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Abstract
Banks are considered key actors in community and economic development. This is somewhat due to their dependency on economic rents generated from development. In the U.S., however, banks are encouraged to support such activities by the federal 1977 Community Reinvestment Act (CRA). I examine how different factors explain the CRA-qualified investments by banks. Qualified investments are essentially non-debt financial resources provided as an equity investment or grant with a community development purpose.  

I find that the identity of the regulator (the U.S. has four banking regulators) has a major impact on the level of qualified investments. Other things equal, a difference in regulators can cause a bank’s qualified investments to more than double. Besides suggesting that some regulators may be enforcing a major portion of CRA regulations more vigorously, this also suggests that the CRA plays a major role in bank investment in community development. This has policy implications not just in the U.S. but also in other countries that might consider replicating the CRA.

 Introduction
In many if not most local communities in the U.S., depository financial institutions, including commercial banks and thrifts, are generally considered important actors in local community and economic development circles. Growth machine and urban regime theorists have viewed financial institutions as core members of urban growth coalitions or key partners in urban regimes (Logan and Molotch, 1987; Stone 1989).  The involvement of banks and thrifts in such coalitions is seen as being due largely to their dependency on the health of the built environment and the increased economic rents generated from local economic and community development. The increased geographic scale of financial institutions may be undermining the commitment of some banks and thrifts to local development activities (Apgar, 2002), but for all but the largest institutions, a substantial portion of their business activity remains concentrated in specific metropolitan areas, states, or multistate regions.

Besides the provision of credit and basic financial services to consumers, homeowners, and small firms, banks and thrifts are often relied upon as leading corporate investors in, and funders of, community and economic development activities, including affordable housing and minority and small business development projects.  Banks and thrifts may be involved in such activities due to their local dependence on the condition of the local economy and the local building stock, but, in the U.S., they are also explicitly encouraged to support local community and economic development activities by regulations implementing the federal 1977 Community Reinvestment Act (CRA). Nondepository financial institutions, including mortgage and finance companies, insurance companies, and securities firms, are not covered by the CRA and are generally considered less active in investing in or supporting community and economic development endeavors.
The aim of this paper is to determine the extent to which different factors explain variations in how much banks and thrifts invest in CRA-qualified investments in their communities. CRA qualified investments are essentially non-debt financial resources provided usually as some form of unsecured equity investment (where a financial return of some sort is expected) or a grant. To be considered as qualified investments, the related activities must have a “community development purpose,” as defined in the CRA regulations.

More specifically, I examine the influence of a bank’s size, the regulatory assessment of its other CRA activities including direct lending and basic financial services, the regulatory agency it reports to, and the region of the country that it is located in on the bank’s level of qualified investments. Data were gathered from the CRA performance evaluations of banks and thrifts over a four year period as well as from the financial statements for these institutions, which are collected by the Federal Deposit Insurance Corporation (FDIC).
The Community Reinvestment Act (CRA) and the Three-Component CRA Exam
The U.S. Community Reinvestment Act of 1977 established a regulatory requirement of banks and savings institutions in the United States to serve the credit needs of their local communities.  The law was a response to concerns and activism over redlining and lending discrimination and followed the 1975 Home Mortgage Disclosure Act, which required banks to report the number and dollar amount of their mortgages by census tract. CRA is a fairly brief and general piece of legislation that relies upon an extensive set of administrative regulations specifying how bank regulators evaluate and rate the community reinvestment performance of banks.  The statute is implemented by the four federal regulators of depository institutions -- the Office of the Comptroller of the Currency (OCC), the Federal Reserve Board (FRB), the Federal Deposit Insurance Corporation (FDIC), and the Office of Thrift Supervision (OTS). Each of these agencies regulates a different type of bank or thrift. Two of these agencies, the OCC and the OTS, are executive agencies and are located within the Treasury Department, although they are more isolated from political pressures than many other executive agencies. The FDIC is a government chartered corporation, with leadership that is appointed by the executive branch. The Federal Reserve is generally considered the most independent of the bank regulatory agencies. While FRB governors are appointed by the president, the Chairman of the FRB serves a fixed 7-year term and is stronger politically than other agency heads. While these four agencies do work together to attempt to arrive at regulations that are uniform across regulators, each has the ability – and sometimes exercises this ability – to develop regulations that are different from those of the other three agencies.
The main enforcement tool in the CRA is the ability of regulators to block a number of different kinds of changes in operating structure (e.g., mergers, acquisitions, new branches) based on poor CRA performance.  The Act also provides for the ability of community groups to file formal challenges with regulatory agencies asking them to withhold approval of mergers by asserting that the CRA performance of one or both of the merging banks is poor. While regulators rarely block mergers based on challenges, such protests can certainly slow down the approval of an application, and this delay can be costly to a bank.

Following the original passage of CRA in 1977, regulators were charged with developing regulations to implement the statute. The regulators developed a list of twelve factors that they would consider to assess a bank’s CRA performance. The twelve factors included the extent of the bank’s marketing programs, the participation by board members in formulating the bank’s policies and reviewing its performance, and efforts to ascertain the credit needs of its community, as well as factors involving the volumes of the bank’s lending and investment activities.

Throughout the 1980s, community reinvestment advocates argued that CRA regulations were not being meaningfully enforced and that examiners focused too much on the processes banks engaged in rather than on actual lending and investment outcomes (Immergluck, 2004).  The Federal Reserve released data in late 1981 revealing that it had rated only three percent of banks as less than Satisfactory in 1980. The Board adopted a policy of only requiring review at the Board level of applications involving those institutions with the lowest CRA rating, representing only 0.2 percent of institutions and only two banks in 1980. Little appeared to change in this pattern throughout the 1980s. From 1985 to 1988, of the 26,000 CRA exams conducted by regulators, only 2.4 percent received less-than-Satisfactory ratings (Fishbein, 1993).  Advocates faced a federal administration throughout most of the 1980s that appeared quite hostile to CRA. In Congressional hearings in the late 1980s, it was revealed that the number of examiner hours devoted to consumer compliance responsibilities, including CRA, dropped by approximately 75 percent in the early 1980s (Fishbein, 1992). 

Community groups increasingly responded to lax federal regulation by recognizing that they had to “carry the burden of CRA and fair housing enforcement in the absence of responsible intervention by the financial regulatory agencies” (Bradford and Cincotta, 1992). As a result, they began using activism and their analyses of Home Mortgage Disclosure Act (HMDA) data to bring financial institutions to the negotiating table. Community organizations and banks entered into an increasing number of CRA agreements during the late 1980s. The number of CRA agreements increased from three per year in 1982 and 1983, to 11 and 12 in 1984 and 1985, and then to 32 and 31 in 1986 and 1987 respectively (Immergluck, 2004). 

In the early 1990s, improvements to HMDA data and new public access to CRA exams, both provided by the Federal Institutions Reform, Recovery and Enforcement Act of 1989, helped create a revived interest in CRA among community groups, the media, and policymakers. Bill Clinton made increasing CRA’s impact a significant part of his urban policy campaign platform in the 1992 presidential election. In 1993, the percentage of banks receiving less-than-Satisfactory ratings was less than 5 percent. Community reinvestment advocates argued first to the Clinton campaign and then to the new Administration that CRA, as it was being implemented and enforced, was not resulting in substantial improvements in reinvestment performance.

In 1993, the four federal banking regulatory agencies together proposed a uniform set of major revisions to regulations implementing the CRA, although it was clear that some agencies supported the initial version of these revisions more than others. The Clinton Administration’s point person on, and chief advocate for, “CRA Reform” was Comptroller of the Currency Eugene Ludwig.  In this proposal, regulators argued that the new regulations would be an attempt to focus more on actual lending results and less on processes like demonstrating community contacts and advertising efforts, which had been the focus of CRA regulations up until that time. Consistent with the Administration’s more general “reinventing government” efforts, regulators also argued that the revised regulations would leave bankers with less paperwork requirements. Thus, CRA reform was promoted as an attempt to make both reinvestment advocates and bankers happy. 

In April 1995, after 18 months of repeated public comments and debate, and publicly aired disagreements among the regulatory agencies over various provisions in the proposal, the four regulators released a uniform set of revised CRA regulations. The rules replaced the 12 assessment factors in the previous regulations with an outcome-based evaluation system. This system was intended to assess how well institutions served their communities on lending, investments, and financial services, rather than on how well they conducted needs assessments and documented community outreach. 
While a shift from process to outcomes was a primary objective of the final regulatory changes, there was also some attention given to “easing the regulatory burden” of banks, especially for smaller institutions (Immergluck, 2004). As a part of this, a two-tier evaluation system was established, with banks classified as “small” (less than $250 million in assets) having more limited evaluation procedures than “large” institutions. 

Under the regulations that came out of CRA Reform, CRA performance evaluations (commonly called “CRA exams”) generally consist of three component tests: the Lending, Investment, and Service Tests.1  The Lending Test is the most heavily weighted of the three tests, accounting for fifty percent of a bank’s overall CRA rating. It measures a bank’s performance in direct lending, including mortgages, multifamily loans, and small business loans. It focuses primarily on direct lending to households and small businesses. Consumer lending is also considered if a bank chooses to include it or if consumer lending constitutes a substantial majority of a bank’s business.  Examiners evaluate the extent to which an institution makes loans in its “assessment area” – an area typically composed of counties or metropolitan areas -- versus other locations and the extent to which the institution provides credit low- and moderate-income neighborhoods and households within its assessment area.

The Service Test accounts for the 25 percent of the overall score and is the test in which banks are evaluated for the distribution of their branch locations and the provision of basic deposit services. Examiners are supposed to consider the distribution of branches among low-, moderate-, middle-, and upper-income areas, as well as the institution’s branch openings and closings, especially those affecting low- to moderate-income areas or individuals. Also taken into account are alternative systems of service delivery (automated teller machines, bank-by-phone, loan production offices) and the range of services offered. The regulations also call for an examination of an institution’s community development services. These are services that promote credit availability, small business development, or affordable housing, or which provide technical assistance in the financial services field to organizations, working to meet the credit needs of low- to moderate-income communities or individuals. Community development services include seminars and bank-at-school programs aimed at providing financial literacy and education to lower-income households.
The Investment Test, which accounts for the remaining 25 percent of the overall CRA rating, is an assessment of a bank's record of helping to meet the credit needs of its community through what are called “qualified investments.” Qualified investments are essentially non-debt financial resources provided usually as some form of unsecured equity investment (where a financial return of some sort is expected) or a grant, although the latter type generally accounts for a small portion of banks’ qualified investments. Deposits in certain types of alternative, community development financial institutions (CDFIs) and certain in-kind donations also qualify as investments under the regulations. 

The CRA regulations proscribe in some detail what sorts of investments and grants may count as qualified investments, although examiners retain some discretion to determine whether an activity is considered as a qualified investment. Qualified investments must benefit the institution’s assessment area or a broader area including its assessment area, and they must be for the purpose of community development, as defined in the regulations. CRA-qualified investments include investments, deposits, membership shares, grants, and in-kind contributions in or to:

1. 
Financial intermediaries such as community development financial institutions or minority-owned banks; 

2. 
Non-profits serving community development needs, such as homeownership counseling commercial development in low-income areas;

3. 
Other nonprofit organizations serving low- and moderate-income individuals in the bank’s assessment area; and

4. 
Municipal revenue bonds targeted to lower-income areas; small business investment companies (not necessarily geographically targeted); low-income housing tax credits, and other qualified projects.

CRA Reform boosted the importance of bank investments, in part, by making investment activity a more explicit expectation for banks with more than $250 million in assets. Many banks had been investing in community development activities before 1995, and such activities generally boosted their prospects for better CRA ratings. However, the formalization of the Investment Test gave investments new importance. The Investment Test is frequently credited as a primary factor in the expansion of bank involvement and partnerships with community development corporations (CDCs), community development financial institutions (CDFIs), low-income credit unions and other community-based development organizations throughout the U.S. (Jacob and Bush, 2003). 

CDFIs, in particular, have been key beneficiaries of the Investment Test. While CDFIs—particularly community development credit unions—date back to the first half of the twentieth century in the U.S., their numbers started to grow in the 1960s and 1970s. As of 2003, there were approximately 800 to 1000 CDFIs in the U.S. (Corporation for Enterprise Development, 2003). The 512 CDFIs surveyed by the Corporation for Enterprise Development reported more than $850 million of their current equity capital came from banks in 2001. The bulk of this ($745 million) went to community development loan funds.  In fact, banks, thrifts and credit unions accounted for more than one third of loan fund capital. CDFIs, in particular, depend on below-market and often creative forms of investment from banks. They typically cannot offer the levels of financial return that a bank would receive from alternative investments. CDFI investments often involve more risk – or more perceived risk -- and require more customized structuring than conventional investment vehicles.  Thus, CRA incentives may be particularly important in their ability to attract affordable capital.
Beginning with CRA reform, small banks have been examined according to a less rigorous procedure that focuses on loan-to-deposit ratios and other very simple measures. Small banks – those with assets under $250 million -- are not evaluated for community development lending or investments, although they may choose to have such activities considered in order to improve their ratings.  Wholesale or limited purpose banks, such as banks specializing in offering credit cards, are evaluated based on a special “community development” test.

All institutions receive an overall rating of one of four possible levels: “Outstanding,” “Satisfactory,” “Needs to Improve,” or “Substantial Noncompliance.” For overall ratings, a four-level rating system is required by the original legislation. A bank examiner substantiates the rating in a written report. A public portion of the exam is published after the bank is informed of its rating. An institution may receive any of five possible scores on each component test: Outstanding, High Satisfactory, Low Satisfactory, Needs to Improve, or Substantial Noncompliance. 
Table 1 indicates how points are assigned for the different component ratings. These numerical equivalents of the ratings on the component tests are then summed to arrive at a composite score that corresponds to an overall rating. A composite score of 20 or more yields an Outstanding rating; 11-19 yields a Satisfactory; 5-10 yields a Needs to Improve; and 0-4 yields a Substantial Noncompliance. However, the algorithm used to calculate the overall rating is not entirely a linear one. To give additional emphasis to the Lending Test, an institution must receive at least a Low Satisfactory on the Lending Test to attain an overall Satisfactory rating.  However, very few banks or thrifts – especially those classified as “large” institutions -- do not receive at least a Low Satisfactory on the Lending Test.

[TABLE 1 ABOUT HERE]

Data and Methods

CRA exams for 194 banks and thrifts with more than $1 billion but less than $100 billion in assets and were collected and examined for the period of December 2000 to January 2005.   Exams were included in the study if 1) they contained a total sum of CRA-qualified investments that the bank had made; 2) data were available on the bank’s total assets close to the time of examination (these data were culled from FDIC Statement of Condition reports); and 3) complete data on the bank’s component test CRA ratings were available in the exams. 
Generally, well over 50 percent of CRA exams are conducted by the FDIC, which regulates state-chartered banks that are not members of the Federal Reserve System.  From 1999 to 2001, fifty seven percent of CRA performance evaluations issued by all four federal regulators were issued by the FDIC (National Community Reinvestment Coalition, 2003). The FRB regulates state-chartered banks that are members of the Federal Reserve system and the OCC regulates national banks, which are chartered by the federal government. The FRB and, especially, the OCC, tend to regulate somewhat larger banks, which are fewer in number, than the FDIC does. The OTS regulates thrifts, which are also less numerous than state-regulated banks. In addition to their greater overall numbers, FDIC exams were substantially more complete with respect to the data on qualified investments. Thus, the exams analyzed in this study were disproportionately issued the FDIC.  Of the 194 exams, 148 are FDIC exams, 14 are OTS exams, 18 are OCC exams and 14 are FRB exams. Thus, 76 percent of the exams studied were issued by the FDIC.  

Geographically, the 194 exams were conducted on banks with main offices in 43 states. Table 2 shows that California led all states for main office locations with 25. New York was second with 15 institutions in the data set.  In order to determine whether there are regional effects on qualified investment levels, the 194 exams were allocated into one of six regions (see Table 3).  The regions were generated by employing the multistate regions used by the FDIC and aggregating regions together in cases where at least one of them contained relatively few of the exams. Given the large number of exams from banks in California, the state is classified as a separate region. New York and New Jersey were also combined to constitute a single region. Four additional regions were constructed from the FDIC regions: 1) Other West (not including California); 2) Other Northeast (not including New York or New Jersey); 3) South-Southwest; and 4) Midwest. Table 3 describes these regions and the number of banks and thrifts in each region.
[TABLE 2 ABOUT HERE]

[TABLE 3 ABOUT HERE]

The far-right column in Table 4 shows that the 194 banks and thrifts range in size from just over $1 billion to over $62 billion in assets. However, while all of the banks were evaluated as “large banks” for CRA purposes, most of these institutions would not be considered very large by conventional U.S. banking standards. The median institution had just over $2 billion in assets, with a mean of just over $5 billion.  The overall paucity of “megabanks,” those with assets over $100 billion, makes statistical analysis of their patterns infeasible. Thus, this analysis is not readily generalizeable to these very large institutions.
[TABLE 4 ABOUT HERE]
Table 4 also shows that the banks and thrifts had an average of just over $23 million in qualified investments, with a median of $7.8 million, and that qualified investments varied widely, with a standard deviation of over $45 million. The relative dispersion of qualified investments was considerably wider than the dispersion of bank size (standard deviation of $7.9 billion compared to a mean of $5.1 billion). 
Both asset size and qualified investment levels varied across the four regulatory agencies. The OCC-regulated and OTS-regulated institutions were typically larger. The OCC institutions had the highest mean asset size at over $11.4 billion, while the OTS institutions had the largest median size at $4.3 billion.  The FDIC institutions were the smallest when measured either by mean or median asset size. In terms of qualified investments, the OCC institutions tended to have higher raw levels of qualified investments, measured either by mean or medians. The mean levels of investments for the other three regulators were quite similar, although the medians varied more.

The bottom row of Table 4 gives a ratio of median qualified investments to median bank size.  For all 194 institutions, this ratio is 0.0036. However, the ratio is considerably higher for the OCC and FRB institutions than the other two agencies. Moreover, the OTS ratio is considerably lower than all three of the other agencies. However, because these are simple ratios of medians and because other factors vary across regulatory agencies, more analysis is required to determine whether some regulators appear to be more effective at encouraging investment activity than others.

Because larger “large” banks may be expected behave differently than smaller “large” banks in terms of qualified investment activity, the descriptive statistics are recalculated for 170 banks and thrifts with assets of less than $10 billion.  Table 5 gives the same descriptive statistics as Table 4 but for the reduced set of banks and thrifts. The largest group of banks in the data set (those with assets from $10 to $62 billion) are omitted from the calculation of the median qualified investment to median asset ratios. This trimming of the data set, reduces the difference between OCC and OTS investment-to-income ratios and boosts the ratio for the FRB banks. The volatility of the invest-to-income ratio is somewhat expected for all but the FDIC group, given the relatively small numbers of institutions in these groups.
Multivariate Analysis of the Determinants of Qualified Investment Levels

In order to identify the degree to which different factors contribute to a bank’s propensity to increase its qualified investment activity, I begin with the following simple specification of a multivariate estimation of qualified investments:



Ln (Qi) =  + li +si + gi + ri + mi +i 


(1)
where Q is the amount of qualified investments in thousands for each bank, i, l is the lending test performance as assessed on the CRA exam, s is the service test performance on the CRA exam, g is the government regulator that regulates the bank or thrift, r is the region of the country in which the bank is based, and m is the asset size of the bank, measured in thousands of dollars. 

The lending test and service test ratings of the bank are included because performance on one test can affect decisions of the bank on how it will attempt to perform on the other two.  For example, a bank might choose to increase its qualified investments to compensate for poor performance on one of the other two tests. Moreover, it is conceivable that some bank examiners might use one of the component tests to “adjust” the overall CRA rating of institutions. Stegman, Cochran, and Faris (2002) found evidence suggesting that the Service Test may have been used to prop up  banks’ overall CRA ratings when they did not perform well on the Lending or Investment Tests.  


All independent variables except for bank size, m, are implemented as polychotomous dummy variables. The specification is structured in a semi-log functional form because ordinary least squares regression requires that the dependent variable be normally distributed, and the amount of qualified investments is not normally distributed. Figures 1 and 2 illustrate the distribution of qualified investments and the natural log of qualified investments, respectively. 
[FIGURE 1 ABOUT HERE]

[FIGURE 2 ABOUT HERE]

Alternative Specifications for the Relationship Between Bank Size and Qualified Investments

Although equation 1) provides a relatively straightforward model for estimating qualified investment activity, other specifications are certainly possible, and are found to provide superior explanatory power. The semi-log relationship between bank size and qualified investments in equation 1), in particular, is done for statistical reasons (to produce a normally distributed variable) and not necessarily because a log-linear relationship is expected. Therefore, to examine the relationship between total assets and qualified investment for nonlinearities, a partial regression plot which is used to determine appropriate function form for the asset variable.  The partial regression plot is the plot of residuals for the regression of qualified investments versus all of the independent variables, other than total assets versus the residuals for the regression of total assets versus all of these same independent variables. The partial plot is shown in Figure 3 and indicates a nonlinear, convex relationship between total assets and total qualified investments. Such a relationship might be modeled either by adding a quadratic form of total assets to equation 1) or by replacing the linear total assets term with the log of total assets. 


In order to determine the superior functional form for the assets variable, both specifications are estimated. The second and third sets of columns in Table 6 provide the results for the “assets -linear and quadratic” (#2) specification as well as a specification employing a logged transformation of total assets, labeled “assets-linear” (#3) in Table 6.  Both estimations provide results consistent with what we would expect from analyzing the partial plot in Figure 3. However, the assets-log specification provides a superior fit compared to the quadratic specification. Given, the use of the logged transformation of qualified investments as the dependent variable, this suggests that the relationship between asset size and qualified investments is a linear one.

In order to more carefully check for additional nonlinearities on bank size, and additional specification was employed to check whether the largest banks in the data set behaved differently somehow, compared to the bulk of the institutions. This involved adding a dichotomous dummy variable indicating whether the bank is over $10 billion in assets. This was done because it may be that very large banks may have substantially greater capacity to make investments from which smaller banks may shy away. If this were true to a large extent, we would expect some nonlinearity. That is, we would expect the largest banks in the data to have more than a proportional increase in qualified investments. However, the results show that this variable is not significant, suggesting that the relationship between asset size and qualified investments is a linear one.
Results for Regional and Regulatory Effects

The results for the estimation of equation 1, in which the total assets variable is implemented via a simple linear form (i.e., no transformation of quadratic term), are presented in the first regression (the left-most column) in Table 6. These results show significant regional impacts as well as significant regulator impacts. Service test results also appear to have some impact on qualified investments, but those will be discussed later. In particular, compared to institutions in the Midwest (the omitted regional category), institutions in all other parts of the country have higher levels of qualified investments, other things being equal. Institutions in the West (other than California) other things equal, have the highest levels of qualified investments, followed by those in New York-New Jersey and then by those in California. Among the most striking findings – findings which generally hold up when other specifications are employed below – is that some regulators appear to engender substantially higher levels of qualified investments than others. In particular, banks regulated by the OCC have substantially higher levels of qualified investments than thrifts (the OTS is the omitted category), as do banks regulated by the FDIC, although to a lesser degree.


The asset-log (#3) and the asset-log with dummy (#4) specifications yield the best fit among the four alternative specifications in Table 6. Again, the addition of the dummy variable for very large banks (over $10 billion in assets) is not significant, so I discuss the results of specification #3 in more detail here. Because of the use of the log-transformed dependent variable, interpreting the impacts of the dummy variables is quite straightforward. The coefficient of a dummy variable indicates the proportional increase in the amount of qualified investments that is expected if the dummy variable equals 1.  

The first finding from these estimations is that regulatory agency has a sizeable impact on the level of qualified investments that a bank has made. Compared to a thrift (regulated by the OTS), a bank regulated by the OCC had more than double (115 percent more) the dollar amount of qualified investments, other things equal.  A bank regulated by the FDIC had an 81 percent higher level of qualified investments than a similar, OTS-regulated thrift. The coefficient on the FRB dummy is similar in magnitude to the FDIC coefficient, but the result is generally not statistically significant.

The region of the country in which the bank is based also affects qualified investment levels. This could reflect both demand and supply side issues. For example, some parts of the country may have been experiencing stronger economic growth in this period and thus the demand for equity investment in real estate or small business ventures may have been stronger than in other areas. There may also be a larger or more established infrastructure of nonprofit CDFIs, CDCs, and other organizations that are well poised to receive qualified investments in different parts of the country. Finally, regulators in different parts of the country may implement CRA regulations more vigorously than in other places.  Whatever the precise mechanism, the results suggest that there are regional differences in the amount of qualified investments that banks make. Compared to the Midwest (the omitted region), banks in California, New York-New Jersey, and the “Other West” states had more qualified investments, while banks in the South-Southwest and Northeast (other than New York-New Jersey) did not significantly exceed the activity of their Midwestern counterparts.


The regional effect is substantial. Other things equal, banks and thrifts in the “Other West” states had 116 percent more qualified investments than banks in the Midwest; banks in New York-New Jersey had 82 percent more investments than banks in the Midwest; and banks in California had 65 percent more investments than banks in the Midwest. 
Results for the Effects of Lending and Service Test Ratings on Qualified Investments


The results of the specifications in Table 6 suggest that the Service Test, but not the Lending Test, is related to qualified investment levels. In particular, a bank that received a Low Satisfactory on the Service Test was expected to have lower levels of qualified investments compared to a bank with an Outstanding on the Service Test, other things equal. This may be due to some unobserved characteristic driving both Service Test and Investment Test simultaneously (e.g., a bank’s commitment to community reinvestment or to lower-income markets). Alternatively, banks with Low Satisfactory Service Test scores may be those in a poor position to achieve an overall rating of Outstanding and so may see little incentive to make high levels of qualified investments.

In order to investigate the possibility that banks and thrifts more explicitly plan their investment activities to achieve minimum or higher overall CRA ratings, I employ a fourth specification that more specifically models the cumulative performance of the bank on the lending and service portions of the CRA exam.  The specifications in Table 6 control for lending and service performance separately, by treating these two components independent of each other. However, if a bank were to choose the amount it invested in qualified investments in order to achieve some specific overall CRA rating, it might be expected to set its investment levels in order to achieve an Investment Test rating that will help it reach a specific number of CRA points, according to the point system identified in the regulations as shown in Table 1. This would mean that the impact of the Service and Lending Tests on qualified investments would need to be modeled jointly, and not independently. That is, the institution might project its scores on the Lending and Service Tests, calculate its expected point total for those two tests, and then aim for a level of qualified investments that will yield its desired – and achievable – overall CRA rating.  It may be that some banks do follow such an algorithm to determine the extent of their qualified investments.


In such a model, the CRA exam points awarded for lending and service test performance are summed to give each institution an aggregate score for their combined lending and service performance (referred, from this point on, as the “LS Sum”) based on the points awarded in Table 1.   For example, a institution that received a High Satisfactory on the Lending Test and a Low Satisfactory on the Service Test would have an LS Sum of 12 (9 +  3). These results of employing the LS Sum measure are presented in Table 7.  For the 194 exams, the LS Sum takes on one of the following values: 7, 9, 10, 12, 13, 15, 16 or 18. The average value is 13.5.  

The regression in Table 7 uses the assets-log specification (without the dummy for very large banks), but includes polychotomous LS Sum dummy variables (the omitted variable is lending plus service test =18), instead of the independent Service and Lending Test dummies.  The results of this regression are quite consistent with the log-assets specification (#3) in Table 6 (as well as the other specifications). The only LS Sum dummy that is significant is LS Sum = 12.  Although only one of these variables is statistically significant, when the coefficients for the LS Sum dummies are plotted in Figure 4, a U-shaped pattern is suggested. Such a pattern suggests that banks with very low (e.g., 7) values of LS Sum (or banks that anticipate very low values) may invest more heavily in qualified investments to attempt to achieve a high (e.g., High Satisfactory or Outstanding) score on the Investment Test, in order to avoid an overall Needs to Improve CRA rating. Overall Needs to Improve ratings are very rare for large banks, and so carry considerable regulatory and even possibly reputational stigma. 


Banks that expect an LS Sum equal to 9, might rationally attempt to assure themselves of at least a low-satisfactory Investment Test rating, so that they avoid a Needs to Improve overall rating. Those anticipating an LS Sum in the 10-13 range are essentially assured an overall Satisfactory rating, since they cannot achieve a total of 20 points, no matter how much they invest in qualified investments. Those institutions with an LS Sum of 15 or 16 can achieve an overall Outstanding rating if they do well on the Investment Test, while those with an LS Sum of 18 (Outstandings on the other two tests) need only to receive a Low Satisfactory on the Investment Test to receive an Outstanding.


While only one of the LS Sum dummies is statistically significant, the coefficient signs and magnitudes for the LS Sum dummies are generally consistent with a scenario in which banks and thrifts select investment levels based on the scores they expect to receive on the lending and investment components of their CRA exam.  Because CRA exams occur every two to four years, and because the exams of other banks are publicly available, banks’ expectations about their future component test ratings may be reasonably accurate. Moreover, the Investment Test is the part of a bank’s performance that may be most easily impacted by short-term bank action. That is, banks are likely to be able to alter their qualified investment activity more quickly than their lending or service performance. Thus, investment activity is more likely to respond to anticipated Service or Lending Test ratings than the other way around.

The coefficients for the regulator and regional dummy variables in Table 7 are not substantially different from the results discussed above for the assets-log specification (#3), and the significance levels are roughly the same. The OCC effect is slightly smaller (108 versus 115 percent) and the FDIC effect is slightly larger (83 versus 81 percent). The Other West effect is 122 (versus 116) percent, the New York-New Jersey effect is 78 (versus 82) percent, and the California effect is 69 (versus 65) percent. 

Conclusions and Policy Implications

Despite the growth of large, megabanks and their increasing dominance of mainstream mortgage markets, middle sized banks, those with assets in the $1 billion to $100 billion range, remain important corporate actors, both in terms of providing consumer and small business credit and in terms of providing substantial sources of investment in and support for community and economic development projects. Based on the analysis above, banks and thrifts invest in community and economic development activities (measured here by CRA-qualified investments) at widely different rates. 

The first factor that affects bank investment activity is bank size. This certainly is anticipated, but what has not been well understood is the functional form of the relationship between bank size and qualified investments. The findings in Table 6 suggest that the relationship is largely a linear one, so that qualified investments increase in proportion to asset size of the bank. A hypothesis that largest banks make more investments compared to their asset size than smaller banks do is essentially rejected here. Conversely, qualified investment activity does not exhibit any clear asymptotic or convex effects as bank size increases.


Another factor that determines the expected level of qualified investments made by a bank or thrift is the region of the country in which its main office is located. Among the six regions delineated in this study, the “Other West” states experienced the highest level of qualified investments, followed by New York-New Jersey and California. Moreover these differentials were large. Banks in the Other West region, other things equal, were expected to have investments that were more than double (122 percent) those of banks in the Midwest. What explains these differentials is not entirely clear. The size of the data set here does not permit for more precise measurement of local impacts. The regional impacts are likely due to both demand and supply-side factors. Western states have generally experienced higher rates of growth than many other parts of the country in recent decades. However, regional economic trends are unlikely to explain all of the regional impacts. (For example, despite the region being a generally high-growth one, the South-Southwest coefficient is much smaller—and not statistically significant—compared to the Other West, California, or New York-New Jersey results.)  Other regional factors that may be at work might include differing demand for investments based on the community development capacity in the region. For example, the New York-New Jersey and California regions are certainly well known for substantial community development and affordable housing sectors. Finally, supply factors may be at work as well. The culture of banking organizations may be different in different regions or the enforcement of CRA regulations may vary across the country. Whatever the precise mechanism, regional factors appear to play a substantial role in the flow of bank investment in community and economic development.

The variance in qualified investments is only partially explained by bank size and region of the country, however. The regulatory agency supervising the bank also has a large impact on its level of qualified investments.  Banks regulated by the OCC make the most investments, other things held equal, compared to other regulators. FDIC regulated banks also make higher levels of investments than OTS institutions. FRB banks may also too, but the results are not statistically significant. This finding is highly relevant to policy making. While there have been anecdotal stories of one regulator being “tougher” in terms of CRA enforcement than others, these have rarely if ever been backed up by systematic quantitative analysis, especially involving multivariate statistical techniques.  It is important to point out that these results do not argue that the OCC or the FDIC are more rigorous CRA regulators overall but, rather, that they may be applying the Investment Test more rigorously.

The findings on the impact of different regulators also suggest that the CRA, itself, plays a substantial role in promoting investment in community and economic development activity. If the law had little impact, differences in regulators on qualified investment activity should not be significant or substantial. This is clearly not the case. CRA, and the way in which it is enforced, appears to play a sizeable role in determining bank and thrift investment in community and economic development activity. 


Recently, policy-makers have taken steps to weaken the Investment and Service Tests in CRA regulations by formulating a new “community development test” for banks between $250 million and $1 billion in assets. This move essentially means that banks no longer have to perform adequately in both services and investments, but can pick and chose their nonlending activities to bolster their CRA rating in the way that works to their greatest regulatory advantage. For many banks in this size range, this is likely to mean giving investment activity short shrift. 

While this study focuses on somewhat larger banks, those in the $1 billion to $62 billion range, it provides a strong warning that reducing regulatory attention to investment activity is likely to have a very sizeable, negative impact on flows of resources to community and economic development from the financial sector. Moreover, since many public-sector community and economic development programs require substantial involvement by private-sector investors, reducing bank and thrift investments are likely to make public sector support for community and economic development scarcer, at least in the short run.

Endnotes


  This study only covers banks with more than $1 billion in assets, and so recent changes to CRA regulations that change the evaluation procedures for “intermediate” banks (those between $250 million and $1 billion in assets) are not relevant here. Moreover, the examinations in this study predate these regulatory changes. 
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Table 1. The CRA Large Bank Performance Rating System

Component Test Ratings Matrix




         Lending           Investment
 Service

Outstanding 
12 
6 
6

High Satisfactory 
  9 
4
4

Low Satisfactory 
  6 
3 
3

Needs to Improve 
  3
1 
1

Substantial Noncompliance 
  0 
0 
0

Points Required for Overall CRA Rating Levels
20 + 
Outstanding

11 – 19 
Satisfactory*
5 – 10 
Needs to Improve

0 – 4 
Substantial Noncompliance

*Must receive at least a Low Satisfactory rating on the Lending Test to receive an overall Satisfactory rating 

Table 2.
Locations of Main Offices for Banks and Thrifts in Study

	State
	Number of Banks & Thrifts

	California
	25

	New York
	15

	Massachusetts
	14

	Illinois
	14

	Pennsylvania
	13

	New Jersey
	11

	Remaining 37 States
	102


Table 3. Geographic Regions

	Region
	States in Region
	Number of Examined 
Banks in Region

	
	
	

	New York-New Jersey
	New York and New Jersey
	26

	Other Northeast
	Delaware, Maryland, Pennsylvania, Puerto Rico, Connecticut, Maine, Massachusetts, Rhode Island
	52

	California
	California
	25

	Other West
	Alaska, Arizona, Hawaii, Nevada, Oregon, Utah, Washington
	18

	South-Southwest
	Alabama, Florida, Georgia, North Carolina, South Carolina, Virginia, West Virginia, Colorado, Texas, Arkansas, Louisiana, Mississippi, Tennessee
	32

	Midwest
	Illinois, Indiana, Kentucky, Michigan, Ohio, Iowa, Kansas, Minnesota, Missouri, Nebraska, North Dakota
	41


Table 4.
Descriptive Statistics for All Banks and Thrifts in Study, By Regulator
All Amounts in Thousands of Dollars

	
	
	FRB
	OCC
	FDIC
	OTS
	All Regulators

	Total Assets
	 
	
	
	
	
	

	
	Mean
	6,341,443
	11,408,303
	4,046,301
	6,833,442
	5,096,136

	
	Median
	2,950,946
	3,436,615
	1,882,775
	4,248,044
	2,164,833

	
	Std. Deviation
	8,668,653
	17,301,646
	5,268,013
	8,114,874
	7,867,313

	
	Minimum
	1,184,702
	1,093,268
	1,003,213
	1,032,268
	1,003,213

	
	Maximum
	32,042,103
	62,764,854
	29,300,245
	26,362,725
	62,764,854

	
	
	
	
	
	
	

	Qualified Investments (QI)
	
	
	
	
	
	

	
	Mean
	19,282
	42,153
	21,363
	19,645
	23,018

	
	Median
	13,606
	17,547
	7,223
	8,020
	7,827

	
	Std. Deviation
	22,310
	49,984
	46,507
	39,633
	45,220

	
	Minimum
	173
	1,533
	18
	15
	15

	
	Maximum
	81,188
	158,369
	398,152
	153,400
	398,152

	
	
	
	
	
	
	

	
	Number of Exams
	14
	18
	148
	14
	194

	
	
	
	
	
	
	

	Median QI / Median Total Assets
	
	0.0046
	0.0051
	0.0038
	0.0019
	0.0036

	
	
	
	
	
	
	

	
	
	
	
	
	
	

	 
	 
	 
	 
	 
	 
	 


Table 5.

Descriptive Statistics for Banks and Thrifts in Study with Less than $10 Billion in Assets

	 
	FRB
	OCC
	FDIC
	OTS
	All Regulators

	Total Assets
	 
	
	
	
	
	

	 
	Mean
	2,552,042
	2,434,029
	2,640,638
	3,851,351
	2,705,783

	 
	Median
	2,179,264
	2,256,774
	1,737,894
	2,479,383
	1,743,397

	 
	Std. Deviation
	1,423,309
	1,129,591
	2,014,496
	3,070,485
	2,034,125

	 
	Minimum
	1,184,702
	1,093,268
	1,003,213
	1,032,268
	1,003,213

	 
	Maximum
	4,584,732
	4,118,722
	9,333,614
	8,480,133
	9,333,614

	 
	 
	 
	 
	 
	 
	 

	
	 
	
	
	
	
	

	Qualified Investments (QI)
	Mean
	15,549
	16,453
	16,143
	7,794
	15,537

	
	Median
	11,988
	7,392
	6,619
	6,830
	6,920

	 
	Std. Deviation
	22,758
	18,650
	33,722
	8,383
	31,050

	 
	Minimum
	173
	1,533
	18
	15
	15

	 
	Maximum
	81,188
	61,003
	319,448
	30,220
	319,448

	
	
	
	
	
	
	

	 
	Number of Exams
	11
	12
	135
	12
	170

	 
	 
	
	
	
	
	

	Median QI /
Median Total Assets
	
	0.0055
	0.0033
	0.0038
	0.0028
	0.0040

	 
	 
	 
	 
	 
	 
	 


Table 6. Alternative Specifications for Determining Relationship Between Asset Size and Qualified Investments 

Dependent variable = Natural log of Total Qualified Investments (in thousands of dollars)
	
	MODEL

	
	1. Assets - Linear
	2. Assets-Linear & Quadratic
	3. Assets - Log
	4. Assets – Log & Dummy for Largest Banks

	
	B
	Std. Error
	Beta
	Sig.
	B
	Std. Error
	Beta
	Sig.
	B
	Std. Error
	Beta
	Sig.
	B
	Std. Error
	Beta
	Sig.

	(Constant)
	7.403
	0.477
	
	0.000
	7.099
	0.465
	 
	0.000
	-6.677
	1.532
	
	0.000
	-7.957
	2.236
	
	0.000

	Lending = Low Satisfactory
	-0.227
	0.317
	-0.059
	0.476
	-0.237
	0.305
	-0.062
	0.437
	-0.240
	0.290
	-0.063
	0.410
	-0.264
	0.292
	-0.069
	0.367

	Lending = High Satisfactory
	-0.079
	0.249
	-0.025
	0.753
	-0.152
	0.240
	-0.047
	0.527
	-0.162
	0.228
	-0.050
	0.479
	-0.173
	0.229
	-0.054
	0.450

	Service = Needs to Improve
	0.690
	0.632
	0.068
	0.276
	0.753
	0.607
	0.075
	0.216
	0.645
	0.580
	0.064
	0.268
	0.623
	0.581
	0.062
	0.285

	Service = Low Satisfactory
	-0.791
	0.313
	-0.181
	0.012
	-0.714
	0.301
	-0.163
	0.019
	-0.630
	0.288
	-0.144
	0.030
	-0.600
	0.291
	-0.137
	0.041

	Service = High Satisfactory
	-0.132
	0.232
	-0.041
	0.570
	-0.057
	0.224
	-0.018
	0.800
	-0.071
	0.213
	-0.022
	0.739
	-0.058
	0.214
	-0.018
	0.785

	FRB
	0.746
	0.507
	0.121
	0.143
	0.805
	0.487
	0.130
	0.100
	0.757
	0.465
	0.122
	0.105
	0.783
	0.467
	0.126
	0.095

	OCC
	0.975
	0.478
	0.177
	0.043
	1.275
	0.465
	0.231
	0.007
	1.151
	0.436
	0.209
	0.009
	1.183
	0.439
	0.214
	0.008

	FDIC
	0.668
	0.376
	0.177
	0.077
	0.811
	0.363
	0.216
	0.027
	0.812
	0.346
	0.216
	0.020
	0.828
	0.347
	0.220
	0.018

	California
	0.872
	0.342
	0.182
	0.012
	0.741
	0.330
	0.155
	0.026
	0.651
	0.312
	0.136
	0.038
	0.629
	0.314
	0.132
	0.047

	New York - New Jersey
	1.212
	0.332
	0.258
	0.000
	0.962
	0.325
	0.205
	0.003
	0.819
	0.308
	0.174
	0.008
	0.799
	0.309
	0.170
	0.010

	Other West
	1.463
	0.375
	0.265
	0.000
	1.347
	0.362
	0.244
	0.000
	1.160
	0.342
	0.210
	0.001
	1.149
	0.343
	0.208
	0.001

	Other Northeast
	0.689
	0.288
	0.191
	0.018
	0.523
	0.280
	0.145
	0.063
	0.336
	0.264
	0.093
	0.205
	0.303
	0.267
	0.084
	0.259

	South or Southwest
	0.531
	0.314
	0.123
	0.093
	0.408
	0.303
	0.094
	0.181
	0.295
	0.287
	0.068
	0.305
	0.273
	0.289
	0.063
	0.345

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Total Assets (Thousands)
	9.88E-08
	1.277E-08
	0.484
	0.000
	1.968E-07
	2.731E-08
	0.965
	0.000
	
	
	
	
	
	
	
	

	Total Assets Squared
	
	
	
	
	-2.484E-15
	6.186E-16
	-0.541
	0.000
	
	
	
	
	
	
	
	

	Log of Total Assets
	
	
	
	
	
	
	
	
	0.988
	0.097
	0.581
	0.000
	1.077
	0.149
	0.634
	0.000

	Bank Assets Over $10 Billion
	
	
	
	
	
	
	
	
	
	
	
	
	-0.332
	0.422
	-0.068
	0.432

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	R2
	0.392
	
	
	
	0.443
	
	
	
	0.488
	
	
	
	0.490
	
	
	


Table 7. Regression Results with Specification Including Aggregated Points for Lending and Service Test Score (LS Sum)
Dependent variable = Natural log of Total Qualified Investments (in thousands of dollars)

	

	
	B
	Std. Error
	Beta
	Sig.

	(Constant)
	-6.989
	1.518
	
	0.000

	LS Sum = 7
	0.749
	0.897
	0.047
	0.405

	LS Sum = 9
	-0.101
	0.424
	-0.015
	0.812

	LS Sum = 10
	-0.455
	0.310
	-0.103
	0.144

	LS Sum = 12
	-0.871
	0.330
	-0.176
	0.009

	LS Sum = 13
	0.024
	0.280
	0.007
	0.930

	LS Sum = 15
	0.028
	0.295
	0.007
	0.923

	LS Sum = 16
	0.294
	0.393
	0.046
	0.457

	FRB
	0.660
	0.469
	0.107
	0.161

	OCC
	1.083
	0.433
	0.196
	0.013

	FDIC
	0.831
	0.343
	0.221
	0.016

	California
	0.686
	0.306
	0.144
	0.026

	New York - New Jersey
	0.776
	0.309
	0.165
	0.013

	Other West
	1.218
	0.340
	0.221
	0.000

	Other Northeast
	0.339
	0.265
	0.094
	0.202

	South or Southwest
	0.330
	0.285
	0.076
	0.249

	Log of Total Assets
	1.001
	0.096
	0.588
	0.000

	
	
	
	
	

	R2
	0.504
	
	
	

	
	
	
	
	


Figure 1. Distribution of Banks and Thrifts in Study by Qualified Investment Totals
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Figure 2. Distribution of Log of Qualified Investments
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Figure 3. Partial Residual Plot for Total Assets Variable in Estimation of Linear Specification (Equation 1)
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Figure 4. Plot of Coefficient for LS Sum Variables 
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