FEDERAL RESERVE BANK
OF NEW YORK

Circular No. 9388
[ October 26, 1982 ]

EQUAL CREDIT OPPORTUNITY

Final Interpretations and Withdrawal of Proposed Amendments to Regulation B

To All Depository Institutions, and Others Concerned,

in the Second Federal Reserve District:

The following is quoted from the text of a statement issued by the Board of Governors of the

Federal Reserve System:

The Federal Reserve Board has adopted in final form two proposed interpretations of Regulation B
— Equal Credit Opportunity — and withdrew three proposed amendments to the regulation. The
interpretations will become effective April 1, 1983.

The first of the interpretations discusses the use by creditors of judgmental and credit scoring
systems in the treatment of income from alimony, child sulpp.ort, separate maintenance, part-time
emplo?/ment, retirement benefits or public assistance. The requlation requires that creditors not discount
or exclude such income from consideration.

~ The second interpretation concerns the selection and disclosure of principal reasons for adverse
actions on applications for credit.

The Board at the same time withdrew, effective October 15, the proposed amendments to the
business credit provisions of Regulation B. The Board proposed last June to withdraw these amend-
ments, which were first proposed in 1978. The amendments would have affected only the mechanical
requirements of the regulatmn and their withdrawal does not affect the substantive provisions of the
regulation prohibiting discrimination in any aspect of a business credit transaction on the basis of sex,
marital status, race and like provisions. The Board said that the costs and burdens associated with the
proposed amendments outweighed their possible benefits, which the Board judged to be slight in view of
the basic requirements of the regulation.

The Board acted after consideration of comment received on its proposals regarding the interpreta-
tions and amendments.

Enclosed is a copy of the text of the interpretations of Regulation B, effective April 1, 1983.

The text of the Board’s Notice withdrawing its proposed amendments to the business credit
provisions of Regulation B, a summary of which is printed on the reverse side of this circular, has
been published in the Federal Register of October 15, 1982; acopy of the full text of that Notice will
be furnished upon request directed to the Circulars Division of this Bank.

Questions regarding these matters may be directed to our Consumer Affairs and Bank

Regulations Department (Tel. No. 212-791-5914).

Digitized for FRASER

Anthony M Solomon,
President.
(OVER)
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Federal Reserve System

12 CFR Part 202

[Reg B; Docket No. R-0185]
EQUAL CREDIT OPPORTUNITY

Withdrawal of Proposed Amendments

AGENCY: Board of Governors of the Federal Reserve System.
ACTION: Withdrawal of proposed amendments.

SUMMARY: The Board is withdrawing proposed amendments to the business credit
provisions of Regulation B. The proposed amendments were initially published
for comment in October 1978; notice of their proposed withdrawal was published
in June 1982 (47 FR 23741). The amendments to the business credit rules would
have (1) eliminated the partial exemption that currently exists with respect
to record keeping and adverse action notification requirements in certain loan
transactions under $100,000; and (2) subjected business credit to the general
bar in the regulation against asking an applicant's marital status. The pro-
posal would also have incorporated official staff interpretation EC-0009 into
the regulation to make clear that creditors must give business applicants some
notice, oral or written, of action taken on an application within a reasonable
time; the interpretation remains in effect.

The proposed amendments related only to the mechanical requirements
of the regulation, and their withdrawal does not affect the substantive provi-
sions of the Equal Credit Opportunity Act and Regulation B, which continue to
prohibit discrimination on the basis of sex, marital status, race, etc. in any
aspect of a business credit transaction.

EFFECTIVE DATE: October 15, 1982.

FOR FURTHER INFORMATION CONTACT: Claudia J. Yarus, Staff Attorney, Division
of Consumer and Community Affairs, Board of Governors of the Federal Reserve
System, Washington, D.C. 20551 (202-452-3667). Regarding the final regulatory
flexibility analysis, contact: Robert Kurtz, Economist, Division of Research
and Statistics, Board of Governors of the Federal Reserve System, Washington,
D.C. 20551 (202-452-2505).

The full text of this notice may be obtained from the Board or the Federal
Reserve Banks.

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



Board of Governors of the Federal Reserve System

FEDERAL RESERVE SYSTEM

fi CFR Part 202
[Reg. B; Docket No. R-0203]

Equal Credit Opportunity; Final Board
Interpretations; Consideration of
Income and Disclosure of Reasons for
Adverse Action

agency: BOAId 0f Governors of the
Féderal Reserve System.

acTion: Final Board interpretations.

SUMMARY The Board two
ias of Regulation B, Equal

Credltcmorunlty The first
interpretation disousses how users of
Judgrerntal and aredit sooring systems
must treat income derived from alimony,
child syyport, separate mairntenance,
part=tine employment, retirament
berefits or public assistance to comply
wirth the regulation’s requirement trat
aaditors not “disocountt or exclude from
consiideration’” such incore. The second
interpretation explains how creditors
shoulld select and disclose tre principal
rmn or reasons for adverse action.

These interpretations derive from
questions that have been raised about
the goplication of Regullation B to adadit
sooring systens, but the besic principles
apply o judgrental systems asvell.
EFFECTIVE DATE: Aprill 1, 1983.
FOR FURTHER INFORMATION CONTACT:

Lhy Griffin, Ser(]mrAttorne Djvision

?p ¥mer an unj dAffelurs
Board of Governors of the Federa
Reserve System, Washington, D.C. 20851
Q4-2110).

UPPLEMENTARY INFORMATION: (1)
ntroduction. In response {0 re uests for
clarification on how certain provisions
of Requlation B (12 CFR Part 2023 aP ply
to the"operation of numerical cred
scoring system,* the Board asked for

* Basically, credit scoring is the UBe of statistical
techniques to assign points or weights to various
applicant characteristics (e-g., income, credit
history) or to identify relationships between them in
order to predict the likelihood that the applicant
will satisfactorily repay the credit. InRegulation B.
an empirically and statistically derived credit

[Enc. Cir. No. 9388]

EQUAL CREDIT OPPORTUNITY

INTERPRETATION OF REGULATION B

(effective April 1, 1983)

public comment (4 FR 23856, Aprill 23,
197/9) on four questions about Regulation
BB lication to aadiit sooring systems:
ay a credit scorlng system score
the fact'that ap ai)phca t hias more than
one job or multiple sources of Income,
and may II?COF secondar mcome
differeritly from primary iricome?

* How'must a scoring system
consider the amount of'an’applicant’s
income derived from part- Elme
employment pension, or alimony?

« How [nust a credl ?r using a sgormg
system e ect the SPECITIC reasons Tor
adverse action?

* Under what mrcums(gances may a
creditor em;t) oymg a cregit sgorm%
system use the redsons fo advers
acti r] contalned In Regu ation B’
model statement?

The Board received almost 300 written
comments from members of Congress,
indstry, academics, and otrexrs. The
comments expressed awide diversity of
views about how Regulation B 5 rules
should apply 1o aedit sooring systens.
The nulaplicity of vienypoints and the
uncerlying tedmical camplexity of the
questions raised in the comment process
led toa thorough reconsideration of the
isses and the policy gptions asailable.
Based on that review, the Board issued
for public comment (45 FR 55318, August
26,1980) two proposed interpretatias.
One interpretation addressed saveral
ISSLUES concemiing consiideration of
income and income religbility. The
second set forth saveral principles
governing the selection and disclosure of
adverse action. Both proposed
interpretations affirmed the Board™s
aoclusion, based upon an analysis of
the comments and the Equal Credit
Opportunity Act, that the rules in
Regullation B apply to dl aaiitors,
whether they evaluate creditworthiness
Juagmertal ly or through a aredit sooring

scoring systen is contrasted with the judgmental
evaluation performed by a credit officer or
committee: compare the definition of “a
demonstrably and statistically sound, empirically
derived credit system" in 1 202.2{p) with the
definition of “judgmental system of evaluating

applicants” in f 20Z.2(t).

system.

The Board again received
approximately 300 written comments on
these proposals from members of
Congress, federal and state agarcies,
indstry, consurers, and academics.
Gererally, aaditors (retailas, ail
companies, firacial irstitutias, and
trace asxociatios) claimed treta
properly designed aedit sooring system
isan aocurate, dojective mechanism for
determining creditworthiness. They
suggested that to presenve the amirical
and statistical dharacter of such a
systam, a aeditor should be alloned
wide latituce to include inor exclude
from a partiaular system the amount and
sources of an ggplicant’s income
depending on whether those fectors
were related in a statistically sighificait
way to creditworthiness as established
by the areditor developing the system.
They also advocated thatwide latituoe
be given to determining the most
appropriate way for selectingand
disclosing the principal reason or
reasons for an adverse aadit decision.

Consumer commenters (including
saveral members of Congress and a
number of individual consurers)
gererally were concermed that the Board
not reduce or eliminate what they
perceived as the basic ios
already afforded by the law. They were
opposed to alloving aeditors the degree
of fledability sought by the industry
because of tre kelief that such fledbility
might be used tomask illeplly
discriminatory practices.

Based on a review of the comments
and a renewed analysis of tre IsSEes, In
May 1982 the Board stated gereral
endorsement for the two revised
interpretations but issued them for
further comment (47 FR 23738, Jure 1,
1982) with respect o any tedmical
problems that areditors might encounter
incomplying with them.

The Board has received almost 80
written comments on these proposals
from federal and state agercies,
indstry, and consumers. Consumers
and araditors supported most of the

changes inthe proposed interpretatios.
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Consumers observed tha% the
mterBretatrons maintain, fundamental
Bong mer prot ctions wrthont undu Y
urdenin |tors Genera cre tors
requeste ﬁ yed effective’date of six
manths In which'to adapt existing cregit
scorrnP systems to th ere uirements of
the infergretations.. Most commenters
re ue ted that the interpret tron
crr e more than one met od or
selectrqﬂ reasons for adverse action.
st interpretation & 20260}
addre ses severfaj ISSues concernrn%
consideration of Income and incom
reIrabrIrtm The mter%ietatron clgrrfres

that Regulation B applies to cre
scorin syrstemsas well as toI] dg ental
systents 50 vrses

he Inter rebatrgn a
that Iincome, nee él %COHSI erg
onan |n vrdual basrs and should not
assrgsne awerg t based on aggregate
statistics.

The second interpretation & 2201}
s=ts forth saveral prirciples governing
the selection and disclosure of reasons
for adverse action. The interpretation
advises creditors that the proocess used
o select secific reasons for adverse
actionmust idntify the factors tret
were most sighificat in the gplicant™s
failure to achieve a passing score ina
aedit sooring system. The interpretation
also advises additors that the reasons
must be taken from those fectors
actually considered for trat gplicant.
The interpretation has been modified t©
include a second acoeptable method for
selecting reasons for adverse action,
based on the average soores fordll
gplicatts. The interpretation also
eplains that other methods thet
produce susstantially similar reaults,
ie, slecting those fectors forwhich te
applicant Al furthest below a norm, are
acoeptable. Arally, the interpretation
advises areditors on proper use of the
model form for disclosing reasons for
adverse action.

@‘TRegulatory Flexibility Analysis
The'two m%erpret tlons adopted R
Board clarify creditor proce ures%
res ect tos v ral aspects 0 ﬁe ylation

Cred It R rtunity,
wrt treatment ofincome ands Iec on
ang disclosure of reasons or aﬁvehse
action, The econom| inpacto elther
Interpretation IS unIr ely'to be large.
since the actions taken are
mterpretatrons ratner than re%ulatrons
only those creditors who currently use
Hrocedures that are |r\f%ns1rstent wrth

e mterﬁretatrons Wi orced to
modif |rcr drtProcessrn
Proce ures. H icatlons from commen%s
eceived by the Board are that most 0

these cases will arise from aaditors
having taken too narrow an
interpretation of the inplications of
Regullation B, particularty with respect
o treatment ofprotected incone. The
interpretatios advise aaditors how
they can use saveral diffaratt
procedures forwhich guidance had been
requested by a number of aeditors.
Thus, giiven these assurances, a number
of aaditors may modify their aedit
screening prooedures.

The geecific impact of the first
interpretaticnwill be focused on
areditors aurently using aredirt sooring
systems which treat protected income in
amanner that is incosistent with the
inepretatian. These creditors willl need
tomodify trelr systars. This will entail
the probable expense of new statistical
analysis, the retraining of those making
loan evaluatias, and possibly changes
in goplication forms. One commenter
stated that this could oost a areditor as
much as $80,000. However, ifsuch
modifications are made as part of
normal periadic updates of aadit
systams, these aostsmay be minimized.
faaditors, partiaularly those using
aadit sooring vendors, were required o
make such changes imediately, oosts
might be more substantial.. Most
commenters 1o the Board have
indicated, honever, that a sixmonths
delayed effective date should provide
adequate time tomodify systems ina
aost efficiaitway .

The economic impact of the second
interpretatian, governiing notiice of
adverse actimn, s likely tobe more far
reeching. Ina 1981 Federal Reserve
Board sunvey,lover cne-half of the
surveyed Firercial institutias indicated
a desire tomodify the notification of
adverse action. Furthermore, they
indicated that the largest recurring aost
associated with Regullation B was the
aost of providing awritten notiice of
adverse action. Written comments
received by the Board have also
indicated the need for additional
guidance both as tomethods of selecting
reasons for adverse action and for the
design of adverse action foms. The
second interpretation speaks directly o
both these concems. The interpretation
eplicitdy sanctions two methods of
<lectirg reasons for adverse action
which inmost cases can be done
mechanical ly and need not reguire

1 SurveyofCompliance Costs and Benefits of
Consumer Protection Regulations, Federal Reserve
Board. 1981.

constant ypdating. In addiaon, it
authorizes any other method which
produces susstantial ly similar results.
The information needed to implement
the methods sanctioned by the
interpretation should already be
available 1o aeditors using addit
sooring systens. By clarifyirng use of the
Board sample form, the interpretation
is likely 1o require some expense by
creditors who willl have to design new
forms. Creditors using systems forwhich
use of the sample form ot
appropriate will have to desiign and
distribute new forms and discard old
foms. As a temporary measure
creditors may have tomanual ly modify
old forms before new ones can be
developed.

Smal ler aeditors are wnlikely to suffer
sighificant costs from ertter
interpretation. The lagest inpact B
likely 1o be ©tby aeditorswith latg,
central ly-besed, aedit sooring systens.
Smaller irstitutdas are much more
likely to use judgmental systems which
can be modified with very little ast.

To offset some of e asts, the
clartficatias provided by the
interpretations will probably help both
goplicants and adaditors. With more
precise instructians on the proper
treatment of protected incore, aaditors
who may previously have been reluctant
to use income in telr aadit evaluation
process may now do so. By providing
more eplicitguidance as to the
selection of reasons for adverse action,
the interpretations are likley o result in
rejected lcan goplicants receivingmore
useful infomation.

List of Subjects in 12 CFR Part 202

Banks, banking, Civil rrghts
onsumer rotection, C[ it, Federal
eserve System, Marital status
discrimination, Minority groups,
Penalties, Religious discrimination, Sex
discrimination” Women.

PART 202— [AMENDED]

Regulatory Text. Pursuant to the
authority granted in § 708(@} of the
Equal Credit Opportunity Act (I5U.S.C.
181@Y), the Board adopts the folloving
two Interpretations of Regulation B (12
CFR Part 27} to read as folloss:

§202.601 Consideration of income.

m) Requlation B prohjbits creditors
from disc untrng orexcludrn the
Hcomeo an applicant (or the spouse of

bEcALke O & oMb becs of becas
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the income isderived from alimony,
child sygport, separate maintenance,
part-tine employment, retirement
berefits or public assistance ( protected
income’)1A creditormay corsicer,
however, the pracebility of any income
continuing inevaluating an gpplicants
aeditworthiness, and may consider the
extent towhich alimony, dhild support
or separate maintenance s likely tobe
ocorsistently made . Regulation B gplies
equally to all methods of aadit
evaluation- whether performed
Juagrentally ormro.gw the use ofa
credrt sooring system.2
© Creditors need not consider
income atdl. However, aeditors that
do consider income should consider the
amount of income as required in
8§ A2 6(0)H)- A adit sooring system 3
will not be deprived of itsstatis as a
"'demonstrably and statistically sound,
ampirically derived” aedit scoring
because itaggregates income
(ircluding a type of income which, by
itsdf, would not be selected as a
predictive daracteristic).-
© Oreditors have asked whether
evaluating or deriving a point soore for
certain types of income (such as Social
Seaurity and alimony) during the
divelopment of the system aostitutes
"‘oonsiideration’” of that income for
purposes of the regulatian, erebling the
areditor to disoount or exclude such
income based upon these aggregate
statastics. In the Boardsview, the
statute requires that evaluation of

‘Section 202.6(b)(5) states in relevant part:

A creditor shall not discount or exclude from
consideration the income of an applicant or the
spouse of the applicant because of a prohibited
basis or because the income is derived from part-
time employment, or from an annuity, pension, or
other retirement benefit; but a creditor may consider
the amount and probable continuance of any
income in evaluating an applicant's
creditworthiness. Where an applicant relies on
alimony, child support, or separate maintenance
payments in applying for credit, a creditor shall
consider such payments as income to the extent that
they are likely to be consistently made. Factors that
a creditor may consider in determining the
likelihood of consistent payments include, but are
not limited to, whether the payments are received
pursuant to a written agreement or court decree; the
length of time that the payments have been
received; the regularity of receipt; the availability of
procedures to compel payment; and the
creditworthiness of the payor *1* *

*The only differences in evaluation procedures
for the two methods of judging creditworthiness
sanctioned by the law relate to consideration of age
and receipt of public assistance. (See
$ 202.6(b)(2)(ii) and (iii).)

*For the purposes of this interpretation, "credit
scoring system” refers to any mechanical method of
making a credit decision that is developed using
statistical methods and empirical data.

income be made on an

individ.al besis, and not based upon
aggregate statistical relatioships such
as those underlying aedit sooring
models. Thus, aeditors may not use
blanket rules which automatical ly deem
a cartain type of protected income tobe
unreligble and therefore a predictor of
adverse aadit performance. Nor may
the average relichility of a particular
type of protected income be used ©
predict tre relisbility of the same types
of income foran individual goplicant.

(@) For aeditors that do consider
incone, there are several acoeptable
methods under § 2R.6(L)(G) which
creditors using aedit sooring systens
may use for this purpose. Arst, aaditors
can score the amount of all income
stated by the goplicant without taking
steps o evaluate the incame. This
method coulld be used ina systemwhich
sbased on the income the gplicant
states; the areditor need not ectually
\erify the anount. Second, based on an
individ.al evaluation of each
component of the goplicant’s incore,
the aeditor may soore relieble income
sgparately from income that isnot
relicole. Altermatiely, the aeditormay
include a portion or disregard a portion
of income to the extent that itisnot
relicble, before aggregating and sooring
dl relizble incore. Third, ifthe areditor
does not evaluate al income
components, any component of
protected income that isnot evaluated
must be treated as relicble. In
considering the separate components of
an gpplicant’s income, the aaditor may
not autamatical ly discount or exclude
from consiideration any income of a type
protected by 8 22 6(0O)5).-

© Oeditors have asked whether
addit sooring systems may place values
on the number of sources fromwhich
earmed income s received without
violating the regullation’s prohibition
against disocounting income. Although
aditors may not take into account the
number of sources forany goplicant of
income that isnot eamed, eg.,
retiramant income, social seardty, or
alimony, the regullation does not prohibit
consiideration of the number of earmed
income sources faran individual
gopolicant. For exarple, a aeditor may
take into account the fect ttet an
individual goplicant has more than one
source ofearned income— a full-tine
and a part=time_jdb, or two part-tine
Jdos. Altermatiely, a creditor might
soore an individual aoplicants earmed

income from a secondary source
differently than the applicant’s earned
mcome from a primary source. Creditors
ay not, owever treat as an adverse
fac or the fact that an indjvidual
applicant’s only source of earned
Income Is derived from a part-time job.

§202.901 Disclosure of reasons for
adverse action.

@ The Board has been asked foran
interpretation of § 229 of Regulation B
regarding the selection and disclosure of
the reasons for adverse action Iwhere a
aedit sooring system 2isused, alone or
in conjunction with a_judgrental
evaluation. Although the issLe has
arisen in the context of aadiit soorirg, as
a gereral prirciple the provisions of
Regulation B apply equally toboth

Judgrental and aadit scoring systens
of aedit ealuation. The reasons for
adverse action disclosed under 8§ 22.9
@@ and G must relate to factors
actually scored or considered by the
adiitor. The araditor must disclose the
goecific reason or reasons for tre
adverse action.

® Many aedit decision methods
contain features that call for automatic
adverse action because of one or more
negative fectors in the goplicant’s record
(such as the gpplicant’s previous bad
adit history with thet additor, a
declaration of bankruptoy, or the fact
that the gplicant isa minor) that
cannot be offsst by other factors. When
a areditor takes adverse action because
of an automatic fector, the aaditor must
disclose that soecific fector.

© Iftre aaditor does not
automatical ly reject the gplication, and
bases the deciision on a aedit sooring
system, the reasons disclosed must

1Section 202.3(a)(2) states in relevant part:

“Any notification given to an applicant against
whom adverse action is taken shall be in writing
and shall contain * * * a statement of specific
reasons for the action taken.”

Section 202.9(b)(2) states in relevant part:

“A statemfent of reasons for adverse action shall
be sufficient if it is specific and indicates the
principal reason(s) for the adverse action. A
creditor may formulate its own statement of reasons
in check list or letter form or may use all or a
portion of the sample form printed [in this
subsection], which, if properly completed, satisfies
the requirements of subsection (a)(2)(i). Statements
that the adverse action was based on the creditor’s
internal standards or policies or that the applicant
failed to achieve the qualifying score on the
creditor’s credit scoring system are insufficient."

2For the purposes of this interpretation, “credit
scoring system” refers to any mechanical method of
making a credit decision that is developed using
statistical methods and empirical data.
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relate only to those factors actual ly
soored in the systam, not o factors tret
are not included in the aadit scoring
system. Similarly, ina_judgrental
systam, the reasons disclosed must
relate o the fectors in the gplicants
record actually reviewed by the person
making the deciision and must
accurately describe the reasons for
adverse action. Ifthe aedit evaluation
system employs both judgrental and

aedit sooring components, the reasons
tobe disclosed will be determined by
whether the firal decision resulted from
the judgrental or the sooring system
assessment of the gplication. Thus, i
the areditor infally aedit scores an
goplication and takes adverse action as
a resutt of thet soring, the reasons for
adverse actionnust relate only to the
factors actual ly scored in the systam. IF
the goplication passes the aedit sooring
stage suocessfullly but the areditor then
takes adverse actionbased on the
Judgrerntal assessmernt, one or more of
the reasons disclosed must relate to the
factors in the goplicats record that
were reviewed judgrentally.

@  The regulation does not require
that any one method be used for
selecting reasons for the adverse aedit
decision, nor does itmandate that a
specific number of reasons be disclosd.
However, disclosure of more than four
reasons snot likely tobe Felpful o the
goplicant. The Board recognizes thet
theremay be a number of valid methods

for selection of reasons for denial which
meet the re urrements rifRe% I%tron B.
One method, ?rexam he to
|dent|fZ those factors for which the
88“0 nt’s score fell furthe}st helow the
ra escore or each of those factors
ach |eve app Ic nllsw 0se otal
score was at or slightly above the
minjimym passrng score.3Another
method would, be to |dean those
fact?rs for which the applicant’s score
fell furthest below the average score for
each of tthos1ehfactors achieved by all y
icants. These.a cores cou
gpprjeverio ed perio |ca? aurrn the use
oftnes stem ordurr thed ve ﬁment
oftdes stem. ItAn Bt ertmelt t |at t
uceés results sybstantially similar to
ert erofs Eesemetlir J ? y%
acceptab e under the regulation.

(e)  Creditors ma |dent|fg reasons for

adv rse aritron y mathematical or
manual selection. No factor or factors
may be arbitrarily excluded from the
pool of factors subject to disclosure. The
credrtdor must drsclose reas?ns actually
considered (such as “age o
utomobile’ 3 even If the relationship of
that factor to predicting
credrtworthrness may ot be clear to the
applicant.

3 For example, if a scoring system with a
maximum score of 300 points has a cut-off score of
200 points, the creditor could use applicants whose
total scores fall between 200 and, for example, 205
points to determine the average score for those
factors.

@ Oeditors have also asked about
proper use of tre sample form st forth
in 8 22 ()2 when providing reasons
“fradverse action. The sample form B
illistrative and may not be gopropriate
for dll aaditrs. ltwas designed o
disclose those factors which aeditors
most commonly aosider. Some of the
reasons listad on the form coulld be
misleading when compared to the
factors actually scored. Insuch cases, it
is inproper o complete the form by
sinply checking the closest identificble
factor listed. For exarple, a areditor
that considers onlly bank references (and
disregards finance company references
altogether) should disclose "iraufficiet
bank references” (ot “insufficient
addit references”). Similarly, a aaditor
that considers bank references and
other aedit references as separate
factors should treat the two fectors
sgparately indisclosing reesons. The
aeditor should erther add those other
fectors 1o the form or check “‘other’”” and
include the gopropriate elanation. In
providing reasons for adverse actian,
aaditors need not describe how orwhy
a factor adversely affected an gplicant.
For exanple, the notice may say “legth
of residence” rather than “too dort a
period of residence.”

By order of the Board of Governors of the
Federal Reserve System, October 8,1982.
William W. Wiles,

Secretary of the Board.
|KR Doc. 82-28357 Filed 10-14-82; 8:45 am]
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FEDERAL RESERVE SYSTEM

12 CFR Part 202
[R«g B; Docket No. R-0185]"

Equal Credit Opportunity; Withdrawal
of Proposed Amendments

ag -Board of Governors of the
Federal Reserve System.

AcTIoN: Withdrawal of proposed
amendments.

summary: The Board iSWithdraNing
proposed amendments to the business
aedit provisions of Regulation B. The
proposed amendments were initially
published for comment in October 1973;
notice of treir proposed withdrawal was
published inJune 1982 (47 FR 23741).
The amendments to the business aredit
ruleswould have @) eliminated the
partial exemption that curently exists
with respect to record keeping and
adverse action notification requirements
in certain loan transactions under
$100,000; and @) subjected business
caredit 1o the gereral bar inthe
regulation against asking an goplicants
martial status. The proposal would also
have incorporated official staff

interpretation EC-0009 into the
regulation tomake clear that areditors
must give business goplicants some
rotice, oral orwritten, of action taken
on an gpplication within a reasonable
time; the interpretation remains in
effect.

The proposed amendments related
only 1o the mechanical requirements of
the regulation, and theirwithdraval
does not affect the substantive
provisions of the Equal Credit
Opportunity Act and Regulation B,
which continue 1o prohibit
discrimination on the besis of s,
marital statis, race, etc. inany aspect of
a business aadit transaction.

FOR FURTHER INFORMATION CONTACT:
Claudia J. Yarns, Staff Attorney,
Division of Consumer and Community
Affairs, Board of Govermors of tre
Federal Reserve System, Washington,
D.C. 20551 (2»-452-3657) - Regarding the
firal regulatory fledbility analysis,
comtact: Robert Kurtz, Economist,
Division of Research and Statistics,
Board of Govermors of the Federal
Reserve System, Washington, D.C 20551
QA42-5%).

SUPPLEMENTARY INFORMATION: (1)
Introduction. Regulation B (12CFR Part
2AP) prohibits discrimingtion, inany
aspect of a aedit transaction, on the
besis of race, wlar, religian, natiomal
arigin, sex, marital statls, age, receipt of
public assistanoe, or the exercise of
rights under the Consumer Credit
Protection Act. The regullation gplies ©
al addit trarsactions, including
business aedit.

The regulation sets certain
mechanical requirements that aeditors
must follovwith regard to gplications
that they receive. Sections 22.9and
2AP_12(b) of Regulation B provide,
resectively, that a creditor must give
the gpplicant notice of the action taken
on an goplication and retain, for 25
months, the records regarding the
goplication. When the creditor rejects a
aedit gpplication itmust give an
“adverse action’” notice cosisting of a
written statement of reasons (or of the
right o request the reasons) for the
aedit dmnial, together with a Sort
summary of the gpplicant’s rigts under
the Equal Credit Opportunity Act.

Because of the specialized nature of
the business aadit goplication process,
5 2».3(e) of Regulation B provides a
partial exemption for business aadit
transactions from these rnotification and
record keeping requirements. An
goplicant for business aedit may
request Written notice of reasons for
adverse actia, but does not receive the
written notice automatically. The
business goplicatt may alsorequest
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have records of the goplication retained
for 25 months. Hthere isno 3uch
regest, the areditor mayy discard its
records of the goplication 90 days after
itrejects the aadit request.

On October 26,1978 tre Board
published for comment proposed
changes to these business aedit
provisions (43 FR 49987). The proposed
amendments would have applied t©
direct loan goplications for anounts
under $100,000. Creditors would have
been reguired in such cases togive
written nofication of adverse action
the applicant and to retain the records
of the goplication for 25 months.

Another proposal related tomarital
status imuiries. Regulation B gererally
prohibits aeditors from inguiring about
an applicantsmarital status except in
the case of gpplications for secured
aaiit. Section 22.3()(D) of Regulation
B provides, however, that an goplication
for busiiness addit isnot subject o this
restrictian. The proposed amendment
would have eliminated the exemption,
making business addit sbject to the
gereral information bar against marital
status inuiries.

On Jure 1,198, the Board published a
notice regarding itsplanned withdrawal
of the proposed amendments (47 FR
23741). The Board specifically solicited
comment, however, on whether there
have been intervening developments
which suggest that areditors should be
required togive business addit
goplicants a written notice of adverse
action for certain direct loars.

Based on a review of the comments
received (which d|d not raise evidence
of intervening developments) and its
own analysis,, the Board Is wnhdrawmﬂ
the propgsed amendments. In light of t
costs and burdenﬁ that would be
associated with the implementation of
these amendments, thelr adoption

P ars unwa ranLed The regulatlg
ed g rovides that business credi
ﬁp icants may receive written notlce
and have records retained on request..
The likely benefits ofprohﬂiltln? mqwry
about an“applicant’s marital statys &lso
appear to the Board to be r%ther limted.
Because most app cations_ for béJSInﬁSS
cre '[ are for secure cre it, under t
ulation creditors would In most cases
tlnTe to be able to Inquire about
marlta status.

The proposal published by the Board
alsowould have codified within the text
of the regullation an official staft
interpretation, EC-0009, which was
issued on November 2,1977. That staff
interpretation makes itclear trat
creditors must give business gplicants
oral or witten nodce, within a
reasonable tine, of action taken on al
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gplication. The interpretation remains
neffact

The Board reminds creditors once
again that the proposed amendments
which the Board iswithdrawing related
only 1o the mechanical requirements of
the regulation. The substantive
provisions of the Equal Credit
Opportunity Act and Regulation B
continue o prohibit discrimination on
the besis of s2«, marital stats, race, ec.
in any aspect of a business addit
transaction.

@ Final Regulatory Flexibility
Analysis. InOctober 1978, the Board
proposed amendments to Regulation B
whiich would eliminate certain business
aedit exemptions for direct lcan
goplications inwhich the aggregate of
any amount already owed 1o a creditor
and the amount applied for s less than
$100,000. Adoption of the amendments
would require aeditors to give the
business gpplicant notice of the action it
takes and retain its records regarding
the aadit goplication for 25 months.
When adverse action ooours, creditors
would have 1o provide written notice
about an gplicantSECOA rights,
together with a statement of the reasons
or of the rnight 1o request the reasons for
dnial.

In June 1982, the Board published for
public comment a proposal towithdraw
the proposed amendments. The
comments received by the Board have
been considered in thismemo which
discusses the potantial economic inpact
of the proposed amendments.

Potential Economic Impacts

In 1981, the denial rate at comercial
banks for business aedit gpplicants
desiring o start a new business was
estimated 1o be approximately 50
percent The denial rate estimated for
existing businesses was 27 peroent. ¥
Many of the more than two million
denials would have required witten
“'adverse action” notificatios and
record retention for 25 months under the-
proposed amendments. At the 1931 leel
of denials, the aggregate annual
compliance aost of the proposed
amendments o the industry as awhole

1Survey of Commercial Bank Lending to Small
Business. February 1982. Cynthia Classman and
Peter Struck. The denial rate is an estimate of the
proportion of written credit applications turned
down by all federally insured commercial banks
that had at least SI million in commercial and
industrial loans in their portfolios on December 31,
1980. These figures do not include informal
applications and may reflect unusually weak credit ,
demand caused by high interest rates. Thus, the
number of applications subject to the proposed
amendments may be much larger. Estimates in the
survey reflect banks' perceptions of their small
business lending, not the perceptions of the small
business community.

could be substantial, although the
impact on after-tax profits would lilely
be minimal formost individual aeditors.
Whi le the impact of tre pl

amendments on creditor’s aost per loan
would be small inmost Instances, it
could be large enough to affect creditors’
decisions on gpplications for low
denomination laars. Many relatively
srall short-term loans aurrently
available to small business could
become uprofitable. Creditors fird it
diffiailt to provide affordeble aadit ©
treir small business customers during
periods of high interest rates. The
proposed amendments would aggravate
the aedit problem of stall businesses,
because the aost of compliance would
ultimately be passed on 1o borrovers as
increased oost of aedit and reduced
addit aailebility. The amendments
could also encourage more creditors to
prescreen small business gplicats in
order to avoid the compliance oosts.

One-time aostswould be incurred by
creditors for lecal counsel to review,
interpret, and advise on implementation
of the arendments; for the development
and implementation of a system o
provide written adverse action
rotification; for additional equipment ©
maintain goplicant fiks; and for tre
initial retraining of clerks and loan
officers.

The efforts to maintain filss on denied
goplications and the time necessary t©
provide written adverse action
rotificaticnwould result in oosts
recurring wirth each additional aredit
denial. The magnitude and relative
importance of these oosts per denial
would vary among aeditors, depending
primerily on the fillirg system technology
employed and decisions about the aost
effectiveness of providing all denied
goplicants with wrirtten reasons for
adverse action rather than only
responding 1O requests forwritten
reasons. Ina 1981 Federal Reserve
Survey, 1firacial insttutias reported
that the most burdensome recurriing cost
associated with Regulation B was the
oost of providing awritten adverse
action notice o gpplicants denied
consumer credit In the case of business
adglit, tre oost s likely to be even
greater because the process of granting
or denying aedit ismore camplex. A
dedklist of reasons for business credit
cenial, simillar © the deddist given
consumers, may be inadequate insome
cases 1o provide a business addit
goplicant meaningful irnformation about
why aeditwas denied. The altermative

1Survey of Compliance Costs and Benefits of

Consumer Protection Regulations. Federal Reserve
Board. 1981.
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toa deddist sastly. A significait
leel of effort s needed by a aeditor ©
compose and produce a detailed report
eplaining the denial of aedit. Good
business strategy, however, might
indicate that a aeditor make this extra
effort and bear the expense when there
s a prospect for future business and
pofit. There s the danger that the
deniied gpplicart might be offended by a
short deddlist type of response
following a long and personal
negotiating process.

Potential Impact on Small Entities

Small banks are lilely to be affected
more than other banks by the
amendments. Their business loans terd
to be exclusively to small business.3
Small banks™ lcan portfolics cotain
relatively few loans over $100,000, and
their average loan siz ks less than thet
for other banks_4Therefore, the
amendments would likely reault ina
greater oost per dollar of loan far srall
banks and treir custorers.

The potential negative impact of the
proposed amendments on aost and
aailability of low denomination, short-
term business loans would affect dl
creditors subject to the ECOA, not only
commercial banks. However, recent
evidence indicates that the commercial
bank sector continues 1o be the major
irstitutdaal syplier of aadit to sall
business.5

Potential Benefits

The potentdal berefits of the proposed
amendments appear to be limited.
Survey evidence shows that small
business aedit may be more aostly and
less acoessible to some groups protected
by the ECOA, * but evidence suggesting
that the disparity iscaused by unlawful
discrimination rather than a legitinate
evaluation of risk ismeager .

it sunlikely trat the p
amendments would susstantially
improve the detection of unlawful
discrimination. Unlawful discrimination
can be essily masked by the multitude
of factors considered in approving or
denying business addit. The wriitten
reasons for rejecting a particular

*Federal Monetary Policy and Its Effect on Small
Business. H.R. Report of the Committee on Small
Business, September 1980.

*Survey of Commercial Bank Lending to Small
Business, February 1982. Cynthia Classman and
Peter Struck.

*National Federation of Independent Businesses,
survey. April 1980. The survey results relating to
numbers of loans show that 83 percent of small
businesses reporting a source for their most recent
loan said that the source was a bank.

*Federal Monetary Policy and Its E ffect on Small
Business. H.R. Report of the Committee on Small
Business, September 1980.
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consumer or business loan can be useful
taan examiner [ooking for unlawful
discrimination, If it |s possible for the
examiner to determine that (1% the
reasons are untruthful or (2) the reasons
are_not consistent with a creditor’s
articulated guidelines to loan officers.

The loan officer’s decision on an
application depends on many factors
which are unique to the particular
business under_consideration.
ConsequentIY, it would be a very rare
even where the creditor’s reasons, for
rejectm% a business loan application
were patently false and contestable.

An examiner would be suspicious if
the exceptions to the articulated
quidelines were less frequent for a

rotected Igroup than for other groups.

he ?mde Ines to loan officers are |
usually much. more flexible for business
loan applications than for consumer
loan applications, because of the greater
need to negotiate in the business Credit
market. Therefore, the detection of
differences in frequencr of exceptions to
the quidelines granted fo various groups
is less likely in'the case of business
credit applications.

A comparison for enforcement
Purposes of loan rejection rates or loan
erms between members of protected
groups and individuals in other groups
fequires information about race, sex,
and other aploroprlate characteristics of
all individuals whose applications have
been rejected or approved by a creditor.
[n order to obtain this information about
applicants for business credit, either
creditors must be required to observe
and record the information or applicants
must be asked to make voluntary
disclosures. The first approach can lead
to inaccuracies, and raises the issug of
Invasions of privacy, Both approaches
would involve additional record keeping
requirement” and training expenditures
for creditors, Currently, no provision for
obtaining this information is contained
in the proposed amendments.

List of Subjects in 12 CFR Part 202

Banks, banking, Civil rlghts
Consumer protection, Credit, Federal
Reserve System, Marifal status
discrimination, Minority groups,
Penalties, Religious discrimination, Sex
discrimination, Women.

(15 U.S.C. 1691)

By order of the Board of Governors of the
Federal Reserve System, October 8,1982.

William W. Wiles,
Secretary of the Board
[FR Doc. 82-28356 Filed 10-14-82. 8:45 am|
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