you went to the borrowers to do the study because you
couldn’t get the data from the lenders.

Is there a potential if you had the information from the lenders
that the conclusion would be different or perhaps more refined?

Can you address it from that data set since that is what we are
talking about?

Mr. CAvALLUZZO. Lender data has its advantages without a
doubt. We would get a much better sense of the true underwriting
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model. We would know better what’s on the application and would
be able to construct models that perhaps better resemble what goes
into the actual underwriting decision.

We had very rich data. The small business data series provided
very rich data. It is hard to say with any empirical study, even
using lender data, if we saw large differences, that those dif-
ferences would be due definitively to discrimination.

I don’t know that we could make much stronger statements than
we have already made, but it would complete the picture more.

We have looked at it from the borrower’s side. We have looked
at it from the lender’s side and collectively here is what the data
point to.

Mr. McHENRY. Thank you.

Chairman WATT. The gentleman from Missouri.

Mr. CLEAVER. Thank you, Mr. Chairman.

Mr. Himpler, I am going to ask you questions simply because 1
can pronounce your name easily, so I am not picking on you. Your
testimony, however, is amazing. On page 3 of your testimony, you
open and say, “There is scant statistical evidence to demonstrate
that race and gender play a role in access to or the cost of non-
mortgage credit.”

How do you respond to the GAO report, which suggests that dis-
crimination does in fact play a role in non-mortgage lending?

Mr. HIMPLER. Congressman, the GAO concluded that it may play
a role. It doesn’t say that it does. Two, the report by the GAO is
based on reports. It is not based on statistical analysis.

Mr. CLEAVER. How can you be certain that there is no discrimi-
nation unless you already have the data and you are analyzing it?

Mr. HIMPLER. We believe that the regulators have the data that
they need.

Mr. CLEAVER. Based on what?

Mr. HIMPLER. Based on their ability to take a look at individual
loan files.

Mr. CLEAVER. No. No, the regulators have data. How do you
know they have it?

Mr. HIMPLER. I do know, in one instance in particular I will
speak to, that the Fed has worked with the credit bureaus to get
essentially the same sort of data that we would get from a sort that
we are talking about by looking at credit histories, credit scores, by
census track.

You are going to achieve the same outcome so that you have with
what we are looking at achieving.

Mr. CLEAVER. So you have analyzed it?

Mr. HIMPLER. No, sir. I have not analyzed it.

Mr. CLEAVER. How do you know? If you haven’t analyzed it, how
do you know?

Mr. HIMPLER. How do I know what, sir?

Mr. CLEAVER. How do you know the data Federal agencies are
collecting would suggest that there would be no discrimination?

Mr. HIMPLER. I don’t know that, sir. What I am saying is the evi-
dence that is out there right now does not provide us with empir-
ical data to make that conclusion.

Mr. CLEAVER. So there is no discrimination?
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Mr. HIMPLER. I am not saying there is no discrimination, sir.
What I am saying is that the request to collect the data that we
are talking about will, like HMDA, not show discrimination. What
it does is provide a flagging system for the regulators to do further
analysis. But at the end of the day, regulators or researchers have
to look at individual loan files to determine whether or not dis-
crimination existed. There is no way of getting around it, and we
have talked about comparing this to HMDA.

I think it is important for the committee to understand. Ms.
Braunstein made a comparison that we want to make sure we don’t
compare apples and oranges. Extending the analogy from HMDA
to other types of lending is not like comparing apples and oranges.
It is like comparing apples and concrete. With mortgage lending,
you have a nationalized, standardized system.

Using Fannie and Freddie automated underwriting, everybody is
playing from the same deck of cards, if you will, or the same song
sheet in terms of criteria that they use. When it comes to small
business lending, when it comes to personal loans, when it comes
to auto finance, you don’t have any sort of nationalized, standard-
ized system. So, the question was raised as to whether or not we
could do this.

Yes, we could collect all the information that is necessary to
make the determination. But essentially, what that would be is an
unusable database.

Mr. CLEAVER. Maybe I can get at it from this way.

Mr. HIMPLER. Sure.

Mr. CLEAVER. In your testimony you asked that we not act
against Regulation B so that we will not undo the progress that
has been made in creating a credit granting system that is race
and gender neutral.

Tell me what progress you are speaking about.

Mr. HIMPLER. Essentially what we are talking about is as recent
as 20 years ago. I would like to make the analogy that credit was
like an on/off switch. If you had pristine credit history you had ac-
cess to credit. If you didn’t, you were dealing with folks that nobody
wants to deal with. With the technology developments and risk-
based pricing, we have gone from an on/off switch to more of a dial.

Creditors base the prices that they charge customers using the
credit factors that those borrowers bring to the table. It is not an
either/or. It is a range.

Mr. CLEAVER. So we have made significant progress, and your
goal is to make sure we don’t undo it.

Mr. HIMPLER. Absolutely, I mean, the one thing Mr. Gnaizda
mentioned was his analysis, and we would be more than happy to
work with his organization to take his study to the regulators, have
them assess the study in order to validate it to the lending institu-
tions they are talking about, to the market, to the folks in every
community across this great land.

Mr. CLEAVER. Yes. I mean, you are talking about progress. And
I have been black every day of my life and I, you know, can sit here
and talk to you about progress. And I am troubled by the fact that
you are almost suggesting here that there is no problem, and we
probably shouldn’t even be doing this hearing.
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Mr. HIMPLER. That is not what I intended to convey at all. We
share your commitment to wanting to end discrimination. We are
just not sure that collecting the data set of the type we are talking
about, putting race and rates and gender information together
without any credit information or other credit factors gets us in
that direction.

Those data sets are already available to regulators if they want
to access them, essentially through the credit bureaus as a screen-
ing tool. But at the end of the day, you still have to look at the
individual loan files. There is no way of getting around it. That is
what Ms. Braunstein meant.

Mr. CLEAVER. Yes, you look at an individual loan file, and there
is plenty of information that can be extracted that can be used for
discrimination. I mean, somebody’s name is Shaft, or they have a
zip code or Mr. T, or something, and you know if they went to How-
ard University. I mean, there are all kinds of ways to extract infor-
mation for purposes of discrimination, and I don’t think we ought
to deny that.

That is one of the reasons it is continuing to hang around is be-
cause we are denying it instead of challenging it, and I am just
concerned. I read your report three times, because I wanted to con-
clude that I had misread it; but I didn’t, and I am extremely con-
cerned, you know. You even speak about the negative effects of
data collection, as if collecting the data will generate greater dis-
crimination. How do you do that?

Mr. HIMPLER. Not greater discrimination; it will reduce access to
credit. It will raise the cost for creditors. Ultimately, it will raise
that cost and at least in part will be passed the law into the con-
sumer. As costs rise, people have less access to credit.

Mr. CLEAVER. Of course, that is already happening.

Mr. HIMPLER. You just don’t want to make it worse.

Mr. CLEAVER. Worse than what happened in the subprime mar-
ket?

Mr. HIMPLER. Yes.

Mr. CLEAVER. I mean, every study shows that people were tar-
geted for subprime loans. People went after certain people. The
brokers, the real estate companies in some instances, went after a
target group. Am I wrong?

Mr. HIMPLER. I am not familiar with the studies you are talking
about, sir.

Mr. CLEAVER. Okay, well, let’s not—forget a study. Who do you
think were the targets of the subprime loans? You don’t know?

Mr. HIMPLER. No.

Mr. CLEAVER. In almost all the newspapers, it has been clear,
Latinos and African Americans. And I know that is surprising to
you.

Mr. HIMPLER. No, I would say a substantial number of subprime
borrowers are Asians and non-Hispanic whites.

Mr. CLEAVER. Well, why do you think they were targeted?

Mr. HiMPLER. Based on the credit factors that they brought to
the table, sir.

Mr. CLEAVER. That had nothing to do with race?

Mr. HIMPLER. I am not going to sit here and say that there are
no instances of discrimination. I have no evidence to back up that
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claim, but we in the lending community base our credit decisions
on objectified credit histories that we get from the credit bureaus.
The Federal Reserve came to this conclusion that credit scores are
predictive.

Mr. CLEAVER. My final question: Your recommendation is that
we do nothing?

Mr. HIMPLER. My recommendation is that we not do this.

Mr. CLEAVER. So what should we do?

Mr. HIMPLER. One of the things is that in listening to Mr.
Gnaizda, he has proffered a study that he thinks will move the ball
forward in terms of encouraging major institutions to get more ag-
gressive in their marketing. I will commit to you right here today.
We would be happy to work with his organization, to go to the reg-
ulators, to validate their results. And once they get the Federal
regulators’ seal of approval, which I think is what would help gain
the confidence of the financial institutions, and take that to the fi-
nancial institutions.

Mr. CLEAVER. That is a good answer.

Mr. GNAIZDA. I don’t think that is a solution of any kind at all.
Greenlining has raised with every financial institution, including
your members, doing such studies. They have always refused to do
so. We have had to foot the bill ourselves.

We are happy to work with the Federal Reserve and we will
make our invitations to the major financial institutions inde-
pendent of the association, and independent of any delay, because
I don’t want to have a delay until we have a study of 5 million,
which your members will probably request at a minimum.

Mr. HIMPLER. And, all I am saying is taking your results, having
the Federal regulators look at them as an independent reviewing
body, and then taking those results forward.

Chairman WATT. The gentleman’s time has expired.

We are going to go another round, because I have a few more
questions.

q Ml; Himpler, did your organization support collection of HMDA
ata?

Mr. HIMPLER. No. We did not.

Chairman WATT. Okay, so you oppose that, too?

Mr. HIMPLER. Yes.

Chairman WATT. A part of our responsibility that we have under-
taken is to try to look at the cost. And on page 4 of your testimony
you cite the “massive” cost that creditors would incur if they were
required to collect this data.

Can you quantify what “massive” is? What information do you
have that you can provide to the committee about the extent of the
cost that would be associated with this?

Mr. HIMPLER. Like Ms. Braunstein, it would be a back of the en-
velope estimate, Mr. Chairman.

Chairman WATT. But we are looking for something more than a
back of the envelope, and I am not sure that you should have it
this morning; but if you come before this subcommittee and testify
that there is a “massive” cost associated with it, then we need to
be evaluating what that cost is. And the only way we can do that
is to get something other than a conclusory word like “massive.”

Mr. HIMPLER. May I?
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Chairman WATT. So I am not suggesting that I need it this
morning, but part of our responsibility is to look at the actual pro-
jected cost. And if you have information on that, we would welcome
you to submit it in writing to us, not do it on the back of an enve-
lope. Because our inquiries are a little bit more serious than the
back of an envelope would suggest.

Mr. HIMPLER. I did not mean to imply the inquiry was not seri-
ous. What I can tell you in terms of using the word “massive” is
that a substantial number of lending institutions, finance compa-
nies that were discussed by Ms. Braunstein, do not come under
Federal oversight.

Chairman WATT. I am aware of that. That was my next question,
in fact, but the cost of doing this for them would be?

Mr. HIMPLER. A significantly higher portion relative to their
business size.

Chairman WATT. What makes you conclude that?

Mr. HIMPLER. A number of them are not computerized in terms
of their lending. A lot of loan files are—

Chairman WATT. Who is not computerized in their lending? Tell
me somebody who is not computerized in their lending that is en-
gaged in the lending business?

Mr. HiIMPLER. I would say Regional Finance of Mississippi.

Chairman WATT. Regional Finance of Mississippi?

Mr. HIMPLER. A number of our companies are small companies.

Chairman WATT. I understand that, but you said you were going
to give me the names of some people who are not computerized and
they are issuing credit?

Mr. HIMPLER. No. No, in terms of the data set in terms of col-
lecting HMDA-like data, they do not have it.

Chairman WATT. I understand that. Nobody has a system set up
to collect this data at this moment. We understand that. I mean,
because nobody has required them to collect it up to this point, but
when you represent to me that somehow this is disproportionate
for people who are regulated or unregulated as opposed to those
who are regulated, I don’t understand that.

Mr. HIMPLER. This type of data collection is not something you
can buy right off the shelf, so you have to outsource that, bring
people in to work with your systems, work with your lending offi-
cers and your branches.

Chairman WATT. Mr. Himpler, I am going to issue you an open
invitation. We have made a commitment here this morning to have
a hearing about the cost, because I think it is important for us to
assess not only the benefit of collecting data, but the cost that
would be incurred in the collection process. And, so, if you would
in the next 30 days give us as complete information as you can give
us about your analysis of what you characterize as “massive” costs
associated with what could be required.

I understand that there are costs associated. We haven’t denied
that. It was part of my opening statement if you were here. And
I understand that it is our obligation to assess at some level the
benefits against the cost, and the only way we can do that, I think,
we know the benefits of doing this, although you argue with those,
too.
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What we are interested in is getting a better handle on what the
cost would be, and so I am issuing you an invitation to submit that
in writing.

Mr. McHenry.

Mr. McHENRY. Mr. Himpler, what are the privacy concerns?

You have testified about HMDA data, last year in the prior Con-
gress. I don’t have the date in mind, but can you talk about the
privacy concerns in collecting this type of data?

Mr. HIMPLER. Sure. In the HMDA context, using HMDA loan
registers and other publicly available data, currently, you can de-
termine exactly who got what loan in giving census tracks—not
across-the-board—but it is possible to do.

Our fear in this regard is that particularly with respect to auto
finance lending, looking at census tracks and other available infor-
mation such as title registries, that you would be able to do exactly
the same sort of thing, redact out of the data collection what rating
your neighbor got on his or her Honda Accord or Ford Escort.

Mr. McHENRY. Okay. You know, the issue here, we go back to
HMDA data. This is instructive for me. It seemed like the large fi-
nancial institutions were not serving the groups that we are con-
cerned about here today. And I think that was brought out.

Mr. Gnaizda, you are nodding, but I think the HMDA data
showed that some of these large financial institutions were not
going out and doing it. And back to my concept with Mr.
Cavalluzzo, at least the economic notion, I don’t know if it is re-
ality, and that is what we are trying to hash out here today. I
think the chairman’s intent to see if this data bears that out, but
the vacuum is filled.

I believe in terms of the HMDA data, the data showed that the
subprime marketplace when it actually filled that vacuum, some of
these larger institutions were not doing this. So you had smaller
institutions that had different pricing models that went in and fig-
ured out a way to do it. And Mr. Gnaizda, go right ahead.

Mr. GNAIZDA. Yes, we quite agree with you. That is the problem,
that if you created an enormous vacuum the unregulated will en-
gage in unscrupulous behavior. That has what has caused the
subprime crisis.

Mr. McHENRY. Well, that is not all of it. Let’s not simplify this.
I mean we have a huge economic issue here, and you can’t simplify
it1 ‘%0 simply say you had a bunch of legal operators. You can’t sim-
plify it.

Mr. GNAIZDA. You had, for example, those on the edge like Coun-
trywide that dominated the market and forced the scrupulous with
a couple of exceptions to compete with them.

We don’t want to create the lowest common denominator. We be-
lieve that the HMDA data you raised demonstrated the importance
of this data. Richard Rosenberg, then president of the Bank of
America, had told Greenlining members that Bank of America took
advantage of every opportunity to make loans to African Americans
and Latinos and resented the community’s views that they did not.
When HMDA data was forced upon them, the first year after they
collected it, he asked us to come and meet with them. And he said,
“I was wrong. We did not maximize the opportunities, and now we
will.”
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And that is exactly what I think will happen when we have Reg
B being abolished and there is mandatory reporting. The major
banks and their CEOs will come here in 5 years and perhaps thank
you.

Mr. McHENRY. So would you say, I mean, I know you are not in
a lending marketplace, but I would say that a car loan is different
from a home loan and is different from just a personal loan. And
having gotten all three, I know the hoops that you go through are
very different and your asset requirements and everything else.

So in terms of getting the depth of the pricing model and the risk
model, how do you really do that, Mr. Cavalluzzo in terms of statis-
tical analysis? Because you may have one firm, and you can see
this with banks currently in terms of how strong certain banks are
versus how at risk others are based on their own pricing model.
You know, I go to one bank and they say, you know, heck no, we
are not giving you a loan. You turn around to another bank and
you can get it. You know, so in terms of the pricing model, how can
you account for that in a statistically reliable way comparing ap-
ples to apples?

Mr. CAVALLUZZO. That is right. Small business lending is a very
complex issue. When I went to banks to start my research, I found
some banks told me, “We just look at the credit score. That is what
we use.” Other banks wanted a full balance sheet, income state-
ment, to understand the business that the firm is engaging in. It
is a very hard problem.

Even bank underwriting models vary by the institution. So in
part, and that is one of the limitations to borrower data, that lend-
er data could help to address—getting data from the lender would
potentially allow a researcher to let that underwriting model vary.

Mr. McHENRY. Well, if the chairman will indulge me for a mo-
ment here, there are two elements there. There is the competitive
nature between the institutions doing the lending, and you have
some institutions that believe their pricing model, their assessment
of risk, is better and sharper than the other guy’s down the block.
Therefore, they don’t want to release that. So you have some pri-
vacy issues within institutions. Secondly, counter to that you have
individuals as a consumer in trying to get a loan who don’t know
the different pricing mechanisms. So how do you on one hand let
individuals know in the same manner allow these institutions to
figure out their competitive advantages. I mean, how do you keep
that data, you know, out of the competitor’s hands.

Mr. CavaLLuzzo. Well, the name of the lending institution
doesn’t have to be disclosed within the data.

Mr. MCHENRY. But you can pretty easily figure it out. I am from
a small town; and, I mean, you can give me a data set, and I guar-
antee I can figure out which one of the three banks in my town it
is.

Mr. CavAaLLUZZo. If the data set were restricted to your town.
But if the data set were for the entire country or the entire State,
I think it would be much more difficult.

Mr. McHENRY. But in terms of lending, you can see census track
information is what Mr. Himpler pointed out.

How do you restrict that? You know, because we do have privacy
concerns.
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Mr. CAvALLUZZO. I think that the regulators need to take care
with data that they actually do disclose, I don’t think that they
necessarily need to disclose information that would allow a re-
searcher to identify the particular institution.

Yet, still, a researcher can learn an enormous amount from that
set of data. In our data we had no idea what the lending institu-
tions were. In fact, regional codes were nine large regions across
the country.

Mr. MCHENRY. But it is sort of a sliding scale. It is tricky to do.

Mr. CAVALLUZZO. To mask certain pieces of the data?

Mr. MCHENRY. Yes.

Mr. CAVALLUZZO. I don’t believe it is that tricky.

Mr. McHENRY. Okay. Well, thank you for your testimony. I ap-
preciate you all going through the second round.

And, Mr. Chairman, I think the question here, and I am glad you
are going to go for a hearing on the cost, because I think it is a
great unknown. Everybody admits it will cost something. The ques-
tion is what is that cost. We know the consumer will bear that cost,
whatever it is, whether it is very small or very large.

And so, Mr. Chairman, I think it is a laudable goal, and we have
to figure out the best way of approaching it. I am grateful you are
having this hearing.

Chairman WATT. Mr. Cleaver.

Mr. CLEAVER. Thank you, Mr. Chairman.

I have two questions.

How are you today, Ms. Sullivan?

Ms. SULLIVAN. You don’t want me to fall asleep, right?

[Laughter]

Mr. CLEAVER. Yes, well, your name is easy to pronounce and I
just wanted to make sure you were included. Thank you.

Mr. Himpler.

Mr. HiMPLER. Still here, Congressman.

Mr. CLEAVER. I am stuck on “We must be careful not to undo
progress that has been made in creating a credit planning system
that has race and gender neutral.” And I am trying to see how we
are on the verge of undoing that progress.

Mr. HIMPLER. It is a very good question, first off. What I said in
the first round of questions was that we have gone from a denial
of access or the unavailability of credit to segments of our popu-
lation as recently as 30 years ago to systems now where we can
base credit approvals on objective, credit-scoring models that take
advantage of objective criteria that does not involve prohibited
characteristics in granting those approvals.

Our concern was that with some of the collection: (1) it will in-
crease the cost that will be passed along to the consumer—that in-
creased cost may take some folks out of the equation in terms of
affordability; and (2) it will raise privacy concerns because of the
availability of publicly available data matched up with the type of
collection that we have that will increase the fear that Mr. Gnaizda
talked about earlier from wanting to have their private information
revealed and would thus opt out.

b V\lf{e think both cost and from privacy concerns that could roll us
ack.

Mr. CLEAVER. Roll us back to 30 years ago.
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Mr. HiIMPLER. Not to 30 years ago, but it is backwards. It is not
forwards.

Mr. CLEAVER. I am getting a headache.

Mr. HIMPLER. I don’t mean to give you a headache, Congress-
man.

Mr. CLEAVER. No, it is too late. You know, there are all kind of
ways to find out. I mean, to look at a document and see red flags,
if you want to call it that, that would point to a specific racial or
ethnic group and then make decisions based on that. I mean, you
would not think that the gentleman sitting next to you to your left
is Irish by looking at the name. Am I right about it?

Mr. HIMPLER. Yes, you are right, but you wouldn’t think by look-
ing at my name that I am half Mexican either, would you?

Mr. CLEAVER. No. No. But I could tell by your statement that you
haven’t been treated that way.

Mr. HIMPLER. Not true.

Mr. CLEAVER. That is all, Mr. Chairman.

Chairman WATT. Thank you.

Bottom line here, our inquiry is cost versus benefit, benefit
versus cost. So let me just ask each one of the five witnesses to ad-
dress, first of all, Ms. Sullivan, going from you to Mr. Cavalluzzo.

What is your assessment of the cost benefit analysis on HMDA?

Has HMDA been more beneficial than costly?

And what is your assessment of the projected cost-benefit anal-
ysis on other kinds of lending other than mortgage lending if we
were to require it be reported mandatory, Ms. Sullivan, HMDA cost
benefit, non-HMDA cost benefit?

Ms. SULLIVAN. We are not experts on HMDA. But I would say
that all this talk about how much everything is going to cost is just
confusing. And maybe the data is so much more comprehensive
that you are talking about than what the SBA collects; they are not
direct lenders.

Lending institutions are reporting to them. I have never heard
of any onerous costs associated with it. I have participated in plen-
ty of small business lending Roundtables in the House and the
Senate and no one has ever raised that. It seems to me that it is
pretty simple.

With regard to 7(a) loans, I can see that only 4 percent of African
Americans used the loans in FY 2001 and it increased 5 percent
in FY 2007. Clearly, the 7(a) program is not reaching out to the Af-
rican-American population. It looks like there needs to be some im-
provement. I mean just even simple data collection like this is help-
ful to our segments of the industry, and it is also helpful to policy-
makers. It gives you benchmarks about where the lending is and
what needs to be improved. I just don’t see why this can’t have the
same relevance and the same kind of benefits for a larger data col-
lection that you are talking about.

Chairman WATT. Mr. Corralejo.

Mr. CORRALEJO. “Corralejo.”

Chairman WATT. “Corralejo.”

Mr. CORRALEJO. Thank you.

You know, I hear discussion about the ultimate costs passed back
onto the borrower, and that could be the case. We don’t know. But
I think that there is such a potential for growth here in the minor-
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ity communities, I don’t think they need to be passed along to bor-
rower. There is another option here. I think this is a question of
growth. I think the same way that HMDA has attributed to greater
loans to minority communities, I think this will be the same thing
with minority business people. So, as banks grow and they open
new branches, there are costs at opening branches, but the benefits
far outweigh the costs. And I think that is the formula that we are
looking here: does that potential really exist.

And in our discussions with numerous bankers—we have numer-
ous bankers as our partners—they are dying for a way to figure
this out. Not that they have yet, but I think clearly this is one of
the means and methods that we seriously need to take a look at.
So I think in the end my assumption is that this is a cost of in-
creased business and not necessarily passed along to the borrower.

Chairman WATT. I take it you are not dealing with those banks
or members of Mr. Himpler’s association.

Mr. CORRALEJO. But we deal with small banks, and that is why
in our testimony we talked about banks with 1 billion in assets or
more, because we understand there are differences. So these are
the details that need to be worked out.

Chairman WATT. Mr. Himpler, on the cost benefit analysis of
HMDA, first of all, and you have already actually testified about
the cost benefit analysis of your assessment of the cost benefit
analysis of what may be proposed, but I am not sure I have you
on record.

I know your association opposed collection of HMDA data, but
now that it is out there, it has been done for a while, what is your
assessment of the cost benefit analysis?

Mr. HIMPLER. It would be silly to say that it hasn’t been bene-
ficial to the regulators in terms of their ability to identify potential
problems and do further investigation. But you can’t get a deter-
mination of actual discrimination from HMDA data. There is no
credit information.

Chairman WATT. What we do want to look at is pushing the data
fields collection of other data fields where you can make that deter-
mination. But that is a subject for another day.

Mr. HiMPLER. Right, I will leave it alone, but that does come at
a potential cost of harm to the business community in terms of
comparing race and rates, or ethnicity and rates, without any cred-
it information that they are guilty until proven innocent. And that
is a cost. So there is cost and benefit, and there is also the cost of
the collection you have for the first time in the last 3 and 4 years,
a number of mortgage companies that had never collected HMDA
data period. So there was a ramp-up to that.

As far as the cost associated with the proposal today, I just want
to make sure folks understand exactly what we are saying: that
there are easier ways to do this; that we will achieve the same sort
of outcome from data sets that are already out there from the bu-
reaus with respect to research or that can be used by the regu-
lators as a flagging mechanism to do the further analysis that they
need to do on a more cost-effective basis.

Chairman WATT. Mr. Gnaizda.

Mr. GNAIZDA. Yes.

Chairman WATT. Same questions.
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Mr. GNAIZDA. Yes, Mr. Chairman, we have analyzed the HMDA
data.

The number of African Americans and Latinos who have received
home loans at fixed rates—these are prime fixed-rates every year
once HMDA data was available—increased substantially. So there
are millions of African Americans and Latinos and Southeast
Asians who own homes today at fixed rates and are not subject to
the present crisis due to HMDA collection. We believe many major
banks, if their CEOs came, would testify to that.

Now, with regard to cost-benefit-analysis regarding the future
and small business lending, the benefits outweigh any possible
cost, even if exaggerated three-fold. And that is because the same
thing that happened with HMDA, more homeowners, as Mr.
Corralejo has said, there will be more small businesses that are
women-owned and minority-owned that will be the beneficiaries of
prime, small business lending by major financial institutions. And
we believe that the Federal Reserve can assist in this.

That is why we are going to meet with Ms. Braunstein on Fri-
day. They should call a task force immediately, and they should
have the 10 largest financial institutions doing small business
lending. We have identified them, and they should bring them in
quickly, and by September begin a task force.

Thank you.

Chairman WATT. You have gone over that and that is why I am
stopping you.

Mr. Cavalluzzo.

Mr. CAvALLUZZO. First, I am not aware of the data sets that Mr.
Himpler refers to on this topic; and, I know the literature ex-
tremely well in this area. I think that the differences we document
in our research, while I understand that there are costs to the
lending institutions, I think the differences we document suggest
that the cost to society are potentially quite large and that, I think,
fair treatment needs to examine both the costs to the lender and
the cost to society at large. The cost to lending institutions, though,
may be less than I think we were being led to believe, because
banks already codified this data.

Many banks transfer this data to credit scoring models, so that
these credit scoring models can be refined and improved upon.
Banks pay credit scoring agencies to do this, so a lot of this data
collection and transferring is already taking place.

I think that banks could actually find this data useful, so that
they can better understand the lending process. The lending proc-
ess doesn’t need to be a black box to consumers or lenders. If peo-
ple can understand what it takes to improve their credit score,
then they are better borrowers.

I think there are benefits to many pieces of society, rather than
just the cost to lender. Lenders may actually find benefits in all of
this. In particular, we may find that these data help us fill that
vacuum that is out there for these firms that aren’t getting the
credit they need.

Chairman WATT. Your testimony has been amazingly helpful, 1
think, in helping us evaluate that.

The Chair notes that some members may have additional ques-
tions for this panel, which they may wish to submit in writing. Mr.
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Himpler, for example, we will submit the request for your cost in-
formation in writing.

Without objection, the hearing record will remain open for 30
days for members to submit written questions to these witnesses
and to place their responses in the record.

We thank you all immensely for being here today, and for your
interest in this subject, and unless Mr. McHenry has any other
comments, I declare that the hearing is adjourned.

Thank you so much.

[Whereupon, at 12:37 p.m., the hearing was adjourned.]
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Chairman Watt, Ranking Member Miller, and members of the Subcommittee, I want to
thank you for this opportunity to discuss whether the collection of data by creditors on credit
applicants’ personal characteristics (such as race, ethnicity, and sex) for non-mortgage loans is
appropriate, and if so, how this might best be accomplished.

In my remarks today, I will provide background information on efforts by the Federal
Reserve Board to combat credit discrinination, as required by the Equal Credit Opportunity Act
(ECOA), and on the collection, reporting, and public disclosure of applicant characteristic data,
as required by the Home Mortgage Disclosure Act (HMDA). I will also outline the Federal
Reserve’s fair lending examination program for non-mortgage products, and discuss the cost-
benefit tradeoffs involved in collecting, reporting, and publicly disclosing applicant characteristic
data for non-mortgage lending, including small business.

A. Background en Credit Discrimination and Data Collection

ECOA, enacted in 1974, generally prohibits creditors from discriminating against any
credit applicant on any prohibited basis (such as race, national origin, religion, age or sex) in a
credit transaction. ECOA is implemented by the Board’s Regulation B. In fashioning
Regulation B, a fundamental question for the Board was whether permitting lenders to note
characteristics that, by law, they cannot consider, would advance or impede the goals of ECOA.
The statute itself is silent on this issue.

In 1977, the Board adopted a rule generally prohibiting creditors from collecting data on
the personal characteristics of loan applicants. At the same time, however, the Board required
creditors to collect applicants’ race/national origin, sex, marital status, and age for home
purchase and refinance loan transactions. The Board adopted this limited data collection

requirement based on frequent and serious aliegations of unlawful discrimination in the home
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mortgage market and the significant impact that access to mortgage credit can have on
consumers. Collection of these data was designed to help enforcement agencies better monitor
home mortgage lenders’ compliance with ECOA. The Board did not, however, require reporting
or public disclosure of applicant characteristic data collected in mortgage transactions.

Reporting and public disclosure of the personal characteristics of individual borrowers
and applicants for home mortgage loaﬁs occurred when the Congress amended HMDA in 1989,
and the Board revised Regulation C to implement those amendments. HMDA is a disclosure
statute that requires lenders to collect, report, and publicly disclose information about housing-
related loans and app]icétions for these loans, including several borrower or applicant personal
characteristics.

HMDA has three purposes. One purpose is to provide the public and government
officials with data that will help show whether lenders are serving the housing needs of the
neighborhoods and communities in which they are located. A second purpose is to help
government officials target public investment to promote private investment where it is needed.
A third purpose is to provide data that assist in identifying possible discriminatory lending
patterns and facilitate the enforcement of anti-discrimination laws, such as ECOA.

HMDA requires mortgage lenders to disclose annually information about each
application or loan (such as the loan type and purpose}; each applicant or borrower, (ethnicity,
race, sex, and income); and each property. Since 2005, pursuant to Board changes to
Regulation C, lenders have also been required to report certain price data on higher-priced loans.
Based on cost and privacy concerns, however, HMDA data lack several factors that lenders
routinely use to make credit decisions and set loan prices, such as information about the

borrower’s creditworthiness and loan-to-value and debt-to-income ratios. Although HMDA data
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alone cannot prove discrimination, the data can facilitate fair lending enforcement by helping
regulators identify lenders that warrant further review.

In 1999, the Board proposed to amend Regulation B to allow creditors to collect
applicant characteristic data voluntarily. This proposal was very controversial. Consumer
groups generally favored lifting the prohibition, but believed that voluntary collection should
only be a “first step” toward mandatory data collection. Members of the industry generally
opposed lifting the prohibition, fearing that voluntary collection would lead to mandatory
collection and impose substantial costs and burdens on the industry. They also believed that data
collected on a voluntary basis without standards would be unreliable, of questionable value, not
comparable from creditor-to-creditor, and subject to misinterpretation. Some consumer groups
also recognized that voluntary data collection may not produce quality data. The Board did not
propose, or request comment on, mandatory collection of applicant characteristic data or public
disclosure of such data for non-mortgage loans in its 1999 proposal.

In 2003, the Board adopted a final rule that retained the general prohibition on collecting
applicant characteristic data for non-mortgage loans. The Board concluded that voluntary data
collection would not be effective or desirable because a voluntary collection regime would not
produce reliable or useful market-wide data. Under a voluntary data collection regime, the data
would be incomplete because some creditors would elect not to collect. In addition, the
reliability of the data could not be assured because the data would be collected using different
standards, criteria, and methods. Thus, the data would not be comparable from creditor to
creditor. At the same time, the Board revised the general prohibition on data collection to permit

creditors to collect information about non-mortgage credit applicants’ personal characteristics for
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the purpose of conducting a self-test in accordance with ECOA’s self-test privilege.! Some
industry commenters indicated that creditors likely would not collect applicant characteristic data
voluntarily unless they could take advantage of the self-test privilege.
B. Fair Lending Enforcement for Non-Mortgage Loans

The Board has a rigorous fair lending enforcement program that includes non-mortgage
lending. This is consistent with the Board’s longstanding commitment to ensuring that every
bank it supervises complies fully with the federal fair lending laws (ECOA and the Fair Housing
Act). Fair lending is an integral part of every consumer compliance examination. Following the
Interagency Fair Lending Examination Procedures, each fair lending examination includes an
assessment of the bank’s fair lending risk across all types of lending, such as mortgage,
consumer, auto, and business lending. Based on this assessment of risk, examiners identify
specific business lines on which to focus, and in every examination they evaluate in detail at
least one product or class of products.

When examiners find fair lending violations, the Board takes appropriate supervisory
action. If there is reason to believe that an institution has engaged in a pattern or practice of
disc;,rimination under certain provisions of ECOA, the Board, like the other federal banking

agencies, has a statutory obligation to refer the matter to the Department of Justice (oon?

! Congress added the self-test privilege to ECOA in 1996 as a way to encourage creditors to assess voluntarily the
level or effectiveness of their compliance with ECOA and Regulation B. A self-test is a program, practice, or study
designed and used by the creditor specifically to determine compliance with ECOA. A report or result of the self-
test is privileged and may not be obtained or used in an examination or investigation, or in any proceeding or lawsuit
alleging a violation of ECOA or Regulation B.

* After receiving an agency referral, DOJ reviews the matter and decides if further investigation is warranted. A
DOJ mvestigation may result in a public civil enforcement action or settleraent. DOJ may decide instead to return
the matter to the Board for administrative enforcement. If a matter is returned to the Board for administrative
enforcement, the Federal Reserve ensures that the bank corrects the problems and makes amends to the victims.
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During the first six months of 2008, the Board referred two institutions to DOJ after
concluding that there was reason to believe that the institutions had engaged in a pattern or
practice of discrimination. Both referrals involved marital status discrimination in non-mortgage
lending. One referral involved illegal spousal guarantees in commercial and agricultural lending.
The other referral involved illegal spousal signature practices in automobile lending.

In 2007, the Board referred eight institutions to DOJ. Five of these eight matters
involved non-mortgage lending, including auto, commercial, agricultural and consumer lending.
One non-mortgage referral involved racial discrimination in the pricing of automobile loans.

The institution purchased loans in which auto dealers had charged higher interest rates, through
the use of mark-ups, based upon the race of the borrowers. This pricing was permitted by the
institution, which received a share of the mark-ups. Four non-mortgage referrals involved
marital status discrimination in agricultural, business, and consumer loans.

In 2006, the Board referred four institutions to DOJ. Three of these four referrals
involved non-mortgage lending--two non-mortgage referrals involved marital status
discrimination in auto loan pricing and one involved age discrimination in consumer lending ?
The Board referred a total of five matters to DOJ in 2004 and 2003, four of which involved
marital status discrimination in auto and commercial lending. As these referrals demonstrate, the
Board has a strong fair lending enforcement program for non-mortgage lending.

To test for discrimination, Federal Reserve examiners use statistical techniques, where
appropriate, and review information in loan files. When testing for discrimination in mortgage
lending, examiners analyze data collected under HMDA to determine the race, ethnicity, and sex

of the applicant or borrower. In non-mortgage lending, where lenders do not collect data about

* ECOA generally prohibits creditors from considering age when evaluating creditworthiness, except that a creditor
may consider the age of an applicant 62 years or older in the applicant’s favor.
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race, ethnicity or sex, examiners may use proxies, such as names or census tract demographic
data, to ascertain this information.

In both mortgage and non-mortgage lending, examiners regularly test for redlining by
comparing lending patterns between minority and non-minority neighborhoods. Examiners then
determine if a lender is treating neighborho&ds differently based on the race or ethnicity of their
residents.

C. The Collection of Applicant Characteristic Data for Non-Mortgage Loans

There are four possible approaches to the collection of applicant characteristic data: a
general prohibition on data collection; voluntary data collection; mandatory data collection
without public disclosure; and mandatory data collection with public disclosure. I will discuss
each of these approaches, and then address specific issues related to data collection for small
business loans.

1. Four Approaches to Data Collection

A general prohibition on collecting applicant characteristic data is the approach followed
in Regulation B for non-mortgage loans. For credit that typically is granted using automated
underwriting systems and without face-to-face contact between the creditor and the consumer,
such as credit cards, this approach seems clearly appropriate. There do not appear to be
widespread fair lending concerns with regard to credit cards that might indicate a need for the
collection of applicant characteristic data.

Voluntary collection of applicant characteristic data is the approach considered, but
rejected, by the Board in 2003. As discussed previously, voluntary data collection would not be
effective or desirable because it would not produce reliable or useful market-wide data.

Therefore, voluntary data collection does not appear to be a useful approach.
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Mandatory collection of applicant characteristic data without public disclosure is the
approach that the Board adopted under Regulation B in 1977 for mortgage loans to obtain
information for monitoring purposes. This approach can provide supervisory agencies that
regularly examine creditors for fair lending compliance with additional data that can be useful in
identifying possible discriminatory practices. However, many creditors, such as non-bank
finance companies and auto dealers, are not subject to regular examinations for fair lending
compliance. Thus, data collection without public disclosure may not enhance fair lending
enforcement against creditors that are not subject to routine oversight.

Moreover, a requirement to collect applicant characteristic data for non-mortgage loans
would impose costs on creditors. These costs must be weighed against the benefits of collecting
these data. Depending upon the complexity of the products for which data must be collected and
the nature and scope of the data that must be collected to identify potential discrimination, these
costs could be significant and could outweigh the benefits of requiring collection.

Mandatory collection of borrower and applicant characteristic data with public disclosure
is the approach used under HMDA. Public disclosure can provide heightened scrutiny of lender
practices by entities other than enforcement agencies. It may be that the availability of HMDA
data has led some mortgage lenders to review their loan decisions more carefully to ensure
compliance with fair lending laws. The transparency provided by the 1989 amendments to
HMDA, which required mandatory data collection, reporting, and public disclosure of borrower,
applicant, and loan data, has been viewed by some to have reduced discrimination in mortgage
lending more so than the requirement in Regulation B to collect applicant characteristic data for

mortgage loans. It would be impossible to validate or refute that argument statistically, however.
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Although such an approach would provide greater transparency than mandatory
collection alone, it also raises significant policy choices and cost-benefit considerations that
Congress should make. A fundamental question is the proper scope of any mandatory collection,
reporting, and public disclosure requirement for non-mortgage loans. Congresé is in the best
position to decide whether such a requirement should apply to all non-mortgage loans, or some
subset of those loans.

Another key issue is whether the benefits of mandating data collection and public
disclosure for some or all non-mortgage loans outweigh the costs. It is questionable whether any
data collection, reporting, and public disclosure requirement can be designed to conclusively
show the existence of discrimination. The usefulness of a system that could identify possible
discriminatory practices without conclusively proving discrimination, and justification of the
costs of implementing such a system, are policy judgments for Congress to make. In summary,
we believe Congress is in the best position to make the policy and cost-benefit determinations
discussed above, just as Congress did when it amended HMDA in 1989 to require the collection
and disclosure of borrower and applicant characteristic data for mortgages.

2. Data Collection Issues Related to Small Business Lending

Small businesses are an integral part of the U.S. economy. Ensuring equal access to
small business credit for all qualified business applicants is critical to the welfare of local
communities and the economy as a whole.

Small business lending, however, is more complex than mortgage lending and varies
across lenders much more than mortgage lending. There are many different types of small
business lending, including credit lines, business credit cards, vehicle and equipment loans,

mortgages, capital leases, and trade credit. There are also many different types of small business
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lenders, including banks, credit card companies, finance companies, and trade creditors. Small
businesses in one industry may have very different credit needs than small businesses in other
industries. Small business loans may be secured or unsecured, or may be supported by the
personal guarantee of the owner or owners of the business.

Many different types of data about business attributes and underwriting standards would
have to be collected about small businesses and their owners in order to identify potential
discrimination in small business lending. When evaluating small business loan applications,
lenders may consider a variety of different factors about the business and its owners. Relevant
factors may include: the age or longevity of the business; the track record of the business in
terms of sales growth and profitability; the size of the business as measured by employment,
sales, and assets; the industry in which the business operates and the risk of lending to businesses
in that industry; the experience of the owners of the business; and the personal creditworthiness
of the owners of the business. Therefore, it would likely be more difficult to capture the
appropriate underwriting-related or pricing-related variables for small business lending than for
mortgage lending.

Younger and smaller businesses generally are considered more risky thaun larger, more
established businesses. Younger firms, for example, may have difficulty borrowing from lenders
that require prospective borrowers to provide several years of financial statements with their loan
applications. Similarly, certain types of businesses, such as restaurants, generally are considered
more risky than businesses engaged in other industries.

Given the complexity of small business lending and the various factors evaluated in
making loans to small businesses, it would be challenging to design a system for collecting,

reporting, and publicly disclosing the personal characteristics of small business owners and other



54

~10 -

relevant information that would be useful for identifying possible discriminatory practices in
small business lending. In addition, the costs to industry for implementing such a system could
be quite significant.
Conclusion

The Board is committed to addressing racial and ethnic gaps in the availability and
affordability of credit. The availability of HMDA data has provided transparency in the
mortgage market and spurred efforts to address racial and ethnic disparities. A similar
requirement to collect, report, and publicly disclose race, ethnicity, and sex data for other types
of lending, such as small business and auto lending, could possibly enhance fair lending
enforcement. However, such a requirement would be challenging to implement, especially given
the complexity of small business lending, and could impose significant costs on lenders. Just as
Congress required the collection, reporting, and public disclosure of applicant characteristic data
in HMDA for mortgage loans, we believe that a decision about establishing a comparable
collection, reporting, and public disclosure requirement for non-mortgage loans is also a decision

for Congress to make.
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Introduction

Mr. Chairman, Ranking Member Milier, and other distinguished members of the Oversight and
Investigations Subcommittee of the House Financial Services Committee, I want to thank you for
giving me the opportunity today to speak about the credit market experiences of minority and
female owned small businesses, and on whether lenders should be required to collect race and
gender data of borrowers for all loans.

My testimony today is based on work I started as a graduate student at the Wharton School of the
University of Pennsylvania where I received my doctorate in managerial accounting, and
continued while on the faculty of Georgetown University’s McDonough School of Business. My
research was conducted in collaboration with Dr. Linda C. Cavalluzzo, senior economist at
CNA, a non-profit research and analysis corporation headquartered in Alexandria VA, and Dr.
John D. Wolken, senior economist at the Board of Governors of the Federal Reserve. Our
research on this topic has been published in leading peer-reviewed academic journals sponsored
by the University of Chicago and Ohio State University. I am currently a research analyst at
Wisconsin Capital Management, an investment firm located in Madison Wisconsin. -

Our research examines several different dimensions of the credit market experiences of female
and minority owned small businesses. The common finding across all our work is that Black
owned firms are denied credit at higher rates than White owned firms. The differences persist
even after controlling for firm and owner traits that are relevant to loan-making decisions and
reported in the data collected in special surveys of small businesses conducted for the Board of
Governors of the Federal Reserve. The differences are economically meaningful and statistically
significant. We also find evidence that Black, Hispanic and Asian owned firms have expressed
unmet credit needs relative to firms owned by White males. Again, the differences are
economically meaningful and statistically significant.

We found no evidence of differences in average acceptance rates or interest rates for female-
owned firms.

My testimony is organized as follows:

First I will provide a discussion of our research, the data sets employed, and a summary of main
findings. Second 1 will discuss some of the limitations to the research. Primarily, the data come
from the borrower rather than from the lender. Although borrower data have their strengths,
because respondents may not remember well, borrower data are generally considered weaker
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than data contained on actual loan applications for examining the accept/reject decision. I believe
the limitations, together with the differences we document on credit access among demographic
groups, strongly point to the need to collect both borrower and lender data. I will discuss some of
the benefits to lender data. I will conclude with direct responses to the questions provided me by
your staff.

Qur Research on the Credit Market Experiences of Small Business Loans Across
Demographic Groups

We examine some of the factors influencing observed differences in the credit market
experiences of small businesses across demographic groups. Such differences can occur at many
stages of the lending process. We analyze credit applications, loan denials, and interest rates
paid. In addition, we examine data gathered from small business owners who said they did not
apply for credit because they believed that their application would have been tumed down. We
also provide a quantitative assessment of the impact of differences in key variables in the lending
decision on the differences in denial rates across demographic groups.

‘Why might we observe differences?

Observed differences in credit market access or cost among demographic groups may arise if the
financial characteristics of the firm or its owners, or other risk factors, are associated with the
demographic groups to which they belong. If this is the case, looking at differences in the
average loan experiences of members of different demographic groups without taking these
factors into account will give a misleading picture of how demographic membership affects
credit market experiences. However, even after taking these factors into account, differences
across demographic groups may remain. Let me give you several scenarios in which this may
occur.

In the first case, economically important factors that are used by lenders in the loan-granting or
rate-setting process are associated with demographic group, but are not incorporated into the
researcher’s analysis. This could occur if the relevant data are not collected and therefore are not
available to the researcher. In this case, the estimated differences among the demographic groups
will include the effects of these omitted factors and misrepresent the effects of demographic
group on credit market differences. In effect, because of a lack of access to all of the relevant
data, the researcher paints an inaccurate portrait of what is happening in the market place.

Here is a second scenario: differences could arise from variation in preferences for credit use, or
the propensity to apply for credit, on the part of the borrower. For example, if some groups are
more likely to turn to families for credit, rather than financial institutions, then reported results
could misrepresent the denial rates that would have been observed if both groups relied on
financial institutions equally. For this reason, it is important to think about the application
process and in particular, whether some groups might not apply for credit for fear of being tumed
down.

In a third scenario, the lenders themselves may be unable to observe, or find it costly to collect,
economically relevant information that is associated with demographic group. If lenders use
demographic attributes as a substitute for that missing information, then the resulting disparate
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treatment has an economic basis. Economists call this form of disparate treatment statistical
discrimination.

Finally, differences may also arise because of prejudicial behavior on the part of the lender. This
difference is commonly referred to as noneconomic or prejudicial discrimination. I note that both
statistical and prejudicial discrimination in lending are illegal under the Equal Credit Opportunity
Act of 1974.

The data:

Each of our papers uses a different release from the Federal Reserve’s Survey of Small Business
Finance (SSBF) data series. The data were collected during three different time periods, 1988-
1989, 1993-1994, and 1998-1999. Observations and variables collected varied by data set, with
larger minority representation in the 1993 and 1998 data sets. In the interest of simplicity, I will
focus my discussion around the 1993 data set. Most of my comments pertain to all three data
sets.

The 1993 SSBF data set is among the most extensive public data sets available on small
businesses. These data, collected via telephone interviews by the Federal Reserve and the Small
Business Administration, are intended to provide national representation on the financing
experiences of small businesses in operation in the United States during 1993 and 1994. Minority
groups were oversampled in order to provide for more powerful tests specifically concerning the
credit market experiences of minority owned small businesses. Our sample consists of 4,570
small businesses in operation as of 1993 and includes 1,025 minority owned businesses (431
Black, 301 Hispanic, and 303 Asian) 816 businesses owned by females, and 2,951 firms owned
by White males.

We supplement the SSBF data with information furnished by the Federal Reserve on local bank
market structure and Dun & Bradstreet firm credit (risk) scores. An important feature of the data
set is that it includes firms that do not use credit markets. Thesc data allow us to test for
differences in application rates, and to investigate whether some small business owners who
would have applied for credit did not because they thought that their application would be
rejected.

The dataset provides rich information on the characteristics of firms and owners including
information on the firm’s age, geographic location, level of employment, industrial codes,
ownership and management characteristics, capital structure, income statement, and balance
sheet. In addition, the dataset contains important information on the credit history of the owner,
characteristics of the applicant, and costs of the loan, such as the amount of money requested on
the loan application, points and or fees paid to obtain the loan. Self-reported information
pertaining to the credit history of the borrower include the frequency with which the owner
reported delinquencies on personal and or business obligations, whether there were any legal
judgments against the firm, whether the owner declared bankruptcy on any business within the
past seven years, and whether the firm had been denied trade credit.

The dataset also includes key information on credit access and costs, as well as beliefs about the
ability to obtain credit. These include whether the firm applied for a loan in the last three years,
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whether and why the owner believed that his loan request would have been rejected, the terms of
the most recent loan the business received, and whether the firm was denied funding, both for the
most recent loan application and for any application within the last three years of the interview
date.

As should be clear, the data are extremely rich and provide extensive information on the firm and
its risk characteristics. In each of the analyses, we investigate the importance of the financial
characteristics of the firm, the characteristics of the principal owner (e.g., owner education and
years of work experience), self-reported information on firm and owner credit history, a credit
score constructed by Dun & Bradstreet, and information regarding a firm’s relationships with
financial institutions and suppliers.

In his 1957 book, The Economics of Discrimination, Nobel Laureate Gary Becker argued that
highly competitive markets would purge prejudicial discrimination from the marketplace. In less
competitive markets, however, prejudicial behavior could be sustained in the long term. We take
advantage of this insight in the analysis by investigating whether observed differences in credit
market experiences varied with the extent of competition among commercial lenders in the
firm’s local geographic area. The level of competition in banking markets is of particular interest
because small businesses tend to borrow locally rather than nationally.

Findings:

The results indicate that Black owned small businesses are denied credit at economically
meaningful and statistically different rates than White owned firms. This result is persistent and
robust. The result obtains using both the 1993 and 1998 data sets, and in a combined Black-
Hispanic variable using the 1989 data set. There is some evidence that the differences increase
with lender market concentration. Although the magnitudes vary by the model employed, in
general, Black owned firms are denied credit at almost twice the rate of White owned firms, after
controlling for risk and other characteristics of the firm and owner. This result is corroborated by
other papers that analyze the SSBF data sets (Blanchflower et al. 2003). Similar findings that
Black owned businesses have less access to credit than White owned firms is also found by Faith
Ando (1988) and Timothy Bates (1997), among others.

We found mixed evidence that Hispanic and Asian owned firms were denied credit at a greater
rate than White owned firms. Using the 1998 data set, both Hispanics and Asians were denied
crédit at significantly higher rates than Whites, as were Hispanics in a combined Black and
Hispanic variable using the 1989 data. Yet there were no differences in denial rates between
Hispanics and White males using the 1993 data, and only some evidence of differences between
Asians and Whites in those data. In contrast, essentially all average differences in denial rates
between female and male owned firms are explained by the controls in our analyses.

In an analysis of application avoidance, we found that both Blacks and Hispanics were
significantly more likely not to have applied for credit for fear of being turned down. Point
estimates indicate that Black owners were about 37% more likely, and Hispanic owners were
23% more likely to have avoided applying for credit for fear of being turned down than were
white males. There was no such evidence of differences for Asian or female owned firms.
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Because of the role of application avoidance, denial rates may understate whether firms are
meeting their desired credit needs. In an additional analysis, we estimated models intended to
capture a firm’s expressed credit needs. We found that Blacks, Hispanics, and Asians, but not
females, were significantly more likely to have unmet credit needs than were firms owned by
Whites. There was some evidence that unmet credit needs increased with lender concentration
for Black and female owned firms.

We found no evidence of differences in average interest rates paid across demographic groups
but some evidence that Hispanics paid more with increased lender market concentration.

Limitations of the SSBF Data Sets

Do the observed differences provide proof of discrimination in small business credit markets?
Some have argued that although no single paper based on survey data taken on its own could
prove discrimination, the totality of the evidence points to discriminatory treatment of Black
business owners (Bates, 1999). And this may be. Yet there is an underlying characteristic behind
all the papers on nonmortgage lending that I am aware; they are all based on data provided by the
borrower, rather than on data provided by the lender. For reasons I will discuss, borrower data
alone, while important, still provide an incomplete picture of the credit market experiences of
small businesses.

In 2003, about 46 percent of the SSBF survey respondents answered the questions from memory,
suggesting measurement error is an obvious concern. While random measurement error would
not distort our findings, it does make the statistical tests less efficient. (Statistical inefficiency has
the practical effect of increasing the chance that we wrongly conclude there is no
discrimination.) To address this concern, we supplemented our data set with Dun & Bradstreet
credit scores that should be less susceptible to measurement error, as these data are not self
reported.

Because the data are from the borrower, rather than the lender, we cannot exactly replicate the
lenders’ underwriting model. Underwriting models and standards clearly vary across banks,
adding a further wrinkle to the analysis. And omitted variables are a concern. For example, it is
widely known that personal wealth is both important for obtaining small business loans (personal
wealth could be put up as collateral for the loan) and associated with demographic group (Whites
on average tend to be wealthier than other demographic groups). Thus an analysis that found
higher denial rates for minorities than Whites and did not include information on personal wealth
could be misleading if personal wealth would have explained those remaining differences. In my
1998 and 2002 papers, we did not have data on the personal wealth of the owner. In my 2005
paper, we did have that information and included it in our models. Despite personal wealth being
important in the decision to extend credit, and that personal wealth varied across demographic
groups, large differences in denial rates remained even after including personal wealth in the -
analysis. A potential explanation is that personal wealth was associated with other characteristics
that were already included in the analysis. In other words, for omitted variables to lead to
misleading conclusions they would need to 1) be associated with the demographic group, 2) be
important to the decision to extend credit, and 3) provide additional information above and
beyond those variables already included in the analysis.
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Another limitation to the SSBF data sets for examining acceptance rates is that they do not
provide a snapshot of the firm at the time of the loan application, but rather at the time of the
survey, or for some data variables at the firm’s most recent fiscal year end. Applicant
acceptances are best investigated by studying business traits at the point when the loan
application is submitted, or at the time of the accept/reject decision. One consequence of this trait
is that the SSBF data mix loan proceeds into business traits recorded from successful loan
applicants. In other words, SSBF could potentially combine an application acceptance that was
three years old along with balance sheet information from the firm’s most recent fiscal year.
While we made some modifications to the data when possible, such as adjusting the firm’s length
of relationship with the lender based on the application date, we did not have adequate data to
adjust all variables.

The SSBF data are not particularly helpful for guiding regulators towards efficient enforcement
of fair lending laws. This is because the SSBF data cannot be used to compare lending across
lenders. The sample size is too small. The overall sample is only 4,000 or so firms and few of
these firms obtained loans from the same lender in the same location.

All of these limitations make it difficult to definitively prove discrimination with these data
alone.

Strengths of Lender Data

Lender data could mitigate measurement error and could potentially help to address the omitted
variables problem. The timing of the data would be at the application or approval stage and in the
ideal, would replicate all the information on the loan application for each individual lender in
each market. If such detailed data were made available to the public, the researcher could
potentially replicate the underwriting models lenders use in their decision process.

But we are not talking here today about application data — rather we are talking about the
personal characteristics of the applicant. And even if application data were made available,
lender data alone still would not provide a complete picture of the credit market experiences of
minority and female owned small businesses. Lender data would have nothing to say about the
firms that are not applying for credit for fear of being turned down and would be of only limited
usefulness for understanding the totality of unmet credit needs. Based on experiences with data
disclosure required by the Home Mortgage Discloser Act of 1975 (HMDA), far from a complete
set of relevant data would be collected and made accessible to the researcher (although it is
getting better). The researcher probably wouldn’t have the ability to validate data reported by the
applicant either.

Yet despite the limitations, I think we could potentially learn a lot from lender data. Indeed, I
believe that both borrower and lender data are important for understanding how small businesses
fare in credit markets. In this regard, I am especially disappointed that the Federal Reserve has
decided to discontinue its Survey of Small Business Finances.

Should personal characteristic data be collected on applicants for and borrowers of
nonmortgage credit?
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My understanding is that collection of personal characteristic data on applicants for nonmortgage
credit amounts to including a spot on the loan application to indicate whether the applicant is
minority or female owned. In this case, I believe that personal characteristic data should be
collected on applicants for and borrowers of nonmortgage credit. I do not believe that collecting
such data would be particularly onerous or costly to lending institutions. Here are some issues to
consider: :

I do not believe that such collection would materially heighten the likelihood of discrimination.
According to the 2003 SSBF data, 78 percent of small business loans are on a face to face basis
(66 percent of applicants initially go in person; another 12 percent eventually go in person).
Additionally, small business lending tends to be relationship based. This means that the lender
and small business owner often work together to create a profitable banking relationship for both
the borrower and lender. So the opportunity to discriminate on personal characteristics already
exists even in the absence of collection of such data.

Collecting personal characteristic data would likely benefit regulators for the enforcement of fair
lending laws. In the absence of such data, regulators have little to guide them for investigating
discrimination beyond complaints from borrowers. Such data could provide a useful screening
device to help regulators focus their resources on the those areas most likely to benefit from
greater scrutiny. In the absence of such data, regulators likely have to resort to audit studies and
use testers to investigate lenders that they believe may be engaging in discriminatory practices.
Such alternative techniques tend to be a very expensive means to investigate potential
discrimination.

Collecting personal characteristic data would benefit lenders who do not discriminate. If claims
of discrimination were made against a lender that did not discriminate, the lender would have
easy access to readily available data to support its defense.

Availability of personal characteristic data could potentially benefit borrowers as well. We find
that minority owned businesses are far more likely not to apply for credit for fear of being tumed
down. Collection of such data may help to mitigate these fears if applicants believe there are
procedures in place to address concerns regarding potential discrimination. Collection of
personal characteristic data may lend credibility to those beliefs. Yet I note that the potential
benefits to customers are not as clear cut as they may seem. Less than one percent of applicants
said that they feared being turn down because of discrimination. And some applicants may not
like being asked about their race, gender, or ethnicity potentially fearing the data may be used
against them.

Collection of personal characteristic data is relatively more complicated for small business loans
than it is for home mortgages. Small business lending tends to be far more complicated than
mortgage lending. The types of loans small businesses take out vary widely (revolving lines, auto
loans, equipment loans, etc.) Small businesses often have multiple owners too. Houses can have
multiple owners too. My point is only that standards need to be set and care needs to be taken
when collecting the data.

Despite the difficulties associated with the collection process, I believe collection is an important
step towards ensuring equal treatment of lending to minority and female owned small businesses.
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Notwithstanding the limitations to my and others’ research, differences in acceptance rates
across demographic groups, and in particular for Black owned firms, is not a controversial resuit.
The controversy is over why these differences persist. Yet the differences we and other
researchers document can have great social importance even if we cannot definitively pinpoint
their cause. If Black and other minority owned firms have less access to financing than White
owned firms with similar risk characteristics, this may concern us as a society irrespective of the
reason (Avery, 1999). I also strongly believe that without data on the personal characteristics and
risk characteristics of the borrowers, we cannot learn much about how minority and female
owned firms fare in credit markets.

. What types of nonmortgage loans should be included if personal characteristic data is
collected (e.g., small business loans, automobile loans, or other categories)?

I would encourage the collection of personal characteristics data on small business loans. My
work establishes economically meaningful and statistically significant differences between Black
and White acceptance rates on small business loans. Small businesses represent an important
engine of growth for the U.S. economy. Small businesses are enormously dependent on financial
institutions for financing as financial institutions account for the vast majority of debt financing
flowing to small firms. Successful small businesses have been shown to create jobs, reduce local
crime rates, raise living standards, and support charities among other things that benefit the entire
local community.

The types of loans in the SSBF sample include automobile loans, equipment loans, mortgages
used for business purposes, capital leases, term loans and lines of credit, but not credit cards.
While it probably makes sense to collect data for a fairly broad set of loan types, care here needs
to be taken as well. For example, it is my understanding that a high percentage of auto loans are
made at the dealer, and the underwriter never meets the applicant. Assuming the concern is
discriminatory practices on the part of the underwriter, I see no obvious value to collecting
personal characteristic data in this case.

1 do not have expertise on the other loan products asked about.
Should the collection of data be mandatory or voluntary?

My understanding is that under Regulation B, data collection on personal characteristics is
allowed on a voluntary basis only in the context of a self test. T am told that few lending
institutions actually run self tests. I would not expect many lenders to expand collection activities
if a broader voluntary process were permissible.

While I would not expect many lenders to participate in voluntary collection, data from those
lenders that did participate would likely be of only minimal value. Standards for collection
would need to be set, else comparability of the data across lending institutions would be difficult.
I would expect the lenders that report such data to be the least likely to engage in discrimination.

Should personal characteristic data be collected by the lenders and publicly reported,
collected but not publicly reported, or collected but only reported to the appropriate
federal banking regulator?
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I note that data reporting is a more expensive activity than data collection. Additional costs
include (among other things) expenses associated with information system integration and
software development, data storage and verification, and employee training. Any such additional
costs could be partially passed on to borrowers. Such costs may be limited for some banks as
some lenders may already codify and transfer detailed information on loan applications to
organizations like Fair Isaac where those data are used to develop, estimate and refine their credit
scoring models so that loan approval and pricing decisions can be made. Of course, such costs
must be weighed against societal costs to discrimination, such as increased crime rates and lower
living standards (among other costs) that are very difficult to measure.

Bank management should want to know if their loan officers are engaging in prejudicial
discrimination. Not only is such behavior illegal, it also reduces profits, as such loan officers
would be turning down profitable loans. Thus, while costs of compliance obviously do exist, a
thorough treatment of the costs would consider any offsetting benefits to society and lender
profitability.

The collecting and reporting of personal characteristics would likely be useful to regulators.
Regulators could use the information to guide them towards those lenders that appear most likely
to be engaging in discriminatory practices.

One important caveat: I view the collection and reporting of personal characteristics on small
business loan data to the public without reporting corresponding information on other firm and
owner risk characteristics as a fairly meaningless and potentially dangerous exercise. Publicly
disclosing personal characteristics of loan applicants without disclosing corresponding risk
attributes could unfairly characterize some banks and indeed the entire lending industry as
engaging in wide spread discrimination. Discrimination is an important and socially charged
issue. False claims of discrimination help none of the parties involved. I think a serious injustice
could be done by publicly reporting differences that have the potential to be interpreted as wide
spread discrimination when in fact, discrimination may account for little, if any, of the observed
differences.

Given the importance of financial institutions to the funding of small businesses, the important
role small businesses play in the U.S. economy, and the wide differences in acceptance rates
found between Black and White owned small businesses in the extant literature, I would like to
encourage Congress to investigate the costs and benefits to mandating that all relevant
information to the application and pricing decision be made public. In this spirit, Congress may
also want to revisit the Federal Reserve Board’s decision to discontinue the SSBF data series.
Markets would function better if applicants knew the information that went into the underwriting
decision. Regulators could regulate better. Borrowers could become better borrowers. Lenders
would probably become better lenders. Obviously reporting data is more costly than simply
collecting data, yet given the advancements and technological developments for data gathering,
reporting and analyzing, historically it has never been cheaper.

Finally I would like to conclude with a passage from Bates (1999, page 268): “survey data will
never give us perfect data, nor will prevailing research methodology permit all interested parties
to reach complete agreement on the precise nature and magnitude of Black/White credit access
issues. Disagreement will remain, but that is not important. What is important is that sufficient
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evidence of differential Black/White access to borrowing exists so that we can all agree upon the
necessity of pinning down the nature of the processes that are producing this result. Those who
would choose to ignore the prevailing evidence, dismissing discrimination because it 1s
‘unproven,” are choosing to sanction profoundly unequal outcomes in small business credit
availability. Ignoring the issue is no longer a reasonable option for a society committed to open,
fair access to opportunities.”

1 believe that both borrower and lender data could go a long way towards understanding and
perhaps improving many of the issues surrounding differences in the availability of credit to
minority and white owned small businesses.

I appreciate the opportunity to testify, and I look forward to any additional questions you
may have.
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Testimony

Thank you, Mr. Chairman, and members of the Financial Services
Committee, for inviting me, to participate in this very important hearing
today. I sit here on behalf of the Latino Business Chamber of Greater Los
Angeles. This chamber does its best to represent the interests of over
200,000 Latino owned businesses in the Los Angeles area and also the
interests of tens of thousands more statewide, and hundreds of thousands,
nationally.

Because of the dramatic growth of ethnic minority populations, and their
businesses as well, lenders must, and are, taking a different and more
realistic look at their future business client base. For example, over 50% of
the state of California’s population is ethnic minority. Their rate of growth
in the development of small business is higher than the national average. In
our {Latino) community alone, the small business growth rate is three times
the national rate. In our many discussions with bankers, they are very often
at a loss as to how to approach many minority business communities.

Through our various “Reg B” policy discussions with other minority
business chambers, we have universally agreed upon the need for the
collection and review of data by race, ethnicity, and gender as a benefit to all
parties. This advantage would clearly be exercised by lenders in their
marketing efforts to penetrate new and emerging ethnic communities.
Information of this type (HMDA) has greatly increased the number of home
loans to minority communities. It is our expectation that the numbers of
loans to small businesses would increase several fold with this policy
change. The economic contributions and growth in our communities would
be substantial. In the minds of Latino business owners, the collection of this
data makes very good business sense.

Minority small businesses heavily depend upon home equity funds for small
business start-up and/or expansion. A major question in the small business
arena is “How great of an impact will the foreclosure crisis have on the
small business community, and, in this case, minority small business
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communities”? Lenders need to know how this crisis impacts the future for
small business clients and their ability to obtain small business loans in the
future. The compilation of the data that we are requesting is an important
component required towards the progress of a whole picture on the national
economy.

A key instrument to this policy alteration is the immediate appointment of a
“Task Force” which would resolve the foremost details and the potential
costs. This group should include all relevant government regulators, lenders,
and minority small business leaders and associations. The dialogue and -
strategies that will transpire from these meetings will not only bring
resolutions to the data collection policy, but, inadvertently address other
common economic development issues as well.

I sit here today representing hundreds of thousands of Latino businesses in
their support for legislation requiring the mandatory reporting of small
business by race, ethnicity, and gender by lending institutions with 1 billion
or more in assets. We further support legislation that would permit all
lenders with the opportunity to voluntarily report on this same data, prior to
the date for mandatory reporting.

Thank you.



67

Federal Reserve Transparency Could Stimulate the
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owned Business Opportunities
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Testimony:

Fifteen years ago Greenlining Institute met with Federal Reserve Chairman Alan
Greenspan to urge revisions of Reg B in order to track small business loans to minorities
and women. On behalf of the U.S. Hispanic Chamber of Commerce, the California Black
Chamber of Commerce, the Council of Asian American Business Associations of
California, and the dozen other minority business associations that are part of the
Greenlining Institute, we applaud this committee for these hearings.’

Greenlining does not believe that most of the major banks deliberately discriminate
anymore regarding loans to minority and women-owned businesses. However, the
present lack of transparency and the present blanket prohibition on financial institutions
gathering and publishing data on their lending practices to the five million minority-
owned businesses and eight million women-owned businesses specifically interferes with
the free market right of banks to seek greater market opportunities among the two fastest
growing segments of our national small business community. Itis also possible that the
present prohibition has caused inadvertent discrimination by some banks. But this will
not be fully known until banks can compare their data with each other and federal
banking regulators, Congress and minority business groups can review such data.

We strongly believe that given no other variables, except perhaps, where national security
is involved, that transparency is essential. It is particularly essential in the area of small
business lending since the vast majority of new jobs and expansion of businesses within
the United States, including employment opportunities, are being created by our nation’s
small businesses.”

During Greenlining’s more than one dozen meetings over the last fifteen years with
Federal Reserve Chairmen Alan Greenspan and Ben Bernanke, we have raised the issue
that HMDA transparency data has doubled, if not tripled, the number of home loans
originated for minorities, and that SBA legislation requires comparable ethnic data for
SBA guaranteed small business loans.

Both Federal Reserve Chairmen have strongly supported regulatory actions based upon
comprehensive information. The gathering of small business data by race, cthnicity and
gender is fully consistent with this desire and practice.

! The Greenlining Institute is a national public policy and advocacy center that was originally formed to
oppose redlining. Today its main goal is to encourage greenlining by promoting more lending,
investments, philanthropy and other business opportunities in the inner-cities and in the areas of America
that are under-served by our nation’s regulated financial institutions. Robert Gnaizda is the General
Counsel and a founder of Greenlining Institute. Greenlining today works closely with many major banks
on many minority oriented programs. These financial institutions include BofA, Wells Fargo, Citigroup, JP
Morgan Chase, WaMu, Wachovia, Merrill Lynch, U.S. Bancorp, Comerica Bank, Union Bank and Bank of
the West. Greenlining also meets at least annually in D.C. with the Chairman of the Federal Reserve, the
Chair of the FDIC, the Comptrolier of the Currency and the Director of OTS. Its next confirmed meetings
with these regulators are in D.C. on November 17" and 18",

2 Almost half (45%) of all businesses today are women and/or minority-owned.
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Recommendations
Greenlining and the minority business organizations it represents, therefore, strongly
support the following legislative actions:
s Mandatory reporting by 2011 for all institutions with one billion dollars or more
in assets or making 500 or more small business loans a year.
o Voluntary reporting by all financial institutions as of the time legislation takes
effect and applicable to all financial institutions.

In order to minimize the cost (and Greenlining disputes financial institutions’ estimates of
cost) and to reduce the complexity of the reporting, we urge that a Joint Task Force be
formed by this September. It should include the Federal Reserve, OCC, FDIC, OTS, the
top ten small business lenders by volume and the leadership from the African American,
Latino and Asian American business and community groups.

This task force should develop by January of 2009 a common metric that will provide
crucial information in a fashion that minimizes costs and complexity and maximizes the
value of the information gathered. This could enable all financial institutions, assuming
legislation is passed in 2009, to immediately begin to gather on a voluntary basis (and
using a common metric) information that will allow them to immediately stimulate the
economy by effectively marketing to our nations 13 million women and minority-owned
businesses.

Presumably, this voluntary gathering of data will also be helpful for the Federal Reserve
and other regulators in modifying the common metrics for reporting prior to mandatory
reporting going into effect in 201 1.

Absence of Data

Due to the restrictions on the gathering of data by race, ethnicity and gender for small
business loans, there is no reliable data. However, Greenlining wishes to offer a parallel
world where data is gathered that may be useful. Nationally, just one percent of contracts
by Fortune 500 corporations are awarded to African American, Latino or Asian American
businesses. Corporations that have wished to take advantage of minority and women-
owned business opportunities, however, have far exceeded these numbers since they are
not barred by regulation from gathering such data or marketing to such entities. For
example, BofA, Wells Fargo and Union Bank award more than 15% of their contracts to
minority and women-owned businesses, or five times the national average. Itis likely
that some financial institutions will achieve comparable exemplary results once freed of
the “tyranny” of Reg B.

Today, Greenlining is aware of just one major financial institution that has, in effect,
sidestepped the Federal Reserve’s philosophy that “ignorance is bliss.”

At the urging of minority business organizations represented by Greenlining, Wells
Fargo’s CEQ established multi-billion dollar small business lending goals for women,
African American, Latino and Asian American-owned businesses. For three of these four
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market segments, Wells Fargo has exceeded its multi-billion dotlar goals, And in the
case of Asian Americans, Wells Fargo is well on the way to exceeding its goal.

In the past, financial institutions have resisted CRA and resisted data collection for home
lending and SBA lending. It is Greenlining’s expectation that corporations hungry for
additional data that will allow them to expand their domestic markets, will
overwhelmingly support these suggestions. Should they do so in a cooperative
partnership mode with regulators and small business groups, they can avoid or minimize
what they allege to be the unnecessary costs and inefficiencies in data gathering.

In conclusion, we thank you Mr. Chairman and members of this committee for securing
the GAO study. We pledge our full cooperation with all of the regulators and major
financial institations in helping stimulate our domestic economy through responsible and
transparent lending for women and minority-owned businesses.
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Good morning, Chairman Watt, Ranking Member Miller and Members of the Subcommittee. My
name is Bill Himpler and [ am Executive Vice President for Federal Affairs at the American
Financial Services Association. AFSA’s 350 members include consumer and commercial
finance companies, auto finance companies, card issuers, mortgage lenders, industrial banks and

other firms that lend to consumers and small businesses.

Mr. Chairman, I commend you and your colleagues for holding this hearing. We recognize the
importance of ensuring that all persons have equal access to credit and are committed to
eliminating discrimination in lending. We believe that the Equal Credit Opportunity Act and
Regulation B contain the necessary restrictions and enforcement tools to end discrimination, and
we do not believe that access to affordable credit will be enhanced by requiring non-mortgage
creditors to collect race and gender data. To the contrary, imposing data collection obligations
may decrease the credit options available or increase the cost of credit for consumers. While
both the government and the industry have strived to make the credit application process as
colorblind as possible, we believe the proposed requirement being discussed today goes against

this goal.

Current Obligations

Regulation B currently prohibits creditors from collecting information about an applicant’s
personal characteristics, including race and gender, in connection with non-mortgage credit.
This prohibition ensures that the decisions in non face-to-face transactions are race neutral. For
example, in the indirect finance situation, an auto finance company makes a decision about
whether or not to purchase a retail installment sales contract based upon the applicant’s
creditworthiness, not race. The decision is race neutral because the finance company does not
typically have contact with the applicant and, therefore, does not have race information.
Similarly, when an applicant applies for a credit card over the telephone, online, or by mail, the
creditor will not know the applicant’s race or gender. These scenarios differ from the concerns
that gave rise to the mandatory collection of race information in the mortgage context, where

historically many applications were made in face-to-face transactions.
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Little Evidence to Suggest Discrimination

There is scant statistical evidence to demonstrate that race or gender plays a role in access to or
the cost of non-mortgage credit. Rather, studies suggest credit scores and related risk factors
determine access to and the cost of credit. The Federal Reserve Board conducted a study to
determine the relationship between credit scores and actual credit losses and how these
relationships vary for groups protected under the Equal Credit Opportunity Act.' The Federal
Reserve Board concluded that credit scores accurately predict credit risk for the population as a
whole and for all major demographic groups. The study revealed that, on average, blacks and
Hispanics have lower credit scores than non-Hispanic whites and Asians.® This study suggests
that if creditors collect data on race, the results would demonstrate a disparity in access to or
pricing of credit that would be consistent with credit risk factors and not necessarily any

discriminatory conduct by creditors.

Some have raised concerns about discrimination in small business lending. Small business
lending presents even more complexities than consumer lending because the credit decision may
be based on a multitude of factors. In assessing the risks associated with small business credit,
the creditor will consider the size and type of business, as well as the business experience of the
owners. In addition, the creditor will often consider each owner’s credit history. There may be a
mix of ownership that crosses race and gender lines. There is a very real difficulty in classifying
the “race” of a small business. Given the various factors at play in small business lending, the

collection of race and gender data will not explain access to and cost of credit.

Negative Effects of Data Collection

The findings in the Federal Reserve Board’s 2007 study on credit scores lead to the very
important question about the value of requiring creditors to collect race and gender data. We
believe that there is little value to be gained, especially in light of the significant change in the

law that would be required and the massive data collection that would follow.

! Report to Congress on Credit Scoring and Its Effects on the Availability and Affordability of Credit, August 2007,

. S-1.
5)Id at S-2.
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The Federal Reserve Board has already concluded that the benefits of voluntary collection and
reporting of race and gender data would not outweigh the potential harm. In 2003, after an
extensive review of approximately 600 comment letters on the issue of whether or not to lift the
prohibition on collection of race and gender data on credit applications, the Federal Reserve
Board decided to retain the prohibition for two primary reasons. First, collection of data that was
not available before could create a risk of discrimination if it was made available. Second, the

data, at least voluntarily provided data, would be of questionable reliability.?

If voluntary collection is unreliable, then the alternative would be mandatory data collection.
From experience with HMDA reporting requirements, we know that collection and reporting
requirements require tremendous time and resources. Lenders must collect, compile, organize
and clean the data. They must then analyze the data to explain how any perceived discriminatory
result relates to creditworthiness factors. Based on the 2007 credit score study, we would expect
the data to reveal that minorities, on average, pay more for credit. Thus, there may be little
additional information gained. From our experience with HMDA reporting, we also know thata
mere correlation between race and pricing, without consideration of detailed creditworthiness

factors, cannot tell us whether illegal discrimination has occurred.

Although collecting the data will provide little information, it will cause creditors to incur
massive costs. Those costs will inevitably be passed along, at least in part, to consumers at a

time when consumers and creditors alike cannot afford increases in credit costs.

Imposing a mandatory data collection requirement should be driven by evidence that there is a
lack of access to credit or fairness in pricing based upon discriminatory factors. In the more than
thirty years since the enactment of the Equal Credit Opportunity Act, creditors’ systems for
underwriting and pricing non-mortgage credit has undergone tremendous change. Today, most
non-mortgage credit is underwritten and priced by creditors using objective, risk-based credit

criteria, without face-to-face interaction or any information regarding the applicant’s race or

3 See Supplementary Information on Final Rule amending Regulation B, 68 Fed Reg. 13144, 13148 (March 18,
2003).
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other prohibited characteristics. These race-blind decisioning systems provide the very best
assurance that consumers receive credit based on objective, nondiscriminatory criteria. It is hard

to imagine that mandatory collection of racial information will improve this system.

Collection and reporting race and gender information also raises serious privacy concerns. Both
consumers and their creditors have a vital interest in protecting the privacy of consumers’
personal information. Our experience with HMDA reporting has shown that it is sometimes
possible, with the addition of other public data, to identify consumers in HMDA loan registers.
The collection and reporting of data for non-mortgage credit transactions significantly increases
the risk that a consumer’s sensitive personal information will enter the public domain. Also, it
may be that consumers will object to being asked information about their race and see this as a

violation of their privacy.
Recommendations

We believe that the Equal Credit Opportunity Act and Regulation B protect consumers from
discriminatory lending practices, and the current prohibition on data collection should be
retained. Any possible benefits to collecting these data are outweighed the potential harms and
costs. In the current financial market, there would be no substantial benefits to consumers who
would share the costs incurred by creditors in such a compliance effort. What’s more, we must
be careful not to undo the progress that has been made in creating a credit granting system that’s

race and gender neufral.

Mr. Chairman, we stand ready to work with you as needed. I want to thank you again for
inviting me to participate in this important hearing. That concludes my statement and [ would be

happy to answer any questions.
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Chairman Watt and Members of the Subcommittee, thank you for inviting me to
testify on access to capital issues that women business owners face. I am here today
representing Women Impacting Public Policy (WIPP), a bipartisan organization that
represents well over half a million women and minority business owners. WIPP represents
both individual women business owners and a coalition of 45 small business organizations. I
serve as WIPP’s government relations advocate in Washington.

[ would like to address two issues today — one, the hurdles women-owned businesses
face with respect to access to capital and two, the need for additional data relevant to small
women-owned businesses. Let me just say at the outset that it was only 34 years ago, with
the passage of the Equal Credit Opportunity Act, that women were able to obtain their own
credit in their own name. In 1988, landmark legislation, H.R. 5050, built upon that progress
by making business loans subject to the Equal Credit Opportunity Act. Thishad a
tremendous effect on the growth of women-owned businesses, which now total 10.6 million.
The Bureau of the Census began counting women-owned businesses in 1972 as a pilot
program. The program originally only counted sole proprietorships owned by women. More
than a decade later, H.R. 5050 expanded the Census data collection to include counting “C”
Corporations owned by women, which meant that the Census began counting women-owned
businesses with a more significant revenue stream. This year, the women’s business
community is celebrating the 20 year passage of H.R. 5050 around the country. Everywhere
we go, women business owners attest to the struggles of securing capital and describe stories
of difficulty both then and now. ’

Every year WIPP conducts an annual survey of its membership. In the 2008 Survey,
we found that women are using more sources of capital than in the previous 2007 survey and
60% of women business owners continue to seck outside funding for their businesses. Sixty-
six percent of the respondents use bank financing backed by home equity loans or other
collateralized loans; 49% use credit card financing; 36% get their funding from family and
friends; 22% use SBA loans; 10% utilize angel investors and 5% use SBA Microloans. In
addition, 63% of those surveyed believe Congress should provide tax incentives to stimulate
angel investment in small businesses. Access to capital continues to be a high policy priority
for WIPP and the organizations that work with us.

The good news from WIPP’s annual survey is that women appear to be making gains
in obtaining capital to grow their businesses. But the struggle continues for many women
and minority-owned small companies to obtain the growth capital they need. We hear from
our members that, although they are able to access capital, their struggle is in securing
favorable terms that make business sense. So, if discrimination exists, it is not as blatant as
approval or denial, rather it is in the terms offered.

While the problems I am going to mention may not be limited to women-owned
businesses only, and may be shared by all small businesses, let me give some examples of
issues our members face when trying to secure capital. For early stage businesses, the
collateral requirements are high. Unless you have personal property to pledge against the
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loan, it is very likely that you will not be able to secure financing. Even for more established
businesses that are “C” Corporations, banks still require pledges of personal property as
collateral. Second, banks will not accept a signed government contract as collateral, which
is often the most secure stream of funding the small business has to offer. Third, with regard
to the construction business, government agencies can prohibit small businesses from
bidding by setting the bonding requirements artificially high. The small business cannot
obtain the level of bonding required, so they cannot bid--an easy way to keep small
businesses out. Fourth, the ownership terms for venture funding often prohibit women-
owned businesses from using that avenue for funding. In the words of one WIPP member
who has been exploring venture capital, "getting venture capital is really just selling your
business cheaply.” Fifth, SBA loan fees have now become a real factor in whether or not our
members choose to use them,

With regard to SBA loans, 40% of all long term capital for small businesses is
provided through the SBA loan programs. 1 believe some important changes have taken
place in the last four years which have been detrimental to the SBA lending programs. In
2004, Congress stopped subsidizing the rate for small business loans and lowered the
guarantee. This resulted in an increase of lender and oversight fees. Those increased fees are,
of course, passed onto the borrower. According to the fee information published by the SBA,
a $1,000,000 7(a) loan would be charged a 3.5% guaranty, which is charged to the borrower.
So for example, the fee on this loan is $35,000. With the combination of high fees and more
conservative lending by the banks, it is no wonder that SBA lending is down. The House
FYO09 Financial Services Appropriations bill included $100 million to subsidize the 7(a) loan
guarantee program and reduce lender fees. Unfortunately, this was not included in the
Senate’s version of the bill. We urge the House to insist on its position with regard to this
provision.

The topic of discussion in this hearing is whether lenders should be required
to collect race and gender data of borrowers for small business lending. Let me just note, the
SBA certainly tracks all of its lending. The lending data is broken down by African
American, Hispanic, Asian, Native American, Other Minorities and Women. For example,
the number of loans to women in the 7(a) loan program increased by 2% from FY01-FY07.
The number of 504 loans given to women decreased 2% since 2001 and Microloans to
women dropped from $11 million in FY0I to $9.6 in FY07.

It is our experience that collection of this data is very valuable for policymakers, the
SBA and small business groups, such as WIPP, who track lending to their segment of the
industry. If the SBA can track its loans, even though they are not direct lenders, it does not
seem out of the realm of possibilities that this data could be collected in the same manner
and shared with regulators. We recommend this Committee take a look at how SBA collects
its data, and perhaps use this as a model for possible expansion of data collection for small
business loans.
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The data on women-owned businesses and small businesses, in general, is hardly
robust. Very few sources of data exist. The U.S. Census Bureaun’s Statistics of U.S.
Businesses produces data by NAICS codes. Every five years, the U.S. Census Bureau
conducts an economic census. Typically, the data lags three years behind. The Bureau of
Labor Statistics produces employment statistics by firm size. However, studies on small
business lending are very limited. The Federal Reserve produces its Survey of Small
Business finances (SSBF) every five years. This survey is important to the women’s
business community and use the SSBF for much of its economic data. The National
Women’s Business Council, the Center for Women’s Business Research, and the SBA
Office of Advocacy all use the SSBF for analyses of the state of small, minority and women-
owned business financing. WIPP has expressed the importance of this survey to the Federal
Reserve Board and hopes this survey will continue to be conducted.

With regard to whether or not the data should be mandated, we do not feel qualified
to comment but encourage the Committee to seek the most reliable method of data
collection. With increased data collection, privacy issues should always be considered. If
Regulation B was amended to track minority and women lending, we would request
assurances that this additional data collection include safeguards to protect the data from
unlawful usage.

In summary, the GAO was not really able to ascertain whether or not women-owned
businesses faced higher credit denial rates than white male businesses. From the many
stories we hear across the country, we know that women still face difficulties in obtaining
growth capital for their businesses. We believe that increased information on lending could
be a valuable tool to identify potential barriers to obtain that capital.

Thank you for giving me the opportunity to testify. I am happy to answer any
questions.
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FAIR LENDING

Race and Gender Data Are Limited for Nonmortgage
Lending

What GAO Found

GAO’s June 2008 report found that most research suggests that discrimination
may play a role in certain types of nonmortgage lending, but data limitations
complicate efforts by researchers and regulators to better understand this
issue. For example, available studies indicate that African-American owned
small businesses are denied loans more often or pay higher interest rates than
white-owned businesses with similar risk characteristics. While the primary
data source for these studies, a periodic FRB small business survey, provides
important insights into possible discrimination, it also has limits compared to
HMDA data. For example, the FRB survey data are collected from borrowers
rather than lenders, which limit their usefulness as a means to assess lending
practices. In addition, federal bank regulators that enforce ECOA said that
HMDA data facilitates the identification of lenders that may be engaging in
discriminatory mortgage lending. In the absence of such data for nonmortgage
loans, regulators may rely on time-consuming and less reliable approaches to
identify possible discrimination, such as assuming a loan applicant is Hispanic
based on his or her last name.

‘While testimony from researchers and other information GAQ collected did
not fully agree with all aspects of FRB's 2003 rationale for retaining the
prohibition of voluntary data collection, there was general agreement that
such voluntary data would have limited benefits. FRB did not adopt a
proposal that would have allowed lenders to collect data, without any
standards, because it said the proposal would have (1) created an opportunity
for lenders to use the data for discriminatory purposes and (2) such data
would not be useful since lenders may use different collection approaches.
‘While some researchers and others agreed with FRB's first rationale, others
said that data collection alone would not necessarily create the risk for
discrimination because, in some cases (e.g., small business lending), lenders
may already be aware of applicants’ personal characteristics as such lending
is often done on a face-to-face basis. Even so, a range of researchers,
regulatory staff, and others agreed that voluntarily collected data would not
likely materially benefit efforts to better understand possible discrimination
because the data would be collected on an inconsistent basis or few lenders
would participate out of concern for additional regulatory scrutiny of their
nonmorigage lending practices and the potential for litigation.

Requiring lenders to collect and publicly report data on personal
characteristics for nonmortgage loan applicants could help address current
data limitations that complicate efforts to better assess possible
discrimination. However, such a requirement would impose additional costs
on lenders that could be partially passed on to borrowers. These potential
costs include those associated with information system integration, software
development, data storage and verification, and employee training. Limiting a
requirement to certain types of loans could help mitigate such costs but may
also involve complexities that would need to be carefully considered. For
example, to the extent that small business lending is more complicated than
other types of lending, lenders may need to collect and report additional
inforrnation on a range of underwriting standards in addition to data on
personal characteristics so that informed judgments can be made about their
iending practices.

United States Oftfice
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Mr. Chairman and Members of the Subcommittee:

I am pleased to be here today to discuss the available research on the
potential for discrimination in nonmortgage lending and the Federal
Reserve Board’s (FRB) basis for largely retaining Regulation B's
prohibition against the voluntary collection of data on personal
characteristics for nonmortgage loan applicants. As you know, the Equal
Credit Opportunity Act (ECOA) of 1974 prohibits discrimination in lending
based on an applicant’s personal characteristics, such as race, gender,
color, religion, national origin, marital status, or age.' A provision of
Regulation B, which implements ECOA, generally prohibits lenders from
asking for, inquiring about, or documenting such information for
individuals who apply for nonmortgage loans, such as small business,
automobile, or credit card loans. In 1975, FRB established the general
prohibition as a means of discouraging discrimination in lending, based on
its belief that if lenders could not inquire about or note such information
on applicants’ personal characteristics, they would be less likely to
unlawfully consider it when making lending decisions. However, some
members of Congress and consumer advocates argue that the prohibition
on data collection has limited the ability of researchers, regulators,
Congress, and the public to monitor nonmortgage lending practices and to
identify possible discrimination.

In response to such criticism, the FRB, in 1999, proposed and considered
an amendment to Regulation B that would have removed the prohibition
and permitted lenders to voluntarily collect data on personal
characteristics, without any restrictions or standards, for nonmortgage
loan applicants. However, in 2003, after reviewing more than 600 public
comment letters on the proposed amendment and taking other steps, FRB
ultimately decided to leave the basic elements of the prohibition intact.
FRB did not adopt the amendment because the agency believed it would
have (1) created an opportunity for lenders to use the data for
discriminatory purposes; and (2) generated data that would not be useful
or reliable because lenders would likely adopt inconsistent data collection
approaches. However, some members of Congress and consumer
advocates questioned FRB's decision, particularly its conclusion that such
data could be used for unlawful discrimination. To support their position,
they argued that requiring lenders to collect and publicly report data on

Pub. L. No. 80-321, title VI, as added by Pub. L. No. 93495, title V, § 503, 88 Stat. 1521 (Oet.
28, 1974) (codified, as amended, at 15 U.8.C. §§ 1691 ef seq.).
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personal characteristics of mortgage loan applicants under the Home
Mortgage Disclosure Act of 1975 (HMDA), as amended, has made lenders
less likely to engage in discriminatory mortgage lending practices, and
facilitated the ability of regulators to monitor and enforce compliance with
fair lending laws.

My comments today are based on findings from our June 2008 report
entitled Fair Lending: Race and Gender Data Are Limited for
Nonmortgage Lending.” Specifically, 1 will discuss (1) available research
on possible discrimination in nonmortgage lending and review the
strengths and limitations of the data used in the studies, (2) FRB's 2003
basis for largely retaining Regulation B's prohibition against the voluntary
collection of data on personal characteristic for nonmortgage loan
applicants, and (3) the potential benefits and costs of a data collection and
reporting requirement and options to mitigate such costs.

To prepare our June 2008 report, we conducted a literature review to
identify studies that used nationwide databases and statistical techniques
to identify possible discrimination in nonmortgage lending and assessed
the strengths and weaknesses of key data used to support the studies’
findings, particularly in comparison to HMDA data. Further, we reviewed
relevant FRB documents pertaining to Regulation B and did a content
analysis of a random sample of 90 from the more than 600 comment letters
that FRB received in response to the proposed 1999 amendment to the
regulation. We also conducted interviews with a range of researchers who
have assessed potential discrimination in nonmortgage lending, staff
involved in fair lending law enforcement from bank regulators,
representatives from banking organizations and consumer groups, and
officials from organizations that represent minority and women-owned
businesses.

We conducted the audit work underlying the report from September 2007
to June 2008 in Washington, D.C., in accordance with generally accepted
government auditing standards. Those standards require that we plan and
perform the audit to obtain sufficient, appropriate evidence to provide a
reasonable basis for our findings and conclusions based on our audit
objectives. We believe that the evidence obtained provides a reasonable
basis for our findings and conclusions based on our audit objectives.

GAO, Fair Lending: Race and Gender Data Are Limited for Nowmorigage Lending,
GAO-08-698 (Washington, D.C.: June 27, 2008).

Page 2 GAQ-08-1023T
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In summary, we found that most studies suggest that discrimination may
play a role in certain types of nonmortgage lending, but data limitations
have complicated efforts by researchers and regulators to understand the
extent to which possible discrimination occurs. For example, available
research on minority business lending generally indicates that African-
American business owners are denied loans more often or pay
significantly higher interest rates than white-owned businesses with
similar risk characteristics. However, the data used in these studies are
collected from small business borrowers rather than lenders and,
therefore, cannot be used to conduct in-depth analyses of the practices of
individual lenders or the lending industry generally. In contrast, studies on
possible discrimination in mortgage lending often use HMDA data, which
are collected directly from a large population of lenders and thus provide
for more in-depth research among other benefits.? Further, we found that
data limitations may also impede the relative efficiency of the bank
regulators’ fair lending examination process for the nonmortgage sector as
compared with the mortgage sector.

While testimony from researchers and other information we collected did
not reflect full agreement with all aspects of FRB’s 2003 rationale for
retaining Regulation B’s general prohibition on collecting data on personal
characteristics, most experts agreed with the agency's overall conclusion
that voluntarily collected data would offer limited benefits as a means of
better identifying possible discrimination in nonmortgage lending. FRB’s
conclusion that voluntary data coliection could create some risk of
discrimination, while supported by some interviewees, was challenged by
a range of researchers, regulatory staff, and others we contacted. For
example, several researchers said that voluntary data collection would not
necessarily increase the risk of discrimination because, in certain cases—
such as small business lending, which is often done on a face-to-face
basis—lenders could already observe an applicant’s race and gender. Even
s0, a range of researchers, regulatory staff, and representatives from both
consumer and banking groups we contacted generally agreed with FRB
that lenders would likely adopt different approaches to collecting and
using data on personal characteristics, potentially limiting the reliability
and usefulness of the information. They also said that relatively few, if any,

*However, as described in this testimony, studies that use HMDA data to assess possible
discrimination in mortgage lending have been controversial because the data do not
include key underwriting variables such as a loan applicant’s credit score. Some studies
have used HMDA data in conjunction with underwriting data available from other sources
to better detect potential discriminatory mortgage lending practices.

Page 3 GAO-08-1023T
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lenders would likely choose to collect such data out of concern that their
nonmortgage lending practices would become subject to increased
regulatory oversight and potential litigation.

Finally, we found that requiring lenders to collect and publicly report data
on personal characteristics for nonmortgage loan applicants, similar to
HMDA requirements, could help address current data limitations but
would also involve costs and complexities that would need to be
considered. In concept, such a requirement could facilitate efforts by
researchers, regulators, and others to better assess potential
discrimination in nonmortgage lending. However, such a requirement.
would also impose additional costs on lenders for items such as system
integration, software development, and training that could be partially
passed onto borrowers. One option to potentially mitigate some of these
costs would be limiting data collection and reporting to specific types of
lending, such as small business lending, but this option may also involve
additional complexities and costs that must be considered. For example,
to the extent that small business lending is more complicated than other
types of lending, lenders may need to collect and report additional
information on a range of underwriting characteristics in addition fo data
on personal characteristics so that informed judgments can be made about
their lending practices. Alternatively, lenders could be required to collect
data on personal characteristics and make such data available to
regulators to facilitate the fair lending examination process and potentially
decrease costs, but, in the absence of a public reporting requirement, this
option would not enhance the ability of researchers, Congress, and others
to better assess the potential for discrimination.

FRB did not take a position on this report’s analysis. In addition to
restating its rationale for retaining the prohibition of voluntary data
collection, FRB summarized GAO’s findings, including the potential
benefits and costs of additional data for fair lending enforcement.

Background

Regulation B imposes a general prohibition on collecting data on personal
characteristics for nonmortgage loan applicants. But in 2003, FRB
expanded its exceptions to this prohibition to include permitting lenders
to collect data on race, gender, and other personal characteristics in
connection with a self-test for the purpose of determining the
effectiveness of the lender’s corapliance with ECOA and Regulation B. A
self-test is any program, practice, or study that is designed and used by
creditors to determine the effectiveness of the creditor’s compliance with
ECOA and Regulation B. The results of a self-test are privileged-—that is,

Page 4 GAO-08-1023T
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they cannot be obtained by any government agency in an examination or
investigation in any lawsuit alleging a violation of ECOA.

Although Regulation B prohibits creditors, except in limited circumstances
such as conducting a self-test, from collecting data on personal
characteristics for nonmortgage loan applicants, creditors are required to
collect such data for mortgage loan applicants. Specifically, HMDA, as
amended in 1989, requires certain financial institutions to collect and
publicly report information on the racial characteristics, gender, and
income level of mortgage loan applicants. In 2002, FRB, pursuant to its
regulatory authority under HMDA, required financial institutions to report
certain mortgage loan pricing data in response to concerns that minority
and other targeted groups were being charged excessively high interest
rates for mortgage loans.

Authority for enforcing compliance with ECOA with respect to depository
institutions, such as Federal Reserve System member banks, national
banks, state-chartered banks, saving associations, and credit unions, lies
with the five federal regulators—FRB, the Office of the Comptroller of the
Currency (OCC), the Federal Deposit Insurance Corporation (FDIC), the
Office of Thrift Supervision (OTS), and the National Credit Union
Administration (NCUA).® To carry out their responsibilities, the agencies
may conduct periodic compliance examinations of depository institutions.
These compliance exams generally assess depository institutions’ loan
underwriting guidelines and credit decisions to detect possible
discrimination in both mortgage and nonmortgage lending.

FRB's Survey of Small Business Finances (SSBF) is one of the principal
sources of information available on the factors that affect the availability
of credit for small businesses. FRB has conducted the SSBF about every 5
years from 1987 through 2003 from a nationwide sample of small
businesses of varying sizes, locations, and ownership characteristics. In
2007, FRB decided to discontinue the SSBF due to its cost and other

*Pub. L. No. 94-200, title 111, 89 Stat. 1125 (Dec. 31, 1975) (codified, as amended, at 12 U.S.C.
§§ 2801 et seq.).

*Other agencies with enforcement authority under ECOA with respect to certain
nondepository institutions include, among others, the Securities and Exchange
Commission, the Small Business Administration, and the Farm Credit Administration. To
the extent that ECOA does not assign to another federal agency responsibility for enforcing
complianee with respect 1o a particular creditor, the Federal Trade Commission has
enforcement authority for such creditors.
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considerations. However, according to FRB officials, FRB plans to include
elements of the SSBF in another survey, the Survey of Consumer Finances
(SCF), starting in 2010.

3 The limited number of studies on nonmortgage lending that met our
STiUCh(.ES _SuggeSt That criteria for selection in our June report focused primarily on the small
Discrimination May business sector, and suggested that certain minority-owned businesses

3 3 may be denied loans more often or be offered higher interest rates than

Play a Role in Certaln similar white-owned businesses. However, the key data source for most of
Types of these studies, FRB’s SSBF, has certain limitations compared with FIMDA
N data, and this may limit the data’s usefulness as an analytical tool. The few

onmortgage studies we identified that addressed possible discrimination in automobile
Lendmg, but Data and credit card lending relied on SCF data, which has certain Emitations
Limitations similar to those of the SSBY data. Further, our report found that data

. limitations may also impede the relative efficiency of the bank regulators’

COmphcate Effortsto  gair lending examination process for the nonmortgage sector as compared
Better Understand the with the mortgage sector.
Issue
Research Suggests That Primarily using data obtained from FRB's SSBF, all eight studies we

Possible Discrimination
Exists in Small Business
Lending, but the Data Used
in Such Studies Have
Limitations

identified on minority business lending generally found that lenders denied
loans to minority-owned businesses (seven of the eight specifically refer to
African-American-owned businesses) or required them to pay higher
interest rates for loans significantly more often than white-owned small
businesses. This finding generally remained consistent after considering a
variety of risk factors, such as borrower creditworthiness, industry sector,
and other firm characteristics (e.g., business location, assets, and profits).
In addition, studies have found that Hispanic-owned businesses were
denied credit or charged higher interest rates more often when compared
with white-owned businesses with similar risk characteristics. On the
other hand, some studies we reviewed did not identify evidence that
women-owned businesses face credit denials or higher rates significantly
more often than male, white-owned businesses.

While studies using SSBF data have provided important insights into

possible discrimination in small business lending, researchers and FRB
officials also pointed out a number of limitations:

Page 6 GAO-08-1023T
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SSBF data are collected from individual small business borrowers rather
than lenders, which limit their analytical value." For example, SSBF data
do not allow researchers to assess the overall small business lending
underwriting standards or lenders’ performance by type of institution, by
size, or by geographic or metropolitan region.

SSBF survey data are self-reported and are not verified by FRB. For
example, FRB relies upon survey respondents to accurately report their
race, gender, and other characteristics, as well as requested information
on their business and their financing. Since the survey may be conducted
long after the survey respondent applied for credit, the timing of the SSBF
increases the risk that respondents may not accurately recall and report
information from the time when the credit decision was made.

FRB conducts the SSBF about every 5 years rather than annually and,
therefore, the survey results may not be timely. To illustrate, most of the
studies that we reviewed were based on data that are about 10 years old
from surveys conducted in 1993 and 1998. Researchers and FRB officials
that we spoke with said it may also take FRB a significant period of time
to review and process the SSBF data prior to releasing it to the public.

In contrast, HMDA data offer certain advantages over SSBF dataas a
research tool to assess possible discrimination in mortgage lending. In
particular, HMDA data are collected directly from a large and identified
population of mortgage lenders on a consistent and annual basis.
Researchers have used HMDA data to conduct analyses of possible
discrimination by type of lending institution, size of the institution, and
geographic or metropolitan area. FRB also requires that lenders help verify
the HMDA data they report, such as applicant data on personal
characteristics and the interest rates charged on certain types of
mortgages.

Despite these advantages, we noted that analyses of HMDA data as a basis
for conducting research on possible discrimination in mortgage lending
have been criticized for not including key loan underwriting variables,

‘1t should be noted that data collected from borrowers can have distinct advantages. For
example, survey respondenis would know better than lenders whether they had been
discouraged from applying for credit and could more accurately describe their race or
gender.

Page 7 GAO-08-1023T
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such as the borrowers’ credit scores or mortgages’ loan-to-value ratios.
Some argue that such underwriting variables may account for many
apparent discrepancies between minority and white mortgage borrowers.
To compensate for the lack of underwriting variables in the HMDA data,
several researchers have collected such data from proprietary sources and
matched & with HMDA data.®

The Few Studies That
Have Identified Possible
Discrimination in
Automobile and Credit
Card Lending Use Data
That Have Strengths but
Also Limitations

According to a study on auto lending, racial discrimination could play a
role in differences between the treatment of minority and white
borrowers.’ The study relied on data from FRB's SCF, which asks a
nationwide sample of about 4,500 U.S. consumers to provide detailed
information on the finances of their families and on their relationships
with financial institutions. Becanse SCF data is also collected from
borrowers rather than lenders, like SSBF data, it cannot be used as 2 basis
for assessing individual lenders’ lending practices or lending practices
industrywide (i.e., by type of institution, size of institution, or geographic
or metropolitan area).

The two studies we identified that also relied on SCF data had mixed
results with respect to possible discrimination in credit card lending. One
study found that minorities were likely to pay higher interest rates on
credit card debt than white credit cardholders even after considering the
payment history and financial wealth of each group." Another study did

"Steven R. Holloway and Elvin K. Wyly, “The Color of Money Expanded: Geographically
Contingent Mortgage Lending in Atlanta,” Journal of Housing Research 12, no.1. (2001):
55-90; and Robert Avery, Kenneth P. Brevoort, and Glenn B. Canner, “Opportunities and
Issues in Using HMDA Data,” Journat of Real Estate Reseqrch 29 (2007): 351-379.

®Alicia H. Munnell, Geoffrey M.B. Tootell, Lynn E. Browne, and James McEneaney,
“Mortgage Lending in Boston: Interpreting HMDA Data,” American Economic Review, 86,
no. 1 (1996); Debbie Bocian, Keith S. Ernst, and Wei Li, “Race, Ethnicity and Subprime
Home Mortgage Pricing,” Journal of Economics and Business. 80, nos. 1 amd no. 2 (2008);
and Kenneth P. Brevoort and Glenn B. Canner, “Opportunities and Issues in Using HMDA
Data,” Journal of Real Estate Research, 29 (2007): 351-379.

°Darryl Getter, “Consumer Credit Risk and Pricing,” The Journal of Consumer Affairs 40,
no.1 {2006). 41-63. Other research has looked at possible discrimination in the prices
charged for new automobiles, as opposed to studies that analyze interest rate pricing for
automobile loans. See: lan Ayres and Peter Siegelman, “Race and Gender Discrimination in
Bargaining for a New Car,” The American Economic Review, 85, no. 3 (1995): 304-321; and
Ian Ayres, “Fair Driving: Gender and Race Discrimination in Retail Car Negotiations,”
Harvard Law Review, 104, no. 4 (1991 ): 817-872,

®Getter, “Consumer Credit Risk and Pricing.”
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not find that minority credit cardholders paid higher interest rates as
compared with white credit cardholders after controlling for
creditworthiness factors.” These studies showed the strength of the SCF
as a data source {e.g., the ability to consider data on personal
characteristics and loan underwriting factors), as well as its limitations
(e.g., the data are collected from borrowers rather than lenders).

Data Limitations May Also
Impede the Efficiency of
the Fair Lending
Examination Process for
Nonmortgage Lending

Representatives from the four federal bank regulatory agencies we
contacted (FRB, OCC, FDIC, and OTS) said that the availability of HMDA
data has facilitated the fair lending law examination process. In particular,
agency staff said that the analysis of HMDA data provided insights into
lenders that might be at high risk of engaging in potentially discriminatory
practices in mortgage lending. While agency staff said that HMDA data
were only a first start in the investigative process (because they must
evaluate a range of underwriting criteria and practices that may help
explain disparities in a lender’s mortgage lending patterns), HMDA data
allowed them to prioritize their examination resources.

We found that in the absence of similar race, gender, and other data on
personal characteristics for nonmortgage loan applicants, examiners may
rely on time-consuming and possibly unreliable techniques to assess
lenders’ compliance with fair lending laws. Under the Interagency Fair
Lending Examination Procedures, examiners can use established
“surrogates” to make educated guesses as to the personal characteristics,
such as race or gender, of nonmortgage loan applicants to help determine
whether the lenders they regulate are complying with established laws and
regulations in extending credit to minority and other individuals targeted
for loan applicants. For example, examination guidance allows examiners,
after consulting with their agency’s supervisory staff, to assame that an
applicant is Hispanic based on the last name, female based on the first
name, or likely to be an African-American based on the census tract of the
address. While these techniques may help identify the racial or gender
characteristics of loan applicants, they have potential for error (e.g.,
certain first names are gender neutral, and not all residents of a particular
census tract may actually be African-American).

" Amberly Hazembuller, Britton Lombardi, and Jeanne Hogarth, “Unloeking the Risk-based
Pricing Puzzle: Five Keys to Cutting Credit Card Costs,” Consumer Interests Annual, 53
{2007): 73-81.

Page 9 GAO-08-1028T



91

As a result of the limitations of the data on personal characteristics for
nonmortgage loan applicants, as well as regulatory guidance directing
exanainers to consider using surrogates, federal oversight of lenders’ fair
lending law compliance in this area may be less efficient than it is for
mortgage lending. According to a comment letter submitted by a Federal
Reserve Bank to FRB as it considered amending Regulation B in 19899, its
examiners were unable to conduct thorough fair lending examinations or
review consumer complaints alleging discrimination for nonmortgage
products due to the lack of available data. Moreover, our reviews of
agency fair lending examination guidance and discussions with some
agency staff (OCC, FDIC, and OTS) suggest that, due in part to HMDA data
availability, agencies focus most of their resources on possible
discrimination in mortgage lending rather than nonmortgage lending. We
plan to further explore the issue of fair lending enforcement in future
work, including the impact of potential data limitations on regulatory
agencies’ oversight and enforcement of the fair lending laws for mortgage
and nonmortgage lending.

Voluntary Lender
Collection of Data on
Personal

Characteristics Would
Likely Offer Limited
Benefits in Better
Understanding
Possible
Discrimination in
Nonmortgage Lending

While some individuals we contacted generally agreed with FRB’s 2003
conclusion that permitting lenders to voluntarily collect data on personal
characteristics for nonmortgage loan applicants could create some risk of
discrimination, many other individuals we contacted expressed skepticism
about this argument. Even so, a range of researchers, regulatory staff, and
representatives frora both consumer and banking groups we contacted
generally concurred with FRB that voluntarily collected data might not be
useful or reliable and that very few banks would choose to collect it.
Consequently, the benefits of permitting lenders to voluntarily collect data,
on personal characteristics as a means for researchers, regulators, and
others to better understand possible discrimination in nonmortgage
lending would likely be limited.

Page 10 GAO0-08-1023T
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Researchers and Others
Had Mixed Views on FRB's
Conclusion That Voluntary
Data Collection Could
Create Some Risk for
Discrimination in
Nonmortgage Lending

Some researchers, staff from a bank regulatory agency, and
representatives from banking and business trade groups we contacted
generally agreed with FRB that permitting voluntary data collection on
personal characteristics could create a risk that the information would be
used for discriminatory purposes. These officials told us that the best way
to protect borrowers against discrimination is to minimize the availability
of information to lenders about their personal characteristics.

However, many other researchers, staff from some regulatory agencies,
and officials from consumer groups expressed skepticism on this
conclusion. First, a staff member from a regulatory agency, several
researchers, and representatives from consumer groups said that, in
certain cases, lenders were already aware of the race and gender or other
information on personal characteristics of nonmortgage loan applicants.
Therefore, simply collecting data on personal characteristics on applicants
in such cases would not necessarily create a risk of discrimination. Other
researchers and officials from banking institutions disagreed. They noted
that, in some cases, lending decisions may be made by officials who do not
interact directly with loan applicants.

Second, lenders’ voluntary collection and use of data on personal
characteristics for nonmortgage loan applicants, outside of the ECOA self-
test privilege, would also be subject to varying degrees of regulatory
scrutiny, which could serve to deter lenders from using such data for
discriminatory purposes. Similarly, all lenders that chose to collect and
use such data for discriminatory purposes would face the risk of public
disclosure of such practices through litigation. Further, according to a
variety of researchers and officials we contacted, as well as FRB
documents we reviewed, there is no evidence that Jenders have used
HMDA data for discriminatory purposes. These officials generally
attributed the transparency of the HMDA program, through regulatory
reviews and public reporting requirements, as serving to help deter lenders
from using the data to discriminate in mortgage lending.”

Finally, FRB could potentially have mitigated some of its concerns that
voluntarily collected data could be used for discriminatory purposes by

We recognize that there are diff in the level of ency between HMDA's data
collection and reporting requirements and the voluntary data collection proposal that FRB
considered in 1099 for nonmortgage loan applicants. In particular, FRB did not propose
that lenders who chose to collect such data report it to the public whereas lenders are
required to report HBMDA data.

Page 11 GAO-08-1023T



93

including, as part of its 1999 proposal, minimum procedures for the
collection and use of such data. FRB established such procedures for
federally regulated lenders that choose to conduct a self-test. These
procedures include developing written policies describing the
methodology for data collection and keeping data on personal
characteristics separate from loan underwriting data that are used to make
credit decisions. Imposing such minimum procedures and requirements
for a voluntary program could serve to enhance regulators’ oversight of
lenders’ data collection, processes, practices, and uses of the data, and
further deter possibly discriminatory practices.

Many Researchers and
Others Agreed That
Voluntarily Collected Data
May Not Be Reliable or
Useful in Helping to Better
Identify Possible
Discrimination in
Nonmortgage Lending

Even so, many researchers, regulatory staff, and representatives from
consumer groups and banking trade groups agreed with FRB's conclusion
that the reliability of voluntarily collected data may be Hmited in
identifying possible discrimination in nonmortgage lending. In particular,
they agreed with FRB that, due to potentially inconsistent data collection
standards, it would be difficult to use voluntarily collected data to
compare fair lending performance across different lenders. Additionally,
there may be data inconsistency problems for any given lender that
chooses to collect data on personal characteristics for nonmortgage loan
applicants. For example, a lender could “cherry pick,” or collect racial,
gender, and other data on personal characteristics on applicants only for
certain loan products that they felt would reflect favorably on their fair
lending practices and not collect data for other products.

Just as FRB could potentially have mitigated some of its concerns about
the possibility that lenders would use voluntarily collected data for
discriminatory purposes by adopting minimum procedures, as mentioned
previously, it could also potentially have considered adopting data
collection standards. Such standards could have served to better ensure
the consistency of the data and enabled regulators and others to use the
data to assess individual lender performance and compare lending
practices across different financial institutions. However, according to a
senior FRB official, a researcher, and a bank industry trade association
official, the imposition of such standards would have undermined the
voluntary nature of the data collection proposal. For example, FRB could
be required to conduct examinations to help ensure that federally
regulated lenders were collecting the data in a manner consistent with any
such standards. Moreover, the establishment of such data collection
standards might also have further diminished lender interest in a voluntary
program, which researchers, FRB officials, and others said was already
limited due to the potential for increased regulatory and public scrutiny of

Page 12 GAO-08-1023T
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their lending practices. According to bank regulators and banking trade
groups, very few, if any, lenders choose o conduct self-tests out of
concern that the results of such tests would be subject to regulatory
review even though they are privileged.

Finally, while some officials we contacted and documents we reviewed
said that any data that was collected and potentially reported by lenders
would provide important insights into nonmortgage lending practices that
are not currently available, other researchers and researchers suggested
that such data would be prone to substantial selection bias. That is, the
data would likely be skewed by the possibility that only lenders with good
fair lending compliance records would choose to collect such data.
Consequently, although voluntarily collected data on personal
characteristics could provide some benefits, it would not likely materially
assist the capacity of researchers, regulators, and others to better
understand possible discrimination in nonmortgage lending.

A Data Collection and
Reporting
Requirement Could
Further Efforts to
Better Understand
Possible
Diserimination in
Nonmortgage Lending
but Would also
Involve Complexities
and Costs That Would
Require Consideration

In concept, a requirement that lenders collect and publicly report data on
the personal characteristics of nonmortgage loan applicants, similar to
HMDA requirements, could help address some of the existing data
limitations that complicate efforts by researchers, federal bank regulators,
and others to identify possible discrimination. However, mandatory data
collection and reporting would impose some additional costs on the
iending industry, although opinions differed on how burdensome these
costs nmight be. While options exist to potentially mitigate some of these
costs, such as limiting data collection and reporting to specific types of
lending, these options also involve additional complexities and costs that
must be considered.
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Researchers and
Regulators Could Benefit
from Mandatory Data
Collection and Reporting,
but Lender Costs Would
Increase

Reguired data collection and reporting for nonmortgage loan applicants,
similar to HMDA's requirements, could help address some of the existing
limitations of available data and facilitate the efficiency of the fair lending
examination process for nonmortgage lending. Such data would be more
tirnely than SSBF data, and the implementation of data collection
standards could help ensure its reliability. For example, researchers and
financial regulators would be able to analyze the practices of specific
lenders and compare practices across lenders, assessing lending practices
by type, size, and location of the institutions, similar to analyses done
currently with HMDA data. While such analyses would represent only the
first step in determining whether or not particular lenders were engaging
in discriminatory practices, they could potentially help regulators
prioritize their examinations and better utilize existing staff and other
resources.

While it is not possible to quantify the potential costs associated with a
reporting requirement, in part because the requirermnents could vary,
banking organizations and banks that we contacted identified a variety of
additional costs that lenders might face. These officials also said that they
were concerned about such costs and that the additional expenses
associated with data collection and reporting would, in part, be passed on
to borrowers. According to the officials, most of the costs associated with
a reporting requirement would involve developing the information
technology necessary to capture and report the data, including system
integration, software development, and employee training. Moreover, the
officials said that, as with HMDA data, verifying, any reported data would
also entail costs, including expenses associated with conducting internal
audits. The regulatory agency responsible for assembling, verifying, and
reporting the data to the public would also accrue costs for these
activities.”

Some researchers and representatives from consumer groups we
contacted said that they did not think that the costs associated with
required collection and reporting of data on personal characteristics of
nonmortgage loan applicants would be significant because many lenders
already collect and report data on personal characteristics under HMDA.,
But representatives from banks and banking organizations, along with one
researcher, said that lending information systems and personnel were not

’SAccording to FRB officials, it will cost the agency approximately $3.5 million to process
the 2008 HMDA data.
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integrated in many mortgage and nonmortgage organizations. For this
reason, they reiterated that a data collection and reporting requirement
would involve additional system integration and employee training costs,
among others.

Limiting a Data Collection
and Reporting
Requirement to Specific
Types of Nonmortgage
Loans Would Also Have
Benefits and Costs

One potential option to mitigate the costs associated with a requirement
that regulated lenders collect and report data on the personal
characteristics of those seeking nonmortgage loans would be to limit the
requirement to certain types of loans, such as small business and/or
automobile loans. Similar to mortgage loan applications, small business
and automobile loan applications are often made on a face-to-face basis,
which could enhance the ability of lenders to help verify the race, gender,
or other personal characteristics of the applicants. In contrast, lenders’
capacity to record data on personal characteristics for other types of
nonmortgage applicants, such as applicants for credit card loans, may be
Himited by the fact that credit card loan applications and credit decisions
are typically done by mail or over the Internet.

However, researchers, federal bank regulatory staff responsible for fair
lending oversight, banking officials, and representatives from some
consumer groups we contacted cautioned that there were still significant
complexities and potential costs associated with a data collection and
reporting requirement that was limited to small business lending. Unlike
mortgage and automobile lending, which have relatively uniform
underwriting criteria, these officials said that small business loan
underwriting is heterogeneous and more complex. For example, the types
of financing that small businesses typically seek can vary widely, ranging
from revolving lines of credit to term loans, and the risk of the collateral
pledged against these loans may also vary widely (i.e., from relatively
secure real estate to inventory)." As discussed previously, studies of
possible discrimination in small business lending that use SSBF data
consider a variety of other indicators of creditworthiness, such as
applicants’ credit scores, personal wealth, and history of bankruptey.
Without information on key underwriting variables, the officials said,
research based on the reported data could be subject to significant
controversy and potential misinterpretation, much like research based on
HMDA data, which lacks information on these variables. At the same time,

“We note, though, that small business owners may also use their personal residences as
collateral to secure business loans.

Page 15 GAO-08-1023T



97

costs for the necessary technology, employee training, and data
verification would likely increase as the range of data that lenders were
required to collect and report increases.

One option to potentially enhance federal oversight of the fair lending
laws, while mitigating lender cost concerns, would be to require lenders to
collect data on personal characteristics for small business loan applicants,
and perhaps other types of nonmortgage lending like automobile lending,
and make the data available to regulators but not require public reporting
of such data or any other information. This approach could facilitate
federal bank regulators’ ability to prioritize fair lending examinations for
regulated lenders because the agencies currently do not have ready access
to data on personal characteristics for nonmortgage loan applicants. It
could also limit lender costs because they would not have to collect,
publicly report, and verify data on a range of underwriting variables
because regulators already have access to this information. However, due
to the lack of a public data reporting requirement, such an option would
not enhance the capacity of researchers, Congress, and the public to better
understand the possibility of discrimination in nonmortgage lending.

In closing, assessing the potential for discrimination in nonmortgage
lending is an important and complex issue. While current data sources,
primarily FRB’s SSBF and SCF provide imnportant insights into possible
discrimination in certain types of lending, they both have limitations that
may impede the ability of researchers, regulators, Congress, and the public
to further assess lender compliance with the fair lending laws. It is also not
yet clear how FRB’s deciston to discontinue the SSBF and incorporate
elements of the survey into an expanded SCF beginning in 2010 will
impact the already limited amount of information about possible
diserimination in nonmortgage lending. Therefore, from a public policy
perspective, now may be the time to consider whether the benefits of
additional data for research and regulatory purposes outweigh the costs of
collecting the data, as well as the trade-offs of various options to enhance
available data, from a purely voluntary program to a data collection and
reporting requirement, and decide whether such a requirement is
warranted.

Mr. Chairman, this concludes my prepared stateraent. I would be pleased
to respond to any questions you or other Members of the Subcornmittee
may have.

Page 16 GAO-08-1023T



98

For further information about this testimony, please contact Orice M.
GAO Contact and Williams on (202) 512-8678, or at williamso@gao.gov. Contact points for
Staff our Offices of Congressional Relations and Public Affairs may be found on
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H.5. Bouse of Repregentatives

Committee on Financizl Services
2129 Rapburn Bouse Sifice Building
Tashington, BE 20513

February 12, 2004

20™ Street and Constitution Avenue, NW

Washington, DC 20551

Dear Chairman Greenspan:

BARNEY FRANK, MA, RANKING MEMBER

CAROLYN B MALONEY, NY

LIS V. GUTIERREZ, 1L

NYOLA M. VELAZQUEZ, NY
. NC

BaRYL L NY
DARLENE HOOLEY, OF
JULIA CARSON, iN

SAAD SHERMAN, CA
GAEGORY W. MEEKS, NY
BARBARA LSE, CA

DENNIS MODRE,

CHARLES A GONZALEZ, TX
MICHASL E. CAPUAND, MA

HAROLD £, FORD, In. TN
RUBEN KINGJOSA. TX
KEN LUCAS, XY

JOSEPH CROWLEY, NV
WALLAM LACY CLAY, MO
STEVE SRARL MY

MIXE BOSS, AR
CAROLYN MCCARTHY, NY

JOE BaCA,
A MATHESON, UT
STEPHEN F.LYNCH. MR
BRAD MILLERNC

SAVIC SCOTY. GA
ARTUR DAVSS, &4,

BERNARD SANDERS, VT

We are writing to encourage the Federal Reserve to eliminate the prohibition on allowing
creditors to collect and publicly report the race and gender of all business loan applicants that exists
under Regulation B, which implements the Equal Credit Opportunity Act (ECOA). This important
change would provide the same race and gender data for business loans as is currently available for
home mortgage loans under the Home Mortgage Disclosure Act (HMDA), and access to this data could
lead to more business lending to minorities and women.

After 1990, when creditors were required under HMDA to collect and publicly disclose an

applicant’s race, ethnicity, gender, income and location, the number of home mortgage loans to

minorities, women and low-income individuals increased. Requiring creditors to collect and publicly
disclose the race and gender information of all applicants for business loans could increase access to

business capital for minority and women-owned businesses in the same way that HMDA requirements
resulted in more home mortgage lending to under-served populations.

We appreciate the fact that the Federal Reserve did amend Regulation B last year to allow a
creditor to collect race and gender information for non-mortgage credit as long as it was for the purpose
of conducting a self-test for compliance with ECOA. But, we believe this change does not go far
enough because it does not provide for the public dissemination of race and gender information on
business loans. The importance of permitting this information to be publicly reported is underscored
by the fact that the Community Reinvestment Act (CRA) permits business lending to minority and
women-owned businesses to be taken into account in demonstrating an institution’s record of meeting
the credit needs of the communities in which they are located. Since the CRA allows the public to

comment on an institution’s lending record, allowing the data to be publicly reported is critical.

Greater transparency on the race and gender information of all business loans, therefore, is the most
effective way to monitor and enforce fair lending compliance for business loans.

‘While the prohibition under Regulation B was originally intended to ensure that creditors did
not discriminate against loan applicants, the unintended consequence of preventing creditors from
collecting and publicly reporting race and gender information has been to mask creditors’ business
lending practices to minorities and women. In order for Congress to ensure that the purposes of ECOA
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are being met, we would appreciate it if the Federal Reserve would conduct 2 thorough analysis of the
patterns of business lending to minority and women-owned businesses, and report its findings back to
Congress. If the Federal Reserve is ultimately unable to obtain access to the relevant information
needed to conduct this analysis then it also important for the Federal Reserve to report this finding back
to Congress. We look forward to working with the Federal Reserve on this matter.

Sincerely,
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B8O0ARD OF GOVERNORS
OF THE

FEDERAL RESERVE SYSTEM
WASHINGTON, D. €. 20551

ALAN GRECNSPAN
CHAIRMAN

March 8, 2004

The Honorable Barney Frank
Ranking Member

Committee on Financial Services
House of Representatives
Washington, D.C. 20515

Dear Congressman’

) Thank you for your recent letter encouraging the Board to eliminate the
prohibition in Regulation B against the collection by creditors of information on the race and
gender of business loan applicants. Regulation B implements the Equal Credit Opportunity Act
(ECOA). You support greater transparency on the race and gender of applicants for business
loans as a more effective way to monitor and enforce fair lending compliance for business
loans; and believe that the consequence of the prohibition has been to mask creditors’ business
lending practices to minorities and women.

As noted in your letter, the Board adopted the regulatory provision prohibiting
collection of personal characteristic data in connection with nonmortgage credit to further the
purposes of the ECOA in the 1970s. This provision was based on the premise that if creditors
have limited information about the personal characteristics of applicants, they are less likely to
use such information unlawfully. At the same time, the Board prescribed mandatory data
collection in home purchase loan transactions because of serious and frequent allegations of
unlawful discrimination in the home mortgage market. Even then, however, there was no
requirement for the compilation and public disclosure of home mortgage lending data collected
until the Congress amended the Home Mortgage Disclosure Act in 1989,

Following a recent multiyear review of Regulation B, the Federal Reserve
Board last year voted unanimously to retain the general prohibition on inquiring about, or
noting, nonmortgage credit applicants’ characteristics, such as race and gender. We continue
to believe that restricting creditors’ access to information about applicants’ personal
characteristics contributes to deterring credit discrimination. Congress could, of course,
require mandatory collection and public reporting of data on small-business lending to address
concerns about potential discrimination.

In your letter, you ask that the Federal Reserve conduct a thorough analysis of
the patterns of business lending to minority and women-owned businesses, in order to ensure
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that the purposes of the ECOA are being met. In recent years, Federal Reserve staff has
investigated these issues in a series of research papers. Each of these papers was based on
information derived from the Federal Reserve’s Surveys of Small Business Finances (SSBF), 2
survey which is conducted every five years or so. This survey collects comprehensive
information on the financial services and borrowing experiences of small businesses, including
those owned by minorities and women. The current survey is underway and data from the
survey are expected to be publicly available by mid-2005.

In 1999, the Federal Reserve sponsored a conference on Business Access to
Capital and Credit. That conference included three papers that focused specifically on the
credit market experiences for business owners of different racial, ethnic, or gender
characteristics. More recently, two additienal studies by Federal Reserve staff have examined
these issues. The five papers use several different measures of credit market experiences,
including (1) the incidence of loans; (2) application rates; (3) denial rates; (4) interest rates on
loans; and (5) the influence of fear of loan denial on application patterns. Each paper
documents racial and gender differences in credit market experiences. They show that these
differences are often explained by firm and non-demographic owner characteristics such as
firm size and the credit history of the firm and its owners. Board staff can provide these
papers to your staff upon request. :

Determining whether and to what extent discrimination may play a role in
explaining differences in the credit market experiences of small businesses owned by
individuals from different demographic groups is extremely difficult. The SSBF is useful
because it allows for the documentation of the differences in credit market experiences and
provides clues regarding the reasons for these differences. These data, however, cannot
identify all of the factors involved in the credit-granting decision. Although the survey data
are quite detailed, they do not provide complete information on the details of the circumstances
surrounding small business credit requests. As a consequence, the strength of the conclusions
one may draw regarding discrimination from these data zlone is limited.

hope this information is helpful to you
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Congress of the nited States
Bouge of Representatives
Wiashington, BE 20515

February 14, 2007

The Honorable Ben S. Bernanke

Chairman

Board of Governors of the Federal Reserve System
20" Street and Constitution Avenue, NW
Washington, DC 20551

Dear Mr. Chairman:

We urge the Federal Reserve to eliminate the general prohibition under Regulation B,
which implements the Bqual Credit Opportunity Act (ECOA), on allowing creditors to collect
and publicly report the race and gender data of small business loan applicants.

While the Federal Reserve has amended Regulation B to allow a creditor to collect race
and gender data for non-mortgage credit as long as it was for the purpose of conducting a self-test
for compliance with ECOA, it is time for the Federal Reserve to take the next step and allow the
collection and public dissemination of race and gender information on small business loans.

The current prohibition under Regulation B is based on the flawed premise that if
creditors have limited information about the personal characteristics of applicants then they are
less likely to use such information unlawfully. We believe, however, the positive impact of the
data collection and disclosures required under Regulation C, which implements the Home
Mortgage Disclosure Act (HMDA), is a good example of the benefits of greater transparency of
data about loan applicants’ personal characteristics, As underscored by the Federal Reserve
Bulletin article, Higher-Priced Home Lending and the 2005 HMDA Data, the increased HMDA
disclosures revealed wide disparities in the rates of approval in loan applications across racial
and ethnic lines, which led many lenders to strengthen their fair lending compliance programs
and to expand their outreach to under served communities. Rather than contributing to credit
discrimination, we believe collecting and publicly reporting race and gender data on applicants
for small business loans could lead to increased lending to women- and minority-owned
businesses in the same way that the HMDA disclosures resulted in more home lending to women
and minorities.

It is true that Congress could require mandatory collection and public reporting of data on
small business lending. However, as noted by the Federal Reserve Governor Jeffery Bucher at a
hearing held by the House Subcommitiee on Consumer Affairs of the Committee on Banking,
Currency and Housing in 1975 on the ECOA, the Federal Reserve should be ready to
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amend the ECOA regulations as “promptly as may prove necessary in the light of experience.
As discussed above, our experience with HMDA has shown s that greater transparency of
information on the personal characteristics of loan applicants helps to promote faimess and
expand access to credit. It is time the Federal Reserve to remove the current probibition under
Regulation B on collecting and publicly reporting racial and gender data on small business loan
applicants, and we encourage the Federal Reserve to move quickly on this important matter,

Sincerely,

oo Uz

MAXINE WATERS
Memberof Con;

IS V. GUTIERREZ
Member of Congress

MELVIN L. WATT
Member of Congress

BARBARA LEE
Member of Congress

'Statement of Hon. Jeffery M, Bucher, Member, Board of Governors of the Federal
Reserve System, House Subcommitiee on Consumer Affairs of the Committee on Banking,
Currency and Housing hearing, Tuesday, April 22, 1975.
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MAR 13 2007

BOARO OF GOVERNORS

OF THE
FEDERAL RESERVE S5YSTEM
WASHINGTON, D. €. 20851

BEN S, BERNANKE

March 13, 2007 CHAIRMAN

The Honorable Barney Frank
Chairman

Committee on Financial Services
House of Representatives
Washington, D.C. 20515

Dear Mr. Chairman:

Thank you for your recent letter concerning the general prohibition against
creditors collecting race and gender data on small business loan applicants under
Regulation B, which implements the Equal Credit Opportunity Act (ECOA). Regulation B
prohibits a creditor from inquiring about or collecting data on the race, color, religion,
national origin, or gender of an applicant or other persons in connection with a credit
transaction, except in limited circumstances. As you note, Regulation B currently allows a
creditor to collect race and gender data for non-mortgage credit, including small business
loans, in comnmection with conducting a self-test for compliance with ECOA.

You have asked the Board to amend Regulation B to allow the collection and
public dissemination of race and gender data on small business loan applicants. You argue
that the current prohibition under Regulation B is based on the flawed premise that, if
creditors have limited information about the personal characteristics of applicants, then they
are less likely to use that information unlawfully. You also state the belief that the data
collection and disclosures required under Regulation C, which implements the Home
Mortgage Disclosure Act (HMDA), illustrate the benefits of greater transparency of data
about loan applicants’ personal characteristics. In your view, the HMDA disclosures have
revealed wide disparities in loan approval rates along racial and ethnic lines, and led many
lenders to strengthen their fair lending compliance programs and to expand their outreach to
underserved communities.

The Board is committed to ensuring that credit is made available to all qualified
applicants in a fair and non-discriminatory manner. Currently, ECOA and Regulation B
provide that a creditor may, through a program, practice or study, inquire about the race,
color, religion, national origin, or gender of an applicant or any other person in connection
with any type of credit transaction, including small business lending, for the purpose of
determining the extent or effectiveness of complying with ECOA and Regulation B. This
self-test provision allows creditors to ascertain and address existing or potential weaknesses in
their lending.
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The Honorable Barney Frank
Page 2

With regard to the public disclosure of borrower race and gender data, as you
note in your letter, HMDA sets forth a statutory framework lenders must follow for the
disclosure to the public of the personal characteristics of their mortgage loan applicants and
borrowers. BCOA does not provide a similar framework for lenders that collect data on the
personal characteristics of their borrowers.

As you know, the Board in 1999 proposed to amend Regulation B to remove the
general prohibition against inquiring about an applicant’s race, national origin, religion, color,
or gender for non-mortgage credit products and to allow creditors to collect this data
voluntarily. The Board received more than 600 comment letters addressing the issue of data
collection. Afiér thoroughly considering the issue, the Board in 2003 decided to retain the
general prohibition against inquiring about the personal characteristics of applicants for non-
mortgage credit products, except if the creditor collects the data for the purpose of conducting
a self-test. The Board concluded that lifting the prohibition and permitting creditors to collect
and use applicant characteristic data for purposes other than conducting a self-test would
create a risk that the data could be collected and used to discriminate against applicants on a
prohibited basis. The Board also concluded that lifting the prohibition and permitting
voluntary data collection would not produce reliable or useful market-wide data.

Concerns about the reliability and usefulness of voluntarily collected race and
gender data still exist today. The data would differ from lender to lender because all lenders
that collect data would not use the same collection standards, criteria, and methods. The
reliability of the data also could not be assured without prescriptive standards, criteria, and
methods of data collection. In addition, many creditors would likely not choose to collect
data voluntarily based on concerns that the data could be misinterpreted and that they may be
forced to divulge the data in private litigation. Thus, a voluntary collection regime likely
would not yield useful market-wide data.

The Board shares your interest in ensuring that creditors do not discriminate
against qualified applicants for any kind of credit, including small business credit, on a
prohibited basis. While the Board supports steps to promote access to credit and rigorously
enforces the fair lending laws for the banks it supervises, the Board believes that removing the
Regulation B prohibition and allowing voluntary collection and public reporting of data is
unlikely to be an effective way of promoting access to credit and ensuring that creditors do
not engage in illegal discrimination.

1 appreciate your views regarding how best to promote access to credit on a
non-discriminatory basis and look forward to working with you to ensure fair access to credit
for all qualified applicants.

Sincerely,

e
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The Honorable David M. Walker
Comptroller General of the United States
Government Accountability Office

441 G St., NW

Washington, DC 20548

Dear Mr. Walker:

We are writing to request that the Government Accountability Office (GAQ) review
the impact of removing the prohibition under Regulation B, which implements the Equal
Credit Opportunity Act (ECOA), on collecting and publicly reporting of race and gender
data for non-mortgage credit.

As the GAO found in a June 2006 report, Financial Services Industry: Qverall
Trends in Management-Level Diversity and Diversity Initiatives, 1993-2004 (GAO Report),
women and minority-owned businesses often face challenges in obtaining loans and other
types of financing. While several factors may explain some of the disparities, the GAO
Report found that discrimination in the financial industry is at least partly to blame.

Unfortunately, there is a lack of available data revealing patterns of discrimination
in business lending. The Federal Reserve's Regulation B, which implements provisions
ECOA, prohibits lenders from collecting and publicly reporting data on the race and gender
of non-mortgage loan applicants, such as businesses. The Federal Reserve maintains that
requiring lenders to collect and publicly report such information could actually increase the
potential for discrimination among financial institutions.

As stated in a February 2007 letter signed by the Chairman of the House Financial
Services Committee Chairman Barney Frank, and Reps. Watt, Waters, Gutierrez and Lee,
the Federal Reserve's decision not to amend Regulation B to eliminate the prohibition is
based on a “flawed premise.” It is difficult to understand how requiring lenders to collect
information on the racial and gender characteristics of business loan applicants and
making such information available to regulators, academics, Congress and others would
increase discrimination. Indeed, mortgage lending fo minorities increased after the
passage of the Home Mortgage Disclosure Act (HMDA).



110

The Honorable David M. Walker
July 16, 2007
Page 2

To assist the Subcommittee in its oversight capacity, we request that the GAO
conduct a review of issues related to Regulation B including:

*  Areview of the legislative history of relevant sections of ECOA and the Federal
Reserve’s development and implementation of Regulation B as well as amendments
to the regulation over the years;

* An assessment of the Federal Reserve’s factual and analytical basis for concluding
that revising Regulation B would likely increase discrimination against women and
minority-owned businesses;

* Advantages and disadvantages to lenders and small businesses of amending
Regulation B;

s An analysis of the potential costs associated with requiring lenders to collect and
publicly report information on the racial and gender characteristics of non-mortgage
loan applicants as well as options to mitigate such costs, including restricting the
data requirements to loans for small women and minority-owned businesses, and
the implications of using various definitions of “small businesses”, including those
used by other federal agencies such as the Small Business Administration (SBA);
and

s An analysis of relevant HMDA issues, such as the impact that HMDA has had on
the ability of regulators, academics, and the public to detect potential discrimination
in mortgage lending, as well as a comparison of such analysis to the current state of
knowledge regarding potential discrimination against business borrowers.

We request that GAO be prepared to report on its findings by spring 2008. If you
have any questions, please contact Erika Jeffers, counsel to the Committee by phone at
(202) 226-2745 or by e-mail at erika jeffers@mail. house.gov, or Sanders Adu staff director of
the Subcommittee by phone at (202) 226-2888 or by e-mail at sanders. adu@mail. house.gov.

Sincerely,
MELVIN L. WATT
Chairma Chairman
Financial Services Committee Subcommittee on Oversight &

Investigations

Candlyn 7o 777‘”4?@,,

CAROLYN B. MALONEY

Chairman

Subcommittee on Financial Institutions
and Consumer Credit
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SPENCER BACHUS, AL, RANKING MEMBER

BARNEY FRANK. MA, CHAIRMAN Bnited States House of Representatives

Committee on Jinancial Services
2129 Rapbuen Bouge Sifice Building
Aashington, BE 20515

Tuly 10, 2008

Honorable JoAnn Johnson
Chairman

National Credit Union Assoclanon
1775 Duke Street

Alexandra, VA 22314

Dear Chairman Johnson:

The House Financial Services Committee has jurisdiction over the Equal Credit
Opportunity Act (ECOA) which the Federal Reserve implements through Regulation B.
The Committee, therefore, closely monitors the use of Regulatxon B and its effectiveness-
a8 a tool to ensure compliance with fair lending laws.

The Oversight and Investigations (O&I) Subcommittee of the House Financial
Services Comumittee has scheduled a hearing on July 17, 2008 at which a United States
Government Accountability Office (GAQ) Report entitled “Fair Lending: Race and
Gender Data are Limited for Nonmortgage Lending” (GAO-08-898) will be officially
released. An advance copy of the report is attached for your review, which I respectfully *
request you not to share because the report is embargoed until the day of the hearing.

In preparation for this hearing, 1 request that y;our' agency provide written
responses to the following questions by July 15, 2008 in order that YOUr responses may
be made part of the hearing record:

(1) Should personal characteristic data be collected on applicants for and
‘ borrowers of nonmeortgage credit?

(2) Whiat types of nonmortgage loans should be included if personal characteristic
data is collected (e.g. small bissiness loans, automobile loans, or other
categories)?

(3). Should the collection of such data be mandatory or voluntary?

€4) Should personal characteristic data be collected by the lenders and publicly
reported, collected but not publicly reported, or collected but only reported to
the appropriate federal banking regulator?
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Thank you in advance for your assistance in this matter.

Melvin L. Watt, Chairman
Subcommittee on Oversight & Investigations -
House Financial Services Committee
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SPENCER BACHUS, AL, RANKING MEMBER

BARNEY FRANK, MA, CHAIRMAN Hnited States Ronse of Represenatioes

Committee on Afinaneial Seroires
2129 Raphurn Bovge Bffire Building
Wgshington, BE 2515

July 10, 2008

Honorable John M. Reich
Director

Office of Thrift Supervision
1700 G..Street, N.W,
Washington, DC 20552

Dear Director Reich:

The House Financial Services Committee has jurisdiction over the Bqual Credit
" Opportunity Act (ECOA) which the Federal Reserve implements through Regulation B,
The Committee, therefore, closely monitors the use of Regulation B and its effectiveness
as a tool to ensure compliance with fair Jending laws.

The Oversight and Investigations (O&I) Subcommittee of the House Financial
Services Commiittee has scheduled 2 hearing on July 17, 2008 at which a United States
Government Accountability Office (GAQ) Report entitled “Fair Lending: Race and
Gender Data are Limited for Nonmortgage Lending” (GAO-08-898) will be officially

released. An advance copy of the repert is attached for your review, which I respectfully
request you not to share because the report is embargoed until the day of the hearing.

In preparation for this hearing, I request that your agency provide written
responses to the following questions by July 15, 2008 in order that your responses may
be made part of the hearing record:

(1} Should personal characteristic data be collected on applicants for and
- borrowers of nonmortgage credit?

- (2) What types of nonmortgage loans should be included if personal characteristic
data is collected (e.g. small busmess loans, automobile loans, or other
categories)?

(3) Should the collection of such data be mandatory or voluntary?
(4) Should personal characteristic data be collected by the lenders and publicly

reported, coltected but not publicly reported, or collected but only reported to
the appropriate federal banking regulator?



114
Thank you in advance for your assistance in this matter.
Melvin L. Wait, Chairman ' . ’

Subcommittee on Oversight & Investigations
. House Financial Services Committee
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BARNEY FRANK, MA, CHAIRMAN aanitm smm mﬂﬂﬂ nf ‘Rmr&mmﬁnw SPENCER BACHUS, AL, RANKING MEMBER

Committee on nancial Sevvices
2129 Rapbury Bouse Gifice Building

n)sshing_mn, B w515

July 16, 2008

Honorable Sheila C. Bair
Chairman
" Federal Deposit Insutance Corporatton
3501 N. Fairfax Drive
Arlington, VA 22226

The House Financial Services Commiitee has jurisdiction over the Equal Credit
Opportunity Act (ECOA) which the Federal Reserve impl ts through Regulation B.
The Comunittee, therefore, closely monitors the use of Regulation B and its effectiveness
as a too] to ensure compliance with fair lending laws.

The Oversight and Investigations (O&I) Subcommittee of the House Financial
Services Committee has scheduled a hearing on July 17, 2008 at which a United States
Government Accountability Office (GAQ) Report entitled “Fair Lending: Race and
Gender Data are Limited for Nonmortgage Lending” (GAO-08-898) will be officially
released. An advance copy of the report is attached for your review, which I respectfully
request you not to share because the report is embargoed until the day of the hearing.

In preparation for this hearing, I request that your agency provide written
responses to the following questions by July 15, 2008 in order that your responses may
be made part of the hearing record:

. {1) Should personal charactetistic data be collected on app[iéauts for and
borrowers of nonmortgage credit?

(2) What types of nonmorigage loans should be included if personal characteristic
data is collected (e.g. small business loans, automobile loans, or other
categories)?

(3) Should the collection of such data be mandatory or voluntaiy?-

“@ .Should personal charactesistic data be collected by the lenders and publicly
reported, collected but not publicly reported, or coﬁected but only reported to
the appropriate federal banking regulator? ]
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Thank you in ddvance for your assistance in this matter.

Melvin L. Watt, Chairman’ -

Subcommittes on Oversight & Investigations
- House Financial Services Committee
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SPENCER BACHUS, AL, RANKING MEMBER

BARNEY SRANK, MA, CHATMAN Wnited States Tovse of Representatiors

Committee on Jinancial Services
2129 Raphurn WYouge Gffice Building
TWashingtan, BE 20515

July 10,2008

Honorable Jovita Carranza
Acting Administrator
- U.S, Small Business Administration
409 Third Street, S,W., Suite 7900
. Washington, D.C. 20416

Dear Ms. Camanza:

. The House Financial Services Committee has jurisdiction over the Equal Credit
Opportunity Act {(ECOA) which the Pederal Reserve implements through Regulation B.
The Committee, therefore, closely monitors the use of Régulation B and its effectiveness
‘as a tool to ensure compliance with fair lending laws. :

The Oversight and Investigations (O&I) Subcomumittee of the House Financial
Services Committee has scheduled a hearing on July 17, 2008 at which-a United States
Government Accountability Office (GAO) Report entitled “Fair Lending: Raceand
Gender Data are Limited for Nopmortgage Lending” (GAO-08-898) will be officially
released. An advance copy of the report is attached for your review, which I respectfully

- Tequest you not to share becavse the report is embargoed until the day of the hearing.

- In preparation for this hearing, I request that your agency provide Written
responses to the following questions by July 15, 2008 in order that your responses may
be made part of the hearing record: .

(1)-Should personal characteristic data be collected on applicants for and
borrowers of nonmortgage credit?

(2) What types of nonmortgage loans should be included if personal characteristic
. data is collected (e.g. small business loans, automobile loans, or other
categories)?

(3) Should the collection of such data be mandatory or voluntary?
{4) Should personal chma&edsﬁc data be collected by the lenders and publicly

reported, coflected but not publicly reported, or collected but only reported fo
the appropriate federal banking regulator?
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Thagk you in advance for your assistance in this matter.

Melvin L. Watt, Chairman
Subcommittee on Oversight & Investigations
House Financial Services Committee
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BARNEY FRANK, MA, CHAIRMAN ﬁﬂitﬁﬂ 5{8&8 iﬁﬂllﬁl 8" 'Rtprzgmmtmm SPENCER BACHUS, AL, RANKING MEMBER
Commiteee on Ffinancial Services
2129 Rapburn Bouge Sffice Butlding
Washington, PE 20515
July 10, 2008
Honorable Jessie K. Liu

Deputy Assistant Attorney General for Civil Rights
U.S. Department of Justice

950 Pennsylvania Avenue, N.W.,

‘Washington, D.C. 20530

Dear Deputy Assistant Attorney General Lius

The House Financial Services Committes has jurisdiction over the Equal Credit
Opportunity Act (BCOA) which the Federal Reserve implements through Regulation B,
The Committee, therefore, closely monitors the use of Regulation B and its effectiveness
as a ool to ensure compliance with fair lending laws,

The Oversight and Investigations (O&I) Subcommittee of the House Financial
Services Committee has scheduled a hearing on July 17, 2008 at which a United States
Govemnment Accountability Office (GAO) Report entitled “Fair Lending: Race and
" Gender Data are Limited for Nonmortgage Lending” (GAQ-08-898) will be officially
released. An advance copy of the report is attached for your review, which I respectfully
request you not to share because the report is embargoed until the day of the hearing,

In preparation for this hearing, I request that your agency provide written
responses 16 the following questions by July 15, 2008 in order that your responses may
be made part of the hearing record:

(1) Should personal characteristic data be collected on applicants for and
borrowers of nonmortgage credit?

(2) What types of nonmortgage loans should be included if personal characteristic
data is collected (e.g. small business loans, automobile loans, or other
categories)?

(3) Should the collection of such data be mandatory or voluntary?
" (4) Should personal characteristic data be collected by the lenders and publicly

reported, collected but not publicly reported, or collected but only reported to
the appropriate federal banking regulator?
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Thank you in advance for your assistance in this matter.

Melvin L. Watf, Chairman
Subcommittee on Oversight & Investigations
House Financial Services Committee -
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Tommittee on JAnancial Services
2129 Raphurn Bouse Sffice Building
Waskington, BE 20515

July 10,2008

Honorable Wl!ham E. Kovacic
Chairman

Federal Trade Coramission
‘600 Pennsylvania Avenue
‘Washington, DC 20580

Dear Chairman Kovacic:

. The House Financial Services Committee has jurisdiction over the Equal Credit
Opportunity Act (ECOA) which the Federal Reserve implements through Regulation B.
The Committee, therefore, closely monitors the use of Regulation B and its effectiveness
as a tool to ensure compliance with fair lending laws.

The Oversight and Investigations (0&1) Subcommittee of the House Financial
Services Committee has scheduled a hearing on July 17, 2008 at which a United States
Government Accountability Office (GAO) Report entitled “Fair Lending: Race and
Gender Data are Limited for Nonmortgage Lending” (GAO-08-898) will be officially
released. An advance copy of the report is attached for your review, which I respectfully -
request you not to share because the repost is embargoed until the day of the hearing.

In preparation for this hearing, I request that your agency provide written
responses to the following questions by July 15, 2008 in order that your responses may

" be made part of the hearing record:

{1) Should personal characteristic data be collected on applicants for and
borrowers of nonmortgage credit?

(2) What types of nonmortgage loans should be included if personal characteristic
data is collected (e.g. small business loans, automobile loans, or other
categories)?

- {3) Should the collection of such data be mandatory or voluntary?

{4) Should personal characteristic data be collected by the lenders and publicly
reported, collected but not publicly reported, or collected but only reported to
the appropriate federal banking regulator?
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Thank you in advance for your assistance in this matter.

Melvin L. Watt, Chairman
Subcommittee on Oversight & Investigations
House Financial Services Committee
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Office of Thrift Supervision John M. Reich
Department of the Treasury Director

1700 (3 Streer, NW., \V;\shiﬁg«m, DC 20552 « (202 9066590

July 16, 2008

The Honorable Melvin L. Watt

Chairman

Subcommittee on Oversight & Investigations
Committee on Financial Services

U.S. House of Representatives

Washington, D.C. 20515

Dear Mr. Chairman:

This is in response to your July 10, 2008 inquiry about the possible collection and
reporting of personal information for applicants and recipients of credit not secured by homes.

The Office of Thrift Supervision actively enforces fair lending laws and appreciates this
opportunity to share our views with you. Please find attached responses to the questions raised
in your letter.

If we can provide you with additional information regarding this matter, please contact
me directly at 202-906-6590, or Barbara Shycoff, Managing Director, External Affairs, at 202-
906-7165.

Sincerely,
n M. Reich
Director
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Collecting and Reporting Personal Characteristic Data for Nonmortgage Lending

1) Should personal characteristic data be collected on applicants for and borrowers
of nonmortgage credit?

OTS is committed to providing resources and tools to conduct effective
examination to identify and address illegal lending practices. Data limitations
complicate the ability to assess whether illegal discrimination oceurs in
nonmortgage lending transactions. However, the OTS believes that personal
characteristic data should only be collected about nonmortgage credit applicants if
a unified standard for the collection and processing of such data is implemented.
Without such a standard, institutions would likely gather and organize
information in different ways. This would limit the usefulness and reliability of
data for examinations and civil rights enforcement purposes. We question whether
it would be appropriate to ask institutions to bear the cost of such activities if the
data they produce cannot be readily used.

Any new data collection effort would impose new costs as firms develop
and support the information technology necessary to assemble and report
applicable data and train their employees to use these systems. To mitigate this
burden, the OTS suggests that smaller institutions with generally lower loan
originations, be exempted. Such an exemption would be consistent with the
approach taken to the collection and reporting of home mortgage data.' The OTS
would be happy to work with you to design such a strategy.

2) What types of nonmortgage loans should be included if personal characteristic
data is collected (e.g. small business loans, automobile loans, or other categories)?

Limiting new data collection and reporting to specific types of lending
would lessen the regulatory burden imposed on the industry. However, because
nonmortgage lending decisions {other than for credit cards) are not routinely
based on standardized information, it is not clear which types of nonmortgage
lending could be more readily analyzed by imposing new data collection and
reporting requirements.

For example, sound small business underwriting requires an evaluation of
the applicant’s past business experience and plan for the investment of the current
loan funds, factors which are absent in the home lending context. Automobile
lending is complicated by the fact that manufacturers often link special financing
to particalar models in order to increase sales. Given the nature of nonmortgage
lending, it may remain difficult to draw conclusions about potential
discrimination even if additional personal characteristic data is collected and
reported.

' See 12 C.E.R. §203.2(e)(i).
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3) Should the collection of such data be mandatory or voluntary?

The collection and disclosure of data about personal characteristics could
provide insight into potential discrimination.” However, unless consistent data
collection standards are adopted, it will be difficult for regulators or the public to
use voluntarily collected data to compare fair lending performance across
different lenders. Moreover, many lenders may decline to voluntarily collect data
out of concern that the existence of such data could result in increased regulatory
scrutiny and liability under the Equal Credit Opportunity Act (ECOA).>

Any new mandatory collection and reporting regime will require the
industry to bear new costs. When evaluating whether the collection of additional
data should be mandatory or voluntary, we suggest that you consider whether the
potential benefits to be gained by the public and regulators outweigh the burden
that would be placed on the loan originators that would be required to compile
and report the data.

4) Should personal characteristic data be collected by the lender and publicly

reported, collected but not publicly reported or collected but only reported to the
appropriate federal banking regulator?

There are benefits and drawbacks to all of the strategies reflected in the
question. Requiring lenders to collect and release data to the public might
facilitate analysis of potentially discriminatory lending patterns. However, as
noted above, the complicated nature of nonmortgage lending may make it difficult
to use such data effectively. Regulators would face the same challenge in
attempting to use such data, but having it would likely enable them to risk focus
fair lending examinations more closely. If loan originators were required to
collect, but not report, the data, they would still face the litigation risks that now
make them wary of voluntarily collecting such information. As the Government

z Particularly where transactions are handled face -to-face, we are skeptical that a
requirement to collect personal data would increase the likelihood of discrimination. In these
situations, a borrower’s personal characteristics are already observed by lenders.

: Regulation B, which implements ECOA, prohibits the collection of personal data in the
non-mortgage context, but already permits such information to be voluntarily collected for the
purpose of conducting a self test. See 12 C.F.R. § 202.15. Based on our supervisory experience,
lenders rarely take advantage of this exception out of concern that voluntarily collected data will
create risks for them.
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Accountability Office has noted, “...from a public policy perspective, considering
the trade-offs of various options to enhance available data to assess potential
discrimination in nonmortgage lending may be warranted.”™

4 See “Fair Lending: Race and Gender Data Are Limited for Nonmortgage Lending”, GAO
Report 08-698 at p. 8.
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O

Comptrolier of the Currency
Administrator of National Banks

Washington, DC 20219

Tuly 15,2008

The Honorable Melvin L. Watt

Chairman

Subcommittee on Oversight & Investigations
Committee on Financial Services

House of Representatives

2129 Rayburn House Office Building
Washington, D.C. 20515

Dear Chairman Watt:

Thank you for your letter of July 10, 2008, regarding the upcoming Subcommittee hearing
entitled, “GAO Report on Regulation B: Should Lenders Be Required to Collect Race and
Gender Data of Borrowers for All Loans.” You have requested the OCC’s views respecting
(1) whether data on personal characteristics should be collected on applicants for and borrowers
of nonmortgage credit; (2) the types of nonmortgage loans that should be included if such data is
collected; (3) whether the collection of such data should be mandatory or voluntary; and (4)
whether any such data collected should be publicly reported, collected but not publicly reported,
_or collected but only reported to the appropriate federal banking regulator.

As a general matter, additional data on nonmortgage loans could improve the OCC’s ability to
screen for possible fair lending issues, high risk institutions, or loan files that warrant closer
scrutiny. However, the benefits of additional data collection are also subject to some important
caveats and the issue warrants careful review. For instance, the complexity of and variation in
underwriting standards for small business loans could significantly limit the usefulness of data
on applicant or borrower personal characteristics as fair lending risk indicators, Also, as GAOQ
notes in its report, new requirements will impose additional costs on lenders, including those
associated with information systems, software development, data storage, verification of data
integrity, and employee training. Based on our experience with implementing HMDA
requirements, we believe that such additional costs could be significant. Thus, it would be
important to assess that additional information collected would indeed be usable and useful to
identify potential fair lending risks.

In that regard, I also wish to emphasize that any additional data will serve only as a screening
tool and risk indicator. Making a determination that an institution has engaged in illegal
discrimination will continue to require on-site examination work and file review to evaluate the
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many factors used in making lending decisions. If additional information were to be collected
and made publicly available, it would be important to make that point clear,

I appreciate the opportunity to share our views on this subject. If we can be of further assistance,
please do not hesitate to contact me or John Hardage, Director for Congressional Liaison ((202)
874-4840).

Sincerely, \3
61] ohn C. Dugan

Comptroller of the Currency

-2~
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July 16, 2008

The Honorable Melvin L. Watt, Chairman
United States House of Representatives
Committee on Financial Services
Subcommittee on Oversight & Investigations
2129 Rayburn House Office Building
Washington, DC 20515

Dear Chairman Watt:

I am responding to your July 10, 2008, letter concerning the Government
Accountability Office’s (GAQO) report entitled “Fair Lending: Race and Gender
Data are Limited for Nonmortgage Lending.”

| appreciate you sharing an advance copy of the GAO's report. Since credit
unions have limited fields of membership, the potential customer base is
restrictive when compared with other types of lenders. However, | remain
pleased credit unions overwhelmingly have fair lending practices for both
mortgage and nonmortgage loans and proactively serve their fields of
membership in a manner consistent with their legal authority.

The enclosure to this letter provides responses fo the specific questions you
raise in anticipation of your Subcommittee’s hearing planned for July 17. Please
contact me if | may provide additional information.

Sincerely,

JoAnn M. Johnson

Chairman

Enclosure

cc: Ranking Member Gary G. Miller
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National Credit Union Administration Responses to Questions from the
House Committee on Financial Services

1. Should personal characteristic data be collected on applicants for and borrowers of
nonmorigage credit?

At this time, NCUA does not recommend adding additional data collection and reporting
requirements for nonmortgage credit. NCUA is not aware of any widespread practices of
discriminatory nonmortgage lending in federally insured credit unions. The agency bases this
conclusion on the results of examinations and membership complaints the agency receives.

As a part of the risk-focused examination process, NCUA’s field examiners assess credit union
compliance with Regulation B, which enforces the Equal Credit Opportunity Act. This process
includes a thorough review of credit union policies, procedures, practices, and service offerings.
When agency staff notes violations, they report the specific issues in an electronic database
known as the Consumer Regulation Violation Log. This resource allows the agency to quickly
assess trends relative to compliance and includes both technical and substantive violations
relative to both mortgage and nonmortgage lending. The database also documents plans for
corrective action credit union officials agree to implement.

Since January 1, 2007, NCUA staff noted 125 violations of Regulation B. Of this total, 25 were
substantive violations. Only 19 credit unions, representing less than three tenths of one percent
of all federally insured credit unions, had substantive Regulation B violations over this period.
The most common substantive issues were isolated credit practices that could result in a
disparate impact on elderly borrowers. NCUA’s records indicate for each substantive violation,
credit union officials and the agency reached an agreement through the routine supervision
process to initiate corrective action. NCUA’s examiners indicate credit union officials are
making sufficient progress in correcting the substantive violations.

Independent of the examination process, NCUA also assesses compliance with Regulation B
through the member complaint process. NCUA may receive a complaint initiated by 2 member
of a federal credit union at any time. While most complaints are in the form of a letter,
individuals also have access to a toll-free number to contact NCUA. Members may also use
NCUA'’s Internet site (www.NCUA.gov) to submit a complaint via e-mail.

Credit union members are aware of NCUA’s role in assisting with the resolution of consumer
concerns for two primary reasons: 1) notices of adverse action accompanying denials of credit at
a federal credit union list NCUA’s contact information; and 2) NCUA’s Internet site provides a
toll-free consumer assistance hotline number.

NCUA'’s complaint process encourages members to work with the credit union first. Typically,
NCUA initially directs the federal credit union to investigate the complaint and provide the
member a response with a copy to NCUA, or to respond to NCUA directly. NCUA reviews the
federal credit union’s response, and if necessary, will further investigate the complaint.
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2. What types of nonmortgage loans should be included if personal characteristic data is
collected (e.g. small business loans, automobile loans, or other categories)?

As noted in the response to question number 1, NCUA does not recommend collecting personal
characteristic data for nonmortgage credit at this time. As the GAO notes in its report, such a
requirement would impose additional costs on lenders that could be partially passed on to
borrowers, and the ultimate benefit of the requirement is uncertain.

However, if the statutes should change to require this type of data gathering, NCUA would
welcome the opportunity to cooperate in any interagency effort to ensure uniformity. NCUA
would only recommend considering including small business loans and commercial loans for this
type of data collection. NCUA also takes note of GAQ’s observation that the Small Business
Administration already has a program in place for collecting certain demographic information for
loans guaranteed under its programs.

3. Should the collection of such data be mandatory or voluntary?

As noted in the draft GAO report, Regulation B generally prohibits lenders from collecting
demographic data for nonmortgage loan applicants unless the purpose of the data collection is to
self-test internal safeguards against discrimination. NCUA believes prohibiting this type of data
collection can have tangible benefits by keeping a focus on credit factors, rather than
demographic characteristics, during the decision-making process. This is especially true for
cases where lenders engage in indirect lending or process loans through non face-to-face settings,
such as over the Internet. In view of these factors, NCUA recommends consideration of
potential adverse consequences before allowing or mandating the collection of demographic
information for nonmortgage loans.

Notwithstanding our general concerns, if Congress makes a change to the statute, voluntary data
collection would be less burdensome, while mandatory data collection would result in greater
data uniformity.

4. Should personal characteristic data be collected by the lenders and publicly reported,
collected but not publicly reported, or collected but only reported to the appropriate federal
banking regulator?

If the statutes change to require the collection of personal characteristic data for nonmortgage
loan applications, NCUA recommends individual regulators report the results, in the aggregate,
in an annual report to Congress. Other reporting alternatives would have significant costs
without any clear benefits, given the extremely low level of Regulation B violations detected
within the credit union system. Moreover, since credit unions have restricted fields of
membership, public disclosures of nonmortgage loan application data could result in
inappropriate comparisons with other lenders permitted to serve significantly more diverse and
expansive customer bases.
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July 16,2008

The Honorable Melvin L, Watt

Chairman

Subcommittee on Oversight & Investigations
Committee on Financial Services

LS. House of Representatives

Washington. DC 20515

Dear Mr, Chairman:

Thank you for your letter to Acting Administrator Jovita Carranza regarding the
Government Accountability Office (GAQ) Report entitled “Fair Lending: Race and
Gender Data are Limited for Nonmortgage Lending” (GAQ-08-898). We understand that
the House Pinancial Services Committes has jurisdiction over the Equal Credit
Opportunity Act (ECOA) which the Federal Reserve implements through Regulation B.
In your letter you requested the U.S. Small Business Administration’s (SBA) perspective
on the collection of personal characteristic data to prepare for a July 17" hearing.

Compliance with fair lending laws by the lending community is an issue that the SBA
takes seriously. We recognize that the collection of personal characteristic data can be
important. Below, please find our responses to your four questions about the SBA's
position on the collection of personal characteristic data:

1. Should personal characteristic data be collected on applicants for and borrowers
of nonmortgage credit?

SBA finds this information particularly useful in assessing the impact of our
programs on small businesses in geographic and demographic groups. The
information enables SBA to validate the effectiveness of our programs and
identify sectors where the agency may need to apply additional effort.

2 What types of nonmorigage loans should be included if personal characteristic
data is collected (e.g. small business loans, automobiles, or other categories)?

It is our position that the collection of this data is useful for small business Joans,
As part of its statutory mission SBA s charged with providing capital to
businesses that are not otherwise served by the conventional lending market.
Through its 7(a) and 504 loan programs, SBA provides a government-backed
guaraniee to lenders for those borrowers who are deemed to be unable 10 oblain
financing on reasonable terms through the conventional lending market.

Frinteed 0 Rotyeica Papas
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3 Should the collection of such data be mandatory or voluntary?

To provide program oversight and to evaluate the effectiveness of our programs,
the voluntary submission of this data is important to assist the SBA in this
oversight and evaluation process.

4. Should personal characteristic data be collected by the lenders and publicly
reported, collected, but not publicly reported, or collected but only reported to the
appropriate federal banking regulator?

SBA already publicly reports aggregate data on personal characteristios of its
borrowers. This data is provided on a voluntary basis to the lender making the
SBA guaranteed loan and passed on to SBA. The data is aggregated and analyzed
as an agsessment of the impact of SBA's financing programs in both geographic
and demographic groups. The information enables SBA to validate the
effectiveness of its programs and identify sectors where the agency may need to
increase its reach.

We appreciate the opportunity to respond to the question about our data collection
practice and welcome the opportunity to discuss this with you further.  Should you have
any additional questions or comments please contact the Office of Congressional and
Legislative Affairs at (202) 205-6700.

Sincerely

A poter)

Aric Zamikow
Associate Administrator
Office of Capital Access
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FEDERAL TRADE COMMISSION
WASHINGTON, D.C. 20580

THE CHAIRMAN

July 15, 2008

The Honorable Melvin L. Watt

Chairman

Subcommittee on Oversight & Investigations
Committee on Financial Services

United States House of Representatives
Washington, D.C. 20515

Dear Chairman Watt:

This letter is in response to your July 10, 2008 correspondence to which you attached the
draft Government Accountability Office (GAO) Report entitled “Fair Lending: Race and
Gender Data are Limited for Nonmortgage Lending.”! You asked the Commission to respond to
four questions in preparation for the Subcommittee’s hearing scheduled for Thursday, July 17,
2008 at which the GAO report will be released officially. We understand that this response will
be made part of the hearing record. Specifically, your questions seek the Commission’s views
regarding the current prohibition on the collection of race, gender and other personal
characteristic information in nonmortgage credit transactions and whether this prohibition should
be lifted to allow or mandate the collection and reporting of such data. As described below, the
Commission’s most recent fair lending enforcement experience has focused on mortgage
lending. As a result, the Commission’s views on this topic are necessarily limited.

The Commission enforces the Equal Credit Opportunity Act (ECOA), which prohibits
discrimination against applicants for credit on the basis of race, national origin, sex, marital
status, age or other prohibited factors.” The ECOA and the other statutes that the FTC enforces
specifically exempt banks, savings and loan institutions, and federal credit unions from the
agency’s jurisdiction. The Comumission, however, does have jurisdiction over nonbank financial
companies, including nonbank mortgage companies, mortgage brokers, finance companies, and
units of bank holding companies. As a general matter, the Commission engages in law
enforcement investigations as opposed to regular examinations of the entities under its
Jjurisdiction.

'GAQ, FAIR LENDING: RACE AND GENDER DATA ARE LIMITED FOR NONMORTGAGE LENDING,
GAO-08-698 (June 2008).

%15 U.S.C. § 1691, Congress directed the Federal Reserve Board (FRB) to implement the ECOA
through Regulation B, 12 C.FR. § 202.
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As detailed in the Commission’s July 2007 testimony® before this Subcommittes, over
the last 30 years, the Commission has brought over forty cases alleging violations of both the
substantive and procedural protections in ECOA. Many of the cases alleged violations as to
nonmortgage creditors, including automobile or mobile home financiers, finance companies,’
department store creditors,® and other nonmortgage creditors’ — as well as mortgage-related
entities.® The FTC brought its most recent substantive (i.e., nonprocedural) ECOA
discrimination cases against nonmortgage creditors in 1999.°

Since the late 1990s, with the dramatic growth of subprime mortgage lending, the
Commission shifted its lending enforcement focus to deceptive or unfair acts or practices of
mortgage lenders, brokers or servicers subject to its jurisdiction. In the last decade, the agency
has brought 22 such actions, focusing in particular on the subprime market.”® Several of these
landmark cases have resulted in large monetary judgments, collectively returning more than

3The Commission’s testimony is available at www.fte.gov/os/testimony/P064806hdma.pdf.

4E.g., United States v. Ford Motor Credit Co., No. 99-75887 (E.D. Mich. 1999) (auto); United
States v. Franklin Acceptance Corp., No. 99-CV-2435 (E.D. Penn. 1999) (auto); Federal Trade
Commission v..CIT, No. 94-4092 (D.N.J. 1994) (mobile home).

5E.g‘, United States v. The Money Tree, Inc., No. 6-97-CV-7 (M.D. Ga. 1997); United States v.
Bonlar Loan Co., Inc., No. 97C-7274 (N.D. 1il. 1997); United States v. Barclays American, No. 91-14
(W.D.N.C. 1991); United States v. Chesterfield, No. 90-0347 (N.D. Ala. 1990) (several interrelated
finance companies); United States v. City Finance, No. 90-246 (N.D. Ga. 1990); United States v. Tower
Loan of Mississippi, No. 90-0447 (S.D. Miss. 1990); United States v. Blake, No. 90-1064 (W.D. Okl
1990) and No. 09-2470HB (W.D. Tenn. 1990).

°E.g., United States v. J.C. Penney Company, No. CV-96.4696 (E.D.NY. 1996).

"E.g., United States v. Sprint Corp., No. 04-00361 (N.D. Fla. 2004) (telephone service provuier),
United States v. Academic Int’l, No. 91-2738 (N.D. Ga. 1991) (encyclopedia seller).

88 g., FTC v. Associates First Capital Corp., No. 01-00606 (N.D. Ga. 2001); United States v.
Action Loan, Inc., No. 3:00CV-511-H (W.D. Ky. 2000); FTC v. Capital City Mortgage Corp., No.
98CV00237 (D.D.C. 1998) (2005 settlement),; United States v. Shawmut Morigage Co., No. 93-2453 (D.
Conn. 1993); United States v. Paine Webber, No. 92-2921 (D. Md. 1992).

United States v. Ford Motor Credit Co., No, 99-75887 (E.D. Mich. 1999) (auto financier);
United States v. Franklin Acceptance Corp., No. 99-2435 (E.D. Penn. 1999) (auto financier).

1The Commission’s February 2008 testimony before the House Subcommittee on Finaneial
Services and General Government, Committee on Financial Services described our mortgage lending
enforcement program. The testimony is available at www.fic.gov/os/testimony/P064814subprime.pdf,
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$320 million to consumers. The Commission’s enforcement and education mission in this area
remains a high priority. In addition to its actions alleging unfair and deceptive lending practices,
the Comumnission currently has several ongoing, non-public investigations of mortgage companies
to determine whether violations of ECOA and Regulation B have occurred. The Commission
uses the Home Mortgage Disclosure Act (HMDA)! pricing data, available since 2005, as a
screening or targeting tool for these fair lending compliance investigations. HMDA data have
been useful in facilitating the Commission’s efforts to target companies for fair lending
investigations.

With this background in mind, we turn to your four specific questions.

1. and 2. Should personal characteristic data be collected on applicants for and
borrowers of nonmortgage credit? What types of nonmortgage loans should
be included if personal characteristic data is collected (e.g., small business
loans, automobile loans, or other categories)? '

Our earliest fair lending cases against nonmortgage creditors alleged violations of ECOA
based policies and procedures that were discriminatory on their face, and thus did not require
analysis of applicant data.” Our most recent fair lending enforcement program has focused on
mortgage lending. Thus, the Commission does not have recent enforcement expertise on which
to base its response to the important questions you raise regarding nonmortgage credit.

As a general matter, however, the Commission-believes there is a potential law
enforcement benefit from collecting personal characteristic data to the extent that it may
facilitate the evaluation of ECOA compliance in a given investigation of a nonmortgage
creditor.? Any benefits would need to be balanced carefully against the costs of such a collection

112 U.8.C. §§ 2801-11. HMDA is implemented by the FRB’s Regulation C, 12 C.F.R. § 203.

Y2 United States v. Ford Motor Credit Co., No. 99-75887 (E.D. Mich. 1999) (alleged marital status
discrimination where company’s policy was to combine incomes of married co-applicants but not
unmarried co-applicants); United States v. Franklin Acceptance Corp., No. 99-CV-2435 (E.D. Penn.
1999) (alleged discrimination based on sex, marital status, and receipt of income from public assistance
where company’s policy was to refuse consideration of income from child support and certain Social
Security benefits and to combine incomes of married co-applicants but not unmarried co-applicants);
United States v. Bonlar Loan Co., Inc., No. 97C-7274 (N.D. TlL. 1997) (alleged violations of ECOA
where, among other things, company impermissibly asked for applicants’ marital status and used
application form that did not contain gender neutral language).

B1n recognizing a potential law enforcement benefit, the Commission assumes that a
determination can be made that this potential benefit outweighs the risk that the collection of personal
characteristic data would be used for discriminatory purposes and the possibility that such collection is
unreliable.
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regime, including the need to protect adequately the sensitive data collected. In addition, the
benefits and costs may differ for each category of nonmortgage loan (e.g., small business,
automobile, or other), requiring different analyses that may yield different conclusions,

3. Should the collection of such data be mandatory or voluntary?

As you know, the Federal Reserve Board (FRB) implements ECOA through Regulation
B. In 2003, the FRB decided to retain the general prohibition on the collection of personal
characteristic data in nonmortgage transactions after seeking public comment on a proposal to
allow voluntary collection of such data. As part of its decision, the FRB revised Regulation B to
permit lenders to collect this data solely for the purpose of conducting “self-testing” to allow
lenders to assess their compliance with ECOA. At this point, the Commission does not have a
basis to opine as to whether collection of the data, if permitted beyond the self-testing exception,
should be voluntary or mandatory.

4. Should personal characteristic data be collected by the lenders and publicly
reported, collected but not publicly reported, or collected but only reported to the
appropriate federal banking regulator?

A primary goal for a collection and reporting scheme would be to enhance enforcement of
ECOA as to nonmortgage lenders and, specifically for the Commission, as to the nonbank lenders
subject to the Commission’s jurisdiction. As noted above, such data could be useful to our fair
lending enforcement efforts in certain circumstances. Any benefit from data collection and
reporting, however, must be balanced against the cost and burden to those creditors in collecting,
maintaining and reporting such data. A collection and reporting scheme would impose costs on
industry, which could raise the price of credit to consumers to cover those costs. The
Commission does not have sufficient information to enable it to weigh the costs against the
benefits and reach a conclusion on this issue. We note that the draft GAO report, after conducting
research and interviews, declined to make a recommendation on this question but stated that,

Y11 1999, the FRB proposed revisions to Regulation B that would allow voluntary (but not
mandatory) collection of the data. The Cominission joined the Treasury Department and several other
federal agencies in a comment that supported lifting the prohibition on voluntary collection. Joint
Comment of FTC, Dep’t of the Treasury, Dep’t of Justice, Dep’t of Hous. and Urban Dev., Office of
Thrift Supervision, Office of the Comptroller of the Currency, Small Business Administration, and Office
of Federal Financial Enterprise Oversight Regarding Regulation B (Nov. 15, 1999), available at
http:/fwww.fe.gov/os/1999/11/regh.pdf. The Commission has not reexamined the issue since that time.
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“from a public policy perspective, considering the trade-offs of various options to enhance
available data fo assess potential discrimination in nonmortgage lending may be warranted.”"

By direction of the Commission

William E. Kovacic
Chairman

BGAO, supra note 1, at 8, 28.
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@ FEDERAL DEPOSIT INSURANCE CORPORATION, Washington, DG 20429

SHEILA C. BAIR
CHAIRMAN

July 16, 2008

Honorable Melvin L. Watt

Chairman

Subcommittee on Oversight and Investigations
Committee on Financial Services

House of Representatives

Washington, D.C. 20515

Dear Mr. Chairman:

Thank you for the opportunity to respond to the questions you submitted in advance of a
hearing before the Subcommittee on Oversight and Investigations on July 17, 2008.

Enclosed is my response to those questions. If you have further questions or comments,
please do not hesitate to contact me at (202) 898-6974 or Eric Spitler, Director of Legislative
Affairs, at (202) 898-3837.

Sincerely,

%é‘ c [
Sheila C. Bair

Enclosure
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Response to questions from the Honorable Melvin L. Watt
by Sheila C. Bair, Chairman,
Federal Deposit Insurance Corporation

Q1. Should personal characteristic data be collected on applicants for and berrowers of
nonmorigage credit?

Al.  The FDIC would defer to the Federal Reserve Board regarding the collection of personal
characteristic data as they have the rulemaking under the Equal Credit Opportunity Act.
Deciding whether to collect personal characteristic data of nonmortgage loan applicants and
borrowers presents difficult issues, as articulated in the recent report by the Government
Accountability Office. On the one hand, such information could be useful for detecting lending
discrimination. On the other hand, collection of the information could be costly, and
highlighting an applicants race and ethnicity could have unintended or counterproductive effects.
Before such collection is undertaken, these difficult issues must be thoroughly considered and
addressed, for example through notice and corament rulemaking, by the Federal Reserve Board.

Q2.  What types of nonmortgage loans should be included if personal characteristics data
is collected (e.g. small business loans, automobile loans, or other categories)?

A2.  Determining whether it is appropriate to collect personal characteristic data for particular
types of loans requires determining whether the potential value of the data for detecting
discrimination is outweighed by the potential harm to applicants as described in the response to
Question 1.

Q3.  Should the collection of such data be mandatory or voluntary?

A3.  Ifadecision is made to collect personal characteristic data, voluntary collection is
unlikely to yield meaningful information that would allow the detection or prevention of
discrimination. Mandatory collection of personal characteristic data, on the other hand, is
potentially costly to the lender and ultimately the borrower. Reaching a decision on this question
is iltustrative of the types of difficult issues that must be weighed in deciding whether to collect
such information.

Q4.  Should personal characteristic data be coliected by the lenders and publicly
reported, collected but not publicly reported, or collected but only reported to the
appropriate federal banking regulator?

A4. Ifitis determined that collection of personal characteristic should be required, then ata
minimum it should be collected and maintained by institutions for the use of relevant regulatory
agencies. While public access to the data yields benefits from broad research and analysis,
constraints to protect individual applicants’ privacy and address institutions’ competitive
concerns would need to be developed and implemented.
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Boston Office:
N AT ‘ O N A L 77 Summer Sois!e(;? mmcéeu,
Boston, MA 02110-1008

C 0 N S U M E R LAW Ptione: 817-542-8010

Fax 817-542-8028

C E N T E R Washington Office;
1001 Connecficut Ave., NW, Ste. 510

A Washington, DC 20036-5528
consumaraw@nalc.org

www.Consumert.aw.0rg

July 16, 2008

Congressman Mel Watt
2236 Rayburn HOB
Washington, DC
20515-3312

Dear Congressman Watt:

On behalf of our low-income and elderly clients, the National Consumer Law Center
(“NCLC”) thanks the Oversight and Investigations (O & I”) Subcommmittee of the Financial
Services Committee for scheduling a hearing on the topic of “GAO Report on Regulation B:
Should Lenders Be Required to Collect Race and Gender Data of Borrowers for All Loans".
Unfortunately, we are not able to send a representative to the July 17, 2008, hearing.
Nonetheless, we would like to take this opportunity to provide the O & I Subcommittee with
some background information from our advocacy and litigation experience that might be helpful
in its deliberations.

The National Consumer Law Center is a nonprofit organization specializing in consumer
credit issues on behalf of low-income and elderly individuals. We work with legal services,
government and private attorneys around the country representing these vulnerable populations.
As a result of our daily contact with these practicing attorneys and advocates we have seen
examples of discriminatory lending to low-income and elderly people throughout the country.
NCLC also is author of the widely praised eighteen-volume Consumer Credit and Sales Legal
Practice Series, including Credit Discrimination (4" ed. 2005 with 2007 Supp.).

On March 16, 2005, Judge Aleta Trauger of the United States District Court for the
Middle District of Tennessee ruled from the bench in the case of Borlay v. Primus Automotive
Financial Services, Civil Action 3:02-0382, “that the plaintiffs have proved their case and that
they will win in my decision.” Thus ended a three week trial that resulted in what is believed to
be the first, and to this date only, successful effort to obtain a judicial finding of disparate impact
discrimination in a private, non-mortgage related, consumer credit case brought under the
provisions of the Equal Credit Opportunity Act ("ECOA™), 15 U.S.C. §§1691 et seq since its
enactment in 1974. NCLC was proud to serve as one of the co-counsel in the Borlay case (which
subsequently settled), as well as part of the litigation team that brought and ultimately settled 10
other similar cases against auto financers around the United States.
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The first two of these cases were filed in 1998. All of the complaints alleged that the
defendant automobile finance companies established specific identifiable and uniform credit
pricing systems that authorized unchecked, subjective markup of objective risk-based financing
rates. The complaints further alleged that the effect of this subjective finance charge markup
had, in violation of the ECOA, a widespread discriminatory impact on African-American and
Hispanic financing applicants.'

As you are aware, the ECOA prohibits discrimination in all stages of a credit transaction,
from the initial request for credit through final payment or a collection action. 15 U.S.C.
§1691(a) (making it unlawful for a creditor to discriminate in “any aspect of a credit
transaction.”); Reg. B, 12 C.F.R. §202.2(m). See also Coleman v. General Motors Acceptance
Corp., 196 FR.D. 315 (M.D. TN 2000), Jones v. Ford Motor Credit Company, 2002 WL
133481 (S.DN.Y. June 17, 2002). The ECOA relies on the fundamental and indisputable
concept that equally creditworthy consumers should be treated similarly, See, Reg. B, 12 C.F.R.
§ 202.6 (“creditor shall not take a prohibited basis into account in any system of evaluating the
creditworthiness of applicants™). The ECOA is intended to insure that “...no credit applicant
shall be denied the credit he or she needs and wants on the basis of characteristics that have
nothing to do with his or her creditworthiness.” S. Rep. No. 94-589, 94 Cong., 2d Sess. 3,
reprinted in 1976 U.S. Code Cong. & Admin. News 403, 405.

The ECOA discriminatory impact standard does not require an intent to discriminate. It
is enough that the markup policies, although racially neutral on their face, resultin a
discriminatory effect. The ECOA mandates that equal access to credit is such a fundamental
necessity in our society that creditors have a duty to insure that their lending practices do not
intentionally or inadvertently lead to unequal access to credit for any protected group.? Simply
put, the legislation does not permit creditors to stick their heads in the sand and ignore reality by
failing to monitor the ultimate outcomes of their policies and procedures.

To the contrary, ECOA makes it clear that creditors have an affirmative obligation, after
the financial transaction has been consummated, to check whether their policies and procedures
have generated unintended outcomes. The ECOA specifically provides for self-testing in order
to determine ECOA compliance, to find possible violations and to take appropriate corrective
action.” The statute creates a self-testing privilege that protects the results of self-tests and
provides that they may not be obtained or used in any civil action.?

! For a more detailed history of this litigation and analysis of the theories propeunded in these cases see, Stuart T.
Rossman, Financing Fair Driving: Race Discrimination in Retail Car Loans, 36 CLEARINGHQUSE REV. 227
(2002); see also, Jones v. Ford Motor Credit Company, 2005 WL 743213 (S.D.N.Y. March 31, 2005){granting
motion for class certification}; Coleman v. General Motors Acceptance Corp., 220 FR.D. 64 (M.D. TN
2004){granting motion for class certification]

% See, Congressional Findings and Statement of Purpose for ECOA, Pub. L. 93-495, §502, 88 Stat, 1525 (Oct. 28,
1974)

*15US.C. § 1691c-1.

* 15 U.S.C. § 1691c-1(a)(2); Regulation B, Section 202.15, further refines the scope of the self-testing privilege and
provides that it does not apply to the fact of testing, including methodology, scope, time period or dates of test. Nor
does it apply to loan files themselves (including aggregated or summarized information).
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Given the broad requirements, protections, remedies and powers provided by the ECOA,
it should be questioned why it took over 30 years for there to be the first successful private
enforcement of rights under the disparate impact provisions of the statute. Based on our
experience in the auto finance discrimination, it is our opinion that the answer for this
phenomenon is twofold.

First, without access to empirical aggregate data concerning the race, age or sex of the
consumer pursuing non-mortgage related credit it is impossible for anyone to know that a
creditor’s credit policies have resulted in a disparate impact on a protected category. An
individual who has been the victim of intentional discriminatory treatment may be able to collect
direct or circumstantial evidence of actual discriminatory acts, practices or patterns of behavior
regarding their own circumstances. However, an individual cannot even be aware of the fact that
they have been the victim of the disparate impact of a credit policy without knowledge of all of
the other transactions involving that credit policy and the ability to distinguish the race, sex or
age of the consumers involved in such transactions.

In 2001, looking back on 10 years of empirical data in the auto industry, Professor lan
Ayres of Yale Law School, an expert witness for the plaintiffs in the Borlay case as wellasina
number of the other auto finance discrimination cases brought by NCLC, concluded:

While the impulse for race and gender discrimination in car markets (for example, the
search for high-markup sellers) may not be the same impulse driving discrimination in
other markets, the car market probably shares with other markets an important structural
aspect that creates an opportunity to discriminate. Just as the car buyer has trouble
knowing how other consumers are treated, there are myriad aspects of service and
accommodation in which it is difficult for a consumer to know how other consumers are
treated. A seller’s nondiscrimination along these dimensions of service are a “credence”
good that consumers to a large degree must simply take on faith. And these are just the
dimensions where discrimination is most likely to persist.®

Until the filing of the auto finance discrimination cases under the ECOA, African
American consumers simply did not know that they had been “marked up” or treated any
differently than other consumers financing automobile purchases. These consumers trusted this
dimension of service “on faith” and took in “on credence” that they were not being discriminated
against - - and they were misled.

Second, even if one had the anecdotal “sense” that a particular credit policy had a
discriminatory impact on a protected group, it was impossible to “prove” the violation under the
ECOA without the necessary admissible evidence of that discrimination. In 1991, Professor
Ayres published his groundbreaking article entitled Fair Driving: Gender and Race
Discrimination in Retail Car Negotiations in the Harvard Law Review. ¢ The article examined
whether the process of negotiating for a new car disadvantaged women and minorities. “Testers”
of different races and genders entered new car dealerships in the Chicago area and bargained to
buy a car, using a uniform negotiation strategy. The study tested whether automobile retailers

* Pervasive Prejudice, (2001) p 161-2.
6 104 Harv. L. Rev. 817 (February, 1991).
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reacted differently to the uniform strategy when potential buyers differed only by gender or
race.

The results were extremely disturbing ® The tests revealed that white males received
significantly better prices than blacks and women. White women had to pay forty percent higher
markups than white men; black men had to pay more than twice the markup, and black women
had to pay more than three times the markup of white male testers.”

However, the size of the pool of credit applicants studied by Professor Ayres through his
testers simply was too small to present a statistically significant data base sufficient to sustain a
disparate impact burden of proof under ECOA in a court of law. Unfortunately, unlike the
circumstances in the mortgage lending industry, where the Home Mortgage Disclosure Act
(“HMDA”), 12 U.S.C. § § 2801-2810 and Federal Reserve Board Regulation C, 12CF.R. §
203.2-303.6 require that mortgage lenders collect certain data on loan applicants and that the
Federal Financial Institutions Examination Council prepare statements and produce various
public reports on the practices of these individual lenders, no comparable publicly available race
coded data base exists for non-mortgage loans. To the contrary, except for the self testing
scenario provided by the ECOA discussed above (an obligation that, to the best of NCLC's
knowledge and experience, has rarely, if ever, been undertaken by non-mortgage lenders
pursuant to the statutory authority), the applicable laws currently prohibit the consideration, let
alone collection, of such race based data.

In the auto finance discrimination cases the plaintiffs’ attorneys developed a novel
approach to creating a race coded data base that was large enough to perform aggregate analyses
that were statistically significant. There currently are 14 states in the United States that include
race as an identifying characteristic on their state drivers’ licenses (Florida is the only state that
maintains a separate “Hispanic” category). The original suits were brought in Tennessee, one of
the 14 states where race is identified on resident drivers” licenses. The plaintiffs subpoenaed the
records of the Tennessee Registry of Motor Vehicles to get electronic copies of all of the current
residential drivers’ licenses and matched the licenses against an electronic file of all of the
defendant auto finance companies’ consumer debtors in the state during a defined period of time.
The computer comparison created a large pool of race-coded transactions that facilitated a
disparate impact analysis by the plaintiffs’ experts for the state.

The success of the Tennessee state-based data compilation effort encouraged the
plaintiffs’ counsel to seek to expand their research to the other 13 states where race is identified
on drivers’ licenses. More important, the results of the preliminary Tennessee disparate impact
analyses were relied upon to convince the Federal Court in Nashville to permit the national
studies to take place and to order the defendant auto finance companies to produce their

71d. a1 818.

¥ Ayres extrapolates the results of his 1991 study to conclude that a $500 overcharge per car means that blacks
annually paid, at that time, over $150,000,000 more for new cars than they would have if they were white males. /d
at 872,

® 1d. at 819; See also, Ian Ayres, Further Evidence of Discrimination in New Car Negotiations and Estimates of its
Cause, 94 Mich. L. Rev. 109 (Oct. 1995), in which Professor Ayres’ study was expanded and retested. The results
were similar, but this time, unlike the original study, the black male testers were charged higher prices than the black
female testers.
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electronic files for all of their consumer debtors throughout the country during a defined period
of time.

The computer comparison permitted us to develop race coded data bases for millions of
transactions. Furthermore, as a result of the mobility of the American population, during the
period of study a sufficient number of individuals moved to a state where race was included on
their new driver’s license, after financing a car in another state that did not, that we were able to
race code a statistically significant data base for a total of 33 states (the original 14 states with
race on their drivers’ licenses and 19 more where race was not included on licenses). What we
discovered when we completed our disparate impact analyses confirmed the results of our
earlier, Tennessee limited, study, and served as the eventual evidentiary basis for our on-going
national class-action litigation against the auto finance lenders.

Needless to say, this innovative process, though ultimately successful, was extremely
expensive and time consuming for the plaintiffs and their counsel. Discovery, computer
analysis, expert review and presentation to the Court required an upfront expenditure of over $1
million. The litigation of the cases spanned from 1998 to 2006. 1t is highly unlikely that many
groups (and this litigation involved at least 7 law firms working on behalf of the plaintiffs in the
various cases over time) would have the wherewithal or resources to pursue and prove such a
disparate impact claim under the ECOA.

NCLC believes that there are policies being applied by lenders at this very time in a wide
range of non-mortgage related finance transactions that may result in disparate discriminatory
impacts on various protected groups under the ECOA. The question is who will be able to
uncover these cases of discrimination and actively pursue effective remedies as promised under
the ECOA? The problem is that without access to data similar in nature and type to that made
available through the HMDA for mortgage transactions, no one will have an easy time coding an
aggregate pool of information sufficient to prove there has been disparate impact discrimination
as a matter of law under the ECOA.

We therefore answer the question posed by the GAO as to whether lenders should be
required to collect race and gender data of borrowers for all loans under Regulation B with an
emphatic “yes”. Only by adopting fair and reasonable procedures for collecting and
disseminating such data, as already is the case through the HMDA, will there be public
awareness of possible disparate discriminatory impacts caused by policies maintained by
creditors in every area of the personal financial credit marketplace. Without this data,
government enforcement agencies or private consumer advocates will not have the information
they need to fully and adequately protect the rights of credit consumers guaranteed by the
ECOA. It should not be another 30 years before there can be another successful civil rights
enforcement action under the statute to eliminate a credit finance policy that results in racial or

- sexual discrimination.

Thank you for your consideration in this matter. We appreciate the opportunity to
present this written testimony to you and the O & [ Subcommittee of the Financial Services
Committee on a civil rights and access to consumer credit issue of great importance. If you have
any questions or would like additional information or assistance, please feel free to contact us,
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Ver yours,

Stuart T. Rossman
Director of Litigation
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Secretary
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Dear Ms. Johnson:

The Federal Reserve Bank of Chicago is pleased to present this response to the Board's
request for comment on a number of proposed changes to Regulation B, which implements the
Equal Credit Opportunity Act (“ECOA”). Given the authority that the Act affords the Board in
writing Regulation B and in revising it as needed, we appreciate this important opportunity to
provide our views to this process, as the changes will ultimately affect not only Federal Reserve
regulated institutions, but lenders throughout the nation.

The increasingly rapid rate of technological development has had a tremendous impact on
the nature and conduct of consumer, small business and small farm lending. Many products,
policies and practices that are standard in today's’ credit markets were never envisioned by the
original ECOA, and even recent updates to Regulation B have been outstripped by the current
lending environment. We hope that the recommendations of the enclosed paper assist the Board
in developing appropriate responses to these changes, and in laying the groundwork for the
future direction of ECOA regulation.

The Federal Reserve Bank of Chicago supports the Board’s amendments to Regulation B,
with the recommendation that a standardized collection methodology be included. In particular,
we endorse the removal of regulatory restrictions on lending institutions from collecting
information on applicants’ race, ethnicity and gender. This may allow institutions to identify and
reduce discriminatory lending practices and expand credit products to under-served
communities. We do recommend that the Board include some standards for lending institutions
to follow when implementing a voluntary collection program in order to overcome some of the
inherent weaknesses of this type of program. We also suggest that the regulatory agencies and
lending institutions embark on an extensive campaign to educate consumers on this change to
ensure them this information will not be used in the credit decision.

230 SOUTH LASALLE STREET
CHICAGO, ILUNOIS 60604-1413 703
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Thank you for the opportunity to respond and we look forward to assisting in any way i
this effort to make Regulation B more responsive to the fair lending challenges presented in
today's lending environment.

Sincerely,
AMIHA

Michael H. Moskow
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Response to the Board’s Request for Comment Regarding Proposed Revisions to
Regulation B, Docket No. R-1008

Prepared by the staff of the Federal Reserve Bank of Chicago'
11/17/99

Summary of Recommendations

In summary, the Federal Reserve Bank of Chicago supports the Board’s proposal for
voluntary collection of race, ethnic and gender information (“monitoring data”) currently
prohibited in Regulation B. Removing this restriction from lending institutions may
provide them with an opportunity to analyze and improve their credit practices. Their
behavior, however, will be effected by the fact that examiners will have access to the
data. We recommend that the Board develop a standardized framework for the voluntary
collection process in order to minimize lenders’ incentives to enhance the appearance of
their data and to maximize the usefulness of the data to regulators. Lastly, we believe
that further research is needed on the costs and benefits of mandatory collection and
reporting and we recommend that the Board conduct these studies.

Introduction

The Board of Governors (“Board”) has requested comment on its proposed revisions to
Regulation B, which implements the Equal Credit Opportunity Act, and to the official
staff commentary to Regulation B. The Board is requesting comment pursuant to its
periodic review of Regulation B, as required by three congressional acts (section 303 of
the Riegle Community Development and Regulatory Improvement Act of 1994, section
610 of the Regulatory Flexibility Act of 1994, and section 2222 of the Economic Growth
and Regulatory Paperwork Reduction Act of 1996). The revisions currently proposed by
the Board were developed partly in response to the comments received 1o its Advance
Notice of Proposed Rulemaking (“Advance Notice™), published in March 1998. Our
comment expands upon some of the themes of our response to the Advance Notice;
additional responses have also been developed and are included.

The Board summarizes its request for comment (“RFC”) into four general categories; 1)
remove the general prohibitions against creditors noting characteristics such as race, sex
and national origin of applicants for nonmortgage credit; 2) require creditors to retain
certain records for preapproved credit solicitations; 3) expand from 12 to 25 months the
record retention period for most business credit applications; and 4) various revisions to
official staff commentary on Regulation B, This memorandum is organized to
correspond with this sequence.

Response to Item #1: Board’s proposal to remove prohibitions against creditors
noting certain applicant characteristics for nonmortgage credit

! Lorraine Woos, Ken Davidson, William Lioyd, James Moser and Lisa Ashley
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The characteristics that constitute prohibited bases upon which to make, wholly or in
part, a credit decision, are listed in the Equal Credit Opportunity Act ("ECOA™) and the
Fair Housing Act (“FHA"). In order to effect compliance with certain fair lending efforts
embedied in the Home Mortgage Disclosure Act (“HMDA™), creditors have been
mandated, under specifically limited and defined circumstances, to proactively collect
monitoring information on certain prohibited bases characteristics (race, ethnic origin,
and gender). The current proposal by the Board recommends further modification of
Regulation B to permit lenders, on a voluntary basis, to collect data on applicants’
prohibited bases characteristics for any consumer, small business or small farm loan
application. Lenders could use the information for a variety of purposes such as self-
assessment for fair lending compliance, provided that the data is not illegally used in the
credit decision. The Board has twice (in 1995 and 1998) requested comment regarding
the advisability of voluntary recording of applicants’ prohibited bases characteristics (for
the purposes of this memorandurm, “data”™). The current RFC provides a comprehensive
summary of the comments received both supporting and opposing voluntary collection of
these data.

The following sections of this item discuss in greater detail our position on voluntary
collection, as well as the benefits and costs of mandatory collection and reporting. In
addition, we recommend that the Board, in conjunction with other federal regulators,
implement a consumer education campaign on the new data collection program and on
the way to file a complaint. Furthermore, we recommend that the Board review the
existing procedures as to when examiners may require an institution to collect monitoring
information.

Voluntary data collection

The benefits to be gained by a voluntary data collection are primarily to the lending
institution. Certain lenders may use the data collection option to experiment with
marketing, underwriting and other aspects of their loan programs to achieve greater
penetration into minority and other protected class markets. It may also be useful ina
firm’s risk management activities, as a means for detecting and correcting discriminatory
practices.

The regulatory burden of a voluntary program is low, as the collection decision is in the
lending institution’s control. Furthermore, voluntary collection may reduce regulatory
costs and violations through the use of a universal application form. A universal
application form would both provide cost savings to lenders by eliminating the need to
stock different types of forms and would also ease the compliance burden. Arguably, one
of the most cited compliance violation is “illegal collection of monitoring information,”
resulting from inadvertent use of the wrong form or confusion about when to collect
monitoring information. Lenders would also realize savings with respect to staff training,
compliance program management, audit, and other costs related to the varying
requirements currently in place for collection of monitoring information.

In addition, a bank’s participation in the voluntary data collection program could be
considered an enhancement to the lender’s Compliance Management Program (“CMP™)
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as described in the Interagency Risk-Based Fair Lending Examination Procedures. This
consideration under a CMP may provide an incentive for bank participation, as high-
quality CMPs can contribute to a reduction in fair lending examination burden under the
new guidelines. For example, it could eliminate focal points or reduce loan sample sizes.
Also, voluntary collection could enable the bank to perform meaningful “self-
assessments” as defined by the procedures. This could contribute to a basis for reduced
examination burden’,

While these benefits may potentially accrue to lending institutions, the mere fact that
regulatory agencies will have access to this data will likely change the behavior of the
institutions. They will have the incentive to collect data only if they are certain that it will
reflect positively on their lending practices. They will be reluctant to collect data on
programs that the outcome is uncertain. This behavior is at odds with the original purpose
of allowing institutions the freedom to analyze their lending patterns. It is also in conflict
with the desired outcome of reduced discriminatory credit practices.

It may be possible to partially mitigate this behavior by providing an incentive for banks
to report undistorted data on their loan portfolios. If banks desire CRA credit on loans
for which they are voluntarily collecting data or if they would like a reduction in
examination burden, then we recommend that they be required to follow a structured
methodology for collecting the monitoring data. While this would not overcome the
problem of getting institutions with questionable profiles to collect the data, it does
discourage institutions from collecting the data in a biased manner.

To expand on this idea, it is our opinion that few lenders will choose to implement
voluntary collection, and those that do will be the lenders least likely to have fair lending
compliance problems. The majority of lenders that implement voluntary data collection
for self-monitoring purposes will be banks that have received high marks for their fair
lending compliance programs. Conversely, it is unlikely that lenders with weak fair
lending compliance programs, or with products or practices that pose a high level of fair
lending risk, will voluntarily collect data that may confirm fair lending violations. This is
especially the case, as confidentiality provisions that prohibit viewing or use of the data
by federal regulators will not cover voluntary data collection. Given the profile of
lenders that are most likely to initiate a voluntary collection program, the data will be
biased. We question the regulatory value of this data absent a standardized framework.

Even banks with strong fair lending compliance programs and strong compliance records
may not collect monitoring data because it could be used to their detriment during the fair
lending examination process. In our experience, we find that most banks do not
knowingly introduce loan policies or permit behaviors that run counter to fair lending
compliance; in fact, many banks are surprised when agency examiners discover fair
lending violations. While the self-management incentives in the new risk-based fair

? See the new Federal Reserve Bank of Chicago publication, “Banker’s Guide To Risk-Based Fair

Lending Examinations”, which summarizes the new procedures, or the full text of the procedures,
“Interagency Fair Lending Examination Procedures”, for more detailed explanation of how enhanced
CMPs or lender “sell-assessments” can reduce examination burden,
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lending examination procedures could result in banks independently improving their
lending practices, the current environment appears to be one wherein they are not
sufficiently confident about their lending policies, products and practices to risk
discovery of fair lending violations.

Additionally, as noted in the Board’s discussion, data collection standards could vary not
only between lenders, but also within a given lender’s operations. Lack of uniformity
compromises data validity and reliability, and limits the comparability of data sets. Lack
of mandated standards will also require lenders to create their own standards that may be
designed to systematically enhance institutions’ lending profiles. Therefore, to mitigate
this behavior, we recommend that the Board set guidelines for data collection, similar to
the level of guidance provided for HMDA reporting.

We also note that the possibility of “cherry-picking” exists under the Board’s voluntary
proposal. Unless specifically prohibited, a lender could collect data on applications for
only one product within a product family, but not collect data for the entire product
family (e.g., a particular type of auto loan product within the family of various auto loan
products). Thus, a lender could “cherry pick™, or limit data collection to loan products
within a product family that it feels would reflect favorably on its fair lending practices,
while ignoring other products in the product family that may pose a high degree of fair
lending risk. We recommend that the Board include in its voluntary data collection
program, a prohibition against this strategy that mirrors an existing prohibition in the
CRA regulation’,

We believe that a positive way to encourage banks to adopt a standardized collection
program is to provide them with clear benefits associated with doing so. We suggest that
if lenders utilize a collection framework developed by the Board, they could receive CRA
credit for the non-HMDA lending portfolios that show their positive lending practices.
The data collected would be more reliable since it was collected according to the
standards, Another benefit to lenders could be a reduction in regulatory burden, as
justified by a high-quality CMP.

Despite the recommendations above, we continue to have reservations about some
aspects of the voluntary proposal. We are concerned regarding other uses, unrelated to
fair lending, to which these data may be put. For example, data privacy issues currently
loom in the forefront of recent public policy and financial legislation discussions. In light
of the Gramm-Leach-Bliley Act of 1999 (“Act”) privacy provisions, it appears that
lenders may sell confidential customer information to unaffiliated third parties, as long as
lenders notify applicants and allow them to “opt out”. Furthermore, it appears that this
data may be used either in house or by affiliates, for targeted solicitations as long as the
information sharing policies are disclosed to the applicant at the time the relationship is
established. We question whether monitoring data, collected under the Board's voluntary
proposal, should be sold or shared, given that its use is prohibited in the provision of
credit. We urge the Board to consider limiting the sale or transfer of the data to third
parties and affiliates to cases when the uses qualify as affirmative outreach to protected

3 Regulation BB Section 228.42(c) "Optional data collection and maintenance - consumer loans®
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class applicants, using criteria similar to those specified in Section 202.8 of Regulation B,
“Special-Purpose Credit Programs™.

Second, since the voluntary proposal would apply equally to all lenders, we are
concerned about the ability of loan companies to ensure that monitoring data is not used
to discriminate. The level of proactive fair lending compliance management at loan
companies is unknown, and since they do not receive regularly scheduled fair lending
examinations and are not otherwise supervised with the same degree of intensity as
banks, the risk of illegal use of monitoring data is relatively higher.

Finally, we believe that voluntary data collection is not likely to have a similar effect to
that of HMDA data in assisting in the detection of discriminatory lending practices and in
otherwise encouraging mortgage-related lending to underserved markets and groups. We
point out that HMDA data collection is mandatory, standardized, and publicly reported.
None of these provisions are included in the current RFC. Therefore, we do not believe
that voluntary collection is likely to achieve HMDA-like effects.

sMandatory-data ¢ollection aid reporting.

As first stated in response to the Board’s 1998 Advance Notice, we reiterate that
mandatory collection of monitoring data on all consumer, small business and small farm
loans is a way to ensure that lenders and regulators are able to detect and modify
discriminatory lending practices. A voluntary, program may:not be sufficient4o induce. ,
Jenders with uncertain or discriminatory. creditpractices to collect data. "Mandatory - .
repcmng of this data is a way to introduce transparency and market discipline into the -
} AA repomng program would provide a greater degree of: pubhc oversnght
1o I e ing P emns and comphmem the federal agencies’ fair lending exémination
programs. Clearly, we recognize that there are costs associated with a mandatory
program, primarily one expanded to include a reporting component. We discuss the
benefits and costs of both mandatory collection and reporting and offer two cases in
particular wherein mandatory data collection warrants further study.

Benefits

Mandatory data collection is beneficial for regulatory staff as a tool for fair lending
examinations and complaint resolution. Federal.agency compliance staff are curtently
unable to conduct thorough fair lending examinations or review of consumer complaints
allegmg dxscrxmmanon for. any but HMDA products, due to Jack of monitoring
mformatxon on nons HMDA consumer, small business and small farm loan applicants. .
Agency guxdance suggests that examiners use surrogate information, such as ethnicity of
last names, gender of first names, and census tracts or zip codes of residence. Generally,
this results in inadequate bases for conducting responsible examinations and complaint
investigations, as reflected by years of experience by field examiners, Reserve Bank
management and Board staff.

It is this Reserve Bank’s experience that while some application information or surrogale
information can.assist examiners in identifying many of the protected class categories, it
is very difficult to assume African-American status from given names or surnames.
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Research and anecdotal data suggests that African-American applicants may be among
the most disadvantaged in the credit application process. Census tract of residence is
helpful in identifying African-American applicants only if that group comprises a
predominant portion of the tract’s residents. Even this data is questionable in certain
markets, depending on the age of the data and the residential market dynamics in the
area. In addition, we question the evidentiary value of surrogate information in any
judicial proceeding that might result from an agency enforcement action. Mandatory data
collection could resolve these issues by providing a basis for meaningful and efficient fair
lending compliance and self-assessment exams and complaint investigations.

There are also a number of benefits associated with a mandatory program that includes a
public reporting component. We suggest that the market itself could play an important
role in deterring and ending discriminatory lending practices by disciplining
noncompliant credit providers. Transparency of a lenders credit portfolio is the key to
this market solution, and would require that the data be made available for public
scrutiny. In this scenario, lenders would have additional incentives, beyond traditional
regulatory oversight, to adhere to ECOA guidelines. This may be an especially useful
compliance mechanism for firms that are not subject to regulatory exams.

In addition, a mandatory reporting program would provide data for research. Such a data
set would provide federal regulators, the lending industry, public interest groups and
researchers with a body of data for various types of analysis that could improve the
understanding of the dynamics of consumer lending. This may be especially important
given the rapid growth of subprime lending, unsolicited pre-approved loans, and lending
through the Internet.

Costs

The cost of mandatory data cellection and reporting must be weighed against the
economic and societal benefits of improved fair lending compliance. In order to perform
that assessment, it is important to recognize that burden on lenders for data reporting will
be greater than the burden for data collection, and that cost will differ between categories
of lenders. A third major cost consideration is the cost to lenders and federal agencies to
consolidate the information, ensure its reliability and validity and make it available to the
public. A discussion of each of these considerations follows.

First, it is important to consider the differences in costs, both explicit and implicit, that
are associated with a data collection requirement and a public reporting requirement. A
requirement limited to data collection, involving the recording of a consumer, small
business or small farm applicant’s race, ethnicity and gender on the loan application
form, would be Jess burdensome to lenders, whether banks or loan companies‘. Two

*We refer to federally insured depositories and their subsidiaries as “banks” and private sector lending
companies and other creditors, whether or not owned by bank holding companies as “loan companies™.
The difference between these two groups is that lenders in the “bank” category are subject to regularly-
scheduled, comprehensive fair lending compliance examinations, while lenders in the “loan company™
category are not routinely and comprehensively reviewed for compliance to fair lending or other consumer
protection laws and regulations. Many loan companics, in fact, have ncver been subject to any level of
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questions or fields, similar to those mandated on housing applications, indicating gender
and race or ethnicity, could be added to each file or electronic form.

The costs associated with implementing a data reporting program clearly would be
greater than those associated with a simple data collection program. Current HMDA
reporters, and those lenders with access to the federal regulatory agencies’ HMDA
support services (i.e. banks), would face lower costs and burden than non-HMDA
reporting loan companies. This is especially true if the HMDA model is utilized.

The initial costs of reporting will differ between categories of lenders. For the purposes
of this discussion, we have considered three categories of lenders: 1) current HMDA
reporters, 2) banks that are not HMDA reporters, and 3) loan companies that are not
HMDA reporters. The first category, all HMDA reporters, is already familiar with the
general requirements for a mandatory data collection and reporting program. Current
reporters would likely experience lower start-up costs in implementing a new reporting
program, especially if it was based on the HMDA model. It is less likely that the second
lender category, non-HMDA reporting banks, would have the prior reporting experience
or the existing infrastructure. However, these banks would have access to a significant
level of federal agency and trade group assistance in setting up their programs. The third
category, loan companies with no HMDA experience, is likely to face the most
significant start-up costs if mandatory data collection and reporting are adopted.
Organizations and agencies associated with the banking industry could provide these loan
companies and their federal regulators with access to the necessary software and
technical expertise related to collection and reporting.

Lastly, there are significant lender and agency costs associated with reporting. Lenders
would have to compile, verify and transmit data to their regulator. The regulatory
agencies would have to consolidate the data, perform additional basic data verification,
and make it available to the public. In addition, the agencies would have to consider
whether to institute on-site examinations to ensure data reliability at the loan file level; it
is only after the Reserve Banks have instituted this process for high volume reporters that
examination teams have been able to use HMDA data with confidence. These procedures
require considerable infrastructure, staffing and operations costs for lenders and agencies
alike.

The federal financial supervisory agencies are well aware of the data problems that
plague HMDA reports submitted by lending entities that are not subject to routine data
verification reviews by their primary federal regulator. Error rates in HMDA reports
submitted to the Department of Housing and Urban Development (HUD) by private
mortgage companies, for example, are substantial and affect reliable usage. The recently
mandated “CRA Data” on small business and small farm loans, reported annually in the
mid-year bank Call Reports’, is another example of a dataset with serious quality
problems. In light of these unresolved issues, the question of how data validity and

supervisory review of their fair lending practices by either their primary federal regutator or by state or
other local regulators.
* Consolidated Reports of Condition and Income
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reliability could be ensured under a mandatory program requires serious consideration.
Furthermore, this undertaking would require the commitment of numerous federal
regulatory agencies to provide adequate resources.

Two Cases for Further Study of Mandatory Data Collection

There are two cases in particular that are high priority for study by the Board wherein the
benefits of mandatory collection may outweigh the costs. The first is for home equity
loans. Mandatory collection of monitoring data for all home equity loans could reduce
lender confusion, reconcile differences between ECOA’s Regulation B and HMDA''s
Regulation C, and provide fair lending compliance examiners with concrete data that is
currently unavailable. Specifically, monitoring data for all home equity applications,
including both open- and close-ended products could be mandated. Mandatory data
collection on home equity applications and lines of credit could both reduce regulatory
confusion and burden for lenders, and provide much-needed information to the agencies
for conducting fair lending compliance examinations and complaint investigations.

Requiring monitoring data for all loans that are secured by the applicant’s principal
dwelling, regardiess of the purpose of the loan, would eliminate some of the apparent
contradictions between regulations. In one part of Regulation B and its related
commentaries, it states that data collection is required for loans “... secured by an
applicant’s dwelling”. In other parts, it states that it is required for any “application
for...purchase or refinance of a dwelling...secured by the dwelling”. Regulation C states
that monitoring data is required for home purchase and home improvement loans only,
including refinancings of home purchase and home improvement loans. By requiring
monitoring data for all home equity loans, these differences between the regulations
would be reconciled and, for the reasons discussed below, both reduce regulatory burden
and more directly address the intent of Regulation B and ECOA.

Many lenders have stated to Reserve Bank staff that the inconsistency of reporting rules
between open-ended and close-ended home equity loans contributes to their incurring of
Reg.C violations®. In addition, lenders report that they feel burdened by the necessity to
question customers’ uses of home equity loan funds, and that many of their customers
dislike having to predict the use to which they may put the loan proceeds offered through
lines of credit. For these reasons, mandatory home equity data collection would likely
reduce confusion and burden for lenders.

The Reserve Bank's fair lending examination and complaint functions have been
significantly hampered by the lack of these data. While mindful that Regulation C
requires data collection only for dwelling purchase and rehabilitation purposes, the
current realities of consumer lending are such that an increasing number of consumers

¢ For open-ended home equity lines of credit, reporting is optional, even if some or all loan proceeds will be
used for home improvement. If the lender opts to report on these lines of credit, then only the dollar amount
that will be used for home improvement should be reported. For close-ended home equity loans, it is
mandatory to report on all home equity loans for which any part of the proceeds will be used for home
improvement. For these loans, the entire loan amount is reported, regardless of the portion of the loan that
will be used for home improvement.
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realize significant debt pricing and tax advantages by using home equity loans to finance
a variety of goods and services. Typical uses include school tuition, auto purchases, and
medical services. We feel that it is in the public interest to ensure that protected classes
of consumers have equal access to this important consumer-financing vehicle. While the
intended uses of home equity proceeds may not be housing related, the bases for home
equity loan discrimination are similar 1o that for dwelling purchase and rehabilitation
loans. Discrimination issues raised by examination data, community contacts, and
consumer complainants all support the need for comprehensive home equity data
collection in order to adequately address these issues.

These new data on home equity loans could be included in lenders’ Loan Application
Registers (“LARs”) and HMDA reports, in an effort to facilitate HMDA compliance and
market discipline. HMDA reporters may prefer that these loans be added to HMDA
reporting requirements as this would result in less confusion (and lower the potential for
Regulation C violations) when preparing LAR and HMDA reports.

Another case that merits further study by the Board, where the benefits of mandatory
reporting may outweigh the costs, relates to loan categories for which banks seek CRA
credit. When a bank elects to include other non-HMDA categories of consumer loans for
CRA credit, it could also be required to add monitoring data to the existing list of data
already required for CRA purposes (loan amount, census tract, applicant income and loan
identification number). Currently, examiners use the monitoring data collected as part of
the HMDA data set to provide reasonable assurance that consumer real estate loans
included in the CRA “lending test” have been offered in a manner consistent with fair
lending requirements. However, when additional categories of consumer loans are
included, at the bank’s option, into the “lending test” assessment, monitoring data is not
available. Thus, these loans cannot be adequately reviewed for fair lending compliance.
The surrogate data currently used to simulate fair lending review of these loans is
inadequate to provide the basis for a reliable review. Addition of monitoring data to the
bank’s existing data collection requirement for these voluntarily elected loans would
provide examiners with the data they need to perform the fair lending review, and add
minimal additional regulatory burden.

Other recommendations for voluntary and mandatory data collection programs

First, we strongly recommend that relevant federal agencies consider implementing a
consumer education campaign if either voluntary, or some level of mandatory data
collection, is approved. It can be expected that many consumers will question why
information on their race, ethnicity and gender is being requested for non-housing loans,
and will need to be informed regarding the reason why and to be reassured that the
information will not play a role in the credit approval decision. In addition, without
public recognition of the importance of monitoring data collection, applicants may
become unwilling to provide this data on electronically-generated loan applications.
Given the likely growth in this type of application over the Internet, the importance of a
significant public education effort is clear.” We also recommend that the federal agencies

7 The availability of monitoring data.on HMDA-reportable applications is already being effected by the
growth in clectronically-generated applications. When an applicant declines or neglects to pravide the



158

provide guidance to lenders regarding their responsibilities for adequately informing
consurers about the purpose and uses for the data collection.

Second, it appears that the proposal for voluntary data collection does not include a
provision for visual observation or use of surname to determine an applicant’s race,
ethnicity and gender in the event that the applicant declines to provide the information,
We assume that since the proposed data collection is not mandated by federal regulation,
the Board deems it inappropriate for a lender engaged in a voluntary prograrm 1o note
these characteristics independently, once the applicant has declined to do so. We support
this position because, under the voluntary proposal described in the RFC, there are no
HMDA-like provisions that would assist examiners in reviewing the data to ensure that
the data has not been misused. Absent these consumer protections, we support
prohibitions against visual observation, surname analysis, or use of other means by the
lender to note an applicant’s prohibited bases characteristics once the applicant has
declined to provide the data. In addition, we recommend revisions to Regulation B
explicitly state this.

Finally, we recommend that the requirements for lenders to provide information on how
to file a complaint be expanded. Approval of voluntary data collection should be
accompanied by enhanced requirements for providing the consumer with information
(e.g., the name, address, and phone number of the federal regulatory agency supervising
the institution in question) on how and where to file consumer complaints about
discriminatory treatment. This recommendation may be particularly useful as a
protection for applicants to loan companies, since these lenders do not receive the same
level of fair lending supervision as federally insured depositories.

Clarification of existing provision for mandating collection of monitoring data under
“Administrative Enforcement”

In preparing this response to the Board's RFC, we have engaged in significant in-house
discussjons regarding the potential uses, benefits and detriments of monitoring data
collection, whether voluntary or mandatory. One seldom-discussed application of
monitoring data collection is a provision whereby a regulator might mandate a lender to
collect monitoring data as provided for under Section 202.14, “Administrative
Enforcement”, and what additional administrative and/or legal procedures would be
required to effectuate a lender’s compliance with such a mandate issued under 202.14.
Since part of the rationale presented for permitting voluntary monitoring data collection
is that it might assist fair lending compliance examiners, we feel that it is also appropriate
at this time to revisit the provisions of Section 202.14, and to clarify the circumstances
under which data collection might be mandated. To our knowledge, the Board and
Reserve Banks have not routinely used this provision as a method either for investigating
suspected illegal use of prohibited bases or as a monitoring tool to ensure that a lender
has ceased to use illegal lending practices. In the event that mandatory data collection
provisions are not adopted, this enforcement and remedy tool should be revisited and
clarified.

information, visual observation is not a method available (o the lender taking the application, leaving only
surname analysis as a method for providing the data.
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Response to Item #2: Require creditors to retain certain records for preapproved
credit solicitations

We agree with the Board’s proposal to use the exception authority contained in Section
703(a)(1) of ECOA to require creditors to keep records related to preapproved credit
solicitations, for the reasons stated in the RFC. Regarding the Board’s request for
comment on the regulatory burden posed by this proposal, it is our opinion that the
proposal merely provides a greater degree of specificity regarding what materials
comprise the criteria used to select consumers for a preapproved solicitation, as currently
required under the Fair Credit Reporting Act. Therefore, we feel that very little if any
additional burden is created by this proposal.

Upon approval of this proposal, the Reserve Bank would welcome additional examiner
guidance regarding the role such data should play under the new Risk-Based Fair
Lending Examination Procedures; for example, should the data be reviewed as a routine
part of the “scoping” process, and to what extent might preapproved credit solicitations
be identified as examination focal points?

See also our related comments under Item #4.e.

Response to Item #3: Expand from 12 to 25 months the record retention period for
most business credit applications

The Reserve Bank supports the Board's proposal to extend the required record-keeping
period for small business loans (businesses with annual gross revenues of $1million or

less) from 12 months to 25 months for the reasons stated by the Board in the RFC. We
do not feel that this proposal would unduly burden banks, given, as noted by the Board,
technological advances and electronic storage methods.

In light of the new CRA examination schedules mandated by the Gramm-Leach-Bliley
Act of 1999, record retention for consumer, small business and small farm loans may also
require another review, While the records are used primarily for consumer compliance
examinations, for which the frequency is unchanged by the Act, the records are also used
for CRA examinations. For insured depositories with “outstanding” ratings, the
frequency of exams will reduce to every 5 years. Insured depositories with “satisfactory”
ratings will be subject to review every 4 years. This leaves a considerable data gap that
may warrant the Board’s review.

Response to Item #4: Various revisions to official staff commentary on Regulation B

The Reserve Bank has reviewed the Board’s other proposed changes to both Regulation
B and to the Staff Commentary. Our comments on the remaining changes are as follows:
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a) 202.2(c)(1) We support the Board's proposal that “substantial portion” should be
changed to “substantially all” when determining the trigger for provision of adverse
action notices when a creditor terminates or unfavorably changes the provisions of a
class of accounts.

b) 202.2(f) We support the Board's proposal that a request for a preapproved loan
under procedures in which a creditor issues a “written commitment to extend credit
up to a designated amount that is valid for a designated period of time, even if subject
to conditions” constitutes an application, and that a “preapproval” without procedures
involving a written commitment would be treated as a “prequalification.”

¢} 202.2(1) We strongly support the Board’s proposal to expand the definition of
“creditor” to include those who participate in setting terms for the loan as well as
those who participate in the approve/deny decision. We note that this could have the
potential to include as “creditors” independent mortgage brokers, other types of loan
brokers, and also auto, home improvement and other dealers who “price” the loans
they deliver to a lender for origination or purchase. This proposal may have the
added benefit of giving federally insured depositories some leverage over the policies,
practices and conduct of the brokers and dealers with whom they do business, and
level the playing field between insured depositories and private sector loan
intermediaries.

With respect to the revisions to Staff Commentary, we support the Board’s approach
regarding retaining the general language regarding “reasonable notice” and the
expectations for exercise of “due diligence.” However, we encourage the Board to
develop a systematic program for assembling exam-based information regarding the
variety of relationships between multiple creditor programs in which state member
banks participate. This information would add to the System’s understanding of
multiple creditor arrangements, and provide a knowledge base against which to assess
when “reasonable notice” really occurs and when “due diligence” by state member
banks could be reasonably expected.

d) 202.3 We support the Board’s proposals in all three categories (public utilities
credit, securities credit, and incidental credit) regarding the retention or modification
of certain exceptions to Regulation B with respect to record retention, inquiries about
marital status and spousal information, and furnishing credit information.

e) 2024 (See Item #2, regarding new proposal for creditors to retain records for
preapproved credit solicitations) While under Item #2 of this memorandum we
support the Board's proposal for creditors to retain records regarding preapproved
credit solicitations, the Reserve Bank feels that significant potential for illegal
discouragement of applications from protected classes exists within the full range of
prescreened application marketing. We too note the inconsistency with FHA on this
issue. We have developed, through our field experience and also from discussion
with industry experts, bankers and consumers, a growing concern that increasing use
of technology-driven, targeted marketing campaigns can result in widely differing
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levels of credit availability and credit terms between the general population and
protected class groups. We recommend that the Board consider what additional
regulatory responses might be appropriate to prescreened credit marketing programs
in general, under which products or terms are marketed and made available to the
target group, that are not generally made available through other marketing or other
means to nontargeted consumers. We also support the Board’s proposal to
consolidate various related provisions that are scattered throughout the regulation and
commentary under this section, and the proposal to include in Regulation B the
requirements that electronically delivered disclosures be “clear and conspicuous” and
bave a “retainability” feature.

fy 2025 (See ltem “I, regarding voluntary data collection) In addition to our more
extensive discussion under tem #1 of this memorandum, we recommend that the
sample consumer disclosure form in Appendix C-10 be expanded to provide clear
information on how a consumer may file a discrimination complaint. Given that non-
bank subsidiaries, private credit companies, dealers and loan brokers will also have
the option to utilize the voluntary data collection provision, and that these types of
creditors receive little to no supervision of their fair lending compliance practices, we
feel that such a statement will provide some additional level of consumer protection
against improper use of the information.

g) 202.7(d)(4) We support the Board’s proposal to clarify that a spouse’s signatures
on financial statements and other documents necessary to secure the creditor’s
interest in jointly held or otherwise pledged collateral does not constitute a basis for
the lender assuming or requiring a joint application for credit, or justify requiring the
spouse’s signature on the promissory note to the loan or otherwise obligating the
spouse for repayment of the loan. During the examination process we encounter this
issue with many smaller banks that make farm loans; they state that they “need” the
spouse to sign the note in order to access the collateral if needed. It is sometimes not
clear from discussion with the banker or the bank’s attorney whether they feel it is
necessary to obligate the spouse on the note to ensure access to collateral, or whether
it simply provides an easier and quicker route to claim collateral. Given our
experience in the field, this additional guidance is welcome.

h) 202.8 We support the Board's proposal to eliminate the phrase “special social
needs”, as it is unnecessary given the detailed criteria provided in the section for
establishing a special credit program.

i) 202.9 We support the Board’s proposal to retain the current exceptions regarding
the different criteria for notifying businesses of varying sizes regarding adverse action
on credit applications. We also support the proposal to add the requirement that
creditors disclose to businesses over $1 million in annual gross revenues the right to a
written statement of reasons for adverse action on a credit application; we concur that
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creditors would not be unduly burdened, and that without such disclosure some
businesses may be unaware of their right to request this information.

J)  202.9(b)(2) We support the Board's proposal to require that creditors provide
specific reasons for denial of joint applications for credit, and that the reasons indicate
the party to which they apply.

k) Various revisions to Staff Commentary not already discussed: We support the
various revisions as stated in the RFC.
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1 Introduction

This paper evaluates the presence of racial disparities in the supply of revolving consumer credit. Disparities
in access to such consumer credit as credit cards are critical to assess because this form of credit is generally
the first form of credit accessed by consumers. In order to qualify for a mortgage, one typically has to "build"
a credit history. This marks a significant change that has taken place over the past few decades. In the 1960s,
borrowing was predominantly related to home purchases. However, households now have more access to
personal loans, auto loans, educational loans, and, significantly, credit cards; building credit involves using
one or more of these products to incur debt and successfully repay it. As a result, disparities in access at this
stage will be magnified when consumers seek access to such products as mortgages.

To frame the research for this paper, it is useful to consider a couple of borrowers. Consider two indi-
viduals, each of whom is the same age and earns a similar salary. Our two individuals have similar credit
histories in the sense that they have both obtained and used credit with similar patterns of delinquency
and repayment. Thus, the two have identical credit scores. The only characteristic that will distinguish
our borrowers is the racial composition of the neighborhood in which they live. Individual A lives in a
predominantly White neighborhood and individual B lives in a majority Black one.!

This paper’s principal observation is that remarkably, in spite of identical scores and identical community
characteristics, our individual in the Black neighborhood receives less consumer credit (e.g. fewer scredit
cards) than the individual in the White area. That is, in spite of the fact that both have been assessed to have
similar risks of nonpayment, as determined by the credit score, the person living in the Black area has less
ability to access credit. Notice here that the example does not identify the race of the individuals, only the
neighborhoods in which they live.

As is well known, there are large correlations between racial compositions and other socioeconomic
factors that may be related to an individual’s ability to repay debt. For example, high vacancy rates may
impact home equity appreciation rates, and thus in areas with low growth, individuals may not be able to
subsidize consumer spending with equity financing. Many factors indeed show a correlation between credit
quality and neighborhood racial composition. For example, Panel A of Table 1 shows the results of a series
of univariate regressions of "months since last delinquency” on a handful of demographic characteristics.?
Notice that, given the results of this table, the process of an issuer implementing some simple marketing
differentiation by such location-based characteristics as crime rates could appear to an outsider as race-
based outcome differences even when race is explicitly excluded from consideration.> That s, the stylized
fact above that individual B received less credit may simply be due to issuers avoiding lending in areas with

!"This paper uses Black throughout to refer to the self-reported race from the U.S. Census 2000 Summary File.

2Li and Rosenblatt (1997) find no relationship between nine census variables and home prices. 1f one believes that the causal
relationship between the use of Jocation-based demographics and credit quality is collateral values, this study is strong evidence of
the implausibility of the arg: However, it seems that environmental factors such as neighborhood crime can have an mfluence
on the ability to repay debt without a causal chain that passes through housing collateral values.

3The legal term for the appearance of outcome differences is "disparate impact." This paper goes to great length to avoid taking
a legal stand on this topic; in fact, it is not clear from existing legal precendent how the results of this paper should be treated.
Some discussion is available below.
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endemic crime, vacancy, etc. That is, an issuer could argue that using race, or one of a number of other
factors correlated with race and delinquency, provides information related to profitability: those living in
communities with more African Americans appear to have higher default and delinquency rates than those
outside. To support this type of argument, panel B of the same table shows a correlation matrix of these
variables with the percentage of African Americans in a census block.

This takes us to the second stylized fact: the disparity in credit access persists even after one accounts
for the socioeconomic characteristics that one might suspect are correlated with ability repay debt. In fact,
it appears to survive the inclusion of numerous demographic and socioeconomic variables available in the
census report.

The broad goal of this paper is to distinguish between the two stylized facts above. The first found
that there are race-based differences in access at an average level, conditional on credit score. The latter
found race-based differences even after conditioning on additional information potentially useful in a credit
decision. That is, one wants to know whether race-based differences in credit issuance are present, even
after conditioning on non-race-based profitability measures.

To answer the broad question of the presence of a location-based race coefficient, this paper uses a set of
data that has not previously been applied to this topic: that is, data from a nationwide representative sample
of credit reports. Used in conjunction with publicly available census and crime information, this data gives
one a potential window into the methods of issuers. The paper accomplishes this in three ways. One, the
data used are new to this literature and provide a number of advantages: (i) the data include individual-level
credit reports for a nationally representative and very large sample of individuals; (ii) the reports include
information on total credit available and on credit used; and (jii) credit limits provide a logical proxy for
supply, while the amount of credit used offers a clear interpretation for demand. This allows one to avoid
the simultaneity questions that have confronted some of the mortgage literature. Two, though the quality
of the supply proxy is very good and the reduced form may be sufficient for inference, the paper also
uses an instrumental variables approach to account for the simultaneous determination of credit limits and
utilization. And three, the instruments chosen are based on phenomena related to the correlation of consumer
behavior (demand for credit) across individuals in social proximity.

Drawing on these methods, the paper finds evidence of race-based differences in the availability of
credit. Though issuers’ marketing and underwriting decisions are not fully known, it appears likely that a
race variable is included somewhere in the determination of credit availability.

The remainder of this paper is organized as follows. Section 2 provides a review of related methodology
and concepts from the mortgage literature. Section 3 discusses the data and section 4 describes the method-
ology of this paper. The results are presented in section 5, a discussion of potential confounding issues are
addressed in section 6, and a conclusion is provided in section 7.
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2 Literature Review

The issue of race-based differences in access to credit has received ongoing national attention since it was
highlighted decades ago when mortgage disparities were believed to have contributed to urban blight. More
recently, Edelberg has found that minorities have systematically worse terms of credit (Edelberg 2007).
Following the Second World War, many U.S. cities experienced dramatic disinvestment in urban areas,
in part as a consequence of newly forming suburbs. As is well known, these now-poor urban areas are
predominantly African American and characterized by low job growth, high crime, and other varieties of
social and economic malaise. Among the contributing factors for this poverty was the differential access
to credit; specifically, the practice of mortgage "redlining.” Broadly speaking, this term refers to a process
by which financial institutions avoid mortgage lending in specific geographic areas, typically minority ones.
As individuals in these areas were denied loans to buy or build houses, a process of slow deterioration took
root. The ensuing conceptual link between credit access and growth has fostered a large literature seeking
to evaluate theoretically and empirically the presence of disparities in access to mortgage credit. Ross and
Yinger (2002) and Hillier (2002) provide excellent overviews of this line of research.

To date, many empirical studies of supply differentiation have focused on estimating the coefficient
of a race variable in a regression of individual mortgage approval decisions. While most studies of these
have concentrated on mortgages, the methodological issues faced are instructive for this paper’s focus on

consumer credit. For example, one specifies:
approval ; = By + Byblack; + B2 X; + Bapercentblack; + 8,Y; + &, )

where X; is a vector of such individual characteristics as credit history and income, where ¢ indexes indi-
viduals, and Y is a set of regional or local characteristics, with j an index of some geographic area. The
variables black; and percentblack; refer to a variable indicating a Black applicant and a variable measur-
ing the percentage of Black individuals in neighborhood 7, respectively. Then, one typically evaluates the
significance of the 5 or 5 coefficients. Probably the most prominent of these analyses, Munnell et al.
(1996), later dubbed the "Boston Fed Study,” found a negative coefficient on 3, that was robust to a myriad
of specifications. This paper (as well as Tootell 1996) used individual-level transaction data from the Home
Mortgage Disclosure Act (HMDA) along with census tract information and credit histories to show evi-
dence of disparities in access to mortgages.* The study finds that, conditional on applying for a mortgage,
the probability of receiving credit is lower for Blacks than for Whites.

Though the negative coefficient has often been viewed as evidence of discrimination, it has several other
possible interpretations. The first is based on Becker’s (1971) argument that some individuals have a "taste"
for discrimination. In Becker’s formulation, this is costly to the individual and is minimized by competition.
The second is the argument that equilibrium phenomena (such as supply differences by group or location)

may occur even with ex ante identical groups. Asymmetries can arise based on very minor differences in

“Holloway and Wyly (2001) use sumilar methods, and in a close antecedent to this paper, Duca and Rosenthal (1993) find
evidence in the Survey of Consumer Finances of borrowing constraints that are tighter for minorities than for Whites.
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preferences (Schelling 1972), based on incentives to specialize (Moro and Norman 2004, Coate and Loury
1993), or based on differences in information precision related to collateral valuation (Lang and Nakamura
1993). One can explain this type of phenomena in the mortgage context as follows: If applicant choices (e.g.,
whether to apply) are correlated with their own credit quality and with race, then this can lead to correlations
in the lender’s applicant pool between race and creditworthiness. Applicant actions serve as an informative
signal to lenders that can then be used for credit decisions. As a result, one could observe disparities in
approval rates across races even if each lending decision is unbiased with respect to race. Notice that this
can occur even in the absence of an omitted variables problem.’ These phenomena reflect the presence of
profit-seeking~based statistical lending or marketing criteria that lead, ex-post, to differences in access by
race.

In addition to the possibility that the Boston Fed Study’s results could be explained by equilibrium dis-
parities arising from sources other than discrimination, Yezer et al. (1994) highlight another potential issue
with the study. The authors argue that the loan-to-value ratio (LTV) of a house is simultaneously determined
with the accept/reject decision of a lender.” Using simulation evidence, they show that their system, which
also includes an equation for default, explains how single-equation models can lead to incorrect inference.
Though they highlight an important issue with single-equation systems, it appears unlikely to be a problem
in the mortgage case: the structure of mortgage loan decisions leads to the ability to ignore the loan-to-value
ratio as a simultaneity issue since LTVs are known prior to the time of a credit decision.?

Despite the large volume of studies on access to mortgages, little has been researched on other forms
of credit.” By looking at consumer credit, it’s possible to evaluate a potentially unresolved issue in the
mortgage literature, namely the determinants of credit quality at the time of a mortgage application. That
is, existing mortgage studies take as given the quality of an individual’s credit history at the time of the
mortgage. If applicants have faced disparities in access to previous forms of credit, the assumption of
similar performance conditional on credit history may be inaccurate. Failure to account for prior history
would lead to attenuation bias in mortgage studies, strengthening claims of discrimination and calling into
question findings of no discrimination. Detailed credit bureau data on individual credit histories allow one
to explore the acquisition of credit that can contribute to, or hamper, the ability to obtain a mortgage.

Moreover, the nature of consumer credit allows one to side-step an additional issue in mortgage studies.
By their nature, mortgage applications are binary events; agents apply for one (on occasion two or three)
or none. Most individual-level studies have used information provided by HMDA, which reveals the loan

The common counter-arg to the signaling case is simply that a similar phenomena could be observed based on an omitted
variable. The full argument is articulated in the mortgage case by Longhofer and Peters (2005).

“The literature on mortgage lending disparities is very Jong and a full review is beyond the scope of this paper. Some references
on the use of statistical methods to ration supply include Zenou and Boccard (2000), Holloway and Wyly (2001), Ross and Tootell
{2004), and Ferguson and Peters (1995). See Ross and Yinger (2002) for a comprehensive review.

The situation suggested by Yezer et al. is that of a borrower with perfect foresight. This enables them to form expectations
about the functional form of the lenders’ accept/reject decision and ially make an LTV decision simultaneously with an
acceptance probability. Lenders are thus modeled as passive implementers of functional lending criteria.

3Phillips-Patrick and Rossi (1996) pont out a different endogeneity problem. They note that the credit supply-and-demand
functions are simultaneously determined.

*There have been studies on redlining in insurance markets. See Squires (1997) for a series of articles on the topic.
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approval decision for each application. It has been well acknowledged that this only allows insight into
a portion of the possible avenues for disparities in access and does not capture the full supply/demand
characteristics of the market. For example, a lender that is potentially willing to issue additional mortgages
in an area to individuals of a specific race will not be fully revealed in the database, and individuals who
may want a mortgage may thus be discouraged directly or indirectly from applying. Essentially, portions
of the supply curve may be unidentified. Though using credit lines as a proxy brings some identification
challenges, they provide (nearly) continuous information on credit availability in the form of credit lines.

3 Data

The principal data for the stedy is drawn from a unique, proprietary panel dataset from one of the three
major credit bureaus. It draws information from 285,780 individuals at two points in time (June 2003 and
December 2004).'° The data are from a geographically stratified random sample of individuals. The credit
file has information on all data commonly available in a personal credit report. This includes such personal
information as individual address up to the location of the census block group, age, and date of birth. It also
includes such account information as the number of open accounts, defaulted accounts, etc. Each account
file also includes such credit quality variables as current and past delinquencies, size of missed payments,
etc. As well, information spans and itemizes account type from mortgages, bank cards, and installment
loans to department store accounts. Finally, the credit bureau provides information on individuals’ internal
credit score.!! Account files have been purged of names, social security numbers, and addresses to ensure
individual confidentiality.

Of the original sample of 586,800 observations, a certain number cannot enter the analysis due to missing
data. For example, the availcredit measure is missing in 135,355 observations, percentblack is missing
in 48,065, and the credit score measure is missing in 90,865. Once these are removed, there are 401,009
observations.'? As controls are added in the various tables below, sample sizes fall a bit more.

In order to draw inferences about location-based decision making of lenders, the study exploits the
information from the credit file on the locations of residence of the borrowers. With an individual’s geocoded
census block group, one is able to link a wide variety of information on location characteristics. This paper
draws on a set of four external data sources. The first of these is the publicly available U.S. Census 2000.

Specifically, there are 568,000 total observations, including 300,992 drawn m the second quarter of 2003 and 285,808 drawn
in the fourth quarter of 2004. Of these, 285,780 overlap and have information available in both time periods.

In order to protect the confidentiality of the data provider, we cannot provide much additional information on the construction
of the score. Credit scores in general are inverse rankings of default probability for an individual. Thus, a system that grants one
individual a score of 10 and another an 11 has found that the 11 poses a lower risk of nonpayment. To create a score, one regresses
default probability on a variety of such credit characteristics as time since last delinquency, amount borrowed, number of accounts,
etc. The coefficient of the regressors are then used as werghts in determining a "score *

12Missing information on credit file information comes from gaps in the original data Missing information from the demographic
files is due to discrepancies between the geocodes from the credit bureau and the census  When a geocode from the credit bureau
lies more than a mile from the closest census block group centroid from the census, the data point is excluded. One can also match
these ining points by iating the individual with the closest centroid and run the risk of connecting the individual with
an incorrect neighborhood. Nonetheless, the key coefficients on a regression using this methodology are substantively unchanged
from the baselines below.
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Using the 2000 national summary files, one can link information on block- or tract-level averages of all
information drawn from the census long form, including income decompositions, average education levels,
country of origin, mobility rates, and more.

The second dataset is the Uniform Crime Reports (UCR) of the Federal Bureau of Investigation (FBI).
This collects, according to a common standard, information on reported crimes in various categories at a
county level. The information is collected on an annual basis, enabling the matching of two sets of crime
data to the credit file. Both this and the census file enable one to control for community-level effects that
might impact credit issuance decisions.

To capture the role of less regulated consumer credit providers, this study also incorporates information
on the prevalence of payday lenders. The data includes geocoded information on the location of more than
25,000 payday lenders across the country. Geocoded files have been provided courtesy of Professor Steven
Graves of California State University at Northridge.

The study will exploit a wide range of this information, including the census block group of residence
of the card (or other debt) holder.!® These data have a number of advantages that mirror other studies using
individual-level credit card data (e.g., Gross and Souleles 2002). One, this paper can look at various features
of borrowing behavior without concern for measurement error common in surveys. Two, it is possible to
evaluate fixed effects at the consumer level. To distinguish the data from the Gross and Souleles data, this
dataset also has individual location information that allows investigation of differences in credit availability
based on local racial compositions.

The variety of data used is reflective of the effort taken to include as many potential location covariates
as possible. This allows one to cover a wide range of hypothetical lender practices involving location-based
evaluation other than race. Once these other factors are included, one can interpret the race coefficient in a
regression with less concern.

To evaluate the issue, one needs both a set of information on individuals® credit and on the neighborhood
in which they live. Facilitating this, the credit database includes individual level-geocodes for the census
block group of residence. For each of the individuals, this paper matches census and other data based on the
provided geocode. This allows one to integrate census block group-level information'* on population char-
acteristics to determine the racial composition of each of the borrowers’ neighborhood. Using census-based
geographic areas has some difficulties. For example, an individual who lives on the edge of a census block
group may have more in common with the individuals "across the line" than those within the geographic
area. Furthermore, a lender may use population characteristics that correspond to areas different than the
census definition. The size of the cross section ensures that unless there are systematic tendencies to live
at the edge of a census block group, these errors are equivalent to small, normally distributed measurement

error, and as such will not impact inference.

134 census block group 15 a cluster of census blocks having the same first digit of their four-digit 1dentifying numbers withun
a census tract. For example, block group 3 within a census tract includes all blocks nurabered from 3000 to 3999. Block groups
generally contain between 600 and 3,000 people, with an optimum size of 1,500 people. (Definition from www.census.gov)

“1n some cases, census data are available only at the tract level. For those cases, we include data at the lower level.
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4 Methodology

Since the study is focused on evaluating the role of location-based criteria in the provision of credit, this
paper uses census, UCR, and payday lender information to include demographic and location-based infor-
mation. The method is motivated both by the structure of the credit market and by the nature of the dataset.
As most adults know, consumer credit has become increasingly easy to obtain. As a case in point, credit
card issuance is commonly done via a (sometimes pre-approved) mail solicitation. Issuers typically use in-
formation from credit registries to pre-screen applicants and provide these offers. An example of a possible
initial evaluation would be to use credit score alone as a tool for determining which individuals will receive
offers for a card of a given type. Once information on the application is returned, issuers evaluate both
the information provided on the form as well as the individual’s credit history. The underlying question is
whether community-level information, in particular on race, is used during either the pre-screen or the credit
issuance decision.

What if lenders used information on a potential borrower’s neighborhood as a way to determine lending,
but used data other than racial composition? One wants to exploit information not only on the individual
but also on the area itself. Essentially, the individual is the unit of observation, but acts as a control in
the evaluation of an aggregate phenomenon. That is, one wants to understand whether credit issuance
in a location (geographically defined) is impacted by race-based criteria. To do this, looking at average
lending by demographic characteristics in a location would be inconclusive; a lender could simply provide
excess funds to select individuals within a location such that the averages appear to be non-race-based. In
this senﬁe, the individual’s data serve as a control; based on individual-level credit characteristics, one can
evaluate whether lending varies based on the racial composition of a given location.

Notice that the relevance of distinguishing between mean and individual-level differences becomes im-
portant here. Consider as a case in point two specific regions. One is predominantly Black and the other
predominantly White. These regions also exhibit distributions of socioeconomic characteristics that match
current national levels. Thus, the Black area will be poorer and have lower credit quality on average. An
issuer that uses mean characteristics to determine whether to market to the entire area could decide to ex-
clude the Black area for purely financial reasons. Changing focus to address individuals, consider figure
1. Notice that the distribution of scores on the X-axis overlaps; there exist some individuals in each area
that are nonrepresentative vis-a-vis the means used above. Thus, a purely financial incentive that leads to
disparities in access at the community level may not be justifiable at the individual level. An issuer that
used the mean criteria simply used profitability characteristics; but in this example it has treated the two
individuals of similar characteristics differently based on the racial composition of where they live.!

Thus there are two questions. One, once the distributions in figure 1 have been conditioned on de-
mographic characteristics, are there still distributional differences in performance based exclusively on the
racial composition of the neighborhood?'® Two, after accounting for possible individual-level performance

"*This point is similar in theme to Ferguson and Peters (1995).
1A recent Congressional report found systematic performance differences by race. Notably for this study, the report found that
Black individuals, conditional on credit score, performed worse than others. Hence, without controls, one will continue to observe
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differences, are there still individual-level access differences as illustrated in the figure?

4.1 Single-Equation Systems and Credit Availability

Endogeneity is a well-known problem in the study of credit availability. As mentioned above, it has been
a contentious issue in prior work on disparities in lending. In the case here, the problem emerges if issuers
adjust credit lines when they expect utilization to change. Then a portion of the observed credit availability
change could reflect underlying changes in utilization of credit. Evaluating this behavior can be handled
both through use of a particularly rich dataset and through an appropriate instrument.

The data used in the study offer a particularly rare depth of variation in controls. The data section above
discusses some of the exceptional information available. Local demographic information from marriage
rates to education levels account for systematic differences in utilization driven by life-cycle concerns. Ex-
tensive information on local income levels, unemployment rates, and vacancy rates provides proxies for
local utilization shocks.!” Social-environmental factors such as property and violent crime account for ad-
ditional variation in utilization. The methodology also controls for individual account risk using the credit
registry’s own measure of credit risk. If issuers attempt to match credit availability to utilization changes,
this control strategy should be a strong check against endogeneity.

Although the data in the study provide ample detail, credit issuers themselves must trade off parsimony,
essentially cost savings, for the benefit of using additional variables to determine availability. When credit
applications are taken, using credit cards as an example, the issuer has direct information on the borrower’s
age, self-reported income, employment status, household location, and social security number, which is
used to acquire credit agency information on the performance and quantity of other credits. In attempting
to answer the question of whether issuers use a race variable, one should find evidence across the range
of possible specification choices chosen by the issuer. The data available for this study include most of
the information contained in the issuer information set, ' enabling one to check whether racial composition
coefficients vary across the range of possible specifications.

The supply proxy itself is potentially an issue. The mortgage literature has used individual accept/reject
decisions (see equation 1, above) as its proxy for supply. Of course, this has left open questions regarding
both unmeasured demand, in the form of potential applicants who never make it through an application, and
unmeasured availability, in the form of willingness to provide loans that were never requested. Consumer
revolving credit avoids many of these problems. For example, Gross and Souleles (2002) use the credit
limit from individual card accounts as their supply proxy and the utilization on the account as the demand
proxy. The basic argument is that these reflect both the willingness of the issuer to provide credit and the
actual demand of the consumer. While in principal the issuer may be willing to provide additional credit

distributional differences by neighborhood The Congressional report, however, did not directly evaluate the question in this paper,
nor did it assess whether the distributional differences could be accounted for with non-race factors. The appendix to this paper
includes an analysis of individual-level performance measures and finds no qualitative difference in results.

"The appendix includes information on a range of additional proxies.

"¥The data being used do not include individual-level information on employment status or income. In their place, block group
level information on employment and income is used as a proxy.
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and the user may wish to use more debt, for analysis of these issues these proxies are far superior to those
used in the mortgage literature. This study uses the sum of credit lines, along with the residual available
credit, as a measure of supply, and uses utilization to reflect demand. By using the sum of credit lines, we
sidestep issues of substitutability across lines that would occur with individual account analysis. Residual
available credit measures willingness to supply credit conditional on current conditions — including existing
debt stock. To understand why this is a valuable measure, consider two individuals with identical credit
histories, ages, etc. who have $10,000 credit lines. One of these uses $2000/month on a credit card for
company travel purposes. A rational issuer would increase the credit line of the individual with the expense
account charges; otherwise, her effective credit limit for personal expenditures would be only $8000. As
well, many individuals experience growth in earnings, and thus ability to carry debt, over time. Issuers can
thus use successful payment of prior debts as evidence of ability to carry higher debt levels. Most likely,
both the limit and available credit variables are "supply" variables. This paper uses both as potential proxies.

Single-Equation Systems

First, this paper looks at patterns on revolving credit usage. As discussed, credit can be extended (supply)
through card offers and through increases in existing credit lines.

availeredit = totalcreditiine x (1 — utilizationrate).

This paper evaluates the relationship between race characteristics of a neighborhood and credit availability.
Here it looks at some other social factors of available credit with one of the following specifications:

availcredit; = By + Bypercentblack; + B9 X; + Bapercentblack; x X; + 8,Y; + &, 2)

Limit; = By + Bypercentblack; + 82X, + Bapercentblack; « X, -+ B,Y; + &4, 3)

where X includes various components of credit history as well as an individual’s age, and Y includes
census block-level income, square of income, racial composition, and other demographic variables. This
paper also includes interaction terms for credit history and community-level race variables. Recalling that
data are available at different levels of aggregation, with counties the largest aggregation in most cases, the
regression includes county-level fixed effects where possible. Errors are clustered at the block group level,
One can interpret the coefficients as the responsiveness of available credit to a change in the independent
variables. Thus, excluding any view of the demand side, one can view £, as the change in available credit
due to a 1% change in the Black population in area ;. In the results section below, this paper will discuss a
number of specification variations — primarily modifications of the vectors X and Y.

Notice that an individual’s credit score variable appears on the right-hand side of the equation above.
That is, the effort is not to identify disparities in the calculation of the score itself. Credit scores are caleu-
lated by many entities, and while one cannot rule out the use of race in the determination of a score, scoring
systems are well-known aggregations of individual credit histories. This paper focuses instead on the pro-
vision of credit, conditional on given credit quality. There are, of course, some issues of endogeneity here.

10
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in addition to the causal chain implied by equation 2, one could imagine argument for an impact on credit
scores as a result of an increase in individuals® credit lines. Thus, the single-equation approaches could very
well be subject to the critique that the specification is simply picking up systematic social differences in
credit demand. If African Americans systematically use a greater proportion of (evenly provided) credit,
one could generate negative coefficients on 8, and B3, above. The results here will only be as good as the
quality of the supply proxy. To the extent that they represent the supply curve, magnitudes will not differ
much from a correctly specified simultaneous system.

4.2 Multi-Equation Systems and Instrumenting with Social Factors

In addition to relying on a large set of controls, this paper uses an instrumental variables approach incor-
porating instruments that encompass plausible demand variation via "keeping up with the Joneses" effects.
These instruments are discussed at greater length below. As a number of authors have emphasized, credit ac-
cess is a function of both issuer’s decisions on availability of credit and individual’s choices on quantities to
use. There is anecdotal evidence that increased credit lines, even for individuals without notable constraints,
leads to increased use. This might be due to shifting from existing credit lines to others, or may reflect actual
increases in use. [ncluding a simultaneous system allows one to incorporate this possible effect. Similarly,
increases in use may signal to issuers increased willingness or capacity to take on credit, and thus may lead
to larger lines. Issuers can increase credit lines or offer new cards to encourage use and individuals can

request line increases or order new cards. As above, one could look at the utilization as follows:
utilization; = g + yypercentblack; + vo X + oY +v3Z; + e2. 4
One can ook here at both components using the follow system of equations:

Limit; = g+ Bipercentblack; + 3, X; + B3Y; + Byutilization; + & (5)
utilization; = g+ yypercentblack; + 9 X; + v3Y; + v4Z; + vsavailcredit; -+ e3. 6)

Equation 4 and the system (5-6) mirror those that have been used in the literature to date.'” Conditional on
an appropriate choice of instruments, one can get an unbiased estimate of j3,, as desired, using two-stage
least squares. To obtain this desired result, the standard challenge is to find a suitable candidate for Z.
Instrumenting with Social Factors
Central to two-stage estimation is the specification of appropriate instruments. In this case, one is
looking for an unbiased measure of an influence on credit supply. To obtain this, one must specify a set of

excluded instruments that are plausibly correlated with utilization but not with availability of credit.

See Phillips-Patrick and Rossi (1996) and Yezer et al. (1993). The argument for including quantities as independent variables is
broadly that issuers may include their exp ions of utilization ct as proxied by current levels, in their credit decisions. This
may not be fully captured by the set of other covariates. Similarly, borrowers who desire a particular buffer stock of available credit
may adjust utilization as available credit changes. While there are relatively straightforward interpretations of the two variables as
*supply’ and "demand,’ this paper uses the variables themselves to maintain clarity that the variables are proxies and the system,
lacking price information, is not a classic supply and demand one.

11
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First, this paper points to the literature originating with Veblen (1899) and continued in mid-century
by Duesenberry (1949). Their well-known works argue that individuals look not only internally to make
consumption decisions but also at the consumption behavior of others around them. In modern economics,
this has been somewhat formalized as "keeping up with the Joneses" preferences. Under this type of pref-
erence structure, agents care not only about their own consumption, but also about some function of the
consumption of others.’ Among others, Dybvig (1995) and Harbaugh (1996) have looked at variations of
the same theme with respect to consumption habits. Formalization of preferences that incorporate actions
of others is now quite widespread. Surveys of the literature are available in Durlauf (2004) and Soetevent
(2006). Focusing on the component of the literature that relates social factors and spending decisions, recent
examples include a variety of works: Basmann et al. (1988) show that utility maximization formulations
work quite well in describing patterns of commodity expenditures in the U.S. after the Second World War as
long as Veblen-style consumption is accounted for. Bagwell and Bernheim (1996) explore theory to explain
when Veblen effects can exist and suggest criteria to test for its existence. Bowles and Park (2005) argue
that Veblen effects are present in data on patterns of work; they find work hours to be greater in countries
with higher inequality. X

Based on the claims of this literature, one would want an instrument that is a measure of the income
of others in one’s reference set. Broadly, one might want to capture the influence of seeing someone from
the neighboring town pull into the mall in a luxury car, or of passing someone at work carrying a designer
bag. In the case of this paper, one wants to be particularly careful not to include income of others that
may be used by credit suppliers. In particular, it is possible that a lender uses the income profile of the
neighborhood in establishing credit limits. Akin to using community-level mean statistics on other types
of traits, a lender may decide that the wealthy areas confer such benefits as increases in home values that
transfer to an increased ability to repay debt. In order to account for the lender’s desire to control for
local income characteristics, an appropriate instrument may be the income of swrrounding areas. A pure
evaluation of the keeping-up-with-the-Joneses— type effect looks at the role of the relatively-richer on an
individual’s decisions. Thus, the paper uses mean income of surrounding areas for those areas that have
higher earnings than the borrower’s own area.

Specifically, the paper uses two measures. Given an individual’s census block group, one references
only the relatively higher incomes of the block groups living 1-4 miles from the individual. The second
instrument uses the same feature 4-20 miles from the individual. The paper uses two measures of distance
to allow for different effects of communities that are "close to home" and for those that are further away,
but stiil within a range that can lead to some degree of regular interaction. For example, the first area may
correspond to communities with whom an individual interacts at the local school, and the latter, groups that
can be observed in the workplace or in a nearby mall or shopping venue. Whether a close neighbor owns a
Lexus or a stranger in the mall drives a Mercedes may impact individuals differently. An additional benefit

PRecent research in soctology alse supports the ideas of Veblen and Duesenberry. Some (see Marmot 2004) even find that health
and lifespan are impacted by social standing. See Gali (1994) for a formalization of "keeping up with the Joneses™ preferences.”
He posits that individuals use a utility function: ¥/ {c,C) = (1 — &)~ ! ~*C"®, where ¢ is individual consumption and C is
average community consumption.
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to using the two measures is that the paper can take advantage of common overidentification tests.

This measure proxies for the Veblenesque consumption behavior— i.e., an individual’s own consump-~
tion is some function of the consumption of others — but without the influences of the immediate proximity
areas.?! Defining a reference space, however, is nontrivial. An argument below is that the precision is not
critical once one excludes the area that may be used for supply choices. This argument is buttressed by the
fact that this paper does not use this type of social theory to estimate the specifics of individual spending
behavior as a function of others (the econometrics for this type of estimation are explained in Manski 1993
and Brock and Durlauf 2001). [nstead, it uses the now--well-established connection between the actions of
others and human behavior as justification for the excluded instruments.?2 This literature has found, in a
myriad of contexts, that individuals base their decisions on the behavior of others.

With both instruments, the exclusion restriction is that they are uncorrelated with issuers” decisions on
credit lines. While Veblen, Duesenberry and others have suggested that individuals are influenced by the
behavior of those in their reference set, it does not appear that a credit issuer would care about the income
levels of neighboring areas or the country of origin of individuals in an area. However, a credit issuer may
use information about the community if it impacts default rates. In fact, in June of 2007, New York’s attomey
general, Andrew Cuomo, accused a "significant number” of lenders of setting loan rates based on the school
of a borrower.Z® The nuil hypothesis is that credit issuers use individual- as well as some community-levet
information to determine the provision of credit but do ot use racial information.? The assumption that
issuers use some community information makes the instrument choice more difficult. Had one specified that
the issuer used no information on communities, it would be simple to select any community-level variables
as instruments.

Along with determining the role of race, one can assume that credit issuers may be using a range of other
such location-based factors as crime rates, income levels, and vacancy rates. As such, this paper takes these
to be included instruments. Essentially, the claim is that credit issuers that might consider neighborhood
characteristics of an individual (e.g., percent Black) would not consider the context of individuals who live
in other areas. That is, the percentage of minorities who live a mile away from the card applicant would not
be a factor in the credit issuance decision. However, demand, based on the sociological arguments above,

will be correlated,

2'In measuring Veblenesque consumption behavior, one needs to know the consumption patterns of people in a reference group.
In this paper, information on income and other factors from an individual’s own immediate area are used in the evaluation of
discrimination. One would want the information on the keeping-up-with-the-Joneses effect to be drawn from a different area By
choosing the surrounding areas, one can nonetheless assume that an individual references her spending off of those in nearby areas
as well.

21n the nomenclature of the social mferactions literature, we will be using contextual effects defined by the geography of
individual’s home as excluded instruments.

B New York Times, June 19, 2007,

%1n fact, the paper evaluates a number of nulls. The first column of a number of the tables is essentially the null that the lenders
uses no information on community-fevet factors. A rejection of the null of no factors at all allows us to move to the more realistic
setting described here. To be clear, evaluation of the hypothesis is reliant on the instruments being valid — this is addressed below.
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5 Interpretation of Results

Broadly, the attached tables find a significant positive coefficient on the percentblack variable and a sig-
nificant negative coefficient on the percentblack * creditscore variable. The net effect is uniformly lower
access to credit in Black communities. A few comments are useful at the outset. One, the coefficients are
largely unchanged across a very wide range of specifications, and across both single and multi-equation
systems. The consistency of results across the range of specifications addresses the concern that since racial
fractions are highly correlated with many other tract characteristics, multicollinearity issues can infect the
regressions and lead to spurious inference on a single regressor. Thus, a study which found only limited
specifications with a significant race coefficient would be particularly weak evidence. Two, while the study
includes many variations of a baseline specification, the parsimonious ones are more likely representative
of the information used by issuers in the credit decision, Given cost constraints, using all possible variables
seems an unlikely method. Three, the similarly of results across single and multi-equation systems suggests
that the supply proxy is a good one; that is, it does not appear to be biased due to simultaneity. This marks
a distinction from the simultaneity debate in the mortgage literature in that there is clear evidence here that
the supply proxy is a good one.?’

Numerous studies on mortgage lending have found negative correlations between access to credit and
race/neighborhood racial composition; this study takes advantage of a unique dataset and finds similar pat-
terns in consumer lending.

5.1 Single-Equation Results

Table 6 shows results from equation (2) above. Column [ regresses available credit on percentage Black
and the individual's credit score. As expected, credit score is positively and very strongly related to the
amourt of available credit. The race variable is negatively related to the amount of available credit; a
1% increase in the percentage of African Americans in an area corresponds to a reduction in available
credit of $123. Moving from an 80% majority White to 80% majority Black area reduces credit by an
average of $7,357. Moving to column 2, one can see the interaction of the race and credit score variables,
percentblack; * creditscore;. This allows the inspection of the nonlinearity in credit availability (for
the time being, ignoring utilization decisions). The percentage Black variable becomes positive and the
interaction term is negative in this case. To interpret the magnitude here, consider a credit score of about
600; each unit change in the percentage of African-Americans leads to an increase in credit of $131 from
the percentage Black variable and a reduction of $246 from the interaction term — a similar net magnitude
found in column 1. The nonlinear term suggests that the race "penalty" is greater for individuals with
better credit histories. A plausible interpretation of this effect is that issuers consider "bad" credits to be
universally "bad," independent of race. As credit quality increases, Black individuals with "good" credit

receive relatively smaller advantages for the improved performance. The remaining columns explore the

*While the empirical results from the Boston Fed Study were not overturned based on the endogeneity concerns, the nature of
the data available at the time (and of mortgages) simply did not allow the type of analysis presented here.
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robustness of these findings to the inclusion of other community-level variables from education and marital
status to language use and crime rates. Key coefficients remain essentially unchanged. Column 3 introduces
an age variable, which has a significant and positive impact on available credit.

To address the possible concern that the coefficient on the percentblack variable is biased due to an
omitted variable, moving from columns 4 to 8 progressively adds control variables of various types. The
per capita incidence of violent crime (column 4) is negatively associated with credit availability, although
insignificant. Column 5 shows the percentage of male and females who have obtained more than a high
school diploma; both are positively related to credit availability. A higher percentage of married men and
women is also correlated with available credit (column 5). Column 6 shows the percentage of foreign-born
in the neighborhood is statistically significant and is correlated with reduced available credit. Finally, the
percentage of high income individuals positively correlates with available credit, while the percentage of
low income individuals is not significant.?® As mentioned above, the study includes essentially the same
data used by issuers in the determination of credit, and while marketing departments may draw on additional
external information, the range of variables included here show that the percentblack coefficient is highly
robust to specification cheice.?’

Limits

Looking at an alternate view of credit provision, total credit limit produces similar insights (see table
7). The first column again shows only the racial percentage variable and the credit score, finding a drop of
$134 in limit for each percentage point drop. Results are analogous when one moves to column 2. Here
again one finds a similar penalty in the nonlinear term; an individual with a 600 credit score suffers a $222
drop for each percentage increase in the composition of Blacks, which is then offset by a $70 increase. The
implication is that even predominantly non-Black areas see individuals facing large changes in credit limit
for small increases in minority populations. As other controls are included, the percentage Black variable
increases in size, while the interaction term’s magnitude is reduced. The best intuition for this is that the
various community-level controls both reduce the influence of the nonlinearity (the "rate of change") and
affect the average levels of total credit. Control variables in this table have similar coefficients as in the prior
table.

5.2 Instrumental Variables Results

As discussed in the above section, this paper analyzes the role of race in credit limits using a two-stage least
squares approach (see equations 5 and 6 above). This paper subdivides the results in table 8 as follows. The
first six columns include the two Veblen-Duesenberry instruments discussed above. Both are an interaction
of aggregate income in the surrounding census blocks, with an indicator for the surrounding blocks having
higher income than the immediate area. The first includes areas 1-4 miles from the individual, and the
second, areas 4-20 miles. The final two columns include each instrument in isolation. All specifications

i1 bl PRI

*These results are suppressed for space co ations, but are man unp 1 appendix, on request from the author.
7 An appendix, avatlable on request from the author, adds specification variations to address a range of additional concerns. No
significant differences are found from these reported here

15
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include fixed effects at the county level and are estimated with robust standard errors.

In each case, the key variables are the same as above: the percentage of African Americans in a neigh-
borhood and the interaction term percentblack; * creditscore;®® The coefficients on percentblack; and
percentblack; » creditscore; are similar in magnitude and sign to those in table 6. Results are illustrated
in figure 2. At low levels of credit, credit availability is quite low, but not distinguished greatly by race. As
credit quality increases, the gap, controlling for the various characteristics mentioned in the study, grows
quickly.

A number of test results are presented below the table. The overidentification test statistic (Hansen
J-stat) is well within the do-not-reject ranges. As well, the Kleibergen-Paap LM test strongly rejects the
null of underidentification.

6 Discussion

The results here imply a form of differentiation in both the availability-only equations and full simultaneous
system. However, since the implication is not a small one, one can look deeper into the data for an under-
standing of how much this effect matters and for a better appreciation of how sensitive the results may be to
various factors. Following a discussion of economic relevance in subsection 6.1, there is a dissection of the
population into different score categories in order to understand which groups might be facing the greatest
challenges. The second subsection (6.2) investigates the consequences of differences in financial education
on estimation results. The next subsection (6.3) looks at issues of alternate sources of finance, continuing in
subsection 6.4 with a discussion of the robustness of the instrument choices to variation in geographic area.

Subsection 6.5 discusses some limitations of the analysis.

6.1 Economic Relevance

Many owners of credit cards use far less credit than would be allowed by the lender; in fact, for many there
may possibly be no foreseeable event for which they would even contemplate using the credit. Given this,
can one claim that race-based disparities in lending have a clear economic impact? In the case of mortgages,
it has a clear economic harm.

This paper motivates the relevance in two ways. The first is based on the selection involved in creating
the data. By definition, the data contain only individuals with a credit history; those without are those that
either chose not to obtain credit at all, or made do with credit supplied either by the nonbank sector (payday
lenders, etc.), by friends and family, or by some other nonreporting financial institution. Prescott and Tatar
(1999) and Rhine et al. (2001) provide evidence that the underbanked, a category broadly encompassing
those without checking/savings accounts and/or credit cards, are predominantly from poor and minority

28We abstract here from the endogeneity of location choice. One might imagine that individuals choose where to live based
on the availability of credit — particularly in the mortgage case. In the credit card case, we hypothesize that the decision process
for credit issuance is sufficiently opaque to card users that determination of credit supply functions for potential new residences is
difficult or impossible.
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areas. Notice that, if true, this will bias the estimates toward zero; including a disproportionately minority
group that has poor credit would increase the evidence of disparities in lending. Without emphasizing the
econometric difference here, this paper simply notes that there is a documented impetus toward alternate
credit sources when traditional ones are unavailable.

Second, one can view the role of differences in lending across the distribution of available credit. For
those with very smail amounts of credit, availability restrictions could quite plausibly be binding on con-
sumption decisions. Two tables illustrate that credit constraints can be potentially binding. Figure 3 shows
two sets of coeflicients on the interaction variable, percentblack; x creditscore;, for quantiles of available
credit from 10 to 90. The blue line shows the results for a quantile regression using controls from the spec-
ification in table 6, column 6. This line would suggest that the impact is greatest for those with the most
credit; perhaps then the economic relevance is small? To investigate, we add the red line, which uses the log
of credit limit as the dependent variable.”” This reverses the slope of the line — suggesting that there is a
difference in access bias on a relative basis, and that the bias is potentially important to those in the range of
credit access that could bind with respect to consumption decisions.

One’s most direct interpretation of the data is that the strongest race-based disparity is found for scores
in a middle category and for individuals with relatively low amounts of available credit. It appears to suggest
that once individuals with particularly poor chances of obtaining credit have been screened out (including
out of the sample altogether), those individuals with acceptable credit but with small amounts of available
credit face the greatest relative access impediments. Recall that this conclusion accounts for the endogeneity
of credit availability.

6.2 Age and Financial Learning

A 2002 study from the Federal Reserve Board (Braunstein and Welch 2002) argues that many people in
underserved populations may be unfamiliar with components of the financial system. A combination of
growing complexity, increases in consumer responsibility, as well as the noted changes in the structure of
personal finance to include more individual credit, have contributed to differences in financial literacy. For
the purposes of this paper, these differences may translate into differences in understanding about how to
build individual credit. Thus, one can imagine that if Black communities have less information on the nature
of the credit scoring systems, otherwise credit-worthy individuals may have systematically lower scores.>
However, this is a phenomenon that will not be captured in the attached analysis by the inclusion of
a score variable. Consider two similarly responsible individuals, one of whom knows nothing about credit
scoring systems used by credit issuers. The more knowledgeable individual will take out a credit card, even
one with a very low limit, use it regularly, and make reliable payments. As many are aware, even low-
volume transactions that are paid on time appear on credit histories as timely payments. The less informed
individual may use his or her card irregularly, but make payments on time. The latter individual will have

PResults for both sets of specifications are available from the author upon request.
FWorthington (2006) finds that race and income are both strong determinants of financial literacy. Rhine et al. (2001) and
Prescott and Tatar (1999) find similar resuits
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a lower score, even though his/her behavioral characteristics vis-a-vis credit worthiness are identical to the
other’s. Extending the example, if one compares two individuals with identical scores, but without this noted
difference in understanding, the one with less education is the better credit risk. Since education levels are
unobserved in the data, one cannot fully measure the bias.

To account for the impact of this difference, one can incorporate an aging effect. One expects that
there might be systematic differences across communities in financial literacy that correlate with race de-
mographics; however, one expects that these differences are a function of the time needed to accumulate the
necessary information, not a difference in the fundamental capacity to understand. As such, this difference
will appear in the interaction between the age variable and the percentage Black variable; learning will take
place, but the age-controlled amount of information will possibly be different across communities.

Table 10 shows the effects of these age-race interactions, and figure 4 shows predicted values along the
age distribution for Blacks and non-Blacks. In column 2 of this table, we find that the interaction of age
and percentage Black is strongly significant. However, the effect of this interaction appears to be nonlinear,
as shown in column 3 and in the figure. What one can see from the figure is that there are age effects.
Non-Blacks show increases in credit limits up to age 40 or so, then a decline.?! For financial learning to
have impacted the results and created the spurious impression of differences in access, one would need a
pronounced inverted U for the Black curves seen in the figure; in particular, it would need to lie to the right
of the non-Black curve. One does not observe this pattern; even with the aging effect present (and clearly
observed), there are still significant race effects in the data.

6.3 Nontraditional Lending

A wide array of recent research has focused on the recent expansion of nonbank lenders. So-called payday
lenders are institutions that lend money on a short-term basis. The typical procedure involves leaving a
post-dated check, timed to coincide with the subsequent paycheck, in exchange for a loan. When the loan
comes due and is repaid, the shop returns the uncashed check. Lenders charge interest rates around 15-20%
for a two-week loan; over the course of a year, the rates amount to 300% or more. As the institutions are
regulated on a state-level basis, and data collection is sparse, there is incomplete information on the scale of
existing business. One estimate (from 2003) is that about 10 million U.S. residents take out such loans each
year (Robinson and Wheeler 2003) with a volume of approximately $40 billion. The common statement is
that they are now more prevalent than McDonald’s. Not-for-profit advocacy groups have claimed that they
are targeting minority and poor areas (Center for Responsible Lending) and the debate on their role and
potential regulation has become widespread.

Regardless of the motivation for these lenders’ location choice, two recent research projects (Prescott
and Tatar 1999 and Rhine et al. 2001) provide evidence that the underbanked are predominantly from poor

*'The most plausible explanation for this decline is a generational effect. Those above 40 became exposed to credit cards much
later in their own lives than younger individuals due principally to the relatively recent introduction of cards. As a result, many
have shorter credit files and a higher probability of low use.

*Qther types of lenders exist as well, including pawn shops and rent-to-own establishments. We focus on payday lenders as
they are the most direct equivalent to credit cards; that is, both are unsecured lines of credit.
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and minority areas. The implication commonly drawn is that lack of access to traditional financial service
products, coupled with volatile consumption needs, drives the most risk prone into the arms of high-rate
lending options.*®

This paper includes a short analysis on the relationship between payday lenders’ availability and tra-
ditional credit patterns. Broadly, this paper has found differences in access to credit that depend on racial
composition of a neighborhood. If payday lending were to have an impact here, one would expect that
lenders that intended to differentiate credit could offer less in areas with more payday lending. This would
draw on the fact that payday lending is a type of credit and serves, for some individuals in some areas, as
a potential substitute. If it acted as a pure substitute, one would expect to see a negative coefficient on the
payday stores variable. We can see this negative coefficient in table 11, column 2. Column 1 repeats the
table 8, column 6 specification from above, and column 2 adds a measure of the number of payday lenders
with a three-mile radius of each individual’s census block group.

Similarly, credit differentiation should show an increase in the magnitude of the key coefficients once
one accounts for the potential placement of payday stores in low-quality credit areas or minority areas. This
can be seen in columns 3-5. While the interaction of the payday stores variable and race or payday stores
and credit quality is not significant, the payday stores variable interacted with score is significant. Key

cofficients remain essentially unchanged and highly significant across specifications.

6.4 Size of Reference Region

Within a Duesenberry/Veblen framework in which individuals base their consumption decisions on those of
people around them, one is concerned with the question of whom they base their individual consideration. In
much of the social interactions literature, reference groups are assumed to be a relatively small geographic
or social sphere. The largest in the literature tends to be a Public Use Microdata Area (PUMA), an area of
up to 100,000 individuals. However, it is more common to use school classrooms, places of work, or census
blocks as the area of reference; in each case, the assumption is that the particular decision of consequence
to the study is mediated by behavior of other people in the reference group.

This paper posits that credit demand is influenced by individuals in the area of reference used. Do
individuals decide whether to buy a bigger car, an iPod, a new cell phone, etc., based on whether their
next-door neighbor does so, or based on some other criterion? Many advertisers are certainly convinced
that product demand is based on TV viewership — not just local word of mouth. As the goal of this paper is
somewhat less lofty than a pure identification of the degree of interaction in credit decisions, one can permit
a degree of misspecification in the instrument. The key metric in assessing the validity of the instruments is
whether they are correlated with utilization but uncorrelated with limits; thus one needs to be confident that

the chosen area both captures some of the social influence of one’s neighbors and is orthogonal to whatever

#Skiba and Tobacman (2007) come to the conclusion that since many payday loans are repeat customers, this volume is unlikely
to be driven by temporary shocks to cc ption need. However, this is a controversial statement; one could as easily argue that
once an individual faces a shock and is forced to take out a loan, this leads to a drop in asset wealth and an increased hikelihood that
an even smaller shock will lead to future borrowing needs.

19



183

spatially based income characteristics that a lender may be using.

The primary metric (as discussed above) is a 1-mile radius around each individual — with the demand-
only area of reference being the 1-4- and 4-20-mile bands from the center. This essentially assumes that
credit issuers may be using local income characteristics to make lending decisions; however, individuals
may be influenced both by those in the immediate vicinity and by those they pass at the mall, on the way to
work, etc.

To be confident that the right measures are being used and to fail overidentiﬁcatilon tests, one would want
that excluded instruments include the immediate vicinity - indicative of the fact that they may be included in
the availability function. One can look at using a census block as the unit of reference and at a demand-only
reference band encompassing 14 and 4-20 miles from the individual.

The results are relatively straightforward; the size of the reference region appears to play a relatively
small role. The final two columns of table 8 include reference bands of 4-20 miles and 1-20 miles alone.
Mechanically, this amounts to including only a single instrument in each case. Notice that the coefficients
remain largely stable across the columns. Using the 4-20-mile radius instrument alone leads to inability
to reject the null at the 10% level. One can broadly interpret this as the demand effect becoming somewhat
more diffuse.

6.5 Limitations

Any empirical study of this type will have a number of limitations. In the case here, the most notable is the
absence of price information. Given the findings of Edelberg (2007) that there are systematic disparities in
price correlated with race, it is unlikely that inclusion of price will change the qualitative nature of the results
here. Higher prices for minority communities should in theory lead to lower utilization rates, but there is
little reason to believe that it would lead to lower credit limits conditional on credit quality. That is, a
profit-maximizing firm should be more willing to provide credit at high rates to equally qualified applicants.

The second notable limitation has been discussed throughout the paper. The data, though much more
comprehensive than that used in prior studies of this type, do not specify precisely the set of covariates used
by lenders in marketing or lending decisions. This makes the econometric task a more challenging one. One
must rule out a very wide range of plausible specifications before coming to a conclusion on availability
patterns.

Third, given the degree of regulatory scrutiny over the credit decision itself, one suspects that if any dis-
parity exists in the provision of credit, it likely originates in the pre-screening (marketing) efforts. However,
the methodology used is not able to distinguish explicitly between these functions. As such, the test used
is essentially for the presence of race information in the screening process at one or both stages. This leads
naturally to the question of legality, which this paper has explicitly avoided.

Finally, if issuers are simply profit seeking, and race is correlated with profitability, why shouldn’t a
bank be able to condition credit limits on race? Or if race isn’t correlated with profitability directly, why
shouldn’t issuers be able to use race to proxy for other factors that are related to profit? There are legal
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precedents that provide some guidance here, though the paper won’t address them in detail. The most
relevant case is out of the U.S. Supreme Court Wards Cove Packing v Antonio, 490 US 642 (1989). This
case outlines a three-step criterion for the assessment of disparate impact. "Disparate impact” refers to the
ex-post evaluation of differences in credit access; that is, the differences that may arise from any part of
the issuance process. There are more strict guidelines for the underwriting decision itself, among which is
the documented rationale for any denial of credit. The first criterion in the Wards Cove case requires the
identification of the presence of a "substantial disparate impact.” If met, the second criterion shifts the burden
of proof and requires the credit issuer to explain the legitimate business interest motivating its method of
credit availability that led to the disparate impact. If the second criterion cannot be met, the third requires
that there be an equally effective but less discriminatory option available. Only if the third test is reached
and not met could a court find that there had been a problem in the issuance of credit. Whether this holds

true in the circumstances examined here is beyond the scope of this paper.

7 Conclusions

The two couple decades have seen a wealth of research on the role of race in mortgage lending decisions.
A relatively broad consensus in the literature is that in spite of federal legislation prohibiting discrimination
in the home-buying process, minorities nonetheless continue to face significant barriers to buying homes.
Contributing to the difficulties faced by minorities are systematically worse credit histories at the time of a
home purchase decision; worse credit means higher payments or no loan at all. Enter credit cards. Most
adults in the United States are now somewhat familiar with the use of credit cards and the notion that regular
payment improves credit scores. Building up the good credit history necessary to buy a house is now almost
inextricably connected to the prior reasonable use of credit cards. Credit histories are also now used in
determination of auto insurance rates and in job applications.

Access to consumer credit, both in volume and number, is negatively related to the racial composition
of an individual’s neighborhood. The policy implications are parallel to those in the mortgage literature.
Conditional on the finding of differential access to credit cards, long-term differences in home ownership
rates is suggested for the reasons discussed above. As well, the lack of access has another, more pernicious
effect. While credit card interest rates are exceptionally high compared to collateralized credit such as
mortgages, they are nonetheless quite low compared to the growing payday loan market, where borrowers
often go when other loan avenues are closed. Payday lenders often charge annual interest rates upward of
300%.

Access to consumer credit, more so than to mortgages, is a starting point on the modern financial ladder.
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Figure 1: Neighborhood credit distributions

Frequency

Neighborhood 1: “Black” Neighborhood 2; “White”

X Credit score

Figure shows two styhized credit score distributions from two neighborhoods that are predommantly "Black” and "White."
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Figure 2: Available credit vs. credit score
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Ths figure shows a plot of implied available credit by credit score for an individual i a 100% White neighborhood and an mdividuat in a 100%
Black neighborhood. Values are calculated based on regression output in column 3 of table 8,
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Figure 3: Quantile regressions

-

-8

8 4

>

)

< -3

o - Q

> 4
“s oy §
8o °g
O g

o w0

] [=3

2 -3

(=3

2

‘?— -~

-8

T T T T i !

¢ 2 4 6 8 1

G

e coef  —— logcoef

Blue line shows the coefficients of a quanitle regression of available credit on a range of controls (see column 3 of figure 8 for list) Red line shows
the coefficients of a quantile regression of the log of available credit on a range of controls {see column 3 of figure 8 for list)
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Figure 4: Credit vs. age
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This figure shows a plot of implied available credit by credit score for an individual 11 a 100% White neighborhood and an 1ndividual 1n 2 100%

Black neighborhood Values are calculated based on regression output in column 3 of table 1.

Table 1: Introductory data relationships

Panel A - Univariate regressions of months since last delinquency on selected variables

months marmed M | mamed F y-ed M y-ed F | household mc | % Black
coefficients 5939 5625 5525 5.794 1226 -4742
stderrs (308" | (382 | (231)7* ( 264y~ {005y (1927
Panel B - Correlations between selected explanatory variables

marrted M | married F dary-ed M dary-ed F | t hold mc |, % Black
married M 1
married F 8812 i
secondary-ed M | 2394 2169 1
secondary-ed ¥ 2083 202 947 i
household inc 3241 2542 7562 737 1
% Black ~4465 ~5153 -2857 -2199 -2845 1
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Table 2: Credit across race quintiles

availcredit score

Race quintile Mean SD Race quintile Mean  SD
1 67113 122399 1 662366 180616
2 46052 81742 2 600261 193901
3 37984 76267 3 564915 195714
4 32858 69262 4 538160 194637
5 27460 63488 5 509338 186694

# accounts limit

Race quintile  Mean SD Race quintile Mean 8D
1 13259 12126 3 82.064 148 447
2 10779 11467 2 53286 100 171
3 9972 11.265 3 42741 90 731
4 9160 10984 4 37.060 81.100
5 8284 10.43% 5 30773 76.538

util %

Race quintile Mean SD
i 37171 35223
2 44458 38233
3 45485 40310
4 52374 43151
5 56.823 44536

Note: Quintile 1 consists of areas with <20% Afncan Amenicans. Quintile 2 consists of areas with between 20% and 40% African Americans
Quintide 3 consists of areas with between 40% and 60% African Americans Quintile 4 consists of areas with between 60% and 80% African
Amernicans Quintile 5 consists of areas with >80% African Americans.
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Table 3: Variable description and data sources

Variable Description Source
Credit Variables
fumit Credst limt (in thousands of dollars) Consumer Credit dataset
util % Utilization rate Consumer Credit dataset
# accounts Number of unique accounts Consumer Credit dataset
score Credit score Consumer Credit dataset
This 1s a measure of credit quality largely equivalent to a FICO-score
availcredit Avatlable credit (in thousands of dollars) Author calculations
Available credit is calculated as total available credit line .
minus any current balances: Hmut * (1-utrl%)
ut § Utihized credit (in thousands of dollars) Author calculations
Utthzation is the product of the utilization rate and total credit lines
Demographic Variables
% Black Percentage of population with race of Black or African Amenican Census 2000 Summary File
age Age of individual Consumer Credit dataset
ag62 Square of above Consumer Credit dataset

score * % Black

{score * % Black )2

public assistance
foreign-born

income growth (inflation ad))
% employment

% vacant

% owner-occupied

% houses w/ mortgage
medsan rent

median house value

income 10k-15X, ete
inc 150kplus

of score with p Black

Square of above

Percentage of households recerving public assitance
Percentage of population born outside the United States
Inflation-adjusted average income growth by PUMA
Percentage of population over age 16 listed as employed

Housing Variables

Percentage of housing units that are not occupied
Percentage of housing units that are occupied by owner
Percentage of housing units with mortgages

Median rent of specified renter-occupied housing units
Median house value by census block group

Income Variables

Percentage of households with annual income between $10k and $15k, etc
Percentage of houscholds with annual mcome greater than $150k

Income groups are also specified for fourteen ranges of mcome

between $15k and $150k. This information 15 available upon request.

Consumer Credit dataset
Consumer Credit dataset
Census 2000 Summary File
Census 2000 Summary File
2000 & 2005 ACS

Census 2000 Summary File

Census 2000 Summary File
Census 2000 Summary File
Census 2000 Summary File
Census 2000 Summary File
Census 2000 Summary File

Census 2000 Summary File
Census 2000 Summary File
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Table 4: Variable description and data sources

Variable Description Source

Language Variables
lang Span Percentage of househiolds where Sparush 15 the primary fanguage Census 2000 Summary File
lang Asian Percentage of households where an Asian language 1s the primary language  Census 2000 Summary File

violent crime

property crime

> HS ed - male
> HS ed - female
eq HS ed - male
eq HS ed - female

married - male
married - female
nonmarried - male
nonmarried - female
widowed - male
widowed - female
divorced - male
divorced - female

GTaggine 1-4 miles

GTaggme 4-20 miles

PD3mule
PD-Black
PD-score

Crime Variables

Violent crime per capita

Property crime per capita

Educational Attainment

with ed }

Percentage of male > HS diptoma

Percentage of female population with educational attainment > HS diploma
Percentage of male population with educational attamment = HS diploma
Percentage of female population with educational attainment = HS diploma

Marital Status

Percentage of male population over age 15 Iisted as married
Percentage of female population over age 15 listed as marnied
Percentage of male population over age 15 listed as nonmarried
Percentage of female population over age 15 hsted as nonmamed
Percentage of male population over age 15 listed as widowed
Percentage of female population over age 15 histed as widowed
Percentage of male population over age 15 listed as divorced
Percentage of female population over age 15 listed as divorced

Instrumental Variables

The average income of the surrounding block groups m a 1-4-mile radius
with mcome greater than the immediate area’s average income

The average income of the surrounding block groups 1n a 4-20-mile radius
with mcome greater than the immediate area’s average income

Payday Variables

Number of payday lenders within 3 miles of the indvidual
Interaction of PD3mile with % Black

Interaction of PD3mile with score

FBI Uniform Crime Reports
FBI Uniform Crime Reports

Census 2000 Summary File
Census 2000 Summary File
Census 2000 Summary File
Census 2000 Summary File

Census 2000 Summary File
Census 2000 Summz;ry File
Census 2000 Summary File
Census 2000 Summary File
Census 2000 Summary File
Census 2000 Summary File
Census 2000 Summary File
Census 2000 Summary File

Census 2000 Summary File

Census 2000 Summary File

Prof. Richard Graves
Prof. Richard Graves
Prof. Richard Graves
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Table 5: Summary statistics

Variable Median Mean SD Variable Median Mean SD
fimut 6.100 23.627 46302 property crime 0033 0.036 0.018
util % 11.400 27.770 35493 > HS ed - male 0522 0533 0.193
# accounts 10 000 12677 12042 > HS ed - female 0504 0515 0169
score 652.851 606 351 165 835 eq HS ed - male 0269 0269 0.106
availcredit 12 506 27012 45229 eq HS ed - female 0289 0290 0096
utl $ 1574 6582 15212 public assistance 0.024 0036 0037
% Black 0036 0127 0209 married - male 0.588 0580 012
age 46 000 48 207 17123 marTied - female 0540 0.539 0115
age2 2116000 2617.117 1842198 nonmarried - male 0293 0.307 0103
age * race 1.409 5384 10 146 nonmarried - female 0.227 0246 0098
score * % Black 20 589 67257 114231 widowed - male 0023 0026 0016
scorez* % Black 12887640 43426340 80442 260 widowed - female 0.100 0105 0048
meome 10k-15k 0.135 0,157 0102 divorced - male 0084 0088 0036
come 15k-20k 0058 0062 0037 divorced - female 0.116 o1l 0.040
meome 20k-25k 0061 0.062 6032 meome growth (inflation ady) 0167 0482 2610
income 25k-30k 0.066 0065 0030 employment 0.817 0.809 0090
income 30k-35k 0.065 0064 0027 % vacant 0.053 0.070 0.067
mcome 35k-40k 0064 0063 0025 Y% owner-oceupied 0673 0.650 0206
income 40k-45k 0038 0058 0022 % houses w/ mortgage 0.708 0699 0136
meome 45k-50k 0055 0056 0021 medan rent 0615 0665 0259
income 50k-60k 0048 0049 0020 median house value 112.200 138333 98052
income 60k-75k 0089 © 0090 0030 foreign-born 0064 0116 0132
mcome 75k-100k 0103 4105 0.042 GTaggine {-4 miles 26 161 29.642 13.167
income 100k-125% 0097 0.105 0056 GTaggine 4-20 miles 28.518 31.438 12305
ncome 125k-150k 0042 0034 0042 PD3mile 1000 5915 9182
meome 150k-200k 0017 0026 0.027 PD-Black 0024 101 2841
income 200k plus 0.012 0023 0029 PD-score 662868 3202052 5264233
DNTavgmcome 21261230 21516480 4573306
lang Span 0053 0115 0161
lang Asian 0012 0029 0054
violent crime 0004 0005 0.003
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Table 6: Credit availability regressions

avalcredst
U] ] 3 “4) ) (6) )] (8}
% Black -12.261 13.105 11316 11.601 20418 19659 16 872 18491
{516y {1.498)***  (L619)***  (1.675)***  (1690)** (1 707)y">*  (L758)**  (1909)**
score 091 097 101 100 095 095 094 093
(0005)***  (O00GY***  (0007Y***  (0007)**  (000T)***  (O0007)***  (D0OT)™*  (0008)***
score * % Black -041 - 040 -041 -031 - 030 -027 -027
(002)y** (002)*** (003)"** (003y*** 003y~ {003y (.003)"*
age 110 1o 110 116 106 105
(005y*** 005y 005y 005y~ 005y 006y
violent crime -959 008 -1010.030  -1006.920 -834 330 -577 291
(602272)  (599030)*  (598999)*  (601.523) (641 613)
property crime 209221 203.964 202923 206 180 189 572
(GR248)** (97 7ZL* (GLAATY (9TAION (107 503)*
education meluded cluded included included
marital status included included ncluded included
foreign-bom included included included
income included included
pubhic assistance included included
me growth (nflation ad}) 093 140
{052y (059)**
% employment 116 4319
{2.137) {2473)"
% vacant -416
(1842)
% owner-occupied 33813
{1 123y
% houses w/ mortgage -1 931
(1289)
median rent 906
(567)
median house value 035
{003y~
QObservations 365092 365092 323622 303235 303179 303179 286427 241451
R-squared 082 083 094 093 103 103 108 111
F-Stat 1614338 10880 39 8329338 5159.003 216298 2037 849 981 131 746.649

Note The symbols *, ** and *** denote significance at the 10, 5, and 1 percent levels, respectively Dependent variable is measured in 000s
USD. County-leve! fixed effects included. For brevity, many coefficients are suppressed “Income” includes percent of population divided mto
16 meome brackets. “Education" includes percent of population with educational attainment of high school diploma or greater. "Marital status”
includes percent of population nonmarried, widowed, or divorced Full results are available in the appendix.
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Table 7: Credit limit regressions

credit limut
Q] &) 3) @ ) 6) 7 8
% Black -13 419 7070 3.666 3691 14291 12503 10.077 11991
(454y = (LU =% - (1297y%* (1345 (1370y***  (1.391y***  (1.443)** (1 S75)***
score 08% 095 100 099 093 093 091 o9t
(0004)***  (000SY***  (0006Y*™**  (0006Y™**  (0006)***  (0006)**~  (0007y***  (0007)y**~
score * % Black - 037 -033 -033 -022 -022 -018 -018
(002)*** (002)"** (002)*+* (002y*** (002~ (002)*** (002)***
age 080 082 082 [i2:43 077 076
(005)y*** {003y > (005~ (005y** { 005y ** {006)**
violent crime -884 869 ~904 196 -504 144 ~734.297 -539.202

(581.431)  (578029)  (ST7.987)  (583953)  (622792)

property crime 200707 190.78% 190.678 190 288 183 436
(95 638)**  (95.083)**  (95076)** (94916  (105157)*

education mcluded included meluded included
marital status included included ncluded ncluded
foreign-born included included ncluded
income mcluded meluded
public assistance included ncluded
inc growth (inflation ady) 043 t1e
{033) (.060)*
% employment 1218 5104
(2170} {2 506)**
% vacant 460
(1.868)
% owner-occupied 3998
{1 130)**
% houses w/ mortgage -1 568
(1284
median rent 1141
{592)*
median house value 044
{003)**"
Observations 454692 454692 377955 353188 353122 353122 333941 281883
R-squared 094 094 101 H 111 1tt 116 119
F-Stat 23300.12 15683.21 1058217 6510.449 2732265 2575023 1240019 942 784
Note: The symbols *, **, and *** denote sigmficance at the 10, 5, and 1 percent levels, respectively Dependent variable 15 d 1 000s USD.
County-level fixed eﬁ‘ects included. For brevity, many coeffi are d. "Education” includes percent of population with educational

attainment of high school diploma or greater "Marital status* mcludes percem of population nonmarried, widowed, or divorced "Income” mcludes
percent of population divided into 16 income brackets. Full results are available in the appendix
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Table 8: Instrumental variables regressions

credit limit
[0 2) 3) 4 53 (6) (&) 3
utl $ 5.429 5236 5223 5077 2610 2148 2170 1.592
(334)™r (324 (352t (47RO (36T)t (604t (611t (1507
% Black 3.487 68.742 71427 70124 37947 32.941 33117 25699
{1575y (5303)*™> (59360  (6641)** {4888y~ (7027)** (7119 (17 940)
score 116 130 133 132 109 103 104 098
(003} (D04 (004" (005)*" 003y (005)*** (005" (013>
score * % Black -.107 -113 - 110 - 060 -.050 - 050 - 038
007y~ (008y*** {010y {008y {012y {012y {029)
age 143 142 118 16 117 1o
(010 (010)*** (006)*** (008} (008)*** (015"~
violent crime -305652 ~333 645 -425323 -362 237 -353.119 -560 986
(679717)  (669.331)  (466236)  (448922)  (447087) (386 289)
property crime 94 066 101 629 141.640 142102 143.461 182785
(111 262) (108624)  (69.966)** {73179y (72843y  (59.780)***
education included included included meluded ncluded
marital status ncluded meluded included included mcluded
foreign-bom mciuded wetuded cluded nchuded included
income wicluded included nctuded wcluded
public assistance included included ncluded mcluded
me growth (inflation adj) 133 147 147 13t
(076)* (.097) (097) (101)
% employment -2.040 2088 2352 3252
(2.684) (3084) (3.090) (3754)
% vacant -1 785 -1441 ~1.081
2 695) (2 685) (2 881)
Y owner-occupied 3498 3692 3467
(1334 (1L328)*** (1275
% houses w/ mortgage -1 266 -1254 -1 674
{13%1) (1383) 377
median rent 486 441 722
(812) (811} (820)
median house value 022 021 029
o1y (015" {0620)
Observations 334250 334250 276942 276892 260517 219421 220483 239114
R-squared - 692 -.574 -608 -.524 33 381 379 381
F-Stat 780.025 628.446 389.536 215027 278 231 305401 300 724 367.882
e{Hansen J-stat) 6.791 424 5379 8275 049 19% na n/a
e{p-value) 009 03% 02 004 824 655 nfa n'a
e(Kleibergen-Paap LM-stat) 20342 21.77t 19582 17.866 17043 13877 1193 2412
e(p-value) 00004 00002 00006 0001 0002 001 0004 12
e(Kleibergen-Paap F-stat) 802.641 853618 783 892 239979 54 592 22.404 42977 8.203

Note The symbols *, **, and *** denote significance at the 10, 5, and 1 percent levels, respectively County-level fixed effects included, and
standard errors are robust to heteroskedasticity and clustered at the county level Columns 1-6 include average neighboring wealth for the relatively
richer within 1-4 miles and 4-20 mules as instruments Column 7 uses only the 1—4-mile radius mstrument while column 8 uses only the 4-20-mile
radius mstrument. Dependent variable and util $ are d 1 000s USD "Education” includes percent of population with educational attamment
of high school diploma or greater "Marita] status” icludes percent of population nonmarried, widowed, or divorced. "Income” includes percent of
population divided into 16 income brackets. Refer to Table 3 for descrip_gign of instruments. Full results are available in the appendix
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Table 9: First-stage IV regressions

unt $
O] ) G “ &) ®) G ®)
% Black -1 -11.797 12694 -1179% -12489 -12015 -12033 -12.020
(272" (596)*** (630)=* (599y= (652)<* 733y~ (731" (700)***
score -006 -.009 - 009 -.009 - 009 - 008 ~.008 - 008
£0003)***  (0004)*™*  (0004)***  (0G004)***  (0004)***  (0004)**>  (0004y™*  (.0004)*~
score * % Black 017 019 020 020 019 019 819
(0008)**™  (0008)***  (0009)***  (.0009y***  (Q01)*** {001y 001y
age -009 -.009 -008 -009 - 009 -010
003y (003)"** (003)y=* (003" {003y 003y
violent crime -110708 -93 703 -115376 -19 824 -8 682 -72248
{141 067) (144.139) (145.73%) {162 694) {162 563) {135044)
property cnime 10246 5581 6608 677 1334 7278
{25914) {26 314) (26.350} (31433) (31.259) {24117y
education mcluded included included mcluded included
marital status mcluded included included meluded included
foreign-bormn ctuded included included included included
mcome wmcluded included mcluded included
public assistance included included included included
inc growth (inflation ads) -022 008 009 019
(023} 027) {026) (026}
% employment 2957 2445 2499 1987
{807y {985y** {953y {915y
% vacant 7 653 1138
{833) (816) {789}
% owner-occupied 344 373 265
{.526) (512 {495)
% houses w/ montgage 122 138 -157
{487) (486) {4449y
median rent 028 025 105
(283) (287) (267}
median house value 009 010 0t
(003 (003> (003)*#+
GTagginc 1-4 miles 042 040 051 {064 059 047 047
(010~ 010y oy (012)*+ (o12y** (012)*"* (012~
GTaggine 4-20 mifes 081 088 089 044 013 003 029
(0TI (OLI)™*  (O12)***  (013)*** (018) (019) (17
Observations 334250 334250 276942 276892 260517 219421 220483 239114
R-squared 008 009 01 o1t .01 012 012 012
F-Stat 145241 165 397 101 823 64.681 39029 30985 3176 33663

Note: The symbols *, *¥, and *** denote significance at the 10, 5, and | percent levels, respectively. County-level fixed effects mcluded, and
standard errors are robust to heteroskedasticity and clustered at the county level Dependent variable is measured m 000s USD. For brevity, many

are supp d "Ed " includes percent of p with edt 1 of high school diploma or greater "Marstal
status” mncludes percent of lation nonmarried, widowed, or d d "Income and empl " includes percent of population divided into 16
income brackets, as well as the percentage of population receiving public with earnings, and the inflation-adjusted income growth Full
results are available i the appendix




Table 10: Interaction of age with race
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credit Jrmt
o @) 3)
util § 2148 2148 2058
(604)*** (604)"*= (621)***
% Black 32941 33.275 73.045
(7.027y** {7 952y*** (7.016)"**
score 103 103 102
005y 005y~ (005y***
score * % Black -~ 050 - 049 -045
(012)*** 011+ (o12yre
age 116 117 2090
{008y*** {011y~ (A23)
age2 -019
(004
age * % Black -010 -1 807
(.035) {183y
age * % Black 017
002y
ne growth {inflation adj) 147 147 124
(097) (097) 097)
% owner-occupied 3498 3.501 3447
1334y (1 334y (1.334y>*
% houses w/ mortgage -1266 -1276 -1342
{1.351) (1.393) (1317
median house value 022 022 022
{01y {o11y” o
crime included included included
education included ncluded mcluded
marital status included nchuded mcluded
foreign-born included included included
mcome included included included
public assistance included included included
% employment ncluded included included
% vacant mcluded included included
median rent included included included
Observations 219421 219421 219421
R-squared 384 .381 397
F-Stat 305.401 299 025 296 46
e(Hansen J-stat) 199 198 135
e(p-value) 655 656 o4
e(Kletbergen-Paap LM-stat) 13.877 13.897 13.347
e(p-value) o0 001 001
e{Kleibergen-Paap F-stat) 22404 2243 21439

Note The symbols *, ¥*, and *** denote sigmficance atthe 10, 5, and 1 percent levels, respectively Results are based on I'V regression specification
as 1 Table 8 County ievel fixed effects mcluded, and standard errors are robust to heteroskedasucxty and clustered at the county level Dependent
variable and utll § are measured in 000s USD For brevity, many

educational attainment of high school diploma or greater.

5

37

" mcludes percent of population with
“Marital status” mcludes peroem of population nenmarried, widowed, or divorced
"Income” includes percent of population divided into 16 meome brackets Full results are avarlable in the appendix,
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Table 11: Payday lending

credit It
1) [©)] 3) ) [©)]
util $ 2,148 2131 2126 2.154 2.154
{604y {605y {604y (.608)*** {610y***
% Black 32941 32,766 31745 31422 31288
(7027 (7.022)*** (7.167)*** (6 787)*** (7 117)***
score 103 103 103 108 108
(005" (005)*** 005y 008y 006+
score * % Black - 0350 - 049 - 049 - 047 -.047
{012+ (o1zy* {012y {011y (onys>
age 16 1313 16 17 147
(008y** ( 008y (008y** (008y**= (008"
inc growth (inflation adj} 147 147 149 148 148
(097 (098) (099) (.099) (099)
% owner-occupied 3.498 3387 3369 3475 3472
(1 334y (1 332y 1330y {1323y (1.323y >
% houses w/ mortgage ~1.266 -1.338 -1.375 -1 535 -1339
{1391 (1383) (1381) (1393) (1.391)
median house value 022 021 021 021 21
(o1 {01y {o11)* o1y o1+
PD-3mile -026 -.040 387 384
(018) {023y {102)** (.109)***
PD-3mile * % Black 103 014
(.067) (071)
PD-3mmile * score -0007 - 0007
(0002)*** (0002)***
crime inchuded included included ncluded mcluded
education included included included mcluded meluded
marital status included ncluded mcluded meluded meluded
foreign-born ncluded included included mcluded included
income ncluded included inchuded included included
public assistance included ncluded included included included
% employment inctuded ncluded included meluded included
% vacant included mcluded mcluded meluded mciuded
median rent included included included mcluded mcluded
Observations 219421 219421 219421 219421 219421
R-squared 381 381 382 381 381
F-Stat 305401 298 509 303613 326 789 330.797
e(Hansen J-stat) 199 17 i74 167 167
e(p-value) 655 68 677 683 682
e(Kleibergen-Paap LM-stat} 13877 13794 13703 13854 13701
e(p-value) 001 001 001 001 00t
e{Kleibergen-Paap F-stat) 22404 22075 21989 21.764 21594

Note: The symbols ¥, **, and *** denote significance at the 10, §, and 1 percent levels, respectively, County-level fixed effects included, and
standard errors are robust to heteroskedasticity and clustered at the county level. Instruments as in Table 8. Dependent variable and util $ are
measured in 000s USD For brevity, many coefficients are suppressed “Education” includes percent of population with educational of
high school diploma or greater. "Marital status” includes percent of population nonmarried, widowed, or i d. "Income” includes percent of
population divided mto 16 income brackets. Full results are available in the appendix
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Ms. Sandra Braunstein subsequently submitted the following in response to written questions
received from Chairman Watt in connection with the July 17, 2008 hearing before the House
Oversight and Investigations Subcommittee of the Financial Services Committee.

1. At the hearing, you testified that you were unsure whether the Board has existing
authority under the Equal Credit Opportunity Act (ECOA) to amend Regulation B to
require the collection and public reporting of personal characteristic data of applicants
for nonmortgage credit. Please elaborate on the Board’s interpretation of the scope of
its current statutory authority to require collection and reporting of this data without
legislative action.

Under ECOA, the Federal Reserve Board (Board) has broad authority to prescribe regulations
to carry out the purposes of the act—to require lenders to make credit equally available to all
creditworthy consumers without regard to race, sex, and other prohibited bases. Further,
ECOA authorizes the Board to make “such classifications . . . adjustments and exceptions . . .
as in the judgment of the Board are necessary or proper to effectuate the purposes of the {act].
...” In exercising the broad delegation of authority under ECOA, the Board must ensure that
any obligations imposed directly on creditors advance, rather than impede, the purposes of
ECOA. ECOA is silent, however, on whether the Board may permit creditors to note personal
characteristics that, by law, they cannot consider.

The Board has exercised this broad grant of authority to require creditors to collect applicants’
race, national origin, sex, marital status, and age for mortgage loans. The Board adopted this
limited data collection requirement in 1977 based on frequent and serious allegations of
unlawful discrimination in the home mortgage market. Collection of these data was designed
to help enforcement agencies better monitor home mortgage lenders’ compliance with the
ECOA, thereby advancing antidiscrimination efforts. The Board did not, however, require
reporting or public disclosure of applicant characteristic data collected in mortgage transactions
at that time.

Rather, in 1989 Congress enacted the Financial Institutions Reform, Recovery and
Enforcement Act (FIRREA), which, among other things, amended the Home Mortgage
Disclosure Act (HMDA) to require reporting and public disclosure of the personal
characteristics of applicants for mortgage credit. These 1989 amendments were intended to
enhance the utility of HMDA as an antidiscrimination lending tool. See H.R. Conf. Rep. No.
222 at 459, 101* Cong., 1* Sess. (1989). Congress determined that the utility of the data
collected on mortgage loans would be limited unless additional information on loans was
reported and disclosed in a uniform fashion by all pertinent regulatory agencies. However,
this entailed imposing additional obligations and requirements not only on creditors, but on
agencies.

As a result, FIRREA amended HMDA to require collection, reporting and disclosure of the
race, gender, and income characteristics of borrowers and applicants for loans, and
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transmission of this information “in a form that facilitated the task of identifying discriminatory
lending patterns.” Id. The agencies, acting through the Federal Financial Institutions
Examination Council (FFIEC), ensure that the HMDA data are accurate, aggregate the data,
and compile tables and reports based on the data for use by the public. The Board, in
cooperation with the other agencies, developed regulatory provisions that prescribed the format
for the collection and submission of such data, as well as the procedures for disclosing such
information to the public.

Under its existing ECOA authority, the Board could require creditors to collect data on
applicants’ personal characteristics for non-mortgage loans, such as small business loans.
However, a collection requirement alone likely may have limited utility in identifying potential
discriminatory lending practices. It is unclear whether, without legislative action, the scope of
authority granted to the Board by ECOA is sufficiently broad to permit the Board to establish a
reporting and public disclosure scheme like HMDA for non-mortgage loans.

2. Assuming that Congress enacted legisiation requiring the collection and reporting of
personal characteristic data of applicants for nonmortgage credit, what is the Board’s
position on what types of financial products should be covered?

‘We believe that Congress is in the best position to decide the proper scope of a mandatory data
collection, reporting and disclosure requirement for non-mortgage loans. A key issue is the
complexity of the products for which data must be collected. Another key issue is whether the
benefits of mandating data collection and public disclosure for some or all non-mortgage loans
outweigh the costs.

For example, some studies have noted unexplained disparities which may suggest that
discrimination plays a role in certain types of non-mortgage lending, such as small business.
Small business lending is much more complex than mortgage lending and varies across lenders
much more than mortgage lending. The types of credit and sources of funding for small
businesses span a large spectrum. A small business owner can apply for credit froma
commercial bank or other traditional lender, or from “informal investors,” such as local
development corporations, state and local governments, private foundations, and credit unions.
There are also a number of credit products available to small business, such as lines of credit,
seasonal commercial loans, installment loans, collateralized loans, credit card advances, and
term loans. More importantly, the small business lending industry differs significantly from
other lending industries, such as mortgage lending, because it is non-homogenous in its
underwriting of credit risk. The underwriting and pricing of these loans may vary depending
on numerous credit factors (collateral, capital, ability to repay) as well as the pature and size of
the business.

Due to the complexity of this lending segment, to obtain useful information lenders may need
to collect and report many different types of data, such as data on business attributes and credit
products. A broad range of data might be necessary to maximize the use of that data as an
effective screen to detect potential discriminatory lending patterns.
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On the other hand, some types of credit, such as credit cards, typically are granted using
automated underwriting systems and without face-to-face contact between the creditor and the
consumer. For this type of lending, the costs of associated with the collection of applicant or
borrower characteristic data likely exceed the benefits. The individual taking the credit
application typically does not have knowledge of the personal characteristics of the applicant,
and therefore discrimination is less likely.

3. The GAO Report and your testimony highlighted the projected complexities of a
collecting and public reporting of personal characteristic data of applicants for small
business lending. Assuming that Congress enacted legislation to require mandatory
collection and public reporting of personal characteristic data of applicants for small
business loans, how should Congress define “small business”? How should Congress
define what types of small businesses are classified as “minority-owned” or “women-
owned”? Which types of small business lending products should be included
(revolving lines of credit, term loans, home equity loans, unsecured personal loans)?
Should the type of collateral be reported? Which categories of lenders should report?
Please discuss any other issues Congress should consider regarding a collection/public
reporting requirement for small business lending.

At this time, we do not have any suggestions on how to define these terms, or what, if any,
specific types of data should be reported. The questions posed involve a broad range of policy
issues and considerations that Congress is best suited to make. However, we have identified a
few factors that we believe should be considered when evaluating a collection, reporting and
disclosure requirement for small business lending.

The collection of data about the race, ethnicity, and gender of small business owners may be
useful to regulators for identifying possible discrimination if they are able to access other
relevant information as well. To maximize the use of such data as an effective screen for
identifying possible discrimination in lending, when used in a public disclosure scheme similar
to HMDA, data would need to be collected on a wide range of factors, such as data about the
type of business, type of lending product, collateral, if any, pricing information, and age of the
business.

To this end, the lessons learned from the HMDA scheme are valuable. HMDA data, including
pricing data required by the Board’s Regulation C since 2004, have highlighted the racial and
ethnic gaps in the availability and price of mortgage credit. The collection and public
disclosure of the HMDA data have drawn attention to these gaps and spurred a variety of
efforts to address them by lenders, consumer and civil rights advocates, the Board and other
federal and state agencies, and the Congress.

Based on cost and privacy concerns, however, HMDA data do not include several factors that
lenders routinely use to make credit decisions and set loan prices, such as information about
the borrower’s creditworthiness and the loan-to-value and debt-to-income ratios. Thus,
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HMDA data alone cannot prove discrimination, although the data can, and does, facilitate fair
lending enforcement by helping regulators identify lenders that warrant further review.

A similar requirement to collect, report, and publicly disclose race, ethnicity, and sex data for
other types of lending, such as small business, also could enhance fair lending enforcement.
However, such a requirement would be challenging to implement, especially given the
complexity of small business lending, and could impose significant costs on lenders. Just as
Congress required the collection, reporting, and public disclosure of applicant characteristic
data in HMDA for mortgage loans, we believe that a decision about establishing a comparable
collection, reporting, and public disclosure requirement for non-mortgage loans is a decision
for Congress to make.

4, Are there special issues related to the mandatory collection and public reporting of
personal characteristic data of applicants for automobile financing, credit card lending
or any other type of personal unsecured or secured nonmortgage lending that
Congress should consider regarding a collection and public reporting requirement of
personal characteristic data?

As outlined above in our response to Question 2, small business lending presents the widest
range of issues given the nature of that credit market. Auto finance lending also presents
unique issues. Captive finance companies usually are wholly owned by the automobile
manufacturer and have a majority share of the auto finance market. To encourage dealers to
promote the captive financing option to consumers, many will offer incentives to auto dealers,
such as commissions, finders’ fees, or dealer participation rates. Auto finance typically
involves two factors that potentially increase the risk of discrimination: financial incentives to
charge borrowers more and broad discretion in loan pricing.

As noted in Question 2, credit cards typically are granted using automated underwriting
systems and without face-to-face contact between the creditor and the consumer. For this type
of lending, any value in obtaining such data is likely less than the costs associated with the
collection of applicant or borrower characteristic data. The individual taking the credit
application typically does not have knowledge of personal characteristic data concerning the
applicant, and therefore discrimination is less likely.
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5. Please provide any data the Board has about the costs to lenders when personal
characteristic data was originally required to be reported for mortgage loan borrowers
under the Home Mortgage Disclosure Act (HMDA), the costs to lenders whenever any
new data field is added to the HMDA requirements, and the projected costs to lenders
if Congress enacted legislation to require the collection and public reporting of
personal characteristic data for borrower applicants for small business loans.

Board staff does not have information pertaining to actual or projected costs to lenders when
personal characteristic data was originally required to be reported under HMDA, or the costs if
Congress enacted a collection, reporting and public disclosure scheme for small business loan
data.

Board staff has limited cost data regarding the new data field requirements required by
HMDA, as implemented through Regulation C, in 2002. The Board staff estimated that
lenders annual compliance burden would increase by approximately 20 percent. In addition,
lenders incurred a one-time cost to reprogram existing systems to add codes for new data
items, update existing systems with the new definitions for current data items, and create an
interface between current HMDA and Truth in Lending Systems to enable reporting of pricing
data. However, these costs relate to the addition of fields to an existing scheme, and thus
would not reflect the start-up costs of implementing a new collection and reporting scheme for
small business loans.

6. Since the Board will be discontinuing the Survey of Small Business Finances (SSBF),
please elaborate on the elements from the SSBF that the Board will incorporate into
the Survey of Consumer Finances? Please discuss what issues led to the Board’s
decision to discontinue the SSBF. What accounts for the long period of time it took
for the Board to analyze and release to the public the results from the prior SSBFs?

6(a). Since the Board will be discontinuing the Survey of Small Business Finances
(SSBF), please elaborate on the elements from the SSBF that the Board will incorporate
into the Survey of Consumer Finances?

The Board decided not to conduct another quinquennial Survey of Small Business Finances
(SSBF) and instead, to redirect its efforts to gathering more timely information on small
business finances. The Board continues to view small businesses as a critical part of the U.S.
economy. Its decision regarding the SSBF does not represent any change in this view, but
merely reflects its judgment that the information that the Board and many others need can be
collected via more timely and cost effective means.

The Board made the decision to discontinue the quinquennial SSBF in conjunction with a
decision both to (a) expand the sample size of the tri-annual Survey of Consumer Finances
(SCF), and (b) revise and expand the SCF’s existing set of questions about small businesses
owned by households. The 2010 SCF would be the first SCF to reflect these changes. This
approach will make up for much of the loss of the SSBF, plus give the Board and other users
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of data on small businesses some important additional advantages. Key benefits of expanding
the SCF include more frequent data, better coverage of new and very young firms, and better
coverage of the interactions between small business and household finance. All of these
benefits should help the Board and others to better understand important issues in the creation
of new businesses and entrepreneurial activity in general, and how a variety of issues in these
areas are affected by economic cycles.

While the Board’s quinquennial Report to Congress on small business finances will be
somewhat different from the reports Congress has received in the past, we believe the report
Congress will received in 2012 will be at least as useful as those the Board has prepared for
Congress in the past. Data from the expanded 2010 SCF will be available for the 2012 Report.

6(b). Please discuss what issues led to the Board’s decision to discontinue the SSBF.

In the course of making this decision, Board staff worked with a wide range of users of the
SSBF, including staff of the SBA. After working with these users, and after considering the
Board's own needs, Board staff and the Board determined that the information needed could be
obtained in a more timely and cost effective means. As discussed in our response to 6(a), this
included a decision to expand the Board's tri-annual SCF. As we redesign and expand the
SCF, the Board and its staff are committed to working with outside users of the SSBF to
attempt to meet their needs. This process began in the fall of 2007 and is continuing.

6(c). 'What accounts for the long period of time it took for the Board to analyze and
release to the public the results from the prior SSBFs?

The SSBFs are named for the year for which the data are collected. For example, most firms
surveyed for the 2003 SSBF have data collected for the year ending December 31, 2003.

Firms must be afforded time to get their records in order and prepare their taxes.
Consequently, the interviewing process of these firms for the 2003 survey did not begin until
July 2004 and continued through February 2005. The Board received the final raw survey data
from the vendor in March 2005. Cleaning, imputing missing values, reviewing records for
disclosure concerns, and constructing the public datasets and documentation were conducted
between April 2005 and October 2006. Data were released to the public on November 1,
2006. A similar timeline was followed in the 1988, 1993, and 1998 Surveys of Small
Business Finances.
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Follow-up questions from Chairman Waft:

1. Please provide any research or information you have about (1) the cost to lenders from the original
adoption of data required to be reported under the Home Mortgage Disclosure Act (HMDA) and (2) the
projected costs to lenders for the mandatory coflection and public reporting of personal characteristic data
for applicants of nonmortgage credit.

2. Since the Federal Reserve Survey of Smail Business Finances (SSBF) was discontinued, what are the
current data sources for researchers to study small business tending patterns for possible discrimination?
Are these alternative sources of data adequate for your research?

Responses:

Regarding question #1) | have no data on costs to lenders from HMDA, or the projected costs to data
collection of nonmortgage credit. | am unaware of any studies that quantify lenders’ costs.

Regarding #2) | am not aware of other data sources suitable for addressing small business lending
patterns for possible discrimination.

Best regards,

Ken Cavalluzzo
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American Finangial Services Assaciation
August 13, 2008

The Honorable Melvin L. Watt

Chairman

Subconunittee on Oversight and Investigations
Committee on Financial Services

United States House of Representatives

2129 Rayburn House Office Building
Washington, DC 20515

Dear Chairman Watt,

Thank you again for inviting me fo testify on July 17 before your subcommittee an
whether non-mortgage lenders should be required o collect race and gender data, just as
maorigage lenders roust do under the Home Mortgage Disclosure Act (HMDA),

As there wag considerable interest in knowing more about the compliance cost for
collecting and reporting-on non-mortgage forms of eredit, you invited me to provide you
and your colleagues with an estimate. The Financial Services Research Program {(FSRP)
at George Washington University estimates the costs to collect, compile, organize, clean
and report HMDA-like data to be over $2.7 billion, which is about 10 times greater than
HMDA. I have attached the FSRP analysis for your review.,

As T articulated at the hearing, AFSA remains very concerned about the feasibility and
gostassociated-with-such-a-proposal--For one-thing; the-increased-cost will-inevitably-be-
passed along, at least in part, to consumers while providing them with ltle, if any,
benefit.

Today, most non-morigage credit is underwritten aod priced by creditors using objective,
risk-based credit eriteria, without face-to-face interaction or any information regarding
the applicant’s race or other prohibited characteristics, We believe that race-blind
decisioning systems provide the very best assurance that consuraers receive vredit based
on ohjective, nondiscriminatory criteria. It is hard to imagine that mandatory collection
of racial information will improve this system.

If you have any questions regarding the FSRP analysis or AFSA’s concerns about a new
data collection and reporting regime of this magnitude, I would welcome the opportunity
to discuss them with you. :

Sincerely,

pler
Executive Vice President, Federal Atfairs

5
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Fanancas Spevices Reswancs Prooaas

Coeven sow Rear Fonam s Uanoe Suiavies

Total compliance cost for HMDA

1. Grant Thornton Phase 111 (survey)
estimate for all banks, 1991 $44,193,143

2. All banks, 2006 (row 1 adjusted for
changes in the price level using
the CPL 44,193,143%(201.8/137.%) $64,671.329
3. All mortgage lenders, 2006 (row 2/
bauk share of mortgage originations
in 2006 [24.7%] from Avery et al) $261,827,243
istimated total compliance cost for HMDA-like disclosures for consumer credit

From TransUnion's TrenData database, 24,997,814 new consumer credit accounts were opened in 2006,
The TrenData databasc Is & sample of about 11 percent of TransUnion’s marketing services database.

Thus, there were 227,252,855 (24,997 814/0.11) new accounts in 2006,
Avery et al. reported 20 million extensions and purchased mortgage loans in 2006 (p. A78).

Consumer credit accounts = 207,252,855 = 227,252,855 - 20,000,000, which is 10
{207,252 83520,000:000) times greater than the sumbes of morigage loans.

We estimate that compliance gosts for HMDA-like reporting rales for consumer eredit would be about 10
times greater than HMDA, or $2,713,000,000, ‘

Nete
Consumer cradit is son-mortgage credit.

Sources .
Grant Thornton, Regulatory Burder: The Cast o Community Banks, Phase H{I-Natiopal Cost Survey,
Study prepared for the IBAA, January 1993, .

Avery etal. The 2006 HMDA Data. Federal Reserve Bulletin (2007).

August 13, 2008

Scroon oF Buspess
Eirgubs Haty, Seme g5 - 2000 G Srsenn, N Wastimnomon, 0 2053 ¢ 2030040004 * FA% 105-994-0900
e, Brpfgoseds ¢ Weswwabishicsgeesduliog
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GARNEY FRAME, M4, CHABMAN ‘mﬁi{ﬁﬁ ﬁ&m mE 3{ memmﬁgw TPENCER BAGHUS, AL, BANKING MEMBER

Committee on Financial Services
2129 Rapbor Douse Oilice Poilting
Aushington, BE wins

Oclober 6, 2008

Mr. Bill Himpler

Executive Vice President, Pederal Af¥airs
American Financial Services Association
919 18th Street, NW, Suite 300
Washington, DC 20006

Dear Mir. Himpler:

As you will recall, the Oversight & Investigations Subcommittee held a hearing
on July 17, 2008 entitled “G4O Report on Regulation B: Should Lenders Be Required to
Collect Race and Gender Data of Borrowers for All Loans? ;

In your written hearing testimony, you stated that the financial services industry
would inour “massive costs” if required to collect and provess race and gender data for
non-mortgage loans. After the hearing, we requested that you provide support for your
claim. You recently submitted & letter and a L-page sttachment, based on a George
Washington University study, indicating that the expected costs for the coliection of race
and gender data for non-mortgage loans 1o be $2.7 billion. However, it is unclear from
vour letter whether the $2.7 billion represents an annual or one-time cost.

Pleage provide further analysis and back-up data supporting vour cost claim, The
l-page attachment does not provide an adequate means for the Svboomumittee 1o
understand the underlying assumptions, analysis and computations for the cost figure,
The Subcommittee desires to build a record for any possible future legislative of
regulatory actions and your thorough and rigorous analysis is critical to that objective.

Sincerely,

MELVIN LWATT

Chainman

Subcommitiee on Oversight & Investigations
ML Wisa
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American Financisi Services Association

October 16, 2008

The Honorable Melvin L. Watt

Chairman

Subcommittee on Oversight and Investigations
Committee on Financial Services

United States House of Representatives

2129 Raybum House Office Building
Washington, DC 20515

Dear Chainnan Watt,

Thank you for giving us the opxiﬂnnnity to provide further analysis and back-up data
supporting our cost claim for non-mortgage lenders to colleet race and gender data, just
as morigage lenders must do under the Home Morigage Disclosure Act (HMDA).

In answer to your question in your QOctober 6 letter, the expecied costs for the collection
of race and gender data for non-mortgage Joans of $2.7 billion represents an on-going
annual cost, There would of course be an initial one-time start-up cost for any new
HMDA-like regulation which would add 1o our estimate,

Additionally, you asked for the underlying assumptions, analysis and computations for
the cost figure. The FSRP estimate of cost HMDA-like reporting requirements for
consumer credit is based on a survey-based estimate of the cost of complying with
HMBA-at-banks: The-survey-based-estimate-for-banks-is-fromra- Grast Thomtor (1993)-
study of the cost of complying with thirteen bank regulations. Each bank reported the
number of employee hours spent on specific compliance activitics for each of thirteen
regulations. The questionnaires listed specific compliance activities for each regulation
and asked that compliance hours for each activity be reported by position or department.
The listed compliance activities were developed from cost accounting case studies at
several baoks. Standard salary, benefit, overhead, and “other direct cost’” rates derived
from the case study results (Grant Thormton, 1992} were used to estimate compliance
costs from compliance hours. Survey results were weighted by asset-size classes to
represent the population of independent banks and all banks, Ellichausen (1998) provides
additional information on the Grant Thomton estimates. Mo more recent estimate is
available. .

Activities for complying with HMDA-like reporting requircments for consumer credit
would be likely be similar to those required for complying with HMDA. They would take
place because an application is taken or a loan is approved. They would not occur in the
absence of the regulation, since collection of information on race, ethnic origin, and sex
is prohibited. The activities required to report such data would not differ significantly by
type of lender, type of eredit, or loan amount,



213

The Grant Thornton estimate for bauks is adjusted for price level changes using the
consumer price index.

The estimate is next adjusted to reflect the cost of HMDA for all mortgage lenders using
data from the 2006 HMDA op the pumber of mortgage originations at banks and all
lenders.

The number of consumer (non-mortgage) originations is obtained by subtracting the
number of mortgage originations from the total number of credit accounts originated in
2006, The information on the total number of new credit accounts was obtained from a
database on consumers’ credit use and payment performance that is based on credit
reporting data from Trans Union. The number of consumer originations was about ten
times larger than the number of mortgage originations. Since compliance costs occur
bevause a loan is originated, compliance costs HMDA-like reporting requirements for
consumer credit would also be about ten times greater than compliance costs for HMDA.

There is no more recent detailed, systematic collection of data on the cost of complying

with HMDA. Evidence on regulatory compliance suggests that compliance activities are

labor intensive, Employees must eater data into information systems, verify accuracy of

data, and correct errors. Managers must monitor employees and reporting systems to

ensure compliance. This conclusion is probably still true even with advances in
~ information technology since the Grant Thomton study.

Sincerely,
D

/Bili Himpler

Executive Vice President, Federal Affairs

References

Grant Thormton, *“Regulatory Burden: The Cost to Community Banks.”" Study prepared
for the Independent Bankers Association of America, January 1993, -

Grant Thoraton. ““Regulatory Burden: Phase [I—Field Cost Studies.” Stady prepared
 for the Independent Bankers Association of America, August-September 1992.

Gregory Ellichausen. The Cost of Bank Regulation. Staff Studies 171. Washington:
Board of Governors of the Federal Reserve System, April 1998. ‘

http/iwwrw.federalreserve.gov/pubs/staifstudies/ 1990-99/ss 171 pdf
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Hearlog entitled, “The GAO Report on Regulation B: Should Lenders be
Required to Collect Race and Gender Data for All Loans?”

July 17, 2008
5 “HE REC

The House Finandal Services Committee, Oversight and Investigations
Subcommittes appreciates your participation in the hearing entitled, “The GAQO
Report on Regulation B: Should Lenders be Required to Collect Race and
Gender Data for All Loans?” held on July 17, 2008, Please provide written
responges to the follow-up questions below within 30 days to be submitted as
part of the hearing record.

ANN SULLIVAN - WOMEN IMPACTING PUBLIC POLICY

1. At the hearing, you testified that the U.S. Small Business Administration
{SBA) routinely collects and tracks racial and gender data for its loan
programs and that Congress could usé the SBA program as a model for
any potertial collection of similar data for all nonmortgage loans:

#. What particular provisions of the SBA data collection program do you
believe are particularly helpful - - or harmful - - to women-owned small
businesses?

b. Please discuss the tangible benefits to women-owned small businesses
and organizations like Wormen Impacting Public Policy as a result of the
collection of personal characteristic data for SBA loans.

¢ If the Federal Reserve collected and reported racial and gender data for
nonmortgage lending as it does for mortgage lending under HMDA,
would this data allow the SBA to focus more on its core mission of
helping small businesses secure financing?
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U.S. House of Representatives
Committee on Financial Services
Subcommittee on Oversight and Investigations

Hearing entitled, “The GAQ Report on Regulation B: Should Lenders be Required
1o Collect Race and Gender Data for All Loans?”

July 17, 2008
Written Response Submitted September 23, 2008
QUESTIONS FOR THE RECORD

ANN SULLIVAN- WOMEN IMPACTING PUBLIC POLICY

a. The particular provisions of the SBA data collection program that WIPP
believes are helpful to women-owned small businesses is the SBA lending data is
broken down by African American, Hispanic, Astan, Native American, Other
Minorities and Women. Furthermore, SBA collects the number of loans and
amount of dollars of loans for the 7(a), 504, and Microloan programs. This
classification of data is extremely beneficial to women-owned small business
groups, such as WIPP, who track lending to their segment of the industry and
allows us to compare the women-owned business loan approval data with that of
another group. This gives us a good measure of our members’ progress in gaining

access o capital.
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b. The tangible benefits to women-owned small businesses and organizations like
WIPP as a result of the collection of personal characteristic data for SBA loans is
that it provides our policymakers, the SBA, WIPP and other small business groups,
with hard data as proof to what women business owners have been telling us, that
they face hurdles with respect to access to capital. In addition, it helps to combat
the problem that the GAO Report echoed which is that race and gender data are

limited for nonmortgage lending.

¢. WIPP believes that if the Federal Reserve collected and reported racial and
gender data for nonmortgage lending as it does for mortgage lending under
HMDA, this data would stfengt‘hen the SBA’s ability to serve the small business

communities’ need for financing pragfams.
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Question for the Record
Orice Williams, Director, Financial Markets and Comununity Investment
GAO

»  What has your research demonstrated about the effectiveness of "proxies” or
"surrogates” called for by the Interagency Examination Procedures (such as
for last names of loan applicants or for census fract data) to assess the
potential for discrimination in non-mortgage lending?

In our June 2008 report, Fair Lending: Race and Gender Data are Limited for
Nonmortgage Lending (GAO-08-698), we found that in the absence of race, gender
and other data on personal characteristics for nonmortgage loan applicants,
regulators may rely on time-consuming and possibly unreliable technigues, such
as established “surrogates” to make educated guesses as to the personal
characteristics, such as race or gender, of nonmortgage loan applicants. The use
of such techniques is to help determine whether the lenders they regulate are
complying with established laws and regulations in extending credit to minority
and other individuals targeted for loan applicants.

While the use of surrogates may help identify the racial or gender characteristics
of loan applicants, they have potential for error (e.g., certain first names are
gender neutral, and not all residents of particular census tract may actually be
African-American). Furthermore, as a result of the limitations of the data on
personal characteristics for nonmorigage loan applicants, federal oversight of
lenders’ fair lending law compliance in this area may be less efficient than it is for
morigage lending (due in part to HMDA data availability in mortgage lending).
According to a comment letter submitted by a Federal Reserve Bank to FRB as it
considered amending Regulation B from 1999 to 2003, its examiners were unable
to conduct thorough fair lending examinations or review consumer complaints
alleging discrimination for nonmortgage products due to the lack of available
data. ‘

We have just begun a corprehensive evaluation of the current state of federal
enforcement of the Fair Lending Laws, In this work we will explore, among other
things, the consistency and effectiveness of federal regulatory efforts in greater
detail, including regulatory agencies' use of surrogates according to the
Interagency Fair Lending Examination Procedures.
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