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ABSTRACT
To determine the effectiveness of the revisions to the Community Reinvestment Act (CRA) that were enacted in 1995, we examine CRA regulatory practices, 1990 through 2000, utilizing a sample of 25,601 bank examinations. Our empirical evidence indicates that CRA examination scheduling reflected CRA ratings and real estate loan levels in the period before, but not after, enactment of the revisions, and that examination intervals, particularly for small banks, lengthened. 
INTRODUCTION

Implementation of the Community Reinvestment Act (CRA) has evolved inconsistently over time, partly as a result of recurring revisions to regulatory policy. One of the more recent revisions, in 1995, was intended to focus attention on objective, performance-based assessment standards that minimize compliance burden while stimulating improved performance. It required that financial institutions reflect the principle that lending is the primary vehicle for meeting a community’s credit needs--which was, of course, the original goal of the CRA when it was enacted more than 25 years ago.   

We measure the consequences of the revision to the CRA in 1995 by analyzing regulatory outcomes as a function of lending and other variables. Our intent is to determine whether CRA examination practices changed after 1995 in ways consistent with the intent of the revision. 

SAMPLE AND METHDOLOGY
To construct the sample, we obtain CRA ratings from the Federal Financial Institution Examination Council’s (FFIEC) public database for commercial banks, 1990 through 2001, and other information from the FFIEC’s Reports of Condition and Income. The screening process resulted in our sample of 25,601 observed examinations. 

Our methodology examines whether the extent of subjectivity employed by regulators in scheduling CRA examinations changed after the revision of the CRA in 1995. An ordinary least squares regression models the number of days until the next examination as a function of current bank-specific independent variables. We compare the results of the model generated for a sample of observations prior to the revisions, 1991 to 1995, with results for a sample of observations after the revisions, 1996 to 2001. 

Characteristics of the bank that are likely to influence the scheduling of the next CRA examination are selected as independent variables. Statistically significant coefficients on independent variables would imply that regulators exercise subjectivity in examination scheduling rather than examining banks at standardized intervals.  

Among independent variables is a variable representing the bank’s current CRA performance rating (CRA RATING). The variable equals one for banks that received a rating of outstanding, two for satisfactory, three for needs to improve and four for substantial noncompliance. If regulators use identified ratings outcomes as a parameter in scheduling subsequent examinations, the coefficient on this variable should be positive.  

Another area of subjectivity in examination scheduling that appears to be linked to CRA-related criteria is lending. We hypothesize that banks with relatively small loan portfolios should be examined more frequently if regulators exercise discretion in scheduling. We use two different measures of loan generation: The ratios of a bank’s real estate loans to total assets (REAL ESTATE LOAN RATIO) and all other non-real estate loans to total assets (OTHER LOAN RATIO).

We use two variables to account for financial condition: Profitability (RETURN ON ASSETS), defined to be net income divided by total assets, and capitalization (CAPITAL RATIO), defined to be the primary equity capital divided by risk-weighted assets. To control for inter-agency variation in CRA examination standards, we use indicator variables for the regulatory agency which supervises the examination. FDIC is set to one if the bank is supervised by the FDIC, zero otherwise, and OCC is set to one if the bank is supervised by the Office of the Comptroller of the Currency, zero otherwise. Banks regulated by the Federal Reserve represent the excluded category.

Holding company status is controlled for through the use of an indicator variable (HOLDING COMPANY) that equals one if the bank is a member of a holding company, 0 otherwise. To account for bank size, we include the natural log of the bank assets (Ln(TOTAL ASSETS)). To control for location, a dummy variable (SMSA) indicates operation in a standard metropolitan statistical area. 

RESULTS
The regression estimates from the model of the days to the next examination are presented in Table 1. The model in column 1, for the 1990 to 1995 period, is statistically significant and explains about 13 per cent of the variation in examination intervals. The model in column 2, for the 1996 to 2000 period, has less explanatory power. This may be the result of lesser discretion exerted by regulators after the 1995 revisions. 

Examining the coefficients in column one, before enactment of the CRA revisions in 1995, compared to the coefficients in column two, after enactment, we find important differences. The coefficients on capitalization, CRA rating and real estate lending, which were statistically significant in column one, are no longer statistically significant in column 2. This indicates that regulators exercised less discretion, on these important CRA-related criteria, in scheduling examinations after enactment of the revision to the CRA in 1995. The revision, therefore, appears to have been successful in the stated goal to standardize CRA enforcement. 

Another difference in the two periods is that the size variable is negative and significant I column 2, which indicates that bigger banks are examined more frequently. This is a likely result of the more identifiable performance guidelines and “streamlined” performance standards for small institutions that were part of the revision to the CRA in 1995. 
Overall, our results for tests of CRA examination scheduling imply that a reliance on lending ratios and CRA performance ratings, observed during the pre-1996 time period, was subsequently abandoned. This appears to be consistent with the intent of the revision to standardize the examination process insofar as CRA examinations are scheduled more closely on a presumably calendar-driven basis rather than being selectively targeted at specific institutions on the basis of CRA-related criteria. 
Table 1
Ordinary Least Squares Regression of Days to Next Examination, 1990-2000

	Variable
	1990-1995

Coeff.
	1996-2000

Coeff.

	INTERCEPT
	890.35*

(21.46)
	1314.50*

(61.97)

	CRA RATING
	-107.07*

(4.28)
	-19.61

(11.48)

	REAL ESTATE LOAN RATIO
	145.03*

(19.19)
	9.31

(53.81)

	OTHER LOAN RATIO
	26.39**

(13.79)
	44.03

(42.91)

	RETURN ON ASSETS
	318.64

(205.31)
	145.59

(645.25)



	CAPITAL RATIO
	310.01*

(55.39)
	80.80

(146.46)

	FDIC
	-237.16*

(5.35)
	-92.51*

(13.35)

	OCC
	-187.19*

(7.44)
	-275.53*

(15.91)

	HOLDING COMPANY 
	-3.50

(4.33)
	-14.59

(12.99)



	Ln(TOTAL ASSETS)
	0.66

(1.54)
	-32.33*

(4.24)

	SMSA VARIABLE
	9.68**

(4.14)
	3.48

(11.49)

	Observations
	20353
	5248

	Adjusted R2
	0.1313
	0.0768


CONCLUSIONS
Our results appear to be generally consistent with stated objectives of the 1995 CRA revisions: 1) to standardize the examination process; 2) to focus on lending performance and 3) to reduce regulatory burdens, particularly for small banks. They are relevant to an ongoing review of CRA regulations that seek to determine whether, and if so, how, the regulations should be amended to better evaluate financial institutions’ performance under the CRA.
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