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ABOUT THE BANK

The Federal Reserve Bank of
Richmond serves the Ffth
Federal Reserve District, which
consists of the District of
Columbia, Maryland, North
Carolina, South Carolina,
Virginia, and most of West
Virginia. In addition to its head-
quarters in Richmond, Virginia,
the "Richmond Fed" has branch
offices in Baltimore, Maryland,
and Charlotte, North Carolina.
The Bank also operates check
processing centers in Charleston,
West Virginia, and Columbia,
South Carolina.

Tre reigtotod dom intre gotmggd s n
te meradntrefary pece st o te
Fen Diridt, located inRdmard Mirgria Tre
Fngets its rene framtte vy its strests fan

oot heedirg vest framcbwrtomn Rdnard

Digitized for FRASER
http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis



Digitized for FRASER
http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis



| CuthSreet Garkesin SuthGdira

%&%@Y&BQ@WMWMW ~QOB-IONA 783 I TE3 QOO AT N B« 3

Digitized for FRASER
http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis



EIGHBORHOODS

N | B anking

by Jeffrey M. Lacker*

T he economic condition of some of our low-income neighborhoods is appalling. Are

banks responsible? Critics blame the banking industry for failing to meet the credit

needs of poorer neighborhoods. Some claim that bankers pass up worthwhile lending

opportunities because of racial or ethnic bias. Others argue that a market failure

causes banks to restrain lending in low-income neighborhoods. They claim that joint

lending efforts by many banks in such neighborhoods would be profitable, but no single bank is

willing to bear the cost of being the pioneer.

The central statute regulating the relationship between bank lending and
neighborhoods, the Community Reinvestment Act of 1977 (CRA, or “the Act"),
was inspired by the critics' view that banks discriminate against low-income
communities.1The Act directs the bank regulatory agencies to assess the extent
to which a bank meets "the credit needs of its entire community, including low-
and moderate-income neighborhoods." In a similar spirit, the Home Mortgage
Disclosure Act (HMDA) requires depository institutions to disclose mortgage
originations in metropolitan areas by census tract. The annual HMIDA reports
routinely show large disparities in mortgage flows to minority and white neigh-

borhoods, bolstering the critics' case.

T he economic
CONDITION
OF SOME OF OUR
LOW'IN COME
NEIGHBORHOODS
IS APPALLING.

A re banks

RESPONSIBLE?

Defenders of the banking industry attribute the disparity in credit flows to differences in the creditworthiness of

potential borrowers, information that is unavailable from the HMDA reports. They view the CRA as a burdensome interfer-

ence in otherwise well-functioning credit markets and as a regulatory tax on banking activity. They argue that the decay of

low-income neighborhoods, while deplorable, is beyond the capacity of the banking industry alone to repair.2

The CRA is currently attracting renewed attention. Public release of expanded HMDA reports, along with widely

publicized research suggesting bank lending discrimination, has sparked complaints that banks neglect low-income neigh-

borhoods. Critics now assert that regulators have been too lax in implementing the CRA, and they press for regulations
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1 based on measures of bank lending in low-income neighborhoods. In response, federal banking agencies

| recently proposed revisions to the regulations implementing the CRA that would base a bank's assessment in

1 part on quantitative measures of lending in low-income neighborhoods.3Banks' defenders argue that the reg-
2 ulations are already too burdensome and that numerical measures inevitably would come to resemble lend-
1 ing quotas. Banks would be induced to make loans to uncreditworthy borrowers, risking losses to the

| deposit insurance funds and, ultimately, to taxpayers.

1 This essay reexamines the rationale for the CRA. A reconsideration seems worthwhile in light of the
N\ dire condition of our poor neighborhoods on the one hand, and the demonstrable risks to banks and taxpayers
AN on the other. After a review of the empirical literature relevant to critics' claims, Iwill argue that there is little

conclusive evidence that banks fail to meet the credit needs of low-income

neighborhoods per se. Instead, the CRA regulations should be understood as a
W ithout

CONTROLLING
FOR DIFFERENCES IN The basic goal of the CRA to improve conditions in distressed neighborhoods is

transfer program, aimed at redistributing resources to low-income neighborhoods.

THE DEMAND FOR obviously a worthy one. But the lending and community investment obliga-
CREDIT THERE IS LITTLE

ONE CAN SAY ABOUT

tions impose an implicit tax on the banking industry for which there is little

justification. Nonprofit community development organizations (CDOs) also
CONSTRAINTS ON THE

SUPPLYOF CREDIT

TO MINORITY hoods and represent an alternative to imposing a potentially unsustainable

redistribute resources through subsidized lending in low-income neighbor-

NEIGHBORHOODS. burden on banks. Directing investment toward low-income neighborhoods

could be better accomplished by carefully subsidizing existing institutions that

N\ specialize in community development, rather than by imposing a burdensome and potentially risky implicit
- tax on the banking system.

0

| DO BANKS REDLINE?

1 The legislative history of the Community Reinvestment Act makes clear that the Act was based on the
1

| premise that banks engage in "redlining." Senator William Proxmire, principal sponsor of the CRA, defined
| redlining during debate on the Senate floor:

o}

| By redlining ... | am talking about the fact that banks and savings and loans will take their deposits from a community

s and instead of reinvesting them in that community, they will invest them elsewhere, and they will actually or figuratively

. draw a red line on a map around the areas of their city, sometimes in the inner city, sometimes in the older

5 neighborhoods, sometimes ethnic and sometimes black, but often encompassing a great area of their neighborhood.4

0

1

o}

X
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The term "redlining" dates back to the 1930s, when the Home Owners Loan
Corporation and the Federal Housing Administration (FHA) used detailed demo-
graphic and survey analysis to classify city neighborhoods for lending risk.5 The
agencies adopted standardized appraisal and
underwriting practices that embodied the
common real estate practice of the time of
rating neighborhoods in part on the basis of
their current and prospective racial and eth-
nic composition.6 Blocks with the lowest of
four grades were color-coded red on secret
maps. A 1939 FHA Underwriting Manual
warned that "if a neighborhood is to retain
stability it is necessary that properties shall
continue to be occupied by the same social
and racial classes."7While government agen-
cies retreated from explicitly racial policies
after the 1948 U.S. Supreme Court decision
against racial deed covenants, neighborhood
racial composition apparently continued to
affect appraisals into the 1970s.8
As evidence of continuing redlining,
legislators cited the results of numerous stud-
ies in the early 1970s by community groups
and local governments. The availability of
HMDA data in the mid-1970s spurred further
redlining research in the academic and policy
communities. Although critics often cite
discrimination against older or lower-income neighborhoods, research has addressed almost
exclusively redlining on the basis of a neighborhood's racial composition. The studies documented
large disparities in mortgage lending activity, which led critics of banks to conclude that they had
unfairly restricted loan supply in predominantly minority neighborhoods and thus had failed to

serve the credit needs of their communities.9
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| This first-generation research failed to show, however, that supply rather than

1 demand was responsible for the lending disparities. A basic premise of the redlining

1 hypothesis is that banks curtail the supply of credit to a neighborhood for noneco-

Zl nomic reasons such as racial composition. Many factors that influence the demand

| for mortgage credit by qualified borrowers also vary across neighborhoods: income

| and wealth levels, owner-occupancy rates, and housing turnover rates, for example. Moreover, many of
| these factors are known to be correlated with the racial composition of a neighborhood. Without controlling
2 for differences in the demand for credit, there is little one can say about constraints on the supply of credit to
| minority neighborhoods.

| Subsequent redlining research sought to remedy this problem using information on the economic char-
1 acteristics of neighborhoods and individual loan applicants. When such information is taken into account,
| mortgage flows and loan approval rates appear unrelated to neighborhood racial composition. For example,
| Schill and Wachter (1993) estimate models of banks' loan approval decisions. In their simplest model, the
sI neighborhood racial composition is significantly related to approval probability, but when neighborhood
1 characteristics such as median income, vacancy rate, and age of the housing stock are included, neighbor-
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hood recia composition is no longer important. Similarly, Canner, Gabriel, and Woolley

(2991) find thet, after controlling for individual and neighbborhood nmeasures of default risk

there is no evidence of discrimination based on the radial conposition of neighborhoods.

Saveral other studies confirm these findings.'0 Research thus hes failed to uncover any evi-

dence thet banks discriminate against neighborhoods on the besis of racial composition.”

DO BANKS DISCRIMINATE AGAINST INDIVIDUALS?

Redlining is distinct from radd discrimination agairst individuals because not dl minority applicants live

in redlined neighborhoods.2 Although research hes found little evidence of discrimination against minority

neighborhoods, recent research hes uncovered evidence consistent with discrini-
retion aggirst individal nrinority loan goplicants. The nmost widely publicized
evidence comes from the HVIDA data In 1989, Congress amrended the Hone
Mortgage Disclosure Act to reguire lenders to report the disposition of every
nortgage loan application, along with the race or national origin, gender, ad
anmual income of each applicant. Nunerous press reports have focused on the
disparities between whites and mirorities in the fraction of applicants denied
credit. For exarmple, the 1993 chta show that for corventional home purdhese
loars, 34 percent of African-Anerican applicants and 25 percent of Hispanic
applicants were denied credit, while only 15 percent of white gpplicants were
denied credit'3

Research .. has
FAILED TO UNCOVER
ANY EVIDENCE
THAT BANKS
DISCRIMINATE AGAINST
NEIGHBORHOODS ON
THE BASIS OF RACIAL
COMPOSITION.

By therrselves, honever, sinple tabulations of HMDA dhta are inconclusive for the same resson thet

raw nortgage flow data are misleading. The HMDA data report applicant income, but not credit history or

other economic characteristics. Without controlling for applicant creditworthiness, the disparity in mortgege

loan denial rates in the HMIDA data could reflect the disadvantaged economic status of minorities, rather

than noneconomic discrimiration by barnks. It iswell known thet racial and ethnic groups differ significantly

on many dimensions of creditworthiness. For exanple, the average minority individual hes lower incone,

loner ret worth, and lower financial asset holdings then does the average white

American. Furttermore, minority nortgage applicants are nore likely to have adverse

credit histories and to request larger loars relative to property value, factors associated

with higher default risk'4 In short, differentiating between radial discrimination and

recia disparities in creditworthiness is difficult

8
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THE BOSTON FED STUDY

A rrecent study by economists at the Federal Reserve Bark of Boston hes gone the

farttest tonard solving this prablem B They asked barnks and nortgege conpanies for

Cetailed information from the loan applicant files for a sanple of Boston HVIDA

data for 1990. They dbtained data on housing expenses, total debt paynents, net

wesalth, credit and mortgage payment histories, appraised property values, whether properties were single- or
rrulti-family dwellings, whether applicants were self-enployed, and whether applicants were denied private

Although research
HAS FOUND LITTLE
EVIDENCE OF
DISCRIMINATION
AGAINST MINORITY
NEIGHBORHOODS,
RECENT RESEARCH HAS
UNCOVERED EVIDENCE
CONSISTENT WITH
DISCRIMINATION
AGAINST INDIVIDUAL
MINORITY
LOAN APPLICANTS.

rmortgege insurance. Combining this inforration for asanple of 3,062 individal
applicants with applicant race and the unenployment rate in the applicant's
indLstry, they estimeted the probebility of a particular nortgage loan application
being denied

The study's mejor finding is that, after controlling for the financial,
employment and credit history variables they were able to obsene, race ill
hed a highly significant effect on the probsbility of denial. The results inply
thet minority individuals with the characteristics of an average white applicant
have a 17 percent denial rate compared to an 11 percent denial rate for white
applicants with the same characteristics. Moreover, the Boston Fed study sug
gests that whatever discrimination takes place is of a subtle form Whereas
applicants of al races with unblemished credentials were almost certain to be
approved, the study found thet the vest mejority of applicants hed some inper-
fection. As a result, lenders have considerable discretion to consider compent

sating factors in evaluating creditworthiness. The Boston Fed researchers suggest thet "lenders seem nore

willing to overlook flans for white applicants thaen for minority applicants."b

These findings are corsistent with the widely held view that lending discrimination is common in hous-

ing narkets. A recent suney found thet 69 percent of African Arrericans and 33 percent of whites do not feel

that African Arrericans have an equal opportunity for credit loars and nortgages. Housing discrimination

also hes been the focus of housing market audit studies, inwhich matched pairs of testers, one white and one

minority, respond to advertiserrents for rental or sales properties. Such studies have found

evidence of differential treatiment based on race, such as African Arrericans not being shoawn

certain available properties. The few pilot studies on home nortgage lending discrimiration

a the pre-gpplication stage are too sl to be conclusive. Anecdotal reports of lending dis-

crimination are sometinmes cited as well.'7
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INTERPRETING THE BOSTON FED RESULTS

Although anecdotes and evidence from audit studies are suggestive, the Boston Fed study remreirs the
nost rigorous evidence available of home nortgege lending diiscrimination '8 Despite the studly's sophistication,
however, considerable uncertainty renains conceming its interpretation Sone researchers have questioned
the reliability of the data and the enmpirical nodel underlying the study. BAlthough the critiques are far from
definitive, replication of the study's resuits using different data sets obviously would increase confidence in
its findings. Seldom is a single retrospective study talken as conclusive, particularly in the social sciences, and
the Boston Fed study is the only research on lending discrinination thet explicitly controls for individlel appli-
cants' credit history. Further research would be especially valugble in
view of the plausible alterrative hypotheses thet are consistent with

the Boston Fed resuts Further research
WOULD BE ESPECIALLY
VALUABLE IN VIEW

OF THE PLAUSIBLE

One such alterrative view is thet the variables in the study
measuring creditworthiness are inprecise or incorrplete and fail to

capture conpletely the judgment of a hypothetical unbiased loan ALTERNATIVE
officer. If there is any random discrepancy between applicants' HYPOTHESES THAT
true creditworthiness and their creditworthiness as measured by ARE CONSISTENT

WITH THE BOSTON

nodel variables, there is likely to be a bias in messuring discrimi-
RED RESULTS.

ration When true creditworthiness is inaccurately measured, it is
\ery difficult to distinguish radia discrimination from unneasured
recial disparities in creditworthiness. If true creditworthiness is associated with applicant race, the nodel will
indicate thet race affects the probebility of denial, even if race plays no direct causal role. Iftrue creditworthi-
ness is loner on average for minority applicants, then there will be a bias toward finding discrimination
aggirst minorities®
The fact thet measured creditworthiness s statistically associated with race suggests thet this condition
holds. Regulatory field exanriners report thet it is often difficult to find mettched peirs of loen files corroborating
discrimination detected by a statistical model or sumary statistics. Bxarrination of applicant files often
reveals explanatory corsiderations thet are not captured by any nodel variables. The credit history variables
in the Boston Fed study are sinple functions of the number of missed payments or
whether the applicant ever declared barkruptcy, and do not reflect the ressors for any
delinquencies. Braluating explanations of pest delinquencies is at the heart of credit
underwriting, some will indicate poor financial menagenrent skills or unstable eamings,
while others will reflect resporse to unusual one-time financial shocks or ineccurate

N 3¢ FDiveeej eaOnoraj  aFkEHVGRI-QOADY DXNA 35BN MBFB-QOMT | a3+ERNIZANON-DIUDING FUER: MEFEQAONIHADNA FAUES M-BFBQNOND* cONMI 333> MR IQNONTIN dONB 3REES MBRIQON
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aredit reports. It seens quite plausible, therefore, thet the Boston Fed findings are an artifact of our insbility to ;
capture complex credit history information in a tractable quantitative representation

Another hypothesis corsistent with the evidence from the Boston Fed studly is thet minority borroners
are more likely to default then equally gualified white borrowners, so lenders inplicitly use race as an indica
tor of creditworthiness in marginal cases, above and beyond the informetion provided by income, balance

- —0

sheets, or credit history: Such behavior, often called "statistical discrimination,” might be economically ratio- |
rel, though till illegal. The statistical discrimination and measurenent error hypotheses are closely related |
because both assurre thet the outsice aralyst does not obsenve trie creditworthiness. The distinction is thet -
uncer the measureent error hypothesis the loan officer doserves true creditworthiness, while under the statisti- §
cal discrimination hypothesis the loan officer does not directly obsenve credit guality but uses race as a proxy. g

A recent study of nortgage default data supports these altermative explanations. The study found thet an 1
AfricantAnrerican borrower is nore likely to default than awhite borrower, even after controlling for income, |
wesalth, and other olservable borroner characteristics.2 Why would a minority borrower be nore likely to i

AsireN\agn Vel Ty, O°
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| default than an equally qualified white borroner? Mortgage defauilts often are
| attributable to "trigger events," such as involuntary job loss or large unexpected
| health care costs, that sharply reduce the borrower’s ability to repay.2 Most peo-
pie are poorly irsured agairst such risks, and it seenrs plausible thet minorities

BN

experience these events nore often then whites. 3 For example, unenploynent
rates are higher for nminorities then for whites, but more important, the probebility of involuntary job loss is
| higher for minorities.2Minority household holdings of finandial assets are far seller on average, reduding
| their ability to withstand unirsured financial shocks.2 Minorities tend to be less healthy on average and are
more likely to lack health insurance.® There seems to be no research on
whether these differences in the likelihood of trigger evenits persist after control-
[D lisparities outside
LENDING MARKETS-
IN LABOR MARKETS,
FOR EXAMPLE- disparity in nortgage default rates and can thereby account for disparities in
MIGHT WELL BE loan approval rates, This line of ressoning suggests thet disparities outside lenck
RESPONSIBLE FOR
WHAT APPEARS

TO BE LENDING
DISCRIMINATION. One other corsideration thet lends support to these altemative explanations

ling for income, wealth, credit history, and other factors observable at the tine
of the application. BLt it seerrs plausible that these risk factors can explain the

ing markets — in labor markets, for exanple — might well be resporsible for
what appears to be lending discrimination

of the Boston Fed resuits s the presunption thet competitive foroes should act to

eliminate unprofitable discriminatory practices. If some lenders discriminate on

noneconomic grounds, they ought to systenratically lose business over tine as long as there are sore lenders thet

do not discrininate. The discriminatory lenders may end up serving only part of the market, but nondiscrimine:
tory lencers would be eager tofill the void. B

To summarize, the enpirical evidence on barnk lending discrimination based on an applicant's race

PORO ¥ =

seerrs inconclusive. A skeptic with a strong prior belief in the ability of market forces to restrain unprofitable
discrimination could essily remain unconvinced by the Boston Fed study. On the other hand, critics with a

strong prior belief in the prevalence of lending discrimination will find striking corfinmation in the Boston

Fed study. Between these two extrenes lies a range of reasonable assessments.®

o

1 What does the enpirical evidence on discrimination, such s it is, imply
about appropriate public policy? Discrirrination agairst mortgage applicants on
- the besis of an individual's race calls for vigorous enforcement of fair-lending
lans. However, the lack of evidence of discrirrination agairst neighborhoods per se
raises questions about the need for a lending obligation aimed at neighborhoodk.

\ Not al minority applicants have low incomes or live in lowrincome neighbor-
o
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hoods, so the connection between radial discrimination agairnst individuals and

e

lending to low+income neighbborhoods is doubly obscure. The evidence that we do
have, which suggests the passibility of recial discrimination agairst individlials bout

o —

not neighborhoods, provides little reason for a law like the CRA that targets lending

o lowincome neighborhoocs.® i
IS THERE SOME OTHER SOURCE OF MARKET FAILURE? é
Lacking evidence of bank discrinmination agairst neighborhoods, is there sone other ratiorele for a eov- ?

emment-imposed lending dbligation? Could CRAinduced lending be socially

desirable even though banks would otherwise find it unprofitable? In other
A SKEPTIC WITH A

STRONG PRIOR BELIEF
Many writers have pointed out that lowrincome housing markets are IN THE ABILITY OF

frequently characterized by "spillover effects' because the physical condition MARKET FORCES TO
and appearance of one property affects the desirability of nearby properties. RESTRAIN UNPROFITABLE
. . . . DISCRIMINATION
This leads to a strategic interaction anmong property owners; inprovenents to a
COULD EASILY REMAIN
house inawell-maintained block are worthwhile but would have little value if

UNCONVINCED
the rest of the block is poorly maintained or vacant. A run-down neighborhood BY THE BOSTON FED

words, isthere a narket failure affecting lending in lowincome neighborhoods?3

might be worth renovating from society's point of view; yet no single property STUDY
owrer hes an incentive to invest. This strategic interaction extends to potential

lenders as well. Each bank judges an applicant in isolation, ignoring the effect on nearby properties. Taking
the poor condition of neighboring properties as given, the loan might appear to be a poor risk even though
simultaneous loars to inprove al properties might be worthwhile. All would be better off if lenders could \

—_— 0

coordinate their decisions and agree to lend, since those loars would be profitable. Bt in the absence of |

coordination, each barks reluctance to lend confinTs other banks' reluctance to lend and becorres a self-fulfilling

prophecy of neignborhood decline. Inthese circurstances, a genuine market failure could be said to coour.2
Spillovers seem quite inportant in affluent residential and comrercial markets as well. The preemi-

W R D

nence of location in valuing suburban hones epitomizes the inportance many homebuyers place on the
dharacteristics of the surrounding neighborhood. Office buildings often are clus-
tered to take advantage of common services or honogeneity of appearance. What
is striking about spillovers in nore affluent redl estate merkets is that they do ot

s 7T

seem to cause any seriows market failure, private nmearket mechanisns seem quiite |
capable of coordinating investment decisions. Far example, suburban housing is

¢
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| often developed in large parcels of very similar hones, ersuring the first buyers

1 thet subsequent investiment will not blermish the neighborhood. The develop-

1 ment is coordinated by a single entity thet either builds all the homes or enforces

\ homogeneity through building restrictions and deed covenants.

| Fom this perspective, it is hard to see just what would inpede similar mar-

| ket mechanisms in lowincome neighborhoods. A substantial part of the eco-

1 nomic role of a redl estate developer is to coordinate investment decisions, intermalizing the spillovers

% inherent in closely neighboring investments. If a coordinated investrent in a lowsincome neighborhood is in

| society’s best interest, why wouldn't a private developer assenble the capital to finance the investent?
Several notable differences between the suburts and lowsincone, inner-

O n THE WHOLE .. city neighborhoods might explain why coordinating investnents is nore diffi-

IT SEEMS DIFFICULT TO cult or costly incity neighborhoods. Lowincome urbaen neighborhoods tend to

ARGUE THAT LENDING be older, higher-dersity aress, while development in the suburbs is often on

IN LOWHNCOME virgin tracts of undeveloped land. Asserrbling control of the recisite property
NEIGHBORHOODS

ISANY MORE BESET . . . L . L.
BY MARKET FAILURES asserbling property rights is the higner incidence in the dities of govermmental

THAN LENDING encunbrances such as rernt controls or tax liens. The greater incidence of crine in

rights is arguably less costly for the laiter. Another factor affecting the ease of

IN AFFLUENT urben aress also inhibits development by meking it nore costly to provide resi-
NEIGHBORHOODS. cents with agiven level of seaLrity;

Disparities between urben and suburban narkets in the oosts of coordi-
nating investiments, however, do not necessarily provide a ratiorale for govermment stinulus of lowsincome
community development. The expense of keeping crime out of a neighborhood, for exanple, is a red social
cost that deserves to be addressed directly, and there is no reason to encourage people to ignore it in their

1]

)

| investirent decisions. Simmilarly, governnent restrictiors on property rights distort decisions, although usually

with the aim of berefiting some particular group. These distortions inpose genuine costs, and it is hard to
see why we should encourage people, including lenders, to discount them

Insum these very redl costs do not, by thermselves, represent a narket failure.

= O ©o=—

Lang and Nakanura (1993) describe a nore subtle type of spillover. The

precision of gppraisals, they argue, depends on the frequency of previous home-
sale transactions in the neighborhood. A low rate of transactions nakes

own [Eny

gopraisals inprecise, which increases nortgage lending risk in the neightborhood,
reducing nortgage supply, and thereby reducing the frequency of transactiors.
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1 A neighborhood can get stuck in a self-reinforcing condition of restricted nortgege
| lending and low housing stock tumover. The key inpedinent to efficiency in this
| story is the failure of lenders and honebuyers to account for the social berefit of

| their transaction on others' ability to make accurate appraisals in the future
| While this argurent seens theoretically plausible, some important problens
remain For exanple, it is not clear what limits this phenonenon to lowsincome
| neighborhoods. Affluent housing markets are quite prone to trarsitory declines in transactions volune, but
| rarely seem to get stuck in a depressed condition. And again, it is not clear why market mechanisms would
| be unable to coordinate trarsactions in low-income neighborhoods as they do in many other redl estate mar-
kets. On the whole, then, it seens difficult to argue thet lending in low-income neighborhoods is any nore

f beset by market failures then lending in affluent neighbborhoods.
1 IS REDISTRIBUTION THE PURPOSE OF THE CRA?

—

If the CRA cannot be rationalized as a cor-

1 rective for lending discrimination or some other

1 icentifiable market failure, then the CRA must be

| essertially a redistributive program thet should be

I justified by equity rather then efficiency consider-

i ations. Indeed, the desire to simply transfer

1 resources to lowincome neighborhoods is under-

1 standable in view of their appalling condition. Bt

’.! how should such a trarsfer be carried out?

(i The CRA hes been likerned to a tax on corr

(i ventional banking linked to a subsidy to lending in

\ lowsincome neighborhoods.3 Although barnks are

- examined regularly for conpliance with CRA reg-

?L ulatiors a;d receive ptbli%O?A ratings, enforceu ¢ Himskr Vénigia

1 ment relies on the power of the regulatory agencies to delay or deny an application for permission to nerge
with or acquire another bank or to open a new branch. The prospect of having an application delayed or

- denied, along with the public relations value of a high CRA rating, provides banks with a tangible incentive

? for CRA compliance.3l According to this view; by tilting banks' profit-loss calculations, the CRA regulatios

1 give banks an incentive to neke loars they would not otherwise have mede. To the extent thet barks are
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induced to meke loars and investiments they would not otherwise have found prof

itable, the CRA regulations encourage banks to subsidize lending in low-income

neighborhoods. Investments at concessionary rates and CRArelated outlays, such

as for marketing prograns and philanthropic contributions, directly reduce a bark's

ret eamings. The gap between the cost of these loars to borroners and what they

would have cost inthe absence of the CRA represents a trarsfer to the lowincome neighborhood.

Two questions naturally arise, though, if the CRA is viewed as a redistributive program Hrst, why

should we provide lowincome neighborhoods with an enhanced crediit supply rather than unencumoered

cash paynents? Second, why should the banking industry be the source for such trarsfers?

WHY SUBSIDIZE LENDING IN LOW-INCOME NEIGHBORHOODS?

If the goal is to meke the residents of lowincome neighborhoods better off, why not provide unrestricted

trarsfer payments? Economists gererally argue thet unrestricted income trarsfers are nore efficient than

A PLAUSIBLE
ARGUMENT CAN
BE MADE FOR
TARGETING SUBSIDIES
TO LOW-INCOME
HOMEOWNERS
AS AWAY TO RECTIFY
THE BANEFUL HOUSING
AND LENDING
POLICIES OF THE PAST.

equally costly trarsfers tied to particular goods or services. This
efficiency arises from the exppanded choices available to recipi-
ents. Conmunity development subsidies via enhianced nortgage
lending, in contrast, tie trarsfers to borronwing and homeowner-
ship. Why encourage lowincome households to take on nore
debt? And why should subsidiies to residents of low-income neigh
borhoods be tied to their onnership of housing?

A plausible argurent can be nede for targeting subsidies to
lowincome homeowners as a way to rectify the baneful housing
and lending policies of the pest A variety of explicit policies at
both public and private irstitutions in the first half of this century

encouraged the flight of white middle-class residents from inner cities to the suburts. Metropolitan red estate
boards adopted explicitly racial gppraisal standards and attenmpted to prevent merrbers from integrating
neighborhoods. 3 The FHA provided a significant stinulus to homeownership, but agency underwriting poli-

cies and housing standards strongly favored newly corstructed hones in allwhite

suburbs.3 It recommended racially restrictive deed covenants on properties it

irsured until the Suprene Court ruled them unenforceable in 1948, The banking

industry apparently adopted similar underwriting policies.3 Some researdhers cite

these policies as important in the creation and persistence of racial segregation and

the concentration of poverty inthe inrer cities.3
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1 This rationale for the CRA invokes the notion of corrective justice, the nomrative idea thet compensation
| should be mede for pest inequities.® The discrininatory practices of earlier tines depressed the welfare of
8§ lowincome ninority communities by raising the cost of home nortgages there relative to nore affluent subur-
ban communities, although the lack of evidence of redlining in recent years suggests thaet noneconomic cost

| differentials have largely been renoved. Subsidies thet lower the cost of home nortgage lending in low
| income minority communities — in contrast to unrestricted cash payments — trarsfer resources to precisely
1 the sarre groups thet the earier discriminatory polices trarsferred resouroes from— nearly creditworthy lows
? income homeowners. As Reter Shire (1994) notes, "Only a very sl subset of the effects of discrimination
| [in housing mrerkets] can be traced with enough specificity to permit legal redress’ (p 95). Thus, it may be quite
| difficult to target unrestricted income trarsfers to individuals directly harmred by pest discriminatory practioes.
Mortgage lending subsidies thet minor the

tax home lending dis-

crimination might be the most efficient way

of compensating those who were hanred

SHOULD BANKS
SUBSIDIZE LENDING?

Why should depository irstitutiors be
singled out for the affinmative obligation
inposed by ORA regulations? Why do other
lending intermrediaries such as nortgage,
finance, and life insurance companies
escape obligation? More broadly, why
should financial intenmediaries bear the
burden rather than society as a whole?
Serator Prodmire provided a partid arswer

NinNatet MOl when introducing the original Act by noting
thet a bank dnarter "conveys nunrerous berefits and it is fair for the public to ask sorething in reum" D The
CRA inthis view; is a quid pro quo for the special privileges conferred by a bank drarter, which incidentally
eplains why the Act lirks assessirent to a bark's "application for a deposit facility.”

To the extent thet CRA odbligations are unprofitable or are equivalent to charitable
contributions, apparently they are to be cross-subsidized from the stream of excess
profits otherwise gererated by the bank darter.
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The difficulty with this role for the CRA is thet cross-subsidization may be infeasible4
The competitive ervironment facing barks hes changed greatly since passage of the CRA
in 1977. Over the last two decades the legal and regulatory restrictions on conpetition
among banks have been substantially reduced, a trend thet will continue with the inple-
nmentation of the Interstate Banking Efficiency Act of 1994. Perhgps nore inportant, rapid
changes in financial technology are eroding the advartages of banks relative to nontank
competitors. Consequently, inposing a unique burden on the banking indus-

try might only diminish banks' shere of intemrediated lending. The regulatory
THE REGULATORY

burden ultimately would fall on bank-dependent borrowners in the form of BURDEN ULTIMATELY

higher loen rates and on bank-dependent savers in the form of loner deposit WOULD FALL ON
rates. And to the extent that lending induced by the CRA regulations increases BANINDEPENDENT
the nisk exposure of the deposit insurance funds, taxpayers who ultimetely BORROWERS IN THE

FORM OF HIGHER
LOAN RATESAND ON

BANK-DEPENDENT
der the CRA burden when he remarked that "there is no way the Fecerdl SAVERS IN THE FORM OF

back those funds bear some of the burden as well.
Serator Praxire suggested a practical reason banks are asked to shoul-

Government can solve the problem [of revitalizing the inner dities] with its LOWER DEPOSIT RATES.
resources."2 Fromthis perspective, the CRA imposes a tax on banks to avoid an
eplicit gereral tax increase. But a gereral tax increase is usually less costly to society then an equal-sized
tax on a single industry because spreading the burden over a wider base minimizes the resulting distortios
in economic activity. From this perspective, imposing the CRA tax on banks rather then the economy as a
whole involves an excess social cost

Compelling banks to provide subsidized lending in lowincome neighborhoods might be warranted
revertheless if banks have a unique comparative advantage in doing so. The cost savings from such a com-
parative advantage might justify incurring the excess social cost of the CRA burden on banks. But if no com-
parative advantage can be identified, we ought to consider altermative means of providing subsidized lending
thet avoid the excess cost of atax levied solely on banks.

COMMUNITY DEVELOPMENT ORGANIZATIONS
PROVIDE SUBSIDIZED LENDING

Comunity development organizations (CDOs) are irstitutions that pronote invest-
ment in target neighborhoods, working closely with homebuyers, private lenders, busi-
nesses, government agencies, and private donors.48 They primarily arrange loans for
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| development projects and homeowners, and their costs are gererally funded by
| grants and donations. Their goal of revitalizing decaying neighborhoods matches
1 exactly the avowed purpose of the CRA CDOs represent an altermative to dhanneling
° subsidized lending through the barnking system

| Neighborhood Housing Services of Baltinore (NHSB) is one such organiza
| tion.4+ The main focus of the NHSB is pronoting occupant homeownership,
1 inproving the physical appearance of neighborhoods, and “stabilizing" the red
\ estate market. The NHSB hes targeted four different Baltinore neighborhoods
since its incgption in 1974. Within a neighborhood, it often targets particular
blocks by systerratically searching for onwner-occupants for each property on the block. When it finds a suit-

— N ——

able buyer for a property, NHSB often arranges for extersive renovations, handles the design and bidding,
and selects a contractor.

C ompelling banks A great deal of the work of NHSB involves lending. It provides extensive

TO PROVIDE education and counseling to help prospective borrowers gualify for loars.
SUBSIDIZED LENDING This assistance can involve establishing bank accounts, repeiring credit
IN LOW-INCOME
NEIGHBORHOODS

MIGHT BE WARRANTED
IF BANKS HAVE A Qualification often requires a number of sessions lasting rearly a year or

records, docunmenting sources of income, learming about home purchase
and nmortgage application procedures, and saving for a down payment.

UNIQUE COMPARATIVE more. Courseling serves as a screening process — NHSB dfficials often talk
ADVANTAGE IN of seeking a "match” between a property and a borrower. After the purchese,
DOING SO. courselors provide advice to financially strapped borrowers and may help

them renegotiate payent schedules.

1 COMMUNITY DEVELOPMENT LENDING IS DIFFERENT
The activities of NHSB are different in many ways from the wsual for-profit home nortgage lending thet
banks perform NHSB coordinates a package of home purchese financing for a borroner thet is gererally
nore complex than typical arrangenents. A first nortgage is dbtained, sometimes
from a conventional lender, often on conventional terms, but occasionally through a
special nortgege program tailored to lowincome borrowers. NHSB also makes first
nortgages from its own loan fund Sone NHSB loars are sold in a secondary market

run by a national organization, Neighborhood Housing Services of America.

O Cmm / |2 ORN

A second rortgage is wsually crucial to the package since borroners gererally have

SNBASTHMEIB-QOND JOHNG FHER AT NOAHDTIONA IR S033 «ANONHFHIOINATHES B3 QNN NG FHTa M-H08)« QNON-DI TN FHEZ VIR «CNON-DIUCONG FASSTUMIE B3oaNON-DFH ADNE I3 MBFBQO/

24
Digitized for FRASER
http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis



DND>» FEDERAL RESERVE BANK OF RICHMOND = FEDERAL RESERVE BANK OF RICHMOND = FEDERAL RESERVE BANK OF RICHMOND = FEDERAL RESERVE BANK OF RICHMOND = FEDERAL RESERVE BANK OF RICHMOND  FEDERAL RESERVE BANK OF RICHMOND = FEDERAL RESERVE BANK OF RICHMOND = FEDERAL RESERVE BANK

just a minirmal amount of cash. NHSB arranges for
the second nortgage, wsually from its own loan
fund. Further funding mey be available from a
"Closing Cost Loan Progrant' it adrinisters. Loan
tems often are designed to retire the junior debt
first before retiring principal on the first nortgage.
NHSB dfficials often refer to their supplenental
financing as "soft second’ noney, since they are
sometines willing to reschedule paynents if the
borroner suffers an adverse financial shock

The NHSB goes to great lengths to minimize
the credit risks posed by its clients. Extersive
informration about borrowners energes in the early
counseling stage. Borrowers are carefully selected
for the right "fit" with the property in the sense
thet the paymrents will be affordable. Borroners
gererally are required to save a down payrrent of
at lesst $1,000, which provides an equity interest
in the home and helps denrorstrate the discipline
required to manage nortgage payments. NHSB
also closely monitors the neighborhood and

Nt TeAd Nk \fra ™
encourages close connections between residents through contrunity cleanup projects, neight

borhood organizations, and crime patrols. This helps NHSB leam early on about a borrower's 8§
financial difficulty before a costly nortgage default, generally the lest stage of financial distress 1
for a conventional borrower. In addition, renovatiors are designed in part to \
minimize the chance of costly repeirs — new furmaces and appliances are often \
installed, even when existing units satisfy city housing codes. Active post- 1
purchase counseling helps minimize the ex post costs of financial distress. |
Second, the NHSB spends much tine coordinating investirent in targeted 1

neighborhoods. A primrery goal of NHSB is to achieve a "generally good physical
appearance” in a neighborhood. It tries to develop vacant properties, rehabili- f
tate existing properties, and improve conmercial aress. It encourages owner |
H
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1 occupancy in the belief thet onwners who occupy their onwn home spend nore

on maintenance and improverrents. It tries to influence local government

1 spending on amenities such as streets, sidewalks, and public lands. Soretines

| it helps arrange the departure of taverms or other "undesirable” businesses. In

| short, much of NHSB's activity involves trying to overcome just the sort of

| neighborhood extermalities discussed earlier in this essay.

| Third, NHSB lending reguires substantial subsidies. Its counseling, nmonitoring, and coordination activi-
\ ties are quite labor-intersive, and home purchese trarsactiors are often subsidized. Operating and program

expenditures are funded out of federal, state, and local grants and private donations. Officials admit thet they
often "overimprove" a house, undertaking renovations that cost nore then the resuiting increase in market
| value. NHSB officials also recognize thet their second-nortgage loars are not "bankable" in thet no private

Hlicit Gy Nghd
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lender would lend on the sae temrs. In fact, loars sold to Neighborhood
Housing Services of America, a national unbrella group, are backing for
notes sold to irstitutioral investors who agree to receive a belonvvmarket rate

of retum on their "social investment.”

SHOULD BANKS DO COMMUNITY DEVELOPMENT LENDING?

The community development lending performed by CDOs s the type of sulsidized lending encouraged
by ORA regulatiors. As sggested above, however, the commuinity developent adtivities of CDOs like NHSB
differ in many respects from traditional banking Do banks have any conpara-
tive advantage in providing commmunity development lending? Furthenmore,

how many of these activities are banks capable of performing safely? T he COMMUNITY

DEVELOPMENT
Firs, the concessionary lencing done by NHSB seerms ireppropricte for LENDING PERFORMED
imnsured depository irstitutions. Although CRA regulations reguire thet lending BYCDO'S IS THE TYPE
be "sound," the regulations also encourage concessionary investments and OF SUBSIDIZED

charitable contributions tonard community development. Banks get 0RA LENDING ENCOURAGED
credit for offering higher loanto-value ratics and other "more flexible" lending BY CRA REGULATIONS.
terms, which can only mean nore risky lending tens. Infact, in the newly
proposed CRA regulations, concessionary commmunity development investnents are included alongside loww
income neighborhood lending in assessing CRA conmpliance. This approach threaters to blur the distinction
between concessionary and for-profit lending and could induce banks to make underpriced or excessively
risky loars. Inthe absence of convincing evidence thet barnks pess up economically viable lending opportuni-
ties in lowincome neighborhoods, the attenyot to stimulate additional bank lending to these neighborhoods
risks saddling the banking incLetrywith a large portfolio of poorly performring mortgeges if it hes any effect at all.
Since these debts would carry regulators’ inplicit inprinetur, forbearance in the
event of widespread losses would be herd to awoid, as in the case of sovereign
debt inthe 1980s.
Maintaining a clear boundary at banks between concessionary and for-profit
lending is thus crucial to the clarity and integrity of regulatory supervision.
Bamirers need to know whether a portfolio is intended to be profitable or philarn:

thropic. Allowing government-insured banks to carry concessionary lending

2
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on their books hides the cost, unless the subsidy is explicitly recog
nized up front through higher loan loss resenves aor discounting the
value of the loan for interest rate subsidies. Funding concessionary
lending explicitly out of retained eamings or bank capital subjects
trarsfers to at lesst minimal accounting safeguards, ensures timely recognition of costs, and makes their
redistributive reture dear. Better yet, concessionary conmrunity development lending could be conducted
separately through a community developent sub-
sidiary of a barkKs holding company. This would
have the advantage of keeping such lending pro-
grans separate from the bark's conventional lend-
ing, meking the evaluation of both portfolics eesier.
One impedinent to community development
lending by banks or bank holding cormpanies, howw
awr, is the extensive counseling that appears cru
cial to lending by NHSB and other CDOs. Unlike
CDO courselors, bank loan dfficers face regulatory
corstraints on their ability to communicate with
borroners; uncer the Eqpel Orediit Opportunity Act,
they cannot tell an applicant what to do to qualify
for a loan without triggering a fonrmal application
with the reguired documentation and disclosures.
As a resuit, NHSB courselors leamn far nore about
borroners then would barnk lcan officers. Because
the screening inherent in these progras appears to
be essential to the viaghility of community development lending, benks often contract
with community developnment groups to perform pre-application counseling.
Thus, even bank holding conpany subsidiaries may require exterral assistance
to perform community development lending.s
Would banks have any comparative advaritage in community development
lending thet would notivate a community developnent reguirenent for banks?
The experience of the NHSB suggests the anmswer is no. NHSB counselors have
extensive contact with local bank lending officers and appear well informed
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about specialized loan progras available and the corstraints associated with conventional for-
profit lending. Inaddition, NHSB hes extersive contact with resicents through ongoing work with
neighborhood associations, and thus sometimes hes better informration about borrowers then
would a bank: If anything, then, CDOs would seem to have a conparative advaritage over barks
in the community developnent lending encouraged by the CRA regulations.
Barks have mede substartial contributions of funds to community developrment, much of it
uncer agreements negotiated with community groups.4 Do banks have any special advantage at
meking such contributions? Perhaps their
working involverrent with local community
development groups helps them compare
and evaluate organizations. Bankers often
speak of trying to select "truly responsible”
organizations.4& On the other hand, banks
and other lenders appear to be a minority
anmong NHSB's contributors. Most are corpo-
rations, individuals, and foundations in the
Baltinore area, and it seens unlikely that
they learmed about NHSB through joint lend
ing armangements. Also, the rational network
of Neighborhood Housing Services organiza
tions, along with explicit certification pro-
grans, assures some uniformity, making
evaluation easier for outside investors and
contributors. Thus, it is unclear why barks
would have any advantage in evaluating
subsidy recipients.
To sumarize, there does not seem t©
be a compelling rationale for imposing a Fedtnd @rte; Vel irgon OO |
costly lending obligation on banks. Uttimately such an obligation |
is a tax on bank-dependent borroners and depositors. Similarly, |

there seems to be scant economic justification for looking 1
to banks for the concessionary investments encouraged by |
the CRA regulations. |
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WHERE DO WE GO FROM HERE?
Qur lowincome neighborhoods nevertheless remain in appalling condition.
Comunity development lending seens to be a promising way of channeling resources
toward inproving conditions in these neighborhoods. The evidence summarized in this
essay, however, suggests thet the CRA is not an efficient vehicle for revitalizing decayed
neighborhoods, despite its laudable goals.
An alterretive to the CRA is to fund community developrment subsidiies directly out
of gereral tax revenues. The Comrunity Developnent Barking Act (CDBA), signed into
law in Septermber 1994, provides federal funding for commrunity development. This Act
creates a new govermnent corporation, called the Community Developnent Frandia
Irstitutios Fund, charged with providing financial and technical assistance to specialized, limited-purpose
conmrunity developnent financial institutiors ((DHs), and authorizes expenditures of $382 million over four
years8 Bgiat gopropriation for community developnent hes distinct advantages over draning subsidies from
barnks. Rerroving the inplicit tax burden on banks would reduce existing distortions in finencial flons and
awoid the rids of concessionary lending By directing assistance through organizations thet heve community
development as their sole nrission, monitoring and evaluation of such assistance would become trarsparent.
The CDBA leaves corsiderable uncertainty, however, about
important aspects of the Fund's operation.® For example, the
CDBA requires thet a COH have "a prirmary mmission of pronoting

A n ALTERNATIVE

TO THE CRA IS
TO EUND COMMUNITY comunity development,” without defining the latter term Other
DEVELOPMENT key provisions depend on undefined concepts like "significant
SUBSIDIES DIRECTLY unet needs for loans or equity investrrents.” More fundemrentally,
OUT OF GENERAL distributing public money to a network of small, information-
TAX REVENUES.

intensive lending organizations can create adverse incertives

in much the same way that deposit insurance can distort bank
behavior. Moreover, the oversight and reporting provisiors inthe CDBA are notably less detailed then current
banking legislation, and foral regulations have been left to the Fund to establish. Consequently, much will
depend on the way in which the CDBA is inplenented; in particular, effective screening and nonitoring is
essential. Nevertheless, the CDBA or sorething sinilar to it seens to be nore promising then the CRA for
dealing with the plight of the nation's lowincome neighborhoods.
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BANK HIGHLIGHTS

P erhaps the Bank's most important achieverment this year was its progress in restructuring and reducing
costs in its check operations. Achieving these cost reductions was a ngjor short-term goal in the Bank's
strategic plan. Cost reductions were essential because of changes in the financial industry and in regula-
tions that were reducing Federal Reserve check-processing volume. Mergers and acquisitions among
depository irstitutiors, for example, have resulted in a larger share of check transactions between people
or businesses with accounts at the same bank, which hes reduced the nunber of checks that require

outside processing. In addition, a major regulatory change (known as "same-day settlement”) alloned private-sector

check processing to be nmore competitive with Federal Resenve processing. Check Collection staff worked energeti-

cally and successfully to modify and improve services offered to financial institutions and to reduce operating costs.
Their efforts resulted in a smaller reduction in check-
collection volume and lower costs than projected. The
Bank expects the restructuring and cost reductions to
keep its check services financially viable for the fore-
seeable future.

During 1994 the Bank also paid considerable
attention to the relationship between banking and
our communities. The Bank's Community Affairs
Department, for example, expanded its efforts to
increase the public's understanding of innovative
community development financing programs in the
FHfth District. Bank staff logged many hours traveling
throughout the District, talking to residents, bankers,
and community groups to get a feel for the impact
of lending on District neighborhoods. Community
development groups and bankers assisted the
Bank in these efforts by organizing tours of several

Bk, Ctrictlardas anianontychdrat kedhs\Hieckead BliveradimtumsinAge Ffth District neighborhoods. The Banks Community
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Affairs Department also cosponsored two confer-
ences on community development financing — one with the Neighborhood Reinvestment Corporation and one
with the Ms. Foundation for Women.

Within the Bank the Research Department introduced banking policy briefings thet inform the Bank's senior
officers on banking issues and foster a sense of community among staff from various departments. The banking meet-
ings are an interdepartmental version of the monetary policy briefings that the Research Departnment hes held for
many years to prepare the president for Federal Open Market Committee meetings. Staff from the Bank's Richnond
and branch offices attend the quarterly meetings. Among the topics covered in 1994 were the Community
Reinvestmrent Act, interstate banking, and the pricing of Reserve Barnk services.

In addition to these intermal briefings, Bank staff shared their expertise with central bankers from a number of
foreign countries. During 1994 they provided nore forms of assistance to bankers in more countries than ever
before. China, Mexico, Russia, Saudi Arabia, Ukraine, and Vietnam were among the countries with which Bank staff
worked. One senior staff member, for exanmple, advised the Bank of Mexico on issues such as the control of daylight
credit and the design of a new largevalue-trarsfer system He also represented the Federal Resernve on a committee
responsible for reforming the Russian payment system Another senior staff member taught monetary theory and eco-
nomic development in Switzerland to central bankers from around the world. In addition, he advised the Saudi
Arabian Monetary Agency on restructuring its research department.



While in previous years the BanK's intermational assistance hes primarily involved senior staff teaching central
banking concepts and principles, this year it included a wider range of staff conducting practical workshops on cen-
trd banking functions. For example, in March the Bank hosted and its staff lectured at a payment-system training
program that the World Bank organized for its senior staff with resporsibilities for economic development prograns.
In ancther case, Bank staff helped organize and conduct an Intermational Monetary Fund workshop in Vienna,
Austria. The workshop, held for bankers from the former Soviet Union, included an on-line computer demonstration
by an accounting supervisor of the Federal Resene's risk-management system

During 1994, the Bank expanded the assistance it provides nationally as well as intermationally. The Richmond
Bank, like dl the Resene Banks, hes long aided the Treasury by processing savings-bond transactions that originate
within its own district When the Treasury chose to consolidate savings-bond processing within the Federal Resene
System it selected the Barnk to handle the transactions that another Federal Resenve District previously would have
processed. In addition, the Treasury designated Richmond as a contin-
gency backup site for al the renaining savings-bond processing sites.

The Bark also provides support services to the Tressury and the
Federal Reserve Banks through its operation of the Currency
Technology Office (CTO), now located in Richmond. The CTO coordi-
nates the development of currency processing and counterfeit detection
technologies; the irstallation and implementation of new currency pro-
cessing systerrs; and the provision of ongoing support and training in
the use of currency processing equipment. During 1994, the office
worked with the Bureau of Bngraving and Printing to redesign the US,
currency to make counterfeit notes more difficult to produce and easier
to detect. Among the visible changes to the hills will be the appearance
of a standard Federal Resene seal in place of a specific Resenve Bank
seal and the addition of a watermark The new currency will be intro-
duced over the remainder of the decade, starting with the $100 hill. ” (e N dfan] dipapven

During 1994 the CTO also assisted Reserve Banks with the dteRidkiodg/teRmdBatnasqudos
installation of the ISS 3000, the most advanced currency processor on the market. The ISS 3000 operates with fewer
employees and at a faster rate than its predecessor. Already the new machines are processing 70,000 notes per hour
on average compared to 60,000 notes per hour for the old equipment. This performance is expected to improve as
operators gain experience using the machines. Another feature of the ISS 3000 is its improved counterfeit detectors.
In 1994 the CTO helped irstall atotal of 56 machines, eight of them in the Ffth District By 1997,132 1SS 3000s will
be in place inthe 37 Federal Reserve offices throughout the country.

Flars to close the Bank's Culpeper facility precipitated the need not only for the CTO to relocate, but also for a
new disaster recovery site for the Bank; the Board of Governors, and the Federal Reserve Automation Services (FRAS)
operation. In an emergency, the site will handle critical functions and house key staff. Three other Reserve Banks —
Boston, Philadelphia, and Cleveland — agreed to establish a joint backup site with Richmond and to share the costs
to support it They chose the Baltinore Branch as the common site because of its central location, proximity to large
airports, and ability to renovate space at low cost. Boston, Philadelphia, Cleveland, Richmond, and FRAS will use
Baltinore as their backup for shared mainfrane peripherals (printers, tape drivers, etc). Richmond, the Board, and
FRAS will use it for relocation of their key business functions and operations. By year-end 1994, Baltimore had con-
verted approximately 7,600 square feet to accommodate approximately 200 staff members in an emergency. Inearly
1995 Baltinore will reconfigure about 1,800 additional square feet to house shared mainframe peripherals.
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BANKDIRECTORS
FEDERAL RESHRVE BANKOF RICHMOND (pEcavBER3L,19%4)

(From left to right) Stephen Brobeck;
Claudine B. Malone; Webb C. Hayes IV;
Robert M. Freeman; L Newton Thomas, Jr.

(From left to right) Charles E Weller;
RE. Atkinson, Jr.; Henry J. Faison;
Paul A. DelaCourt
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Crainmren

Henry J. Faison
Chairman

Faison Associates
Charlotte, North Carolina

Deputy Chairman

Claudine B. Malone
President

Financial & Management
Consulting, Inc.

McLean, Virginia

R.E. Atkinson, Jr.
Chairman

DilmarQil Company, Inc.
Florence, South Carolina

Stephen Brobeck
Executive Director
Consumer Federation
of America
Washington, D.C.

Paul A. DelaCourt
Chairman

The North Carolina
Enterprise Corporation
Raleigh, North Carolina

Robert M. Freeman
Chairman and
ChiefExecutive Officer
Signet Banking Corporation
Richmond, Virginia

Webb C. Hayes IV
Chairman of the Board
Palmer National Bancorp, Inc.
President

The Palmer National Bank
Washington, D.C.

L. Newton Thomas, Jr.
Retired, Senior Vice President
ITT/Carbon Industries, Inc.
Charleston, West Virginia

Charles E. Weller

President

Elkridge National Bank

and ENB Financial Corporation
Elkridge, Maryland

VEVBER FECERAL
ADVISORYCOUNCIL

Richard G. Tilghman
Chairman and
ChiefExecutive Officer
Crestar Financial Corporation
Richmond, Virginia
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BALTIMORE OHHCE (oecaveR31,19%)

(From left to right) Richard M. Adams; Morton |. Rapoport; (From left to right) F Levi Ruark; Thomas J. Hughes;
Daniel R Baker; Rebecca Hahn Windsor Michael R Watson

CHARLOTTE OFHCE (pecaveeR3L19)

(From left to right) David B. Jordan; Dorothy H. Aranda; (From left to right) James O. Roberson; Harold D. Kingsmore;
Jim M. Cherry, J. Dennis D. Lowery
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Chairman

Rebecca Hahn Windsor
Chairman and
ChiefExecutive Officer
Hahn Transportation, Inc.
New Market, Maryland

Chairman

Harold D. Kingsmore
Presidentand
ChiefExecutive Officer
Graniteville Company
Graniteville, South Carolina

Richard M. Adams
Chairman and
ChiefExecutive Officer
United Bankshares, Inc.
Parkersburg, West Virginia

Daniel R. Baker
President and Chief
Executive Officer

Tate Access Floors, Inc.
Jessup, Maryland

Thomas J. Hughes
President/CEO

Navy Federal Credit Union
Merrifield, Virginia

Dorothy H. Aranda
President
Dohara Associates, Inc.

Hilton Head Island, South Carolina

Jim M. Cherry, Jr.
President and
ChiefExecutive Officer

Williamsburg First National Bank

Kingstree, South Carolina

David B. Jordan
Vice-Chairman, CEO,
and Director

Security Capital Bancorp
Salisbury, North Carolina

Morton |. Rapoport
Presidentand
ChiefExecutive Officer
University of Maryland
Medical System
Baltimore, Maryland

F. Levi Ruark

Chairman of the Board,

President, and ChiefExecutive Officer
The National Bank of Cambridge
Cambridge, Maryland

Michael R. Watson
President

Association of Maryland Pilots
Baltimore, Maryland

Dennis D. Lowery

CEO and Chairman of the Board
Continental Ltd.

Charlotte, North Carolina

James O. Roberson

President/CEO

Research Triangle Foundation

of North Carolina

Research Triangle Park, North Carolina
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SVALL. BUSINESS AND AGRICULTURE ADVISORY COUNCIL (pecavBeR3L 1994

4~
if.
(From left to right) Watts Auman; (From left to right) Robert A. Quicke;
George B. Reeves; John W. Hane; Vernon A. Reid; Joseph C. Jefferds, Jr,;
Bobby G. Lowery Catherine L Hughes

OPERATIONS ADVISORY COMMITTEE (DEcEVBER31,1994)

(From left to right) Harry G. McDonnold; (From left to right) Gerald L. Martin;
G. Thomas King; Frances Bradshaw; Rick A. Wieczorek; C. L Wilson, IlI;
Kenneth L Greear; Charles C. Schmitt; Raymond L. Gazelle; Jimmie R Monhollon

Martin W. Patterson

V*  %i 1,

y fT

(From left to right) Daniel E Lanier, Sr; (From left to right) Thomas W. Dispenza;
John G. Chapman; Ralph M. Burns, III; Richard D. Pillow; David G. Poole;
William E Albert; G. Dodson Mathias Michael L Morgan; Ronald D. Brown
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Chairman

Watts Auman
Auman Farm
West End, North Carolina

John W. Hane
Partner/Manager
Blackwoods Farm

Fort Motte, South Carolina

Catherine L. Hughes
Owner/CEO

Radio One, Inc.
Baltimore, Maryland

Joseph C. Jefferds, Jr.
Chairman

Jefferds Corporation
Charleston, West Virginia

Chairman

C. L. Wilson, IlI

Senior Vice President

Branch Banking and Trust Company
Wilson, North Carolina

William E. Albert

Vice President and Cashier

The First National Bank of Bluefield
Bluefield, West Virginia

Robert L. BeHage
Senior Vice President
NationsBanc Services, Inc.
Richmond, Virginia

Frances Bradshaw

Assistant Vice President-Operations
First Carolina Corporate Credit Union
Greensboro, North Carolina

Ronald D. Brown
Senior Vice President
The Riggs National Bank
of Washington, D.C.
Washington, D.C.

Ralph M. Burns, IlI
Senior Vice President
The Palmetto Bank
Laurens, South Carolina

John G. Chapman

Senior Vice President
SouthTrust Bank of Charleston
Charleston, South Carolina

Bobby G. Lowery

President

Better Cleaning Janitor Service, Inc.
Better Cleaning Maintenance
Supply, Inc.

Charlotte, North Carolina

Louise Lynch

President & Chief Executive Officer
Courtesy Associates, Inc.
Washington, D.C.

Robert A. Quicke

General Manager

Southside Transportation Co. Inc.
Blackstone, Virginia

Barbara J. Rackes
President/CEO

Rackes

Columbia, South Carolina

J. Maurice Clark

President

Huntington Federal Savings &
Loan Association

Huntington, West Virginia

John S. DiPietro
Senior Vice President
Peninsula Bank

Princess Anne, Maryland

Thomas W. Dispenza
ChiefExecutive Officer
NARC Federal Credit Union
Beltsville, Maryland

Raymond L. Gazelle
Executive Vice President
Citizens Bank of Maryland
Laurel, Maryland

Kenneth L. Greear
Senior Vice President
United National Bank
Charleston, West Virginia

D. C. Hastings

President and Chief Executive Officer
Virginia Bank and Trust Company
Danville, Virginia

G. Thomas King

Senior Vice President and
Automated Systems Manager
Raleigh Federal Savings Bank
Raleigh, North Carolina

Daniel E. Lanier, Sr.
Vice President-Operations
One Valley Bank
Charleston, West Virginia

George B. Reeves

President

Reeves Agricultural Enterprises, Inc.
Chaptico, Maryland

Vernon A. Reid

Principal, Chief Investment Officer
V. A. Reid & Associates, Inc.
Baltimore, Maryland

Ashpy P. Lowrimore

Senior Vice President-City Executive
Southern National Bank

of South Carolina

Florence, South Carolina

Gerald L. Martin
Executive Vice President
and ChiefFinancial Officer
Fidelity Federal Savings Bank
Richmond, Virginia

G. Dodson Mathias
Senior Vice President
First Union National Bank
of North Carolina
Charlotte, North Carolina

Harry G. McDonnold
Executive Vice President
American Federal Bank FSB
Greenville, South Carolina

Michael L. Morgan

Senior Vice President-Group Executive
Wachovia Operational

Services Corporation

Winston-Salem, North Carolina

Martin W. Patterson

Senior Vice President and Division
Manager of Production Services
Crestar Bank

Richmond, Virginia

Richard D. Pillow

Vice President

Virginia Credit Union League
Lynchburg, Virginia

Francis X. Pokorny

Senior Vice President

of Corporate Operations

First National Bank of Maryland
Baltimore, Maryland

David G. Poole

Senior Vice President
Industrial Bank of Washington
Washington, D.C.

Elwyn G. Raiden, Jr.

President and Chief Executive Officer
Home Federal Savings Bank
Washington, D.C.

Charles C. Schmitt
Executive Vice President
Loyola Federal Savings Bank
Glen Burnie, Maryland

Charles E. Thomas

Vice President

West Virginia Credit Union
League, Inc.

Parkersburg, West Virginia

Rick A. Wieczorek
President

District of Columbia

Credit Union League
Washington, D.C.

Associate Member

Norman K. Robinson
Executive Director & Treasurer
Virginias Automated

Clearing House Association
Richmond, Virginia
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BANK OFFICERS (DECEMBER31,19949)

Senior Vice President Bruce J Summers, who hes played a leading role in developing and inple-
menting the BarkKs strategic plan, wes given resparsibility for Conmrunity Affairs, Discount and
Qredit, Fnandal Plamning and Gontrol, and Accounting.

Senior Vice President James D. Reese, formerly responsible for Check Collection in
Richmond and Charleston, Hectronic Paynrents, Hscal Agency, Securities, Qustomer Support,
Cash, and Busiress Developent and Flamning, assured full-tine resporsibility for System Cash
Senvices. He also assued resporsibility for the Qurency Techinology Office, which relocated
from Qulpeper to Richnond.

Senior Vice President Roy L Fauber wes assigned resporsibility for Hectronic Payernts,
Cash, Hscal Agency, Securities, Business Developnent, Product Developnment and Plamning,
Qustoer Support, and Check Callection in Richnond and Charleston He continued to head
Business Applications Services, Operatiors and Tedhnical Support, and Qulpeper’'s Contingency
Processing Ganter.. Vice President Andrew L Tilton added resporsibiility for Cash to his exdsting
resporsibilities for Check Collection, Fscal Agency, and Securities. Assistant Vice President
Bradford N Carden, previowsly resporsible for Hectronic Paynents, assured resporsibility for
Business Development and becarre the Feckral Resene Systens liaison to the US. Tressury.
VH (Samy) Rosson, I, assistant vice president for Product Development and Plamning, wes given
resporsibility for Hectronic Paynents. Informration Systens Officer Janice Hease's resparsibility
for Qperatiors and Tednical Support wes expanded to include Custormer Support.

Vice Presicents Tinothy Q. Cook, William E Qullison, and George B Biars and Associate
Gereral Coursel William C. Fitzgerald retired

Vice Presicent Dan M. Bechiter wes appointed chief public infonmation officer and given
full-time responsibility for Public Affairs. Stacey L. Schreft, who wes pronoted to associate
research dfficer; assured resporsibility for Regional Economics and Research Publications. Both
officers continue to contribute to the Bark as economists.

Jffrey M Ladker wes pronoted to research officer, and Reter N Irddad wes pronoted to
associate research offioer.

A Linnood Gill I, inthe Banking Suyervision and Regulation Departrent, and B Wayne
Deal and S.san A Saavedra, inthe Audit Departiment, were pronoted to assistant vice president.

Vice Presicert William E Pasooe, I, of the Baltinore Office, died suddenly on Jure 14,
1994. Pascoe had worked in several departirents in the Richnond Office before nmoving to
Bdltinore in 1971 to become gereral manager of the check operation He advanced to assistart
vice president in 1972 and vice president in 1974. Before his death, he wes resporsible for
Personrel, Building Services, Public Informration, Data Services, and Business Development and
wes "second-incommand’ to Senior Vice Presicent Roneld B Duncan. Margaret M Murphy, in
the Baltinore Office, wes pronoted to vice president in Septermber and acquired the departnen:
td resporsibilities formrerly held by Pasooe. Vice President William J Tignarelli assured the role
of "second-in-command.”

A& the Charlotte Office, Vice Presicent Roert F Stratton retired Marsha H Melarz wes pro-
noted to vice president and took over resporsibility for Accounting, Personnel, and Public
Inforretion Bobby D. Wynn, assistart vice president, trarsferred from Richnmond to Gharlotte
and assued resparsibility for Public Infonration and Business Developnent.

Senior Vice Presicent Jdn G. Stoidks, of the Quipeper Office, retired

At the Charleston Office, Vice Presicent Richard L Hopkins added Business Developent
1o his resporsibilities for the Charleston Regional Processing Genter territory of West Mirginia
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COMPARATIVE FINANCIAL STATEMENTS

CONDITION
Assets
Gold certificate account

Soecial Drawning Rights certificate account

CQoin
Loars to depository irstitutios
Federal agency dbligations
US govermment securities
Bills
Notes
Bocs

Tad US. govermment seourities

Cash itens in process of collection
Bark premises

Fumiture and equipnent (net)
Other assats

Interdistrict settlerrent accournt
Accrued service incone

TOTAL ASSETS

Lighilities
Feckrd Reserve notes
Deposits
Depository irstitutions
Foreign
Other
Total deposits
Deferred availahility cash itens
Other lichilities
TOTAL UARILITIES
Cgpital Accounts

Capital paid in
Supls

TOTAL LUABILITIESAND CAPITAL ACCOUNTS

Decenrber 30,1994
$ 902,000,000.00
652,000,000.00
56,354,936.44

0

290,698,054.04

14,178,645,999.75
11,522,018,033.19
3,436,984,865.02

29,137,648,897.96

392,072,216.52
133,814,709.74

151,623,521.71*
2,225794,821.10
(867,239,113.22)
4,982,912.52

$33,079,750,956.81

$28,846,504,812.00

2,782,100,893.95
9,472,408.94
70,392,642.45

2,861,965,945.34

446,625,128.05
331,987,071.42

$32,487,082,956.81

$  296,334,000.00
296,334,000.00

$33,079,750,956.81

Fhsenuurtirduos $66 158 (B3 28 in 1994 ard$ 111,584 907,29 in 1993 for Feokrel Rsenve Autonvation Srvices
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Decenber 31,1993
$ 899,000,000.00
652,000,000.00
66,664,434.39
65,000,000.00
361,803,779.06

12,508,901,522.51
10,302,126,663.67
3,086,639,170.04

25,897,667,356.22

501,742,124.09
138,618,569.74
153,529,571.22*
2,212,833,953.92
598,286,734.97
5,981,127.29

$31,553,127,650.90

$28,034,847,897.00

2,356,864,209.97
9,563,200.00
31,537,576.38

2,397,964,986.35

477,144,405.72
186,183,061.83

$31,096,140,350.90

$ 228,493,650.00
228,493,650.00

$31,553,127,650.90



EARNINGS AND BEXPENEES
Eamings
Loars to depository irstitutios
FDIC assuned indebtedness

Interest on U.S. government securities

Foreign currercies
Income from services
Other eamings
Tod curent eamings

BExperses
Operating expenses
Cost of earmings credits
Net expenses

CURRENT NET EARNINGS
Additiors to current net eamings

Rdfit on sales of U.S. govermment securities (et)
Rdfit on foreign exchange trarsactions

All other
ToA additios

Deductions from current net eamings
Losses on foreign exchange trarnsactions

Al other
Tota deductiors

Net additions or deductions

Cost of unreimbursed Tressury services
Assessirent for exppenses of Board of Governors

Federal Resenve currency costs

NET EARNINGS BHFCRE PAYIVENTS TO US. TREASURY

Distribution of Net Eamings
Dividends peid

Payments to US. Treesury (interest on Feckral Resene otes)

Trarsferred to surplus
TOTAL
Surplus Account

Balance at close of previous year
Addition of profits for year

BALANCE AT CLOSE OF CURRENT YEAR

Capital Stock Account (fFgaresrtirganunt peidin which isS0%0of anaunt sUbsarited)

Balance at close of previous year
IssLed during the year

Canceled during the year

BALANCE AT CLOSE OF CURRENT YEAR

1994
$ 343,007.64
0
1,518,935,700.92
60,179,648.61
62,684,003.74
556,485.19

$1,642,698,846.10

$ 166,374,125.25*
13,602,461.65

179,976,586.90

$1,462,722,259.20

(1,950,982.29)
162,752,518.02
22,195.65

160,823,731.38

0
15,049.17

15,049.17

160,808,682.21

4,152,968.75
10,122,800.00
30,012,475.00

$1,579,242,697.66

$ 15506,612.12
1,495,895,735.54
67,840,350.00

$1,579,242,697.66

$ 228,493,650.00
67,840,350.00

$ 296,334,000.00

$ 228,493,650.00
75,345,550.00

303,839,200.00
7,505,200.00

$ 296,334,000.00

FThsanuurt irduoks $43811,487.90 in 704 ad$ 6648800 in 193 forFechrd Rsene AlomatinSavics
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1993
$ 230,415.87
0
1,309,605,453.09
85,509,214.61
65,142,479.48
251,348.24

$1,460,738,911.29

$ 185,472,700.89*
10,500,337.76

195,973,038.65

$1,264,765,872.64

3,037,703.43
18,266,352.43
4,333.72

21,308,389.58

0
36,520,950.00

36,520,950.00

(15,212,560.42)

2,875,704.56
9,619,500.00
29,323,293.00

$1,207,734,814.66

$ 13,061,398.81
1,176,241,765.85
18,431,650.00

$1,207,734,814.66

$ 210,062,000.00
18,431,650.00

$ 228,493,650.00

$ 210,062,000.00
26,139,150.00

236,201,150.00
7,707,500.00

$ 228,493,650.00
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SUMMARY OF OPERATIONS

OPERATION

Qurrency and coin processed
Qurrency received and verified

Qurrency \erified and destroyed
Coin bags received and \erified

Checks handled
Commrercial—processed®
Commercial—packaged iterrs
US. govermment

Collections iterrs handled
US. government coupons paid
Noncash iterrs

Comrercial book-entry
trarsfers origirated

Funck trarsfers sent and received

Food starps redeerred

Loars advanced

*Ths category exclucks dedks on this Bark

Digitized for FRASER
http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis

NUMBER

1994 1993
2,119,457,000 2,093,672,000
702,796,000 660,012,000
216,013 271,203
1,480,814,000 1,521,814,000
329,989,000 446,289,000
55,611,000 56,677,000
11,274 14,362
0 0
230,331 237,340
6,456,322 6,379,386
292,192,000 325,731,000
273 266

AMOUNT ($ thousanck)

1994 1993
28,412,365 27,225,822
6,812,575 6,423,583
167,470 208,064
1,033,893,000 1,120,853,000
157,253,000 179,026,000
91,727,000 103,779,000
2,903 6,833
0 0
2,271,016,000 2,462,115,000
11,372,596,000 10,434,014,000
1,484,255 1,568,573
2,451,000 2,428,552
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