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Executive Summary

The Regulatory Studies Program at the Mercatus Center of George Mason Universty is
pleased to offer the following anayss and comment on the Federal Reserve Boad's
proposed modifications to its Regulation B, which implements the Equal Credit
Opportunity Act (ECOA). Our andyss suggests that the Board's proposed modifications
offer little subgtantive benefit; while a the same time they impose additiona costs on
banks and credit consumers.

The evidence we have been able to uncover suggests there is no pattern of widespread or
pevadve discrimingtion in the gpplication for or avalability of credit in the United
Staes. To be sure individud cases of discrimination do indeed ill occur, but the
incidence of such discrimination is rare.  The gpparent intent of the proposed revisons to
Regulation B is to enhance the federd financid regulatory agencies ability to search for
cases of discrimination.  However, the proposed changes raise costs for everyone—a
relaively smal amount for most creditors but perhgps a considerable amount for some.

In particular, we esimate the on going costs of the proposed modifications to Regulation
B to range from $500,000 to $2,100,000 annualy. Moreover, OMB’s standard discount
rate of seven percent produces a present value of these cost estimates that ranges between
$7.1 million and $30.0 million. Such costs ultimately are borne by American borrowers.
A pivota quegtion therefore is whether the proposed revisons enhance regulators  ability
to detect and ultimatdy discourage discrimingtion  sufficiently to judify  additiond
regulatory costs. Our andys's suggests that they do not. We therefore urge the Board to
abgtain from further changes to Regulation B.

" Prepared by Gregory Elliehausen. Dr. Ellihausen is Visiting Associate Professor at the Credit Research
Center of The McDonough School of Business, Georgetown University, Washington, DC 20007.
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. I ntroduction

Regulaion B implements the Equal Credit Opportunity Act (ECOA), which prohibits
creditors from discriminating againg a credit applicant based on race, color, rdigion,
national origin, sex, marital datus, age (provided that the applicant has the capacity to
contract), receipt of public assstance benefits, or good faith exercise of a right under the
Consumer Credit Protection Act. The regulaion implements the prohibition aganst
discrimination primarily through a mandatory lig of do's and don't's, the most notable of
which is a gened prohibition againg the collection and use of information on an
applicant’ s persondl characteristics in most credit transactions.

The Federd Reserve Board periodicaly reviews its regulations to adapt to market
developments. As pat of tha process, it undertook a comprehensve review of
Regulation B. The Board now proposes severd revisons to the regulation. The mgor
revisons ae (1) remova of the genera prohibition againgt the collection-but not the
congderation-of information of gpplicants race, color, rdigion, nationd origin, and sex;
(2) an increese in the record retention period for most business credit gpplications, and
(3) anew record retention requirement for pre-approved credit solicitations.

The apparent intent of these revisons is to incresse the ability of the federd financia
regulatory agencies to search for cases of discrimindion in granting credit.  Neither the
need for greater survellance nor the effectiveness of the proposed revisons in detecting
discrimination is judtified in the proposd. On the contrary, avalable sudies provide little
evidence that discrimination by creditors is widespread or pervesve.  There is no
evidence suggesting that these revisons are likdy to lead to detection of many individud
ca=s of discrimination.  In addition, the revisons are not likey to be a ggnificantly
gregter deterrent to discrimination, considering the substantial resources that the federd
financid regulatory agencies currently devote to ensuring compliance with far lending
laws. Ingtead, the changes will likdy result in higher compliance cogsts for creditors with
little promise of grester credit availability to creditworthy borrowers belonging to ECOA-
protected groups.

The following andlyss focuses on the three mgor proposed revisons of Regulation B. It
does not address the other proposed revisions, which tend to be more technica in nature
and do not have asignificant affect on regulatory burden.

. Removal of the Prohibition of Collection of Personal Data

The proposed removal of the generd prohibition againgt collecting information on an
applicant’s race, color, reigion, nationd origin, and sex likdy would not increase
availability of credit to creditworthy borrowers belonging to ECOA-protected groups.
There is little evidence of widespread or pervadve discrimination aganst ECOA-
protected groups in consumer credit markets (Elliehausen and Durkin 1990) or in
mortgage markets (US Genera Accounting Office 1996). Statigtica analyses have been
unable to provide much evidence of sydematic discrimination.  Moreover, regulatory
compliance examinations have produced only a handful of individud cases of possble
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discrimination.  In about 5,000 examinations of banks and thrift ingtitutions in 1994, for
example, federa bank regulatory agencies found fewer than two dozen violations of
Regulation B involving discrimination on the bass of race or sx (US Gened
Accounting Office 1996, p. 90). The lack of datistica evidence of discrimination and the
sndl number of individua cases suggest tha precticdly dl creditworthy borrowers
bdonging to ECOA-protected groups aready receive the amount of credit that they seek
and for which they qudlify.

When discrimination does occur it tends to be rare, and in any event, it does not appear to
be inditutiondly endemic. However, this should not be taken as suggeding tha
discrimination does not occur in individua cases. The proposed changes to Regulation B
are unlikdy to uncover many individud cases of discrimination.  In mortgage lending,
contrary to the generd rule, collection of data on applicants sex, race, and nationa origin
is required, and this experience suggests that collection of data on persona characteristics
may not hep identify many cases of possble discrimination on non-mortgage credit
goplications. Bank regulaiors have made condderable effort to find cases of
discrimingtion in - mortgage lending; adopting a labor-intensve and  time-consuming
process of compaing files of otherwise dmilar ECOA-protected and unprotected
goplicants to look for differences in treatment. In recent years, datisticd modds
designed to predict whether an application is approved or denied have aided this process.
Loans that are accepted or rejected contrary to the predictions of the model are examined
further to determine whether the applicants ®x, race, or nationd origin may have played
arolein the decison.

Compliance examindions have produced many fase pogtives but few cases in which
discrimination may actualy have been involved. Federd bank regulatory agencies do not
publish datistics summarizing the results of these examinations but agency referrds of
possible discrimination to the Department of Justice (which are mandated by the Federal
Deposit Insurance Corporation Improvement Act of 1991) are suggestive' In about
5,000 examinaions annudly between 1992 and 1995, there were 51 referrals, nine of
which were dismissed because no cause was found or information was insufficient (US
Generd Accounting Office 1996, pp.39 ff).? The 42 cases that were not dismissed
amount to an average of 10.5 cases of possible discrimination per year, or about 0.2% of
the 5,000 examinationsin ayedr.

A. Incentivesfor Data Collection Missing

It is unlikdy that dlowing creditors to collect information on gpplicants persond
characterigtics will erhance the federd financid agencies ability to enforce the ECOA.
The proposd has suggested that some creditors may choose to collect information on

! Benston (1999) has called for a systematic study of examination results, which should be presented in a
report, much as the Home Mortgage Disclosure Act denial data are now reported.

% The incidence of possible discrimination is not much greater when actions of the Justice Department are
added; The Justice Department independently brought seven actions between 1992 and 1995. All of these
cases have been settled by consent agreements. None have gone to court
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persona characterigtics of applicants for non-mortgage credit in order to monitor their
own compliance with far lending laws and to assist ther marketing efforts directed at
ECOA-protected groups. There are severd reasons for believing that the few creditors
would willingly collect such information snce they ae unlikdy to risk offending
potential customers in order to obtain sendtive data. In addition, a substantid portion of
norn-mortgage credit gpplications (eg., credit cards) arives in the mail, is generated
through brokers (e.g., automobile credit), or arrives via the Internet—making observation
of persond chaacteristics impossble  Requesting that gpplicants supply persond
information on race, color, religion, nationd origin, and sex is likey to be regarded by
many agpplicants as intrusve and unwaranted. Many may refuse to provide the
information. Choice of mode of application and refusd to supply information may be
corrdlated with personal charecteristics For example, applicants believing that they
might be turned down because of their persond characteristics might choose a mode hat
would not alow observation of persond characterigtics Such corrdaion of missng
data with persond characteristics, would produce a biased sample (i.e., not representative
of the population of applicants), making it unreigble for monitoring compliance with far
lending laws or marketing to ECOA-protected groups.®

The proposed revison provides creditors no incentive to collect data on non-mortgage
credit applicants persond characterigics, notwithstanding questions about the data's
rdiability. Conddering the rarity of actud cases of discriminaion and the cost of
invedtigating apparent disparities of trestment, it is unlikey that many creditors would
find the effort worth the expense. Moreover, a creditor’'s investigation would risk legal
action. A plantiff or regulatory agency may obtan the findings of a creditor's
investigation and use them to prosecute the creditor for any daidtica violations tha may
be found.

Creditors that are depostory ingditutions do not need data on non-mortgage credit
goplicants  persond characteridtics to demondrate compliance with the Community
Reinvestment Act, which requires them to serve the credit needs of low- and moderate-
income aess in ther makets.  Creditors currently may collect information on the
location of gpplicants for dl types of credit, and this location information is sufficient to
demondrate an inditution's lending in lon- and moderate-income areas.  Unreliable data
on pesond characterigics of agpplicants would not hdp an inditution document
compliance with the act.

Many creditors commenting on this proposed revison expressed concern that if the
prohibition on collecting the data were removed, federd financid regulatory agencies and
others would pressure them to collect the data.  This concern is legitimate. The proposal
tends to reflect a effort to baance political interests rather than an andyss of the likey
utility of data collection for enforcing the law. This suggeds that the same congdderations
that gave rise to the revisons are likdy to have a srong influence on regulatory behavior

3 Making data collection mandatory would not in itself esolve the potential problem of biased data.

Creditors could not observe the personal characteristics of applicants when applications are made through
the mail, brokers, or the Internet.
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if the revison were gpproved. Politica interests that have cdled for data collection will
not be satisfied with amply adlowing creditors to collect the information; indead, they
likely will continue to press for mandatory data collection. Moreover, the support of
mogt of the federd financid enforcement agencies for the proposed revisions suggests
that these agencies will ingst that banks collect the data on non-mortgage credit
aoplications.

B. Proposed Change Will Raise Costs

If banks collect personad data as pat of ther compliance activities, the cost of daa
collection and any activities that result from the data collection are incrementd codts.
Creditors dart-up costs would include managers time designing the data collection
program, revison of forms, and training. On-going costs would include

daff time for recording the data (including explaining the purpose of the data
collection to gpplicants and responding to gpplicants complaints);

daff time for processing and andyzing the data;
data processing costs; and
daff time associated with any use of the data in regulatory examinations.

In addition, collection of data on persond characterisics may expose creditors to
increased exposure to litigation. Statisticd differences in lending outcomes for ECOA-
protected and unprotected groups may be interpreted as evidence of discrimination.
Creditors can dso be expected to incur legd expenses for deding with litigation and
threats of litigation because of this proposed revison.

Depending on the Sze of the creditor and the extensveness of the data collection effort,
cods could be subgtantid.* Probably very few, if any, creditors of their own initiative
would choose to collect data on persona characteristics of gpplicants for non-mortgage
credit.  However, the number collecting data could be ggnificant if federd financid
regulators pressure creditors to do so. Thus, depending on the actions of the federd
financid regulatory agencies, the aggregate cods of this proposed revison could be
subgantid.  Perhgps more importantly, the digtribution of burdens across creditors will
tend to be quite unequa. Creditors that do not collect the data will incur no costs.
Creditors that succumb to regulatory pressure to collect data may incur substantia costs.

C. Alternative Approaches

Snce the god of enhancing credit avalability for creditworthy borrowers belonging to
ECOA-protected groups is laudable, and the punitive approach adopted by the proposd is

* Available evidence suggests that fair lending regulations are costly, and data collection is prominent
among the requirements of these regulations. Estimates of regulatory costs do not break out the costs of
data notation for mortgage applications, however. See Elliehausen (1998).
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unlikely to achieve this end, it would be desrable to find an dternative means of
promoting the god, or a least where the proposed rules have a chance of beng
beneficid. One possble way to promote credit availability is to encourage the use of
multiple credit evduation modds.  The continued prohibition on use of data on
goplicants personad  characteritics in  credit evduation precludes this possbility.
Deveoping different credit evauation models for different groups of gpplicants might
provide more accurate assessments of creditworthiness.  With more accurate models,
creditors could accept more applicants beonging to protected groups without increased
credit risk.” Indeed, some community lending advocates seem to advocate this position.
They suggest that characteridics indicating creditworthiness for the generd population
may be different from characteristics indicating creditworthiness for applicants belonging
to certain protected groups. They argue that conventiond lending criteria may be
unnecessarily strict when applied to these protected groups.

The practice of udng different credit evauation modes for different groups is
widespread. Whenever a creditor uses a credit bureau risk scores, it is usng multiple
credit evaluation models. The current Fair Isaac credit bureau risk scores are based on 10
separate models, and the new verson of risk scores will be based on 18 modes (Fair
Issac and Company 1999). The deveopers of these modds have found that factors
predicting performance of borrowers differ depending on whether the borrower had
previous ddinquencies, the number of credit accounts in the file, the age of the file, and
the age of the most recent account. Thus, a different modd is used to evauate applicants
with previous serious ddinquencies than applicants with no previous serious
delinquencies, for example. Using a separate modd for gpplicants with previous serious
delinquencies predicts future behavior of such applicants better that a sngle modd that
does not condder previous ddinquencies. Thus, holding credit risk congant, more
gpplicants with previous serious delinquencies would be accepted using a separate modd.

Whether information on gpplicants persond characteristics would  increase  credit
avalability for ECOA-protected groups is an empiricd question, and existing evidence is
limited. Using data on credit card gpplicants from the early 1970s, Chandler and Ewert
(1976) found that separate credit evauation modds for women and men were more
precise—and thus for a given level of risk alowed acceptance of more women—than a
sngle modd for both groups. An explandion for this result is that the characteristics of
women and men related differently to payment performance. For example, low income
was a less important to payment performance for women than for men, even though a
much higher percentage of women in the sample had low incomes. When sex was not
consdered, the estimated relationship between characteristics performance reflected the
behavior of the larger, mae group. When separate models were estimated for women
and men, the behavior of each group determined that group’s reationship between
characterigics and performance. Income, for example, had a rdaivey smdl weght for
women and a large weight for men. Applicants sex did not per se imply anything about

® The idea of devel oping separate credit evaluation models for ECOA -protected groups is not new. More
than twenty years ago, a Federal Reserve staff attorney (Hsia 1978) argued that such models might enhance
credit availability for ECOA -protected groups.
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an applicant’'s creditworthiness. Rather, sex dmply “dgnded’” the appropriate
relationship between characteristics and performance (see Spence 1974). Depending on
the level of credit risk, the model that considered sex accepted 20% to 50% more women
gpplicants than the model that did not.

Chandler and Ewert's study was conducted many years ago and conddered only one
ECOA-protected characterigtic.  Virtudly no other evidence exists (McCorkell 1994).°
Data on race, color, and nationd origin are not available for non-mortgage credit (sex can
generdly be inferred from names). However, even for mortgage credit, evidence is not
available despite the requirement that creditors collect and report it. Among the ressons
for the lack of empiricd andyss of the rdationship of credit criteria to payment
performance by borrowers persona characteristics are the effort to match the data on
persond characterigtics to the performance data and the inability to use any of the results
of andysis to pursue lending opportunities among ECOA-protected groups. Moreover, to
implement separate credit evauation modds for non-mortgage credit applications from
ECOA-protected groups, the problem of data reliability would still have to be addressed.

Allowing use of information on persond characterigics to improve predictions of credit
risk for ECOA-protected groups would give a market incentive for creditors to provide
additional credit to creditworthy applicants belonging to protected groups.” Considering
that the avalable evidence suggeds that discrimingtion is not very common in credit
markets, market approaches are likdly to have grester promise of promoting credit
availability than further punitive meesures, such as the ones in the Federd Resarve
Board's proposed changes to Regulation B. As a matter of socid policy, however, it may
be more appropriate and desrable not to alow creditors to consder personal
characterigtics, regardless of the consequences. However, if one is disposed to permitting
collection of data on persond characteristics, it would seem to suggest that such
characteristics may need to be considered.

[1l. Increased Record Retention Period for Small Business Credit

A magor proposed revison to Regulation B is an increase in the record retention period
for credit gpplications of business with gross revenue of $1 million or less from 12 to 25
months. The purpose of the change is to provide more cases for the federd financid
regulatory agencies to monitor and enforce compliance with the Equa Credit
Opportunity Act.

® |n some cases, separate models for ECOA -protected groups may not predict better other multiple models

segmented based on criteria that are currently permitted under the ECOA. For discussion, see McCorkell
(1999) and Martell et al. (1997).

"It is notable that the proposal extend coverage of Regulation B to pre-screened solicitations that increase
credit availability: “ Covering credit solicitations without providing many exceptions could have unintended
consequences. For example, it could result in prohibiting practices that increase credit availability.
Targeted marketing through pre-screened solicitations can effectively increase access to credit for
consumers.” (Board of Governors 1999, p. 44585). The proposal apparently did not consider solicitations
aimed at ECOA -protected groups to be aproblem.
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Satidicd andyses addressng discrimination in smdl  busness lending have only
appeared recently (Cavaluzzo and Cavdluzzo 1998, Bogic and Lampani 1999
Cavdluzzo, Cavadluzzo, and Wolken 1999). These dudies have found some sgnificant
differences between ECOA-protected and unprotected groups. However, the data
avalable for such dudies do not include information on some variables that creditors
typicaly condgder in evauating credit gpplications for smdl busnesses (owners persond
assts pledged as collatera, for example). These variables likely correlate with owners
persond characteristics. Hence, the studies are unable to provide conclusve evidence
showing the presence or the lack of systemdtic discrimination against ECOA-protected
groups in smal business credit markets.

As before, there may be individud cases of discrimination even if the there is not a
sysematic problem in across the market as a whole. The frequency of cases of actud
discrimination is not known. The federd financid regulaiory agencies have not
published any andyses of the resllts of ther examinations of smdl business credit
goplications. Moreover, the proposal does not judtify its need for the longer retention
period. It does not discuss the extent of the problem, provide dstatistics on the number of
creditors that cannot be monitored nor applications that cannot be matched, nor estimate
the reduction in the number of creditors that cannot be monitored nor gpplications that
cannot be matched from the longer record retention period from a longer record retention

period.

The proposa dismissed creditor concerns about the space required to store documents
and the cogs associated with longer storage, arguing that these concerns are no longer
compeling given technologicd advances and the use of dectronic dorage.  This
argument is premature. It is true that creditors are increasingly offering standardized
busness credit products and using credit-scoring models for evauating applications for
busness creditt. The magor credit bureaus have begun developing credit reporting
databases for busnesses. These developments have reduced the amount of information
required to evaluate credit gpplications and, thus, would tend to reduce the regulatory
cost associated with a longer record retention period. Technologica advances have not
eiminated the need for documentation, however. Moreover, a substantiad number of
amal business credit applications are sill evauated judgmentally.

Regardless of the method of credit evaduation, the amount of documentation supporting
an goplication may be extensve (especidly for larger credit amounts). Among the
documents that may be required are pro forma financid Statements, tax returns for severd
years, owners’ persond financid records, and documents for teking security interest in
business or personal assets. In most cases, these documents will be paper documents. It
is highly unlikey that mogt creditors have sufficent unused Storage space that would
alow them to store the greater volume of documents without additiona cost.?

8 Even if some businesses have electronic versions of documents, it is unlikely that all of a creditors’
customers use the same software or that the creditor can retrieve all types of electronic documents.
Creditors could scan documents to store them electronically, but that would require additional |abor
expenses and perhaps expenses for acquiring scanning technology.

Regulatory Studies Program ¢ Mercatus Center ¢ George Mason University 8



While it is true that technologica advances in computers and eectronic document storage
and retrievd have been large and rapid, it does not necessarily follow from this
observation that the record retention requirements will regp these benefits to the point
where records retention costs are incondderable. Electronic storage and retrieva, while
perhaps less expensive than paper storage, is not cost free.  Allowances for acquisition,
operation, and on-going maintenance and depreciation must be made.

In addition, much of the documentation that accompanies loan applications (eg., tax
returns, financial datements, sgnature sheets, etc.) is paper-intendve to begin with and
such supporting documentation is cusomarily retained in and of itsdf. That is even if a
bank or other creditor were to record information from loan documentation eectronicaly
to facilitate credit evaluation, paper copies of al the associated documentation would be
retained. The important point is, whether and for how long a bank chooses to retain such
information beyond year-end requirements would no longer be a business decison but
rather would be an incremental cost of regulatory oversight.

A rough edtimate of the additiond record retention costs is possble. According to the US
Smdl Busness Adminigration (1996), there were 225 million smal busnessess (firms
with under 500 employees) in 1995. About 20% of these firms apply for credit during a
year, 22% of which are turned down or limited (Elliehausen and Wolken 1995).°
Following Smith (1977), we assume that creditors would not retain rejected applications
beyond the current requirement in Regulation B. Using Smith's edimate of storage costs
of $0.47 a year per account (in 1999 dollars), an estimate of between $500,000 and $2.1
million in additiond record retention cods is obtaned. Using OMB’s standard seven
percent discount rate suggests that these annua costs have a present value of between
$7.1 million and $30.0 million.

At this time, the burden of this proposed requirement would likely be grester for smadl
creditors than for large creditors. Large creditors likely benefit more than smal creditors
from development of Standardized business loan products and credit scoring models.
Large creditors may have aufficient volume of busness credit to permit construction of
their own gpplication scoring modds judtify the fixed costs of developing standardized
products and credit scoring models. Thus, large creditors may be able to reduce
documentation requirements on a sgnificant share of their business loans.  Generic credit
scoring modeds developed from credit bureau data would be available to smdl creditors,
but their predictions may not be as accurate as predictions developed from a creditor’s
own applicant pool. Thus, smdl creditors usng generic scoring modds may rely more
heavily on judgmenta evduaion and documentation than large creditors using
proprietary scoring modds.  Some smdl creditors, recognizing their cost disadvantage in
developing standardized products, seek to serve smal business customers that prefer (and
are willing to pay for) customized credit products. The proposed changes would make
this drategy relatively more expensve and add to the price smal businesses pay for such
credit.

® More recent data on applications and turndowns are not available. The 1993 National Survey of Small
Business Finances asked about applications during athree-year period.
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IV. New Record Retention Requirement for Pre-Approved
Solicitations

The third magor proposed revison is tha creditors retain certain information related to
pre-gpproved solicitations for a period of 25 months. The information would include a
(1) lig of criteria used to sdect potentiad customers, (2) the text of the solicitation
mailing, (3) correspondence to and from potentid customers regarding complaints about
the solicitation, and (4) the portion of the marketing plan to which the solicitation relates.
The requirement that creditors retain a list of criteria used to sdlect potential customers is
dso a requirement of the Fair Credit Reporting Act (15 U.S.C. 1681m(d)(3))."> The
other information required by the proposd is not required by the Fair Credit Reporting
Act. Thus, the proposed revison adds to exigting information retention requirements for
pre-screened solicitations.

Data retained under the Fair Credit Reporting Act on criteria used to sdect potentid
customers ae currently avalable to examine'ss  The need for requiring additiond
information is not obvious. Federd Reserve Board daff has not provided an analyss of
currently available data, nor has it explaned why currently avalable data are inadequate
for monitoring creditors’ solicitation practices for illegd discrimination.  Any benefits for
enforcing the anti-discrimination provisons of Reguld@ion B or enhancing  credit
availahility from this proposd would seem smdl and uncertain.

This proposed revison would entail certain, abeit smdl compliance costs. Creditors
may normelly keep the additiond information about solicitations for a period of time, but
not necessarily dl of the information for the length of time specified in the proposed
revison. Creditors will have to edablish procedures and assgn responshilities to
employees to ensure compliance with this requirement. These activities would give rise
to costs.

% The Fair Credit Reporting Act aso requires retention of information on all criteria bearing on

creditworthiness that are the basis for determining whether of not to offer credit and any requirement for
the furnishing of collateral as a condition for the extension of credit. The act requires creditors to retain
thisinformation for three years.

Regulatory Studies Program ¢ Mercatus Center ¢ George Mason University 10



V. Conclusion

The evidence we have been able to uncover suggests there is no pattern of widespread or
pervasve discrimination in the application for or avalability of credit in the United
Sates To be sure individua cases of discrimination do indeed ill occur, but the
incidence of such discrimination is rae.  The proposed revisons to Regulaion B
goparently are intended to enhance the federa financial regulatory agencies &hility to
search for cases of discrimination.  They raise costs for everyone—a redivdy smdl
amount for most creditors but perhaps a consderable amount for some. These costs
ultimately are borne by American borrowers. A pivota question therefore is whether the
proposed revisons enhance regulators &bility to detect and ultimately discourage
discrimination sufficiently to judify additiond regulaiory costs.  Our andyds suggeds
that they do not. We therefore urge the Board to abstain from further changes to
Regulation B.
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