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Cooked Books

A government study “proving”
discrimination in bank loans
doesn’t add up.

¢ ‘So MUCH INJUSTICE. SO LITTLE

time.” That is the official battle

cry of the “discrimination” po-
lice now running amok in the Clinton ad-
ministration. That they may have little
time left perhaps ought to give them
pause, but do not bet on it: A crusade
against “discrimination” is a gold mine for
bureaucrats and ideologues in pursuit of
bigger budgets and enhanced political
power for themselves. That the greater
spending and coercive authority derive
from so lofty a moral goal as “antidis-
crimination” creates both blindness and
dishonesty on the part of the morally pure.

Consider, for instance, the 1992 study
of racial discrimination in mortgage lend-
ing published by the Federal Reserve
Bank of Boston. This plainly politicized
paper has thrust the lending discrimina-
tion issue to the forefront of regulatory
policy in banking, notwithstanding an
econometric model that is highly suspect
conceptually and poor as a predictor, vari-
ables defined poorly, and findings that
disappear upon deletion of six observa-
tions out of about 3,000.

Moreover, the Boston Fed’s study data
include a substantial number of obvious
and probable errors. For example, there
are no fewer than 22 cases implying loans
with large negative interest rates. One ap-
plicant with annual income of $34,000
supposedly received a $400,000 loan, to
be repaid in 12 payments of $154. An-
other $140,000 loan was supposedly ap-
proved with a total of eight payments un-
der $1,500.

One approved application was for a
loan of $271,000 for someone with an an-
nual income of $11,000; but the dataset
indicates that this person’s ratios of hous-
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ing debt payments to income and total
debt payments to income are zero. An-
other observation is similar: a loan of
$245,000 was approved for an individual
earning $47,000 per year, but the “front
end” ratio of housing debt payments to in-
come supposedly is zero. In all, there are
no fewer than 13 large loans approved for
individuals with modest incomes but with
such ratios equal to zero. Other observa-
tions record “back end” ratios of total debt
obligations to income lower than the ratio
of only mortgage debt to income, an obvi-
ous inconsistency.

One applicant with annual income of
$4,000 was approved for a $181,000 loan,
while another applicant with annual in-
come of $5,000 received a loan of
$148,000. Those two latter cases, and oth-
ers like them, may merely indicate that the
lenders may have had other information
about the borrowers’ future income pros-
pects. But even if that were the case, the
Boston Fed’s statistical analysis would
not take such additional information into
account, and so would yield misleading
findings. It is just as possible, however,
that the typist omitted a zero.

INDEED, SOME OF THE DATA SEEM TO BE OB-
vious numerical errors. One loan was
reportedly approved for $979,000 for a
house costing $118,000; the actual loan
amount was $97,900, as reconstructed
from various data sources. A $3,115,000
loan was supposedly approved for the pur-
chase of a $445,000 house; the actual loan
was for $311,500. Another approved loan
was for a home purchase listed in the
dataset at a price of $124,000; the actual
price was $240,000, so that the true loan/
value ratio of 65 percent was recorded in-
stead at 125 percent.

One applicant supposedly was ap-
proved for a $55,000 loan to purchase a
$174,000 home, even though his annual
income was $30,000 and his net worth

was —$7.9 million. Four other applicants
with net worths between —$1.4 million
and —$4.3 million reportedly were ap-
proved for loans even though their annual
incomes averaged only $95,000. All of the
above cases involved loans approved for
white applicants, a fact that may have bi-
ased the Boston Fed’s findings.

Even more curious are the cases in
which applications are recorded as having
been denied, but in which the “denied”
loans are recorded as loans subsequently
sold on the secondary market. The Boston
Fed’s dataset is a subset of the Home
Mortgage Disclosure Act data for 1990;
in the HMDA data, there are 15 cases in
which applications are recorded as denied
but then sold on the secondary market. Of
these 15 obvious inconsistencies, none is
from a Hispanic applicant and one is from
a black applicant. But in the Boston Fed’s
dataset—again, supposedly a subset of the
HMDA data—there are 43 applications re-
corded as denied and then sold on the sec-
ondary market, of which 40 are black or
Hispanic. That inconsistency remains to
be explained.

It is at least plausible that other errors
of similar magnitude exist in the Boston
Fed’s data along with numerous errors
less obvious. Monthly and annual income
figures often are inconsistent by substan-
tial proportions. Another serious problem
is presented by special programs for af-
fordable housing. Applicants for such pro-
grams are disproportionately members of
minority groups, and applicants are often
found to be overqualified for the special
programs. The Boston Fed study defines
such overqualified applicants as “re-
jected” for mortgage loans even though
the “rejection” has nothing to do with a
conventional mortgage application.

More generally, David Horne of the
Federal Reserve Board of Governors re-
ports that data errors of varying magni-
tudes were found by examiners in 58 per-
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cent of the applications actually denied
but predicted by the Boston Fed’s econo-
metric model to be approved. Ted Day
and Stan Liebowitz of the University of
Texas at Dallas report that of the 2,932 ap-
plications from the Boston Fed data that
they examined, “hundreds” failed to pass
various consistency tests.

WELL, WHO CARES ABOUT A FEW MIS-
takes when “discrimination” is the
target and bigger budgets are the goal?
Accordingly, 10 federal agencies pub-

lished a “Policy Statement On Discrimi-
nation In Lending,” earlier this year. That

No criminal intent is
necessary for violation of the
lending discrimination law,
and discovery of violation is
to be made through the use
of subjective numerical
games played by
ideologues of the sort who
have already shown
themselves to be pretty fast
and loose with their analysis.

10 federal bureaus have clambered aboard
this bandwagon says more about political
and budgetary potential than about actual
illegal discrimination by lending institu-
tions. The “Policy Statement” declares,
“The 1992 Federal Reserve Bank of Bos-
ton study on lending discrimination, Con-
gressional hearings, and agency investiga-
tions have indicated that race is a factor in
some lending decisions.”

It is not clear whether by “indicated”
the authors mean “demonstrated” or
merely “asserted.” The “Policy State-
ment” is based upon the Fair Housing Act
and the Equal Credit Opportunity Act, the
two statutes that specifically proscribe
discrimination in lending. Liability under
the two statutes is civil, not criminal, thus

NOVEMBER 1994

REGULATION

reducing the evidentiary standard required
to prove discrimination. This evidence
can be of “overt” discrimination, of “dis-
parate treatment” on the basis of such pro-
hibited characteristics as skin color, or of
a “disparate impact” on applicants corre-
lated with prohibited characteristics. Such
disparate impacts would be illegal if “not
justified by business necessity” or if a
“less discriminatory alternative” exists.

The statement asserts that “Disparate
treatment may more likely occur in the
treatment of applicants who are neither
clearly well-qualified nor clearly unquali-
fied,” because such cases leave more
room for lender discretion in assistance
and approval. Of course, “gray area” cases
leave more room for discretion on the part
of the enforcement agencies as well.

The likelihood of such enforcement
discretion is enhanced by the assertion in
the statement that “a pattern or practice of
disparate treatment on a prohibited basis
may also be established through a valid
statistical analysis of detailed loan file in-
formation, provided that the analysis con-
trols for possible legitimate explanations
for differences in treatment.”

That the interpretation of such econo-
metric evidence is both science and art is
clear to anyone familiar with the eco-
nomic analysis of data. But will the agen-
cies’ lawyers understand this? Will the
congressmen and senators considering the
agencies’ budget requests understand it?

Even without explicit discriminatory
intent, some lending practices could have
disparate impacts correlated with race.
The statement makes it clear that such
practices with disparate impact may be il-
legal if they are not justified by “business
necessity” or if there exists a “less dis-
criminatory alternative.” But it is not clear
Jjust what constitutes a “business neces-
sity.” The “Policy Statement” states only
that “factors that may be relevant to the
Justification [of business necessity] could
include cost and profitability.” If it means
business survival, it is hard to imagine
what in the context of lending discrimina-
tion might be “necessary,” that is, any de-
cision without which bankruptcy becomes
certain.
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Banks’ lower profits caused by regula-
tion would eventually drive up interest
rates, causing lower demand for loans.
Under such conditions, all lenders might
simply lend less, and none would have to
leave the market. Is avoidance of that ef-
fect “necessary”?

In any event, it would be hard to know
or demonstrate that a practice is necessary
until it’s challenged by regulators. And
even with demonstration of an undefined
business necessity, a lending practice still
might be judged illegal if a “less discrimi-
natory alternative” exists. It is unclear
from the “Policy Statement” how to com-
pare a given lending practice with an al-
ternative based on the degree of discrimi-
nation they yield. Perhaps a “less dis-
criminatory” alternative is one that results
in more lending to members of protected
groups; but since a given bank can lend
only so much, more lending to one group
necessarily leaves less credit (that is, more
“discrimination”) for another. Besides, if
a practice is truly necessary, then by defi-
nition there is no alternative, whether less
discriminatory or not.

THE SECTION ON “‘DISPARATE IMPACT” IN
the statement also leaves dangerously
wide scope for regulatory discretion:
“Frequently [the existence of a disparate
impact] is [established] through a quanti-
tative or statistical analysis....Not every
member of the group must be adversely
affected for the practice to have a dispar-
ate impact. Evidence of discriminatory in-
tent is not necessary to establish that a
policy or practice adopted or implemented
by a lender that has a disparate impact is
in violation of the [FHA] or ECOA.” This
means that no criminal intent is necessary
for violation of this law, according to the
bureaucrats, and that discovery of viola-
tion is to be made through the use of sub-
jective numerical games played by ideo-
logues of the sort who have already shown
themselves in the Boston Fed study to be
pretty fast and loose with their analysis.
Under such standards, can lenders
know if they are in compliance? If not,
then it is likely that they will be driven in-
exorably to adopt lending quotas. The
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statement notes that “a reason to believe” -

that the ECOA has been violated requires
that “a reasonable person would conclude
from an examination of all credible infor-
mation available that discrimination has
occurred.” Is it reasonable to expect “rea-
sonable” persons to agree on the implica-
tions of econometric findings? -It seems
reasonable to doubt it. .

The “Policy Statement” notes that
HMDA data don’t provide enough infor-
mation for statistical analysis of discrimi-
nation because the data omit such impor-
tant variables as credit histories and debt
ratios. Nevertheless, the statement argues
that, “HMDA data are useful...for identi-
fying lenders whose practices may war-
rant investigation for compliance with fair
lending laws.” Given the ambiguity inher-
ent in data on lending decisions, and given
the political volatility of the discrimina-
tion issue, such use of HMDA data in the
search for culprits can prove perverse.

For example, suppose two lenders—
the Equal Opportunity Bank and the Big-
otry Bank—are open for business. Minor-
ity applicants know that only the most
wealthy and famous among them will be
approved for a loan at the Bigotry Bank.
Accordingly, almost all minority appli-
cants waste no time and effort there and
instead attempt to do business with the
Equal Opportunity Bank. The only minor-
ity applicants applying at the Bigotry
Bank are those sufficiently wealthy or fa-
mous to be guaranteed approval. The Big-
otry Bank will have a spotless record—all
of its minority loan applications will be
approved—while the Equal Opportunity
Bank will have a substantial number of
denials. The use of HMDA data to find dis-
crimination malefactors is likely to en-
snare lenders analogous to the Equal Op-
portunity Bank precisely because of their
reputations for fairness.

ON THE BASIS OF POOR DATA AND ANALY-
sis, regulators now are delaying
bank mergers until lenders accused of bias
establish special funds for minority lend-
ing or for “compensatory” payments to
past loan applicants who were denied
credit and agree to enhance marketing and

other efforts among potential minority
customers. Lawsuits charging past racial
discrimination are being settled along
similar lines.

In D.C., for example, the Chevy Chase
Federal Savings Bank recently settled, ad-
mitting no wrongdoing, with the federal
government for allegedly ignoring pre-
dominantly black neighborhoods in its
branch placement. No specific acts of dis-
crimination were even alleged.

As part of its penance for not making
business decisions that please the feds,
Chevy Chase Federal Savings must com-
mit $140 million in home loans—at lower
than market rates—to areas dictated by
regulators. Those sorts of charges, adverse
publicity, defense costs, and expensive
settlements work as a tax on lenders. The
long-run implications for access to capital
of discrimination accusations based on
shoddy data and poor analysis are unlikely
to prove salutary for anyone, even “pro-
tected” minorities.

Do-goodism is as old as sin. In the do-
gooders’ rhetoric, the problems of our in-
ner cities are not the fruit of oppressive
taxation and regulation, destructive wel-
fare policies, the mindless drug crusade,
or an education system monopolized by a
government insatiable in its quest for co-
ercive and confiscatory power. Nor is the
cause our professional political class, the
central characteristics of which are igno-
rance, ineptitude, and an all-powerful in-
stinct for self-preservation. No, the cause
is “discrimination” practiced by evil capi-
talists.

Analytic sloppiness, dishonesty, ver-
dict first/trial later, and all the other hall-
marks of media politics are much in evi-
dence in the attacks on lending “discrimi-
nation.” Nonetheless, the bureaucrats and
the politicians should not be called liars.
Instead, they are truth-challenged. ®

Benjamin Zycher is vice president for
research at the Milken Institute for Job and
Capital Formation in Santa Monica,
California. This essay is based upon an
article by Benjamin Zycher and Timothy A.
Wolfe in the 1994 Number 2 issue of
Regulation.
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Retirement Wrangle

By Rick Henderson

A bipartisan commission
tackles an old-age
problem.

¢¢ HE [RETIREMENT]
date of 65 was
set in 1937 be-

cause that was your life ex-
pectancy,” says Sen. Alan
Simpson (R-Wyo.) of the So-
cial Security program. “They
hoped you’d die at 65 and
then there really wouldn’t be
a lot of payout. Now a per-
son retires at 65, or 70, and

Sen. Jack Danforth (R-Mo.) (right), co-chairman of the Bipartisan Commission on
Entitlement and Tax Reform along with Bob Kerrey (D-Neb.) (left), says that both
assume that whatever the commission does o reform entittement programs,

"net increases in taxes are not going to be a part of it.”

entitlement programs, en-
titlement spending and inter-
est on the debt will consume
all federal tax revenue by
2012. And even if non-
entitlement spending re-
mains constant as a percent-
age of national income, by
2030 total federal spending
will exceed 37 percent of
GDP, compared with 22 per-
cent now. While tax in-
creases in the early *80s tem-
porarily bailed out Social Se-
curity, by 2020 the program
will run annual deficits that

{you] have a life expectancy
of 10, 11, 13 years—women {longer] than
men—and that can’t work.”

Social Security’s long-term insolvency
is only one issue Simpson and the 31 other
members of the Bipartisan Commission
on Entitlement and Tax Reform are con-
fronting. In December, the commission
will recommend changes in the tax struc-
ture and in “entitlements,” the automatic-
spending programs that support retirees,
the poor, and farmers, among others.

Such automatic spending is exploding.
In 1963, nearly three-fourths of federal
spending was discretionary, spent on such
items as national defense, roads, and
space exploration. By contrast, nearly half
the 1993 federal budget consisted of
spending on the four big entitlement pro-
grams—Social Security, Medicare, Med-
icaid, and federal pensions—plus interest
on the debt. In another 10 years, more than
70 percent of the budget will be on auto-
matic pilot.

Heading the commission is Sen. Bob
Kerrey (D-Neb.), who refused to vote for
President Clinton’s 1993 budget unless
the president promised to establish this
commission. Although Kerrey made na-
tional health insurance the centerpiece of
his 1992 presidential campaign, he has
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since become a trenchant critic of rampant
entitlement spending, including any new
health-care entitlement. And he hasn’t
ruled out another run at the White House;
a September 1 Associated Press story re-
ported that a prominent Democratic donor
had approached Kerrey about challenging
Clinton in 1996. If the commiission is con-
sidered a success, it could fuel Kerrey’s
larger ambitions.

The commission’s ideological mix in-
cludes Washington power-broker Rep.
Dan Rostenkowski (D-II1.), federal-
spending critic Rep. Christopher Cox
(R-Calif.), welfare-statist Robert Green-
stein of the Center on Budget and Policy
Priorities, and iconoclast Simpson.

Ideally, the commission will make spe-
cific proposals for President Clinton to in-
corporate into his fiscal 1996 budget pro-
posal. But a deep division in the commis-
sion between tax raisers and benefit cut-
ters, combined with the political explo-
siveness of both approaches, suggests that
the commission’s main role will be edu-
cational, not policy-making.

Consider some sober findings pre-
sented in the commission’s initial report,
released in August. Unless Congress
changes the tax or benefit structures of

exceed $220 billion. And by
the turn of the century, both Medicare in-
surance funds will be bankrupt.

UCH OF THE COMMISSION’S ACTIVITY,

will revolve around Social Secu-
rity, which Kerrey has compared to the
high-voltage lines that power subways.
The program, he says, is “the third rail of
politics. Touch it and you’re dead.” Pro-
posing benefit cuts for current or soon-to-
be retirees would sound the death knell for
most elected officials. Almost 15 percent
of the population is 65 years or older, and
older Americans vote more frequently
than any other age group.

Longer life expectancies combined
with generous, tax-funded retirement pro-
grams have made a new lifestyle possible.
Retired persons can now expect to live in-
dependently of their children for a decade
or longer. Says Rep. Alex McMillan
(R-N.C.), one of the commissioners, “We
have institutionalized retirement in my
lifetime.” But most “independent” retirees
depend upon government programs,
rather than private savings and invest-
ments.

If today’s elected officials refuse to
change retirement programs, however,
Americans in the early 21st century will
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