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Introduction

For more than four decades, public policymakers
have attempted to deal with the problems of cities by
providing increasing amounts of public subsidies and
grants to city governments and needy residents. Gradually
the society has come to realize that although the public
sector has an important role to play in maintaining
and revitalizing urban neighborhoods, ways must be
found to redirect the interest of the private sector
in investing in cities if they are to be enhanced as
structures of family opportunity for their residents.

This guide is designed to provide citizens with
an understanding of the crucial role that financial
institutions play in maintaining and revitalizing
urban neighborhoods. It also provides an overview
of the cause and effect of lenders' decisions to dis-
invest from necighborhoods, and presents strategiles
which can be initiated by citizens to move lenders
from redlining to reinvestment. Disinvestment, as used
in this publication, refers primarily to the process

by which individuals and institutions systematically
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withdraw financial resources from a neighborhood
perceived to be declining in order to invest those
resources elsewhere -- in central business districts; in
suburbs; and, even, in developing countries overseas.
The two things that all of the individuals and
institutions in a distressed neighborhood have in common

are, first, they all feel victimized by the process

of disinvestment, and, second, they all feel helpless
to thwart the neighborhood's downward spiral. This

usually leads all parties involved to the belief that

further deterioration is inevitable. Once that assumption

becomes widely accepted, everyone acts to "hedge" their
risks, and the asset stripping begins in earnest.

More often than not, the public sector's response to a
neighborhood in distress is to begin pumping in maintenance
money -- in the form of welfare, medicaid ahd unemployment --
which does little to reverse the downward spiral.

Faced with the above scenario, it is clear that no
one individual or institution by itself can restore the
neighborhood. In recent years, however, many citizens
and public officials have argued that financial institu-
tions have an obligation to try and provide leadership
to restore equilibrium to a deteriorating community.

The argument for the special obligation of financial in-

stitutions flows from two facts.
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First, financial institutions chartered to
serve the needs and convenience of a particular geo-
graphical area are known as the bank's '"primary ser-
vice area'. Recent legislation by Congress indicates
that banks and savings and loan associations have a
continuing obligation to serve their chartered area
even when demographic changes allegedly diminish
the economic attractiveness of lending in that area.

The second reason that financial institutions
generally are regarded as having special obligations
for extending credit in older, racially changing,
minority and low-income communities is that in recent
years these institutions have mounted aggressive
campaigns to collect deposits from these areas. 1In
response, many citizens have argued that if these in-
stitutions can continue marketing deposit services
to residents of deteriorating areas, they have an
obligation also to market credit services.

Hopefully, this guide will provide citizens with
the tools and information needed to implement strate-
gies designed to encourage reinvestment in urban neigh-
borhoods by local lenders. It will also present examples
of privately initiated reinvestment strategies employed
by more enlightened lenders in cities throughout the
country.

The utility of this guide will be enhanced if

it is used in conjunction with a series of five video
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on community development banking which was produced

by Woodstock Institute during 1978. However, the
guidc may be utilized independent of the tapes without
significantly diminishing its usefulness.

The need for "A Citizen's Guide to Neighborhood
Reinvestment' became apparent to the editors of this
compendium during a conference entitled "Banking for
Non-Bankers" which was sponsored by the Woodstock
Institute in June, 1977. More than two hundred people
who had applied to attend the conference had to be turned
away due to a lack of space at the University of Chicago
Center for Continuing Education where the conference
was held. To accomodate the interest in further conferences
and materials that was expressed both by those who attended
the week long conference and by those who were unable
to participate, the Woodstock Institute was commissioned
by the U.S. Department of Housing and Urban Development,
Office of Neighborhoods, Voluntary Associations and
Consumer Protection to produce a series of five video
tapes on community development banking and a manual
which could be used with the tapes as a training aid
or independently as a resource guide.

To reinvest is to believe in the future. This
guide is designed to provide citizens with a basic under-
standing of how the assumptions and practices of financial
institutions can and must be changed if there is to be

a future for urban America.
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Footnotes

lsee Title VIII of the Housing and Community
Development Act of 1977.

23ee Bradford, Marino and Rosser, '"Demand, Supply

and Marketing of Single-Family Credit in Mature Communi-
ties," (Woodstock Institute, 1977).
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Chapter I

THEE HIGH COSTS OF DISINVESTMENT
by Stanley J. Hallett

The budgets of our city and state governments
are stretched tight, some to the breaking point. The
pressures created by this fiscal strain are promptlng
a new look at the relationships between our publlc
and private economies, and the ways in which they
interact in urban regions. This new look is calling
into.gﬁestion some of our traditional ways of doing
business, and assumptions on which those ways are
based. The purpose of this paper is to prxobe some
of the public policies and private practices and
developments which shape the flows of money in urban
regions, and to stimulate the inquiry into alternatives
for our cities and states.

The paper will look at: 1) the flows of funds
in the neighborhood economies; 2) the flows of funds
in urban regions; and 3) the costs of the current
patterns of investment and disinvestment.t The con-—
structive task of exploring alternative policies and

programs will be addressed in other papers.

1"D151nve°tment" is discussed in work paper 2
on page 31. It includes actions by individual pro-
perty owners, financial intermediaries and public
officials which result in the reduction in or refusal
to extend capital investment ip facilities
within a fairly well defined area of a city.

IT-1-1

and services
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The Ylow of Funds in Neighborhoods

Banks, and other financial institutions, can be
viewved as the financial plumbing system of neighbor-
hoods and regions. They are like the sewer and water
system needed by every community. For the most pa;t,
they are invisible. While used by almost everyone,
they are generally out of sight and out of mind, ex-
cept when they don't work!

Credit, like the watér system, is essential.
"Credit" implies belief in the future. To "discredit"”
is to shut off the funds which is the equivalent of
shutting off the water in a house. Banks and Savings
and Loans continue to receive deposits from neighbor-
hoods, even when they have shut off the c:edit._ The
sewer system still works, and it is not surprisinél
£o see neighborhoods going down the drain.

The economy of a neighborhood begins with people,
and the activities in which they participate (see
figure 1, page 7)% The private economy includes
houses, churches or other associations, convenience
shopping such as food, drug, or hardware stores, and
comparison shopping such as appliance, clothing, or
department stores, and-a range of services. The public
or quasi-public economy includes institutions such as

hospitals, schools, libraries, public offices, parks,

"1llustrations in this paper are used by permission
of Dr. Hallett from material previously copyrighted.
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I1-1-4

and physical infra-structure including scwer, water,
and roads.

These elemsnts of a neighborhood are linked into
a set of relationships which control how much monay
is going to flow through the Piping system of a
community (see figure 2, page 5 ). Members of the
households provide the work force, some of whom work
at regional jobs, others of whom work in the neigh-
borhood jobs, and the remainder are unemployed, or
not part of the work.force. It is important to note
‘that consumér—oriented, neighborhood jobs have been
increasing rapidly in our economy. Factory employ-
ment in actual numbers is about where it was in 1954.

The neighborhood jobs are particularly imporxtant
for families on the lower rungs of tﬁe ladder, whefc
the second or third income counts hecavily. . Whether
or not there is employment for the teen-ager, mother,
Oor grandmother is very important for a family in the
$4,000.00 - $8,000.00 a year level trying to move
from a status of subsistence to a status of economic
grqwth-

The ways in which the economics of neighborhoods
work are keys both to family budgets and to govern-
mental budgets--local, state, and federal. A new
neighborhood under construction, or an older neigh-
borhood caught in a downward spiral of deterioration,

cach make unusual demands on public funds and create
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quite different contexts of opportunitics or con-
straints for families.

One way to beygin the inquiry is to ask: are we
managing city neighborhoods in ways which create
opportunities for individuals and families to improve
themmselves economically, or are we managing them in
a way which breeds or creates a welfare t;ap? Do
residents——-individuals and families--have a reason-—

able opportunity to move up the ladder, ffom survival

subsistence where they are dependent on welfare orx

unemployitent, to marginal-independence where they

can make 1t on their own unless there is serious

illness ox periodic high unemployment? Can they move

from there to being initial accumulators, where they

have a down-payment on a house or car; or to moderate

accumulators with savings, investments, and reserves

enough for example, to send children to college? Or,

move to rapid accumulators where money is multiplying

itself? It is important to keep this'ladder.of human
economic development in mind as we look at the econ-
omics of neighborhoods.

People work, generate earnings, and provide a
base of disposable inéome which sustains the activity
centers and provides taxes which are channeled by
government into facilities and activities. And the

neighborhood aclivity centers provide jobs, which

Wodstock Institute Chicago, linois
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in turn provide income, to keep the cyclc working.

Under normal circumstances, the financial in-—
stitutions make it possible to aggregate some of
the funds, and to extend credit so that people can
buy homes. The institutions thereby facilitate
the people—-family stake in the neighborhood.
Institutions also extend credit to the activity
centefs each of which at times in their history
need additional resources to change, adapt, and
develop new lines of activity in the face of chang-
ing circumstanceé, values, or opportunities.

The financial institutions, however, may decide
to turn off the credit faucet,? and instead of
pumping money back into the neighborhood, may
channel it out (see fiéure 3, page 8 ). The
reasons given for this decision vary widely;. It
may be racial or ethnic change in the population,
aging of the facilities, a decline in population
with a weakening of the market, or something quite
idiosyncratic, like new owners of a financial in-

stitution who have othexr uses for the funds.

2Denying or limiting credit in specified neigh-
borhoods without regard to the credit worthinsss of
the individual mortgage applicant or the quality of.
the specific property has come to be known as

"Redlining."
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FIGURE 3
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The decline in population scems to be an in-
creasingly important factor. The national population
shifts from Fast to West and fromn North to South,
and the regional shifts from central city to suburban
and small town mean that increasingly our city neigh-
borhoods will be losing some population. I£f this
friggers a shut off of credit, it will mean the
decline in population, instead of being the épport—
unity for improving neighborhoods and making them
moxre 1iﬁeable with lower densities, will trigger
a downward spiral of deterioration and decéy.

As the shut off of credit, or redlining-pro—
ceeds, several important changes start to occur in
the neighborhood economy. Jobs disapp=zar, and with
them the income for families whése nmembers held
those jobs. An example of this phenomena occurred
in the South Shore area of Chicago where i1t has been
estimated that a loss of 300-400 jobs occurred in housing
maintenance alone when the area was redlined.

Jobs are lost from the commercial and service
sectors. And the housing values start to drop, so
that even those families who have an investment in

a house find tha£ the value of the house is declining
faster than their equity is bullding up. They ﬁéve
been caught in double jeopardy. Taxes start to de-
cline, and government is likely to cut back some

of the norm:l maintenance.
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However, government is caught in a peculiar
position. As the neighborhood declines (sce figure 4,
page 11 ), governmental costs start to rise.
Families, having lost their income base, become
dependent on welfare or unemployment. Care andrs
medicaid costs start to rise. Social service costs
start to go up. And equally important, some of
the standard services such as schools and police‘
start to lose their effectiveness. Educating
children for jobs which don’'t exist in their life
experience is a frustrating and frequently hated
exercise. And the tranéiency goes up, with edu-
cators frustrated at trying to teach a moving
stream. Transiency and stakélessneés are also
critical factors in neighborhood security, and the
police fight an expensive, losing battle when the

community fabric breaks down. More public funds

into family income maintenance and expanded social

services does not have the effect of restoring the

neighborhood economy. The public costs go up, but
the downward spiral continues. -

At the same time this process is going on in
some neighborhoods, an upward spi;al 1s present in
new neighborhoods (see figure 5, page 12 ).

Funds are flowing in through the credit. institutions

to developers who are generating jobs as they build
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FIGURE 5
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4 new community.  And large amounts of public funds
are flowing into the capital improvements, the roads,
scwer, water, and public facilities required for the
new community. Values are rising, and those who in-
vest early are in a good position, provided,fof

course, that development continues.

The Flows of Funds in Urban Reqgions

If one looks at the flows of funds in a region,
(see figure 6, page 14 ), what one sees is some stable.
neighborhoods in which the funds are being recycled.
Money goes into banks, and flows back as credit.
Money is paid as taxes, and comes back as job-gen-
erating services. But there are some redlined
neighborhoods, where the money is flowing out through
thelfinancical institutions. Local banks lend to
the regional or money center banks, and.they in turn
lend the funds in other parts of the region. As the
redlining effects proceed, the neighborhood deter-
iorates. The financial institutions shrink, or may
even abandon the area. The maintenance costs
of government start to rise.

In the new community funds are flowing in, creat-
ing jobs which in turn strengthen the demand for |
housing and other facilities. Public capital ex-

penditures rise accompanied by increased bonded
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indebtedness. New communities are Jikely to be
mortgaged to the hilt, both in terms of fawily and
public budgets. Failure of a new néighborhood to
grow at the projected ratc creates serious problems.
The véry large losses which banks took on Real Estate
Investment Trusts in recent years are in large meas-
ure a result of the fa;lure of popﬁlation growth in
suburban areas to meet the-projections on which
their iending ha@ been basedi

The regional pattern of new community construc-—.

tion in the suburbs and a demolitionlderby among

city neighborhoods can be viewed as a simultaneous

boom-bust cvcle, and the faster it goes, the higher

the costs to the taxpayer.

The Costs of Disinvestment

The costs of managing a neighborhood from red-
lining to demolition are enormous. In one Chicago
neighborhood, South Shore, calculations were made of
the subsidies which were poured into the neighborhood
in effort to sustain families after the pri&ate econ—

omy had collapsed.3 This neighborhood is one of about

3 This paper develops a concept showing the ways
in which disinvestment costs occur. The South Shore
data illustrate the process. Other data are being
collected and analyzed to estimate disinvestment costs
and to trace those costs to sectors of the public and
private economies. These data will be presented in
subsequent papers.
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80,000 people. The estimated cost of welfare was
approximately $38 million, the cost of Medicaid
about $17 million, and unemployment compensation
about $9 million. In addition, it was estimated
that about one-half the school expenses, %10 miilion,
were wasted because of transiency and leenage frustra-
tion. The expense of added police and criminal Jus-—
tice ébsts increased by about $8 million as a re-
sult of the continued decline of community coﬁditions.
One could.add othexr cost categories, such as special
programs in alcohol and drug abuse, housing sug—
sidies; etc., but the total is already up to $82
million pexr year. Overall, it seems reasonable to
suggest that the cost to the public budgets of
managing a neighborhood of this size from redlining
to abandonment is well in excess of $500 million.

At the same time, the public is footing fhe
bill for many of the costs of new suburban con-
struction. The public costs of new development for
a community of 100,000 people is well in excess of
anothex $500 million. An investment of approximately
$2 billion of private funds is also required to
build the new community, and thgse costs are rising
rapidly.

What does thié mean in terms of the actual dollar
costs of disinvestment? In one Chicago neighborhood

which was totally redlined by financial institutions

Woodstock Institute  chicago, lllinois
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five years ago, the South Shore area, these costs
wvere checked. South Shore is a neighborhood which
had changed from white to black in the previous de-
cade. To manage that neighborhood to demolition
would cost the taxpayers in excess of $% billion.
To rebuild a comparable neighborhnood in the suburbs
would cost $% billion.in tax monies and $2 billion
in private investment and credit. A laundry list
was made of everything which one could think of-to
bring that neighborhood up to snuff, to put it in
first class shape, and the total list came to about
$120 million. And that, as it turns'out, is ex-
actly what the present residents of South éhore have
on deposit in banks. All they need is to be able
to recycle their own money! .

Whét is-needed, then, are ways in which to chan-

nel public investwment, rather than maintenance dollars,

inté city neighborhoods (and some suburban communities
as well) in ways which will leverage the flow of pri-
vate dollars (see figure 7, page 18 ). Private
financial institutions need to do a re-—assessment of
their risk analysis, and develop the creative lenaing
patterns which stimulate the flows of funds in'iméroving
and upgrading'existing communi&ies. The management
resources to channel the flows of funds into exisfﬂ

ing comnunities are also needad.
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Instead of a pattern of divergence, in which
public policics and private practices contribute to
upward spirals of development in soime neighborhoods,
and to downward spirals of deterioration in others,
policies and practices are needed which tend to move
neighborhoods and towns toward an equilibrium in
which their economies stay balanced and working.

The alternative is to allow a continuation of
state governments which are caught between main-
'tenancé césts on the.one side and cépital expend-—
itures on the other, with one foot on either side
of the fence, neither foot touching the ground, and

wondering why it hurts!
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AN ANALYSTS OF UMDERWRITING AND APPRATSAL
PRACTICES AI'D THEIR IMPACT CN CREDIT AVATLABILITY

‘Sumrary

Two of the primary keys to understanding the issue of
disinvestment in immer city and older suburban neighborhoods
by some financial institutions are the underwriting and ap-
praisal methods utilized by these institutions. This paper
enalyzes traditional m&en~miting and appraisal tectmiques
and the impact they have had on the perceived prudence of
lending in older neighborhcods. The paper compares these
traditional appraisal and underwriting practices to the
existing studies of default and foreclosure risks in older,
minority and racially changing camumities, concluding that
the studies do not substantiate the levels of risks tradi-

tionally associated with such areas.
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Chapter 2
AN ANALYSIS OF UNDERWRITING AND APPRATSAL
PRACTICES AND THEIR IMPACT ON CREDIT AVAITABILITY
by Calvin P. Bradford
"The biggest problem with our generation *
of bankers is that they don't know how
to do risk enalysis.' - Ronald Grzywinski,

Chairman of the Executive Committee,
South Shore National Bank of Chicago.

At the beart of the controversy over redlining,
disinvestment and reinvestwent is the question of risk anal-
ysis. Viewed from a lender's point of view, the decision
not to lend -- or to lend on nore restrictive terms -- in
certain areas which he perceives as risky may appear to be
a wise business decision dictated by his responsibility to
protect his depositors and stockholders. Viewed from the
community's point of view, such decisions cut that commmity
off from its access to vitally needed credit.

Disinvestment studies (conducted by public officials
and commmity groups) which docurent the lack of convention-
al rortgage rney in older, minority, or racially changing
neighborhoods across the country have served to dramatize
the issue, and to force examination of it by public offi-
cials. These studies, however, do not necessarily address
the question of whether lenders are making unfortumate, but
essential, business decisions which negatively affect cer-
tain neighbor” »ds in order to avoid taking wndue risk and
incurring exc ;sive losses on loans in these commmities.
What separate. a wise business decision from one

I1-2-1
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which creates a self-fulfilling prophecy of neighborhcod de-
clire is the validity and accuracy of the lenders' claim
that commmity conditions create unacceptsble credit risks.

The importance of proper risk analysis is emphasized
in a quote from a publication of the nation's single largest
mortgage holder:

Generally, mortgage lenders impose credit
restrictions on geographical areas because,
rightly or wrongly, they believe that property
values have declined or will decline so that
the security behind their long-tem mortgage
loans will disappear before the loans are
repaid. If the lender's judgerment as to
threatened values is correct, his action will
prevent consurers from over-improving or over-
paying for homes. If the lender's judgement
is mistaken, he will contribute to the very
decline in neighborhood values which he fears.

It is essential that lenders base their amalysis of
the risks involved in a loan on sownd, well-informed, and

trustworthy methods. The analysis of lending risks, which

is called loan underwriting, has become more and more pro-

fessionalized and subject to uniform standards. Many of
these professional standards incorporate models of neighbor-
hood life cycles and assumptions about sound neighborhood
conditions which are based on little, contradictory, or frag-
mented evidence. The application of these models or assump-
tions to a specific loan, in a specific commmity, at a spe-

cific point in time, therefore, may not be a sound practice.
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Analyzing Neighborhood Risks: Underwriting

Lenders consider the risks involved in making a loan
from tvo perspectives. The first is the creditworthiness of

the borrower. This is called credit underwriting. n the

past, credit underwriting has been based on rules of thumb
about what sources of inccwe should be taken into account,
how much a person should spend on housing, vhat is the bor-
rower's total debt to income ratio, a person's past credit
history, and even a person's race, sex, or religion. Recent
changes in federal and state laws now forbid lenders frem
employing standards which consider the ethnicity, sex or re-
ligion of the borrcwer, and prohibit the arbitrary use of
standards vhich disqualify certain sources of income, such
as a wife's second incore or welfare payments.

There is no body of literature linking wnderwriting
standards to the lack of availability of credit in low-in-
come, older, minority or racially changing neighborhoods.

In spite of this fact, however, standards for determining
the creditworthiness of borrowers contimie to be the object
of public scrutiny since it is clear that their arbitrary
use by lenders can reduce, and even shut off credit to en-
tire commmities.

The second risk consideration involves what is called

property uncerwriting. When a lender makes a mortgage loan,

for example, the property serves as collateral. No lender

Woodstock Institute  chicago, Hinois
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would want to loan more than the valve of the collateral.

If the homeowner fails to mske the nortgage payments and de-
faults on the loan, the lender has to foreclose and take the
property. He must be able to sell that property for enough
to repay the outstanding value of the lozn, the lost inter-
est payments, any unpaid real estate taxes on the property,
and all of the fees and legal costs asscciated with fore-
closing and reselling the home. If the final sale price is
not enough to cover all these costs, then the lender will
lose money.

The risk of default exists potentially on every loan.
The lender's job is to reduce his risk to a minimm by doing
careful underwriting. In order to insure that lenders are
prudent underwriters, federal and state laws regulate the
lending practices of depository institutions to insure that
they loan less than the full market value of a prcperty. The
lender is required to have a "cushion" of some arount between
the estimated value of the home and the actual amount of the
mortgage. Thus the lender requires a downpayment from the
purchaser to make up the difference between the sales price
of the property and the amount of the loan,

Lenders have property appraised to estimate the value
so that they then can determine the amount that they will
loan on the property. The appraised market value may not
be the same as the sales price since the actual pPrice a per-

son pays may be affected by wnique  conditions -- such as
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buying a hore at a special low price from a relative, or pay-
ing more than it is worth because of scme personal sentiment
for that home. The appraisal tells the lender the estimated
value of the property. However, a mortgage is a long-term
loan which is paid back slowly.

Typically a lender requires about a twenty per cent
downpayment as.a cushion against losses from foreclosure.
If the value of the property decreases rapidly, however, then
this cushion may not be enough to pay all the costs associ-
ated with foreclosure. Thus, the lender must anticipate the
trends in the market, and decide whether there are threats
to the future value of the property which represent an un-
reasonable risk for a standard loan.

If the lender perceives that values currently are
decreasing, or are likely to during the term of the loan,

then the lender has several options: (1) the lender can im-

o—

pose more restrictive conditions on the loan by raising the

amount of the downpayment, increasing the interest rate, or

shortening the length ox "texm of the mortgage, In the first

case, the lender loans a smaller amount to reduce what he
has at risk. In the second case, the lender charges more
for taldng the risk. In the last case, the lender gets paid
Back in a shorter time, reducing the amount of time that his
money is at risk. A lender may decide that the risk is so
great that he must impose two, or even all three, of these

restrictions.
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(2) Another option for the lender is to insure tha

mortgage against loss. There are several private mortgage

companies which insure part of the loan value against loss
vhen the lender makes a loan with an wnusually low downpay-
ment, say only five or ten percent. Also, the Veteran's Ad-
ministration (VA) and Federal Housing Administration (FHA)
programs guarantee or :insﬁ.re the full value of the loan -
thus making it almost risk free for the lender.

(3) The final option for the lender is simply not to

meke the loan at all. The charge of redlining most coomonly

occurs when the lender decides not to loam in a certain area
at all. Requiring insurance, and/or applying restrictive

terms to all loans in certain areas, however, also represents
a form of arbitrary denials of credit if the measurable risks

do not warrant thesse measures.

The Link Between Appraisal and Urderwriting

As part of the undervriting process, both federally
and state regulated lenders are required to base their esti-
mates of the present value of a property on an app:t:a;'Lsal.2
An appraisal is an “expertly informed opinion’' of the pre-
sent value of the property.

There are three standard methods of appraising a pro-
perty: one based on the income the property will produce;
another based on the cost of construction; and a third based

on comparing the property to the sales prices of comparable
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properties.

The last method -- called the market value approach

-- is thought of by lenders as the most reliable since they
can directly coampare subject properties to the existing sales

market. The inccme approach is commonly used for income-pro-

ducing properties -- such as shopping centers or multi-family
buildings -- not only because potential income is the primary
consideration, but also because, wnlike homes, there may not
be enough sales of reasonsbly comparable income properties

to use the market value approach.

The market value approach requires the appraiser to
select comparable properties which have sold in the same
neighborhocd in the recent past. The appraiser must use his
subjective judgerent to meke adjustwents when the properties
are not exactly comparsble in construction, amenities, age,
etc. There will always be scme adjustments since no two
properties are exactly alike in every way. Adjustments must
also be macde to account for value trends and estimated chan-
ges in value which have occurred since the time of the sales
of the comparable properties. Finally, if the comparables
are not tzken from the same neighborhood as the property be-
ing appraised, the appraiser will maske adjustments for dif-
ferences in the neighborhoods which he feels affect the value
of the property.

These last two considerations -- value trends and

neighborhood factors -- draw upon the appraiser's
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professionally informed judgement ebout what neighborhcod
conditions effect property values and what trends in values
should be anticipated and incorporated in the appraisal of
present value.

Aside from trying to determine the present value of
a property, the lender is concerned about the longer term
value trends or threats to the security of the property.
This part of property underwriting is essentially like ap-
praising except that value trends a:fe anticipated for a
longer period of time. Lenders have relied on appraisers,
their professional standards, teclmiques and assumptions for
developing their own long-term property underwriting stan-
dards. Frequently, lenders train their underwriters by en-
rolling them in the programs of the professional appraisal

organizations.

The Professional View of Neighborhood Risk Factors

The literature, training mmuals and texts of the
professional real estate appraising industry define the stan-
dards, assurptions and models used in judging neighborhood
factors and loan risks. A review of the development of its
literature reveals the sources upon which these standards,
assumptions and models are based.

The early works on appraising and real estate princi-
ples reflect views on the relationship between etlmic cﬁar.ge,

age of the cormumity and commmity life cycles which still
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appear in much of the professional materials today. Two
theories of urban decay are comronly used to support the
contention that neighborhoods pass through natural life
cycles amd that racial change indicates a cycle of decline.
Both of these theories, or models, were developed at the
University of Cﬁicago in the 1920's and 1930's. They are
the "Human Ecology'' model and the 'Filtering Model."

The Fuman Ecology Model was formulated principally

by the Chicago School of Sociology in the work of Robert
Park, Roderick McKenzie and Ernest Burgess. It became the
dominant social model of wrban development. This model
stems from a strong social Darwinistic tradition, where not
only animals, but people were seen to survive and reach
positions of power and status because they were inately the
strongest species. This scheol was also hzavily influenced
by plant biolcgy, particularly studies of how various plants
would take ci:r a piece of land previously occupied by dif-
ferent species. It was believed that the "invading'' plant,
as it was called, drove out the original inhsbitants be-

cause the invi:ders were better suited to the particular

Ly
)

envirorment. -
Vhen ¢ plied to human society and the neighborhcod
development 1 tterns of urban areas, in particular, this
model held t+ t different groups of people "infiltrated"
and "invaded' territory held by others, and that through

a process of competition' -- which was a kind of war of

Woi lIstock Institute  chicago. lHinois
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survival -- the group most suited to that enviromment vould
win out and eventually toke over conpletely. MNeighborhoods
and communities, therefore, were seen not so much as cons-
cious man-made envirorments, but rather as natural phencmena
subject to the laws "of all nature."

As the level of industrial tectmology in the society
advanced, certain areas were seen as best suited to that
level of technology, and thus become the location of the
most successful businesses and residents. Areas less suited
to advanced technology become inhabited by the businesses
and residents least suited for survival at that state in
the evolution of society and technology. Thus, areas,
neighborhoods and commmities were identified as going
through natural 1ife;cycles where they grow to a point of
success, but then as the technology of the society develops
and favors different locations, the commmity is invaded
and taken over by lower uses and lower class people in con-
tinuing waves of invasion, competition and succession.

There are temporary plateaus of stability when the
area is occupied by a homogeneous population or land use,
analogous to a single species of plant taking over its
most beneficial location. When this homogeneity is inter-
rupted by the "invasion" of a different type of land use,
property or class of persoms, however, this starts the |
downward cycle. According to the literature based on the

human ecology model, therefore, the process continues until
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the area reaches its inevitable place as a slum.

Race and the Models of Decline

Robert Park:'s own staterent about the Eastern Furo-
peans then occupying Chicago's slums best expresses the
Darwinistic, and discriminatory biases of this human ecolo-
gy mocel of neighborhood dynamics:

In the great city of the poor, the vicious
and the delinquent, crushed together in an um-
healthful and contagicus intimacy, breed in and
in, soul and body, so that it has often occurred
to me that those long generations of the Jukes
and The Tribes of Istmael would not show such
a persistent and distressing wniformity of vice,
crime, and poverty unless they were peculiarly

fit for the environment in which they are con-
demed to exist.

At the same time, a colleague of Park's, Homer Hoyt,
was working cn real estate rodels of land values. TIn an
historical amalysis of land values in Chicago, Hoyt in-
cluded a discussion of race and land values. He surveyed
scme local realtors (merbers of the Chicago Real Estate
Board, which prohibited members from selling to a Black on
a White block). One West Side realtor gave him a list of
etlmic groups ranked in descending order, from those which
are most desirable to those which have the most adverse
effect on property values.

The list was as follows:°

1. Engf.Lish, Germans, Scotch, Irish, Scanda-
navians
2. North Italians

3. Bohemians or Czechs
L. Poles

Wor Istock Institute Chicago, Hlinois
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. Greeks '
. Russians, Jews (Lower Class
South Italians

. Negroes

. Mexdcans

Qoo oY

1 _
McMichael's Appraising Manual, often called the

Bible of appraising, is a éoumonly used appraisal text which
was first published in 1931. Appraisers were then advised
to determine whether there were "undesirable racial elements"

in an area.6

The 1951 edition responds to a Supreme Court
decision striking down racially restrictive covenants by saying
it created "further confusion to appraising properties in
foreign and Negro-occupied districts." The text then praises
Hoyt's study of land values in Chicago and reproduces his
ranking of ethnic groups and their effect on property val-
ves. Following this there is a discussion of how the "Hn-

gress' of certain ethnic groups precedes blight.7 The most

recent edition of the text (1975) still contains Hoyt's

1ist!8

This orientation is superimposed on a work which

Hoyt did for the FHA in 1939, The Structure and Grawth of

Residential Neighborhoods in American Cities.? Tn this

beok, Hoyt defines what has come to be known as the “'fil-
tering" or "trickle-down" model of meighborhood decline.
This model suggests that as properties and neighborhoods
get older, they filter down into the hands of poorer and
less capable people wntil they finally become slums. 'This
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filtering concept, which transforms the huran ecology model
into real estate terms, has been the basis for various models
of the life cycle of neighborhoods in later real estate and
appraisal literature.

Although Hoyt is considered the founder of the fil-
tering model, Frederick Babcock, who gained his real estate
experience while working in Chicago during the time the Chi-
cago School of Sociology was developing, implied such a fil-

tering concept in his influential 1932 book, The Valuation

of Real Estate. After describing six characteristics of

neighborhood decline, Babcock states:

The process can be described as inevitable
in all residential districts. Given time, all
such areas become decadent districts or slums
occupied by the poorest, most incorpetent, and
least desirsble groups in the city. Ragged ur-
chins play on marquetry floors.

Tvo pages later he coments:

Most of the variations and differences be-
tween people are slight amd value declines are,
as a result, gradual. But there is one differ-
ence in people, namely race, which can result
in a very rapid decline. Usually such declines
can be partially avoided by segregation and this
device has always been in common usage in the
South vhere white and Negro populaticns have
been separated.l
The first edition of the American Institute of

Real Estate Appraisers' (AIRFA) text, published in 1935,
echoes Park, Hoyt and Babcock by warning of the adverse
effects of the "infiltration of inhavmonious racial groups.'

The text suggests that areas can be protected from these

Woaodstock Institute  cChicago, Hinois
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adverse effects by deed restrictions 'which forbid whites
to sell their homes to blacks."

Acccmpanying his testimony before a BUD meeting
on Redlining in July of 1976, Walter Winius of the Ameri-
can Institute of Real Lstate Appraisers submitted 21 arti-
cles which have appeared in the Institute's “Appraisal
Journal" since 1938. "The Jowrnal" does not represent the
official position of the Imstitute, but was described as
"A Forum for the presentation of new ideas and concepts
having to do with the appraisal of real estate, many of
vwhich have ultimately appeared in our textbooks.' He ex-
plained that an article in 1959 by Charles Abrams "issued
a clarion call in respect to the analysis of neighborhoods."
That article suggested that there had been a bias against
integreted neighborhcods and egainst blacks, and that this
bias was unwarranted. Winius cited several articles pub-
lished prior to 1967 which demonstrated, using statistical

studies, that racial change had no adverse effect on pro-

perty valu,es.12 Nevertheless, in the 1967 edition of the
Institute's basic text, THE APPRATISAL OF REAL ESTATE, the

chapter on Neighborhood Analysis reads:

The value levels in a residential neigh-
borhood are influenced more by the social
characteristics of its present and prospec-
tive occupants than by any other factor.
Therefore, the appraiser must give major
consideration to the importance of social
data.

The causes of racial and religicus con-
flicts are not the appraiser's responsibility.

Woodstock Institute Chicago, IHhnois
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However, he must recognize the fact that values
change vhen people who are different from those
presently occupying an area_advence into and
infiltrate a neighborhood.l3 (Emphasis ours.)

The Student Qutline used in a 1973 session of the

Institute's basic course reads:

Ethnological information also is signifi-
cant to real estate analysis. As a general
rule, homogeneity of the population contri-
butes to stability of real estate values. In-
formation on the percentage of native born
whites, foreign whites, and non-white popula-
tion is important, and the changes in this
corposition has a significance. As a general
rule, minority groups are found at the bottom
of the socio-economic ladder, and problems
assoclated with minority group segments of
the population can hinder commmity growth.
Sm%ar comrents are appxopriatiz for occu-
patio;ml types in a ccmmmity.+* (Emphasis
ours.

In a slide show on single-family appraising shown

during that ccurse, the scene of a burned out store was ac-

companied by the words: '...One exceptional factor which

may affect value is the inflin: of inharmonious social or

racial groups. nld

Recent Changes in the Use of Ethnicity in Appraising and
Undervriting

In th= past few years, there have been several at-
tempts made by appraisal and wnderwriting organizations to
eliminate clesvr references to the relationship between
changes in etimicity and property values. The most recent

text of the Ararican Institute of Real Estate Appraisers

Woodstock Institute Chicago, Ithnois
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(1973) is purged of the language in the 1967 version which
mentioned racial change as a threat to values in a neigh-
bOI'hOOd.l6 In addition, they introduced in 1976 a set of
sample questions and answers on race and property values to
be used by their instructors to answer student questions
on the subject. These answers also deny that race neces-
sarily effects property values.l/

The savings and loan industry is the largest origi-
nator of home loans, making more than 50 percent of all
such mortgages. The Federal Home Loan Bank Board (FHLEB)
directly regulates federally chartered savings and loan
associations; and through its Federal Savings and Loan In-
surance Corporation (FSLIC) indirectly regulates the prac-
tices of mwost state chartered savings and loans.

In 1974, an opinion from the General Counsel for
the FHLEB stated that consideration of the ethnic composi-
tion of the area where a loan is to be made is a violation
of Civil Rights I_aw.]‘8 Moreover, later regulations adopted
by the FHLBB state:

The use of lending standaxds which have

no eccnomic basis and which are discriminatory

in effect is a violation of law even in the

absence of an actuval intent to discriminate.

Howevar, a standard which has a discriminatory

effect is not necessarily improper if its use

achieves a sound business purpose which carmot

be acliieved by means which are not discrimina-

tory in effect or less discriminatory in effect.

Pefusal to lend in a particular area solely
becav e of the age of the homes or the income

level in a neighborhood may be discriminatory
in efect since minority group persons are more

Woodstock Institute  chicago. lllinois
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likely to purchase used housing and to live in
low-income neighborhcods. The racial composi-
tion of the neighborhood where the loan is to
be made Is always an improper undervriting con-
sideration. Y (Exphasis ours.)

The U. S. League of Savings Associations is the
trade organization of the savings and loan industry.
Arong the functions which this organization performs is
the training of lenders seeking advancement in the indus-
try. For years the organization has trained its members
on the use of its own recommended appraisal form, known
as the "CGreen Hornet " (Residential Appraisal Form 17-
PRA). One of the items on this form asked for the "eth-
nic corposition" of the area. The appraiser -- either
a staff menber of the S & L, or a contract appraiser --

was to check off either "stable' or '"umstable" conditions.

In response to the 1974 opinion of the General Coun-
sel of the FHIBB, this form was changed to replace ethnic
information with data on "'sales velocity." In the League's
underwriting text, the wording surrounding the copy of the
Green Hornet form was not changed. Tn addition, the League's

1975 text, Lending Principles end Practices, states that

racial change, even fear of racial change, is identified
with increased volume of sales -- thus linking sales velo-

city to ethnic change.ZO
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Definition of Stable Neighborhoods

These changes have deleted direct statements that
racial change leads to declining commmities. The defini-
tion of a meighborhood as relatively homogenecus, however,
remains. Both the 1967, and the recent(1973) editions of
the ATREA text defines a meighborhood as "a bowogeneous
grouping of individuals, buildings or business enterprises
within, or as part of, a larger commmity."21 Both versions
go on to say:

Residential neighborhcods assume many

of the characteristics of the individuals

who live in them. These neighborhoods ex-

press the mutual desires of people with com-

parable interests, related traditions, and

similar social and economic status.2Z

The noticn that a neighborhood should be homogenecus
in order to remain stable or to increase in value is rein-

forced by what appraisers and wmderwriters call the princi-

ple of conformity. The Arerican Institute of Real Estate

Appraisers states that ''the principle of conformity holds
that maxdimm value is realized when a degree of sociologi-
cal and economic homogeneity is present."23 The manual
of the Society of Real Estate Appraisers (SREA) presents
eight aspects of the principle of conformity:

Similar types of houses.

Houses of similar utility.

Similar age and size of houses.

Similar quality of houses.
Similar price range of houses.

mEwNE
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6. Residents' income in the same general
bracket.

7. Pesidents of similar cultural, education,
ethnic and social backgrounds. (Emphasis
ow's.) ol

8. Similar land uses.”

The AIREA, in their most recent text, claims that
it is "the appraiser's minimm task to analyze the neigh-
borhood in accordance' with the seven principle factors
vhich they claim are advantageous to a meighborhood. One
of these factors is "'a homogeneous population with a sense
of civic responsibility."25

Thus while overt references to the adverse effects
of racial chenmge on property values have been expunged from
recent texts and appraisal forms, the appraiser is left
with definitions of stable and desirable neighborhoods
vhich rely heavily on the notions of homogeneity and con-
formity. The recent version of the AIRFA's text removed
explicit statements about religious and racial factors but
replaces it with this vague statement:

lo matter how attractive a particular neigh-
borhood may be, it does not possess maxirmm
desirability umless it is occupied by pecple
who are reasonsbly congenial. This imples
a comumity of interest based upon common
social or cultural backgrounds. Above all,
home purchasers with children usually ce-
sire the best advantages that they can af-

ford: and this includes compatible families

as neighbors. 26

It appears that a uniform statement that racial
change harms neighborhood values has been replaced by a

new position leaving this decision up to the individual
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appraiser, guided by the neighborhood definition of homo-

geneity and the principle of conformity.

The Cycle of Decline Model

The belief that neighborhoods inevitably, or at
least typically, pass through a life cycle of birth and
death has been extracted from the work of Park and Hoyt
and placed at the core of the professional appraisal and
underwriting wisdom on neighborhood risk analysis. The
model has permeated not only real estate literature , but
popular beliefs as well. Nonetheless, surprisingly little
research has been cdone on the causes of decline and im-
proverent since Park first introduced the theory in the
1920's based on his analogy to plant behavior.

To test the theory, a study would have to test all
the possible causes of decline against each other over a
large nurber of different commmities across the country.
Such a study would have to be continually repeated to in-
sure that as time passed and the environment changed, the
causes of decline didn't also change. All of these studies
would have to favor a single model or set of causes in order
to justify the acceptance of the model. Among the things
which would have to be taken into account as causes of de-
cline or improvement would be not only age and racial
change (as is the case with the model used in underwriting

texts), but also the individual market behavior of the
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residents, the actions of government bodies, the impacts
of lending decisions on the viability of the neighborhood
econory, external conditions such as the state of the re-
gional and national economy, the rate and location of new
developrent, and finally, the interrelationships among all
of these factors.

No such study exists! What exists are some frag-

mented, often conflicting, studies of these individual
factors. Most research is based on one, or a small grouwp
of commmities in one location at one point in tire. 2’

Most conterporary descriptions of life cycle models
vere designed to describe how heavily blighted or abandoned
areas progressed to this state.28 Obviously such areas
declined from an earlier emd healthier condition. These
models can, and do, brezk down this decline into several
stages. There is no indication in such studies, however,
that all commmities should be expected to pass through
these cycles.

The most recent, and mwost popular, example of life
cycle models was published by HUD in 1976. This model is
called The Dynamics of Neighborhood Change, and was pro-

duced by Public Affairs Counseling -- a division of the
Chicago-based Real Estate Research Corporation.29 The
model is based on literature existing before 1974 and not
on any new research in the area. The bibliography shows

that many of the major disinvestwent studies in existence
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at the time were not included.BO Much of the literature
cited are personal case studies from members of the appraisal
and undexwriting industry.

The nodel describes neighborhood decay in terms of
these five stages: Healthy, Incipient Decline, Clearly
Declining, Accelerating Decline and Abandoned. The model
does not claim that decline is inevitable once it begins,
as did Babcock. However, the model is baséd on the exis-
ting real estate literature, and reflects many of the
racial considerations we have examined.

A 'healthy" neighborhood is described by a series
of physical, social and econcmic characteristics. One of
those characteristics is "woderate to upper income levels,"
end another is, "Ethnic homogeneity."3l As a neighborhood
roves into "incipient decline," it is seen as reaching a
critical point, since spontanecus recovery from a later
stage of decline is seen as extremely ¢ifficult.3? Two of
the characteristics which describe a move into the stage
of "incipient decline" are listed as "aging housing stock,"
and "influx of middle income minorities.'" In the "clearly
declining," stage ''decrease in white in-movers" and "more
minority children in schools"3 are listed as two charac-
teristics.

The document identifies even the perception of ra-
cial change as a factor which might accelerate the process

of decline. It reads:

Woodstock Institute Chicago, Hinois



II-2-23

Vhat is impertant is how fast the neighbor-
hood declines...First, the cause of the
original softening is important. If, for
instance, the cause was racial change in
neighborhoods some distance away and the
intervening neighborhoods are similarly
changing, then the rate of decline may
increase rapidly. Turnover may shoot up
and the neighborhood may move from 'in-
cipient decliggi' to 'clearly declining'
very quickly.

Although there is a lack of evidence in support of
such models, they are clearly stated as facts in the ap-
praisal and underwriting professions. For example, the
most recent text of the SREA reads:

All neighborhodds exhibit a life cycle
vhich varies only in the intensity and
duration of each phase. The phases are:
(1) Developrent and Growth. This is the

period during which prices are increasing,
and the neighborhood is built up.

(2) Stability. This period may last
from approximately the 10th to 15th year
of the life of the neighborhood, perhaps
thrcugh its 40th year. This is general-
ly the period of highest value and at-
tractiveness of the neighborhood.

(3) Trensition and Decline. This occurs
as the attractions of the meighborhood
are offset by those of new, competitive
arecas. The properties becore fimction-
ally obsolescent, as does the pattern of
the neighborhood. New uses begin to move
in, and transition frequently results in
lower values.

(4) Penewal and Rehabilitation. In some
instances, it is possible to renew and
revive a neighborhood. Examples may be
found in nearly every city: e.g., Old
Town in Chicacg, and Society Hill in

Phi ladelphia. >
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Homogeneity, Conformity, and Mortgage Risks

In spite of the emphasis which appraisers and
undexrvriters have placed cn the need for hemogeneity and
conformity of land uses, building types, styles of con—
struction and social characteristics of the residents
and asicde from sore studies of race and property values,
there are not studies which systematically compare homo-
geneous and heterogeneous commmities to assess the risk
posed by lack of conformity and umiformity. These notions
wvere based an the Human Ecology model derived from analo-
gies to plant behavior.

Though there have been no systeratic studies,
there is some indication that mixed land uses and building
types may actually be beneficial. A major study carried
out for HUD tried to estimate the optimm lend mix best
suited for envirormental impacts. This study, The Costs
of Sprawl, cited a high degree of mix between comrercial,
industrial, low-rise and high-rise development as the most
beneficial. Moreover, while undexwriters have been lcoking
critically at mixed use patterns in older commmities,
they have viewed the develcopment of the Plarmed Unit Devel-
oprent (PUD) corcept for new development as a sound, even
risk reducing, techmique. One of the basic tenets of the
PUD is that the developer is allowed to mix land uses and
combine single-family, multi-family and commercial or in-

dustrial uses within the same development area. By not
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depending upon one particular style of building or one par-
ticular market, the developer is supposed to minimize the
risk of failure in the project and maximize the davelopment

of socially and economically sound commmities.

Risks Posed by Race and Racial Change

1. Property Values and Racial Change

An analysis of the major studies on property values
and race reveals that in all but one of the studies, pro-
perty value trends either increased or remained about the
sare after racial change.36 In the one study vwhich docu-
ments that prices did not rise after racial change -~ '"Ra-
clal Succession and Changing Property Values in Residential
Chicago' -- the author notes that values were declining
prior to Black entry.37 Seven of the studies which con-
sidered the socio-economic factors of the incoming blacks,
indicated that the blacks had either a higher class level
or a higher income level than the whites who already lived

in the area,>S

Finally, there are two studies of racially
changing areas in Chicago vhich arrive at different concli-
sions about racial change and property values.39

The existing studies of property values and racial
change do not take account of the effects of disinvestment.
There are some areas where racial change has taken place

and where property values have declined, or risen at rates

lower than in comparable white areas. One would expect
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that disinvestwent, once it takes place, would eventually
effect property values. There is one study vhich examined
both disinvestment and property values.

A detailed study of disinvestment in Northwest
Philadelphia compared similar commmities, one which
changed racially and cne which did not:.40 The area which
changed racially actually showed increases in family income,
level of education and employment status compared to the
area vhich did not change. The study traced both the level
of conventional mortgages and the property values in the
two areas. Generally, property values rose more in the
racially changing area prior to heavy disinvestrent by
conventicnal lenders. After several years of disinvest-
ment, property values in the racially changing area slowed
and increased at a lower rate then properties in the all
vhite area.

2. Studiesof Mortgage Default and Foreclosure

There are a mumber of studies of factors which pre-
dict default and foreclosure. Most of the studies were car-
ried out in the 1960's, during a period of unusually high
foreclosure rates throughout the lending industry. Most
focused on FHA and VA loans and paid little attention to
the factors associated with conventional loans. Since
1970, several more studies have been done, but most of
them, like the earlier studies, have seriocus methodologi-

cal problems, such as poor and biased samples; exclusion
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of several factors believed to be important in delinquency
and foreclosures; lack of data on a neighborhood level;
and lack of attention to explaining the causes of the sta-
tistical relationships presented.’l

Most of the studies suggested that delinquencies
and foreclosures were related to factors representing the -
individual characteristics of the borrower, the conditions
of the loan, or the condition of the property.42 Of the
three studies which suggest that neighborhood factors do
influence delinquency and foreclosure rates, two of these
studies were carried out in the Pittsburgh area.l*?’

The one study which was not carried out in Pitts-

burgh was done by FL\E".TA.M

It covered only two FHA low-
income programs, and used zip codes as the basic wnmit of
analysis. It did not consider the individual loan charac-
teristics which previous studies had found to correlate
with mortgage risk. While there were some correlations
with neighborhood (actually zip code) characteristics, the
were not strong and race was not one of these factors. In-
terestingly, this study showed that the level of indictwents
for illegal use of federal housing programs was one of the
most important predictors of foreclosure in one program.45
A Pittsburgh study found that no neighborhood chax-
acteristics were associated with both delinquency and fore-

closure, and that only high neighborhood wmemployment was

associated with foreclosure.zI6 All the neighborhood factors
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together could explain only twelve percent of the delinguen-
cy levels and nine percent of the levels of foreclosures on
the loans studied.

A second Pittsburgh study by Ceorge von Furstenberg
and Jeffrey Creen represents the most detailed study of
neighborhood characteristics and delinquency in rortgage
paymem:s.47 The study found no conclusive relationships.
It could not identify amy clear relationship between racial
characteristics of an area and delinquency rates. The study
did find a relationship between the age of the rortgaged
property and delinquency, but this was not consistent with
an earlier, rore extensive, study made by vonFurstenberg
alone.48 The von Furstenberg and Green study suffers from
the fact that all the loans studied came from one lender,
and do not ropresent the general market, or even all of
Pittsburgh.

The most recent study of mortgage risks was produced
by Andrew Brizmer for the U.S. League of Savings Associa-
tions.?® It vas published in April of 1977. This report
attempts to ceparate risk from racial discrimination. It
concludes tr:t inner city, minority commumities represent
higher risks. However, the study was not based on any new
research. ‘i 2 conclusions were based on an earlier study
from the FHI "3 which showed that minority-cwned S&L's did

not perfomm . 3 well as white owned S & L's.50
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The study had no data on the actual location or con-
ditions of any loans made by any of the white or minority
S & L's, but simply assured that the vhite S & L's loaned
in vhite areas and that the minority institutions loaned
in irmer-city, minority areas. The FHLEB study of minority
institutions was not intended to evaluate the lending risks
in any area. Like most ofher such studies, it draws atten-
tion to the lack of management expertise -- not lending risks
-- as the major cause of low performance by minority insti-
tutions. Thus, this study is of limited value since its
findings are based on the wfounded assumption that certain
minority institutions did not perform well because they were
lending in minority neighborhoods.

There are several examples of sound lending opportu-
nities in older, minority, racially changing commmities
for lenders vho ignore the conventional wisdem of decline
and risk. At HUD's meeting on discrimination in mortgage
lending, held in Hartford in 1974, Robert Gnaizda, a public
interest lawyer, presented a study which showed how the
largest savings and loans in California had redlined the Mis-
sion District of San Francisco. Then he indicated that a
minority-owned institution, formed in the last two years,
had placed 887 of its loans in the Mission District with not

51 In testi-

one current dslinquency, default or foreclosure.
mony before FUD's Philadelphia Meeting on Redlining in 1976,
James Vitarello of the Washington, D. C. Residential Mortgage

Investment Ccrmission, gave an example of another
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minority-owned institution in Washington (Independent
Federal Savings and Loan Associlation) which has 897 of
its loans in the City of Washington. It has no defaults
on any of these 1oans.52 :

In the South Shore commmity of Chicago, which had
been defined as being ''clearly declining,” a local group of
investors bought out the bank which was trying to move out
of the area because the racial change and alleged decline
had made it impossible for them to survive. The new ow-
ners set out to make the bank a vehicle for commmity de-
velopment. They have reversed the bark's losses and turmed
larger profits each year. Last year alone, the bank made
52 home loans in its commmity. It has only two defaults
and no foreclosures on these loans.53

In Philadelphia there is a program by several of
the commercial and mutual savings barks to revise their
underwriting practices in order to include older neighbor-
hoods. The rew underwriting criteria permit conventional
lending in eny block which does mot have more than ten
percent of the properties abandoned and vacant. Even if
the abandomment rate is higher, conventional loans will be
made if there is evidence of commmity activity to put the
block back ca its feet.54

In spite of what many lenders consider these exces-
sively liberil definitions of a sound neighborhood, the

delinquency wate for the Philadelphia Plan has been as low
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or lower than for mortgages in the suburban areas around

Philadelphia, 20
Conclusion

The purpose of this paper has been to describe
the training literature of appraisers as a means of better
understanding the extent to which built-in biases sbout the
desirability of racially and economically homogeneous commu-
nities influence risk analysis. The review should not be
taken as a condemation of appraisers and underwriters, but
rather as an attempt to understand how professicnal train-
ing has contributed to the biases that many of them have
against lending in older, minority, racially changing, low-
incore and mixed use neighborhoods.

Many of the underwriting practices used to estimate
risk are based on general assumptions of the negative ef-
fects of race, age, mixed use and commmity life cycle.
These assumpticns seem to have little or no basis in fact —-
especially vhen applied as umiversal principles. They do
not inform us about the actual risks in older, racially
changing, minority or mixed use commmities. It is not im-
mediately evidesat what the actual risks in lending in such
cormmities are. Vhat is clear is that the existing rule
of thurb methoc's for judging that risk are not valid or
reliable. The cctual analysis of risk in a neighborhood

must be based c» information from that specific commmity
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and not on a study conducted in another commmity, in
another state and at some other point in time.

One of the problems which faces those who realize that
the old assumptions are not valid is that underwriters have
used them for so long that they have not developed data bases
of actual measures of risk for the commmities they serve.
Accordingly, wmderwriters are not trained to define and re-
cognize what are legitimate indicators of risk.

This lack of sophistication in doing risk analysis
is a general problem, and does not apply simply to older
commmities. The reliance on assumptions that new develop-
ments were sound investwents due to their being the first
of the growth stages in the life cycle of a commmity have
led to massive investments in suburban residential and ccm-
rercial developments by banks and savings and loan associa-
tions. The finencial crises and shaky financial status of
several of the nation's largest banks, and several savings
and loan associations, has not been due to risks involved
in lending in older, racially changing, or minority commumi-

ties. Rather it has been due, in part, to the umanticipated

risks involved in speculation in some resort areas, suburban
and large-scale comrercial developments.

This suggzests -- as the Grzywinski quote at the begin-
ning implies -- that lenders must undertake risk analysis on
a case-by-case basis, and discard broad generalities and ar-

bitrary rules of thumb. Lenders have a legitimate concern
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about protecting their investment in case of foreclosure.

They must be able -- especially in the early years of a

loan before substantial equity has been built wp -- to re-

coup not only their irwvestment in properties, but also the

ancillary costs associated with foreclosure. TIn order to do

this, they must be reasonably certain that thes value of the
property always exceeds the value of the loan on that pro-
perty. This requires that they do careful, but individualized,
appraisal and uwnderwriting in advance.

Appraisal and wnderwriting training and techniques will
continue to be the subject of close public scrutiny wntil
consurers feel that their access to credit, end their housing

choices, are not being artificially limited by outmoded methods

of doing risk amalysis.
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Chapter 1
SOUTH SHORE NATIONAL BANK:

A NEIGHBORHOOD DEVELOPMENT INSTITUTION
by Margaret Adams and Lawrence B. Rosser

Sunmary

The authors begin with the acknowledgement that the
conditions in and needs of different neighborhoods often
vary considerably even within the same city, and that
neither the development banking model discussed herein,

nor any other '"solution,"

can be applied across the board.
Nevertheless, a discussion of the South Shore National
Bank belongs in the series of papers discussing private
sector initiated reinvestment strategies since it has be-
come a national symbol for neighborhood groups, public
officials and many bankers about the potential role that
local financial institutions can play in revitalizing

the areas in which they are chartered to do business.

Development banks are like any other commercial bank

except for one important difference: their primary goal is

to apply their resources -- talent and credit -- to the

development of their commmities. This does not mean that

the managers of this institution eschew profit as a motiva-
tion. On the contrary, in fact, they pursue profits relent-
lessly, but they do so not solely in order to increase their
stockholders earnings per share (as do most commercial banks),
but rather to increase the resources available to rebuild
their chartered service area.

III-1-1
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This strategy is based on the assumption that banks
have sgpecial institutional characteristics which make them
ideally suited to the task of neighborhood development.
Banks are known in their commmities, and should be know-
ledgeable about their communities. The regulation of Ithe
banking industry is well established, and creates a system
of checks and balances which helps assure the prudent use
of resources. Banks control a pool of credit, and have
the ability to attract additional deposits from outside
the commmity. And finally, banks as private businesses
are oriented to a pragmatic, project-by-project approach
which incorporates measurable standards of performance.l

This paper will provide an overview of the history,
management, development activities, problems and possibil-
ities of the South Shore National Bank. It will also dis-
cuss ways in which other reinvestment strategies can be
used to complement this approach to neighborhood develop-

ment,
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SOUTH SHORE NATTIONAL BANK:

A NEIGHBORHOOD DEVELOPMENT INSTITUTION

A little over three years ago new owners and
management set out to demonstrate that an
inner-city commercial bank could both succeed
in the market-place and help rebuild its
neighborhood . . . Eamnings, development work,
and deposit growth last year suggest that these
dual goals are in fact compatible.

--1976 Annual Report and Neighborhood

Development Audit, South Shore
National Bank

Introduction

South Shore is a neighborhood on the south side of
Chicago which began experiencing rapid racial transition
and disinvestment during the late 1960's and early 1970's.
Simultaneously with the changes in the neighborhood, the
South Shore National Bank experienced declining deposits
and changing clientele. Deposits fell from $72 million
in 1967 to $40.6 million by 1973. Total stockholder
equity during the same period decreased by almost one-
half.?2 Finally, in 1972 the bank applied to the U. S.
Comptroller of the Currency for permission to move out
of the neighborhood and to relocate in downtown Chicago.

At that point, the South Shore Commission -- a long-
established commmity organization whose business and
individual membership was also changing as the neighbor-

hood became resegregated -- took the initiative to protest
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the bank's plans to abandon its chartered service area.
A coalition of community groups, led by the Commission,
demanded -- and got -~ a commitment from the Comptroller
to hold a public hearing in the conmmity about the bank's
relocation application. Finally, the Comptroller ml‘ed
that the bank had not demonstrated persuasively that it
should be allowed to move, and he denied the application.3

At the same time, a group of investors headed by
Ronald Grzywinski were looking for a bank to purchase.
Grzywinski, who had served for several years as president
of the nearby Hyde Park Bank and Trust Company where he
had established a program of lending to minority entre-
preneurs throughout the Chicago metropolitan area, had
spent a year as a fellow at the Adlai Stevenson Institute
in Chicago developing a proposal to establish a neighbor-
hood development institution. It was Grzywinski's feeling
that "neighborhood-based, commercial bank holding companies
can assemble a unique combination of managerial and finan-
cial resources that can be used to fuse public and private
programs into a coordinated thrust for neighborhood renewal,
using the skills, controls, and incentives characteristic of
well-managed, profit-motivated enterprises."%

To test his hypothesis, he formed the I1linois Neigh-
borhood Development Corporation (INDC) as a bank holding
company to purchase the South Shore National Bank.2 The

initial offering of INDC shares to raise capital to purchase
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the bank was aimed primarily at philanthropic sources;
foundations and wealthy individuals who were sympathetic
with INDC's goals, and who agreed to defer -- not forego
-- return on invested equity. Using capital raised Erom
this offering -- along with a loan from a large downtown
bank -- INDC completed the purchase of the bank in August,
1973.

The first problem faced by the new management was
to stop the outflow of deposits. The two-pronged strategy
for accomplishing this was to increase bank services and
to initiate an aggreésive public relations program designed
to let the commmity know that the bank was in the neigh-
borhood to stay and wanted their business -- borrowing as
well as savings. In addition to hiring several new tellers
to speed up service for customers in the bank, Grzywinski,
who served as chairman of the Bank wuntil 1976 (he is cur-
rently chairman of the Executive Committee), and Milton
Davis, Bank president, attended numerous coffees and other
commmity fimctions explaining the new management's policies
to commmnity residents. In addition, the bank began exten-
sive renovation on its own building's interior and exterior
as a tangible symbol of its commumity commitment.

By 1975, the bank had checked the deposit outflow,
and was able to report to INDC stockholders a net income
of $194,000.00. By 1976, total deposits had increased by

16% since the time the bank was purchased, earnings per
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share stood at $4.29, the highest level in ten years, and

a dividend of $1.15 per share was declared.

Development Banking

The philosophical basis for the management of South
Shore National Bank is evident in their definition and
practice of development banking. 'Neighborhood development
banking," states the Bank's 1976 Annual Report, "is 'green-
lining' -- investment in the local commmity -- in its
broadest sense. The South Shore Bank greenlines by extend-
ing credit to residents, business, and local organizations
and by investing staff time to further neighborhood econo-
mic and social objectives."8

In practice, development banking has meant that in
addition to making loans in its commmity, the Bank has
used its other resources -- talent, institutional influence,
administrative and management capacity -- to assist residents
in achieving a variety of ‘economic and social objectives.
The Bank contributed staff time and its mass mailing
capability to assist commmnity groups in a campaign to
prevent the City of Chicago from demolishing a complex of
buildings once used as an exclusive country club. The
commnity wanted the Chicago Park District which owns them
now to convert the structures into an entertainment, con-
ference and museum complex. The commmity won, and the

Park District withdrew plans to replace the once elegant
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structures with a field house.

The Bank developed a series of brochures which inform
customers about Bank charges for various kinds of savings
and checking accounts, and advise them how to avoid such
charges by tailoring their accounts to their individual
needs and financial situation. Management and staff are
made available to commify organizations as consultants,
and the bank conducts regular workshops on various topics
such as home maintenance and "How To Balance Your Checkbook."

The need for many of these 'mon-bank' activities is
suggested to the Bank's management by its 19-member Resident
Advisory Board. Originally established as an advisory body
to serve as a link between the ''councils' for the nine areas
into which South Shore is divided and the Bank management,
the Resident Advisory Board has evolved into a monitoring
and quasi-policymaking body for the Bank. Although it has
no formal authority, the management is committed to re-
sponding to the Resident Advisory Board's criticisms and
suggestions about Bank operations, and to providing re-
sources to assist it in spimning-off organizations and
projects that the Board deems are necessary for the com-
prehensive development of the con'mv.mity.9 In 1976, for
example, the Advisory Board served as the catalyst for
the establishment of South Shore's first not-for-profit
economic development group which was incorporated in

September of that year with the assistance of Bank staff.
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The group qualifies with the Small Business Administration
as a local development company, and, as such, can serve as
a conduit for low-interest, long-term loans from the SBA to

businesses in the neighborhood.

 Residential Development Loans

The management of South Shore Bank "bréadly" considers
every loan made in South Shore as a commmity development
loan in that it contributes to the long-range economic via-
bility of the area. For purposes of assigning staff time and
resources, however, management has relegated certain loans
to a Neighborhood Development Center (NDC) according to the
following definition: "all new small business loans, higher-
risk personal loans, student loans, and multi-family rehab-
ilitation loans to local residents.'10 NDC operates, in
other words, as a separate credit department within the bank
to handle; loans that normally would not be 'bankable.' The
following table illustrates the development loan activity
by type of loan during 1976. 11

Development Loans

New Development Loans: 1976

Number
Type of Loan ofLoans Amount %
Small Business 49 S 698,653 239
and Community
Organizations
Mortgage 65 1,416,065 48.3
Education 169 246,518 8.4
Home 77 321,835 1.0
Improvement
Development 150 245,734 8.4
Personal
Total 510  $2,928,805 100.0%
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Mortgage and Home Improvement
Lending '

Writing in what has come to be regarded as a classical
text on bank management, Howard Crosse and George Hempei
observe that '"The form of lending / in which a commercial
bank engages / should reflect the demands of the corrmuv:lity.”l2
When new management took over in 1973, there was a substan-
tial demand for single-family financing in South Shore. Like
other racially changing neighborhoods, the impacts of tram-
sition were first reflected in the price appreciation -- or
lack thereof -- and maintenance of the single-family housing
stock. As racial transition increased during the late six-
ties, prices first dipped perceptibly, then recovered some-
what as a new black market filled the void created by flee-
ing whites, and finally leveled off at a time when prices
for comparable homes in Chicago were rapidly increasing.
Home improvement loans and conventional mortgage financing
were all but impossible to secure, and the commmnity had
a substantial number of Federal Housing Administration
(FHA) mortgages and foreclosures.

The new management responded to the need for single-
family financing almost immediately, not only because it
believed that there was a creditworthy demand for homes in
South Shore that was not being met, but also because man-
agement realized that this type of financing could produce

substantial improvements in -- or, at least, stabilize --
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the appearance of the single-family areas of the commumnity.
In addition, compared to the other two major categories of
lending that obviously were necessary -- multi-family and
business -- single-family loans were easier to underwrite
while management became more familiar with the commmity.13

Reflecting its continuing belief that development
lending should not be synonomous with easy credit, manage-
ment required single-family home purchasers to put 20% down.
In return, the Bank tried to be flexible in its borrower
and property underwriting, but always within the bounds of
what management considered prudent lending. Later, the
Bank persuaded the private mortgage insurance indusfry to
insure some single-family homes where buyers had only 15%,
and, in a few cases, only 10% ciown.

The management's confidence that there was a middle-
class ﬁlarket with sufficient equity -- albeit black -- for
single-family homes in South Shore has been borne out.
Mortgage loans outstanding at the end of 1976 totaled more
than $8.5 million, 207% of which were insured by private
mortgage insurance companies. Three out of five mortgage
loan applications and approximately three out of four
home improvement loan requests from South Shore residents
were approved. Perhaps most important, however, is the
fact that between 1974 and mid-1976, the median selling
price of a single-family home in South Shore increased by

19%. While tt is figure must be used with caution since
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prices doubled during this period in the most prestigious
section of the commumity, the trend in price appreciation
is clearly upward.l[*

Rehabilitation of Multi-Family
Dwellings

Much of present South Shore was constructed between
1910 and 1939, and there has been little new construction
since that time. Only six percent of the housing stock is
less than ten years old. The vast majority of the commu-
nity's housing is located in rental structures. Of 22,000
units constructed before 1939, for example, more than 81
per cent were multi-family, and that same proportion held
for construction post 1939. Today, the commmity's housing
stock consist of approximately 32,000 units, 82.5% of which
are rentals. The bulk of the rental units are located in
buildings containing five or more apartments, and more than
one-fifth are in buildings of 50 or more units.

More important than the mumber of multi-family units,
however, is their distribution. While there are sections
of the commumnity which have a predominance of rental build-
ings, South Shore was built in such a way that large multi-
family structures anchor the cormers and mid-blocks of many
single-family sections. This has made it difficult to sta-
bilize these blocks because of the presence of deteriorated

-- and sometimes partially abandoned -- 24 and 36-unit
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apartment buildings. The problem is exascerbated by the
fact that demand for multi-family units is weak due to the
renovation needs of many buildings.

In response to this dilemma, Bank management has tried
a variety of strategies to get multi-family buildings rehab-
ilitated. For example, the Bank financed the renovation of
a 39-unit building for conversion to condominiums, and
then provided mortgages to qualified purchasers. Several
smaller buildings also have been renovated and converted
to condominiums. In addition, South Shore Bank is one of
the few commercial banks in Chicago which makes loans to
buyers of units in buildings that are cooperatively owned., 12

The Bank also has cooperated with a service corporation
consisting of 60 Chicago area savings and loan associations
in its efforts to rehabilitate more than four hundred rental
wnits with financing from the state housing finance author-
ity in one section of the commmity.16 Simultaneously, the
bank actively sought to identify and encourage several local
residents to buy and rehabilitate other multi-family build-
ings in the immediate area, thereby creating a critical mass
both in terms of demand and price appreciation.

Recognizing that traditional banking practices provided
little guidance for coping with the magnitude of the problem
of multi-family buildings in South Shore, the Bank sought
and received a $20,000 foundation grant to establish an ex-

perimental program known as the Parkside Banker. Parkside
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is the most deteriorated section of South Shore largely
because it was the first area to undergo racial transition,
and hence the first area from which conventional credit was
withdrawn. It is predominantly a multi-family area in x‘qhich
a high proportion of the structures are tax delinquent and
absentee-owned. The purpose of the Parkside Banker Program
was to put a bank officer in the area on a full-time basis
for a period of time to develop better information about
the credit needs of those resident owners that are still
in Parkside, and to increase Bank management's awareness
of the magnitude and range of problems which must be addressed
before any significant investment in the area can be made.
While not as apparent to the observer as is the stabil-
ization of the single-family stock, as of the end of 1976
there had been modest progress in addressing the multi-family
houéing problems of South Shore. Twelve buildings had been
rehabilitated and converted to condominiums. More than 600
rental units in twelve buildings had been rehabilitated, and
another 208 units were in process.17 While the bank did not
finance all of these units, the management feels that the
presence of the Bank, and its development lending commit-
ment played an important role in attracting the other in-

stitutions that did the rehabilitation.l8

Development Deposit Program

Disinvestment from neighborhoods occurs for a variety
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of reasons. In the case of South Shore -- and other older
commmities that undergo rapid racial transition -- Grzywinski
describes the process of disinvestment and deterioration as
follows:

As a neighborhood grows older, it loses its

ability to compete with newer neighborhoods

for higher income residents, services, and

economic investment. The inability to compete

sets up a process of deterioration that is often

accelerated by (1) market forces which operate

independently of social objectives, (2) racial

separation and unequal opportunity, and (3)

unresponsive public institutions. Each of these

factors reinforces the others to create an

accelerating spiral of neighborhood decay.19

One aspect of the "dowrmvard spiral' is the perception
on the part of most of the actors involved -- residents,
business persons, goverrment officials, landlords, realtors,
appraisers, as well as lenders -- that further decay is
inevitable. This belief forms the foundation for the assump-
tion that the risks of investing in older, low- and moderate-
income, minority or racially changing neighborhoods are un-
acceptable,

In contrast to this attitude, the Bank's management --
based largely on Grzywinski's previous experiences lending
to minority entrepreneurs in a number of immer-city areas --
started with the assumption that the risks of lending in South
Shore might be greater in certain cases due to the recent
history of public and private disinvestment. The manage-

ment was convinced, however, that credit nevertheless could

be extended prudently in the vast majority of instances if
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bank officers and staff did cargful, individualized under-
writing, and 'relied heavily on public and, to a lesser ex-
tent, on private credit co-insurance programs, e.g. Small
Business Administration (SBA) guarantees, Federal Housing
Authority [/ sic. / (FHA) insurance, Illinois student loan
guarantees, and private mortgage insurance.'"20

Although the Bank cé.n reduce risks to manageable levels
in this mammer, the resulting loans are often more costly --
and, therefore, less profitable -- than alternative invest-
ments outside the neighborhood. This lower profitability
results from several factors. Personnel costs to qualify
and counsel borrowers are higher. The extensive application
procedures for public coinsurance programs are time consuming.
The principal balances of development loans are often so
small that interest income does not offset the expenses of
making the loans. Accounting and data processing costs
are higher when many small loans are made. Finally, althougﬁ
it is difficult to quantify with precision, there is the
"lost opportunity cost" the Bank incurs when it invests in
long-term, fixed-rate residential loans in its mneighborhood
rather than lower-risk, higher yield money market instru-
ments. 21 |

In order to offset these higher costs and avoid a
drain on profits from other banking operations, the man-
agement uses a development deposit program pioneered by

Grzywinski during his tenure as president of Hyde Park

Woodstock Institute  chicago, Illinois



III-1-16

Bank to support its Urban Development Di\fision. Develop-
ment deposits are defined as deposits coming from outside

of South Shore which are solicited for the express purpose
of supporting the Bank's development activities. These
deposits -- which pay the same rates and include th'e same
services as regular deposit accounts -- come from individual,
institutional and public sources. This program is effective,
because depositors are protected up to $40,000 per account
by the Federal Deposit Insurance Corporation (FDIC) just

as they would be at any other financial institution, and
because the management places high priority on keeping
development depositors informed about the Bank's progress
and development activities.

Bank earnings on development accounts are used to offset
additional costs involved in making loans through the NDC.
Eventually, the Bank expects that the earnings from this pro-
gram will cover all of the routine development expenses, and
even generate additiénal "'development dividends" which can
be used to finance additional activities.22 According to
the Bank's 1976 Annual Report, development deposits which
accounted for one-third of the growth in total deposits in-
creased by 457, during the year to a total of $7.8 million,

and generated almost $58,500 income for the NDC.23

Neighborhood Development Audit

In the opinion of management, development banking at
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South Shore includes two unique components: Development de-
posits; and, development reporting.z4 As with the develop-
ment deposit program, the impetus for the reporting system
came from Grzywinski who asserts that in order "to build
mutual confidence and trust'" between a neighborhood develop-
ment Institution and its stockholders, development deposi—‘
tors, customers and neighborhood residents, it is imperative
that "the costs and profits of development . . . be accurately
and publicly reported.'25 For this reason, the Bark publishes
each year a 'Neighborhood Development Audit.' The Audit is
included with the current year's ammual report, contains de-
tailed itemization of development income and expense, and

-- like the financial statements for the Bank -- includes

a letter of opinion from the Bank's independent auditors

attesting to the fairness of the financial data presented.
Conclusions

The management of South Shore National Bank appears to
have broken new ground in turning a privately capitalized,
for-profit institution into a vehicle for commmity develop-
ment. It is too early to evaluate the extent to which the
Bank will be able to restore the South Shore neighborhood's
ability to compete successfully for private capital and
credit. It is also premature to determine whether or not
one of the unintended consequences of doing so successfully

will be the displacement of all or a portion of the approx-
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imately twenty percent of residents who currently are re-
celving public assistance. Nevertheless, it is possible
to assert that the Bank has set a new standard of respon-
siveness for inner-city financial institutions. One of
the Bank's board members described this important accom-
plishment in the following way:

The persistent drive for profitability while

at the same time "'greenlining' is leading to a

new understanding of how both the public and

the private sectors' systematic bias against

inner-city redevelopment can be reversed.

Due to the widespread optimism about the South Shore
Bank model, however, it is important to consider what the
senior management of the Bank thinks about its success to
date, its limitations, and its replicability.

Consistent with his original plan for creating a
neighborhood development institution, Grzywinski continues
to feel that "A commercial bank, operating by itself, is
an incomplete vehicle for neighborhood development." This
assumption is based on the following:

A true development bank should be an innova-
tive institution which continuously infuses capital,
long-texrm credit, and technical assistance into
social and economic improvement projects. It
should possess the capacity to initiate develop-
ment projects when other initiators are umavailable.
By law, commercial banks are limited to the
business of banking. However, the Board of Gover-
nors of the Federal Reserve System has ruled that
bank holding companies may invest in community
development corporations. Such non-banking subsid-

iaries can be organized as initiators of development
projects and as sources of venture capital. They
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then complement the banking subsidiary and
expand the options available to the parent
/ holding company /. 27

In addition to the need to have non-bank commumnity develop-
ment subsidiaries created by the managers of bank hold;ng
companies which are serious about having their banking sub-
sidiary do neighborhood development -- Grzywinski's INDC
applied in August, 1977 to the Federal Reserve Board for
permission to establish both a for-profit and a not-for-
profit subsidiary -- Grzywinski also believes that addi-
tional public incentives are needed to encourage ''the in-
vestment of private capital, credit and talent resources
to revitalize our urban neighborhoods."29

Four incentives he has suggested that states might

provide to financial institutions that are engaged in

comunity development activities are as follows .30

1. A system of coinsuring development credits. As
mentioned above, one of the factors which increases
the costs of development lending is the complexity
of processing public insurance. States could estab-
lish a system whereby financial institutions could
automatically obtain state insurance on a variety
of development credits if these institutions are

~ willing to assume a larger percentage of the risk,
e.g. twenty percent. Financial institutions would
apply to the appropriate state agency, and be covered
by a master policy similiar to that used by private
mortgage insurance companies. The twenty percent
exposure of the institution would help assure that
credits are underwritten prudently.

2. Secondary market for development credits. The
purpose of a secondary market is to allow a financial
institution to regain liquidity lost when certain types
of loans are made. This permits the institution to
sell loans, and use the proceeds to make additional
credits. A state-run secondary market that would buy
a portion (say 75%) of a package of development loans
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would provide a tangible incentive Ffor banks to do increased
development lending. The purpose of limiting the percent
of the loan package eligible for sale in the secondary mar-
ket would be to insure that the lender has an incentive to
underwrite the loans prudently.

3. Grants to development banks to cover the additional
costs of making development loans. It development activity
1s going to take place on an extensive basis, the develop-
ment deposit program may not generate sufficient earnings
to cover development lending costs. Since development
barks contribute to the economic revitalization of commmi-
ties -- thereby increasing the taxes generated from com-
mmities, and decreasing the amount of transfer payments
going into commmities -- states could justify such grants
as being in their long-term economic self-interest.

4. TIssuing tax-exempt development bonds. States that
issue such bonds could raise funds that could be loaned
to development banks at below-market rates. The ,
in turn, would make these funds available to neighborhood
users at lower-than-market rates.

In conclusion, it is appropriate to note that in the letter
to stockholders accompanying its 1976 Armual Report and Neighborhood
Development Audit, senior management of South Shore National Bank
made the following observations:

Favorable beginnings, however , do not justify undue opti-
mism; the most difficult work Lies ahead. Long-term re-
covery will require extraordinary economic and non-economic
efforts in comrercial and multi-family residential rehabili-
tation, crime prevention, and school improvement. The
Bank's activities are only part of the process involved

in redeveloping South Shore. But it is clear now that re-
investment of private resources through publicly regulated
financial institutions can be a prime factor in renewing
urban neighborhoods. 31
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Chapter 2
THE PHILADELPHIA MORTGAGE PLAN:
THE TESTING OF TRADITIONAL PERCEPTIONS
OF INNER CITY LENDING
by Dennis R. Marino
Summary

The purpose of this chapter is to present an analysis of

the Philadelphia Mortgage Plan (PMP), a cooperative effort
initiated in October, 1975 by the following financial insti-
tutions: Philadelphia Savings Fund Society, First Pennsylvania
Bank and Philadelphia National Bank. PMP was designed to adjust
the lending policies and practices of participating institutions
in order to provide conventional home mortgage financing through-
out the City of Philadelphia to creditworthy individuals, es-
pecially those individuals seeking to purchase single family
property in older residential neighborhoods. A PMP mortgage
is defined .as a mortgage of $ 15,000 or less.

In an era where there is an increasing realization that
the revitalization of the inner city primarily depends on the
initiative of the private sector, this paper presents a case
study of a private sector reinvestment effort initiated without
government participation or subsidy. This paper is designed to
provide planners and neighborhood advocates with ideas for
motivating the private sector in various cities to engage in

investment activities intended to ameliorate inner city dis-

investment. Neighborhood disinvestment is a process by which
institutions and individuals systematically withdraw financial

resources from a necighborhood perceived to be declining.
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Methodology

This analysis of PMP is based on information obtained
through interviews with representatives of participating finan-
cial institutions; staff members of the. Greater Philadelphia
Partriership,-a not for profit civic organization which played
an interstitial role in creating PMP; and public interest groups
and neighbofhood residents who have been active in monitoring
PMP. The data analysis presentéd is based on raw data collected
-by the Greater Philadelphia Partnership and-a survey of finan- .
cial institutions conducted by the Institute for the Study of
Civic Values, a not for profif public interesﬁlgroup based in
Philadelphia. Other sources which were employed included a
1iteratqfe search of selected periodicals, and a review.of
Congressioﬁal testimony and speeches presented by PMP repre-
sentatives.1

The basic questions which this paper attempts to answer
are listed below.

1) What are the goals of the Philadelphia Mortgage Plan?

2) Who are the key actors involved in PMP?

3) Has PMP cased participating lenders to alter their
lending policies and practices?

4) Has PMP increased the supply of conventional credit
in Philadelphia neighborhoods?

5) Who was responsible for initiating PMP?

6) Why was PMP created?
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7) Does the experience of PMP participants validate or
invalidate the assumption that inner city lending is
a high-risk activity?

8) What is the potential for a PMP type effort to be
initiated in other cities? '

Goals of PMP and Participants

The basic goal of the Philadelphia Mortgége Plan is modi-
fication of traditional lending practices in order to make them
more responsive to the credit needs of older Philadelphia com-
munities. The two key components of this effort are the commit-
ment of senior bank management to the goal of the Plan, and
the development of a candid working relationship between lenders

N
and neighborhood groups engaged in monitoring PMP.

PMP was not created to be an ongoing special "high risk"
lending program separated from the ordinary lending_procedures
of participating financial institutions. Instead, it was designed
to be an effort to adjust, on a permanent basis, policies con-
cerning the underwriting and appraisal of ali mortgage appli-
cants and property.

Initially, PMP was assumed by some observors to be an effort
where financial institutions were."doﬁatipg"'a special pool
of credit to be used to accomplish a "social purpose.' In
response to such misundérstandings of PMP, James Bodine of First

Pennsylvania Bank made the following statement:
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I lawment the tendency of some to regard PMP as a special
charitable "do-gooder" effort. This is precisely what
the PMP is not. It is a sound business proposition and
should continue to be a good investment for Philadelphia's
financial institutions. Banks can earn a profit on the
lending activity that has been stimulated through the PMP. 2
After the initiation of the Philadelphia Mortgage Plan
by the three founding institutions, othér local financial cor-
porations began to join the effort. Currently, the following
lending institutions are involved in PMP: Beneficial Savings,
Central Penn Bank, Community Federal Savings and Loan Associa-
tion, Fidelity Bank, First Pennsylvania Bank, Girard Bank,
Industrial Valley Bank, Lincoln Bank, Philadelphia National
Bank, Philadelphia Savings Fund Society, Provident Bank and
Western Savings. N
Aithough PMP has been successful in attracting the
support and participation of local commercial and sévings
banks, it has only been able to secure the participation of
one savings and loan association. According to the Insured
Savings Association of the Delaware Valley (ISA), which repre-
sents seventy-eight associations, the savings and loan indus-
try has not particpated in PMP for three reasons. First, asso-
clations prefer to devote their reinvestment efforts to the
two local Neighborhood Housing Service programs.3 Secondly,
ISA contends that most associations already employ PMP under-
writing criteria.® Thirdly, ISA members were concerned that the

addition of numerous associations to the PMP partnership might

complicate the oversight process which has been established
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between the small number of lenders currently participating
and concerned cowmunity organizations.5

Another factor not stated by the ISA, but of concern
to PMP participants, is the savings and loan industry's im-
pression that PMP is viewed by the public as a commercial and
savings bank effort. Conseqﬁently, associations may be reluc-
tant to join because they would be forced to share publicity
with their competitors. Given this concern and the fact that
state and federal regulators of financial institutions are be-
ginning to view inner city reinvestment initiatives favorably
in reviewing applications for structural changes, associations
desire to support efforts, such as NHS, which are viewed as
reinvestment strategies plimarily facilitated by the savings
and loan industry.6

In aadition to attracting the participation of primary
lenders, the three founding institutions were faced with the
task of encouraging the involvement of the private-mortgage
insurance (PMT) industry.7 Although PMP participants were
optimistic about the risk of inner city lending, they are required
by regulatory agencies to compel mortgagors who receive mort-
gages which arvce for more than 807 of the value of the property
financed to purchase private mortgage insurance. Since PMP parti-
cipants de«ircd to reach that portion of the market which had less
than a 207 dJdownpayment, they were dependent on the participation
of private mortane insurance companies to make the Plan

work. For!”nﬂ'“'y' the private mortgage insurance industry
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was willing to insure 25% of the difference between the

downpayment and the total value of the property purchascdﬁ

Organizational Structure

The Philadelphia Mortgage Plan is a voluntary confedera-
tion of fourteen financial institutions which is committed
to improving the housing stock and condition of inner city
neighborhoods through the provision of conventional credit
to creditworthy borrowers. All participants have agreed to use
underwriting criteria established by the three founding insti-
tutions. They also have made a commitment to participate
in both a peer and public *review of their performance in
extending credit to residents of inner city nelghborhoods

The peer review system involves the review of all reJecLed
mortgage applications for $ 15,000 or less by a committee
consisting of a loan officer from each pParticipating institu-
tion. The loan officer from the institution which rejected a
given mortgage application presents his rationale to the review
committee. Another member of the committee may feel that the
~application should have been accepted. This committee membexr
can suggest that the rejecting institution reconside: the
loan or suggest thﬁt his institution would favorably enter-
tain the application. However, the committee does not have
the authority to force an institution to reconsider a re-

jected loan application.
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The public review process consists of quarterly meetings
between community representatives and participating lenders.
During these meetings, the Greater Philadelphia Partnership
presents the latest data on the volume and location of
mortgages granted and applications rejected by PMP parti-
cipants. The meeting is then opened for general discussion
éoncerning the performance of PMP. Although there is a com-
mittee of community representatives which monitors PMP per-
formance, this coﬁmittee has no formal authority over the

conduct of the Plan.

PMP Underwriting Reforms

The most heralded aspect of the Philadelphia Mortgage
Plan has been the underwriting reforms which have been under-
taken by PMP participants. For decades, inner city neigh-
borhoods have been disadvantaged by underwriting practices
which devalue inner city property and unjustifiably discriminate
against modérate income families which are disproportionately
located in the inner city.9

In determining whether or not to grant a mortgage loan,
lenders engage in a process referred to as loan underwriting.
Loan underwriting is divided into two components: credit under-
writing and property underwriting.

Credit underwriting is a process whereby a loan officer

determines if a mortgage applicant possesses a high probability
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of repaying the credit extended plus interést. A lender
investigates the applicant's credit references, employment

history, income, assets and current debts. Prior to the

passage of the Equal Credit Opportunity Act (ECOA), lenders refused --
to consider welfare payments, child support payments or the in-

come of working wives as effective household income.10 Despite
the existence of the ECOA, which prohibits.discounting‘Such
income, some lenders allegedly continue to refuse to consider
welfare income in analyzing an individual's ability to meet
monthly debt service. Since households which receive welfare
income are disproportionately located in the inner city,

inner city neighborhoods are 1ike1y'tp be disadvantaged by
standards which prevent the extension of credit to families
subsidized by welfare programs.

Priof.to the initiation of the Philadelphia Mortgage
Plan, some'Philadelphia financial institutions did not recog-
nize the income of the co-mortgagor or consider welfare income
to be effective income. In 1975, however, PMP participants
began to consider such income in credit underwriting. As
Herb Bowers, an Assistant Vice-President of Philadelphia °
National Bank once stated, "what is better confirmed income
than welfare? You don't even have to work for it; it's there."11

Consequently, PNB and several other lenders established
a twice monthly mortgage payment program which .was designed
to encourage borrowers on public assistance to make their

mortgage payments as soon as they receive their checks.
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The other part of the analysis performed by a loan officer
in analyzing a mortgage application is property undervriting.
The purpose of property underwriting is to insure that the
value of the property is equal to or greater than the sale
price. This is done-to protect the lender's investment in
case the borrower is unable to repay the mortgage and the
lender is forced to take the property through foreclosure.
In such cases, the lender must be able to sell the property
for a price equal to or greater than the sum equal to the
mortgage amount plus the lost interest, and the cost of
servicing the loan and selling ﬁhe'proberty.

Prior to the establishment of the PMP, some Philadel-
phia financial institutions, like many institutions through-
out the countr&, mdintained the following property under-
writing standards:

1) No mortgages were granted for properties 75 years
of age or older;

2) No mortgages were made in the inner city;

3) No mortgages were granted for the purchase of pro-
perties with a sale price of less than $ 15,000.12

The cumulative effect of these standards was to withhold
conventional mortgage credit from a number of Philadelphia
neighborhoods, and to deny conventional financing to a sub-
stantial number of moderate-income and lower-income households.

Assuming that the property which a mortgage applicant
desired to purchase is not rejected because of the lender's

initial property standards, an appraisal of the property will
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be undertaken. An appraisal is necessary to insure that
the market valuc of the subject property is equal to or
greater than the sale price.

On the basis of his professional judgment and available
data, an appraiser estimates the value of the property in
question. If the appraised value of the property is equal
to or greater than the sale price, then the lender may grant
a loan, usually for an amount equal to 80% of the sale price.
However, if the appraised value is less than the agreed upon
sale priée, then a loan may be bffered for only 80% of the
appraised value. Consequently, the borrower would have at
least three options: secure the funds required for a larger
downpayment; negotiate a ré&duction in the sale price; or
void the purchase contract.

Appraisers have been accused of underappraising property
in inner city neighborhoods because of their belief in models
of neighborhood decline which implicitly or explicitly suggest
that the presence of minorities or low-income residents in
the neighborhood where the subject property is located, or in
an adjacent neighborhood, represents'an inevitable decline
in property values 13 Consequently, appraisers devalue pro-

perty in such areas on the basis of their perception of the

14

future.
If appraisers believe that property values may decline
in the near future and appraise properties for an amount

significantly less than the agreed upon sale price, then they
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alone may reduce property values in that neighborhood . By
acting upon their assumptions that values will decline, apprais-
€rs can create g self—fulfilling prophecy which often results

in neighborhood deterioration. Neighborhoods which incur such
Pressures are likely to be Placed at ga competitive disad--
vantage relative to other areas, particularly exurban areas
which appraisers do not perceive to be declining. Neighbofhoods
which are devalued by appraisers may experience disinvestment
by Property owners since they will be unable to assume that the
value of their Properties will appreciate and will thefefore

be reluctant to make improvements Or maintain their Properties.

were based on the inevitability of the decline of neighborhoods
which were pPopulated, in part, by low- or moderate-income or
minority families, or were adjacent to such neighborhoods.
However, during the Planning stage of the Philadelphia
Mortgage Plan, the initiators of the Plan realized the role
that self—fulfilling appraisal practices had played in neigh-
borhood disinvestment. The following comment by Todd Cooke,
President of the Philadelphia Savings Fund Society, underscores
this point.
Disinvestment has occurred in the past, not only because
banks were reluctant to risk depositors' funds in older
neighborhoods, but alse because they were hesitant to
€ncourage a prospective homeowner to make an investment

which might depreciate owing to the location of the
house in a declining neighborhood. 1Ip this Process,
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the exercise of proper caution -- perhaps, in some instances,

excess caution, caused whole neighborhoods to become sus-

pect.  The new policies retain the same concern, for home

buyer and depositor, but are based on a closer, block-
by-block, house-by-house analysis. Essentially, the
approach avoids tarring all the properties in one neigh-
borhood with the same brush.l5

The Philadelphia Moftgage Plan established new appraisal
criteria which must be employed by all participating banks as
well as appraisers that are hired by PMP banks. The PMP
appraisal changes involved the appraising of a given property
according to the structural condition of the subject property
and all other property located on the immediate block. Con-
sideration of the surrounding 'meighborhood" was no longer
permitted.

The following statement by Herb Bowers, an Assistant
Vice-President of PNB and a certified appraiser, expresses
the perspective PNB participants had undertaken in approach-
ing local appraisers.

....we talked to the appraisers -- those open-minded,

lovable chaps -- about how the neighborhood works on the

economic bell scale -- good, excellent, and ugh.....
what we said was: 'Okay, we want you (to forget the
neighborhood and) appraise the remaining economic life
of this block, on the bricks and mortar of the block.

We want to know how long the damned house (and other

houses on the block) will be there, irrespective of

who the occupant is... If behind the block are the

headquarters of the Mafia, forget it. We want two

sides, corner to corner.l6

In analyzing the block on which the subject property
is located, PMP participants have suggested that appraisers

regard the following criteria as favorable to mortgage lending

and the appreciation of property values.
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1) Abandonment and vacancy rate of no more than 10% in
the immediate block;

2) Median property value of $ 6,000 in the immediate block;

3) The existence of a strong and cohesive neighborhood
organization which considers the block on which the
subject property is located to be part of its area of
concern; : '

' 4) The presence of a non-profit developer who is rehabili-
tating abandoned units, or the existence of other ongoing
programs by public agencies, lenders or private groups
to improve or rehabilitate housing and;

5) Cooperation of absentee owners with neighborhood resi-
dents to improve housing and make needed repairsl?/

Initially, this revisionist approach to the appraisal of
inner city property was not well received by appraisers. However,
after realizing that participating financial institutions would
not hire appraisers who did not employ PMP appraisal criteria,

most appraisers had a dramatic change of heart.

Impact of the Philadelphia Mortgage Plan

City of Philadelphia

One method of measuring the impact of PMP on the city of
Philadelphia is the total number of mortgages which have been
granted. As of December 31, 1977, the financial institutions
participating in the Philadelphia Mortgage Plan had received
4,750 applications with an aggregate value of §$ 50,019,827.18
PMP participants had granted 2955 mortgages valued at
$ 31,563,615, and had rejected 1,010 applications valued at

19

$ 9,831,405.7” The average mortgage granted was for $ 10,538.

Woodstock Institute Chicago, lhimois



I11-2-14

Although fourtcen financial institutions currently parti-
cipate in the Plan, Table I indicates that the three institutions
which created PMP have made 58% of all PMP mortgages?o'rhis is
probably due to the participation of these institutions since the
first day of the Plan; their continuing commitment; and the
fact that they have more resources than other local lenders.

The value of PMP mortgages has ranged from $ 3;000 to
$ 17,000.218ix£y—three percent of all mortgages granted as of
December, 1977, were between $ 7,000 and $ 13,000, while
13% were below $ 7,000, and 24% ranged from $ 13,000 to
$ L5,000.22F0rty—five percent of the mortgages were for 95%
of the apprased value of the property, 42% of the mortgages
were for 90% of appraised value, and 147 were for 80% or
85% of value.23

Twenty-one percent of the mortgage applications received
were rejected. Thirty percent of the rejections were caused
by insufficient income, 26% were due to poor credit, 19% were
due to the condition of the subject property, and 12% were the
result of the condition of the block in which the property was
1ocated.24

The racial composition of PMP mortgage applicants has been
70% black, 20% white, and 10% other (Spanish, Oriental, etc.).25
Two-thirds of all applicants were couples, while one-third were
female-headed houscholds.26The total family income of applicants

ranged from $ 9,000 to $ 15,000 per year.27

Although the application rejection rate appcars to be high, -
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Table I

PMP Performance

(October 1977 to July 1977)

Financial Institution

Philadelphia Nat'l Bank

Philadelphia Savings
Fund Society

First Pennsylvania Bank
Girard Bank

Fidelity Bank
Industrial Valley Bank
Continental Bank
Beneficial Savings
Gefmantown Savings
Provident National Bank
Western Savings

Central Penn Nat'l Bank

Frankford Savings

Community Federal Savings

and Loan

Totals

Source: The Greater Philadelphia Partnership

Woodstock Institute

Chicago, Hinois

No. of Dollar Average

Mortgages Amount of Mortgage
Granted Mortgages Amount
426 $ 4,356,925 10,227
424 4,722,700 11,138
393 4,239,200 10,786
248 2,680,100 10,806
167 1,750,515 10,482
106 1,125,150 10,614
105 1,222,050 11,638
81 822,000 10,148
67 693,450 10,350
65 653,370 10,051
55 568,295 10,332
13 149,000 11,461
12 112,000 9,333
_0 0 =
2,162 $ 23,127,755 10,697
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one has to realize that prior to the initiation of PMP, very
few of the houscholds which have obtained mortgages through
PMP were able to obtain conventional financing. According
to James Bodine, the high rejection rate is, in part, due to
the initial perceptions of many real estate brokers who assumed .
that the Plan was a give away.ngodine has contended that bro-
kers "attempted to sell some badly deteriorated, junk proper-
ties through the bank."ngllegedly,'brokers were performing
"sloppy screening jobs'" and referring individuals without suffi-
cient income to support the debt service.3OSince the initial
misunderstanding of PMP was ameliorated by Bodine and other
lenders, brokers have reportedly been more discriminating about
the properties which  are referred to PMP participants.

A second measure of the impact of PMP is to examine the
distribution of mortgage loans granted by PMP participants.
A comparison of mortgages granted in Philadelphia during 1975
with mortgages extended in the city during the first six months
of 1976 indicate whether participants shifted their lending
emphasis from the suburbs to the city. As indicated in Table II,
one institution, Girard Bank, has dramatically shifted from a
suburban to an inner city focus, while two other lenders, First.
Pennsylvania and PS¥FS, have continued to increaée their activity
in the city?l The other four participants surveyed revealed that
almost two-thirds of their mortgage lending during 1975 was in the

32

suburbs?“Two of these institutions, Beneficial and Western in-

creased the percent: e of their total mortgage lending in the
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Table 2
Comparison of Mortgage Lending Activity

in City and Suburbs by PMP Participants

First Six * Change
1975 Months of 1976 1975-76

Financial Institution ‘City Suburbs City Suburbs City (only;
Girard Bank -

# of mortgages 32 63 67 12 --

7% distribution 34% - 66% 85% 15% +51%
First Pennsylvania Bank

# of mortgages 320 142 332 69 --

% distribution 697 31% 83% 17% +147,
Philadelphia Savings

Fund Society (PSFS)

# of mortgages 802 727 669 360 --

% distribution 52% 487 65% 35% +13%
Beneficial Savings

# of mortgages 314 558 160 205 -

% distribution 33% 67% 447, 56% +11%
Western Savings

# of mortgages 19 39 15 21 -

% distribution 33% 67% 427, 58% +97%
Germantown Savings

# of mortgages 219 467 159 324 -~

% distribution 32% 68% 33% 67% +1%
Provident Bank

# of mortgages 42 55 39 83 --

% distribution 437, 57% 32% 68% -11%
Source: Institute for the Study of Civiec Values
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city during the first half of 1976.33Howevcr, Germantown Savings
Bank's portfolio did not change while Provident's record reflects
a de-emphasis of city lending relative to suburban lending.34

A third measure of the impact of PMP on the city of Phila-
delphia is the opinion of various community representatives who
have actively monitored the‘Plan;“SGenerally, comments have been
favorable although there has been increasing concern regarding
the inability of PMP participants ‘to extend credit to very low
income groups and their unwillingness to finance the purchase
of propérties in blocks which do not meet the minimum block
criteria established by PMP. Other concerns involve the ﬁeed for
a rehabilifation program and the fear that displacement of poorer
residents may be caused by rising property taxes due to the appre-
ciation of property values. Despite these concerns, community
spokespersons acknowledge that PMP is pumping some conventional
mortgage money into areas which pPreviously were unable to attract

conventional credit.

Impact on the Lending Industry

In addition to increasing the supply of conventional credit
in.Philadelphia, the experience of the Philadelphia Mortgage Plan
has begun to raise doubts concerning the lending industry's
negative assumptions about urban lending. HMost lenders regard
inner city lending as charactcrized.by high risks. They also

suggest that therc is little, if any, demand for conventional
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credit in city neighborhoods. Recently, these perceptions have
been reinforced by the writings of two consultants to the lending
industry, Andrew Brimmer and George Benston.36 On numerous occa-
sions, the findings of these two experts have been cited by lenders.
as rationale for refusing to extend credit in inner city areas.
Brimmer and Benston, however, have overlooked the demand for cred-
it which has been generated by the Philadelphia Mortgage Plan.

They have also ignored the low default, reasonable return ex-
perience PMP supporters have had with the mortgages they have
extended.

Since the start of PMP, a number of participating lenders
have actively marketed the avaiiability of credit to brokers,
residents of inner city neighborhoods and community organizations.
Marketing activities have involved the distribution of flyers
(Figure 1), brochures (Figure 2), and advertisements in community
and metropolitan newspapers. Some participaqts have also made
Presentations to neighborhood groups concerning the goals and
bperation of PMP. As a result of these activities, a demand
for conventional credit was generated which amazed participating
lenders.

For years, PMP participants, like their colleagues throughout
the country, had assumed that there was little demand for con-
ventional credit in the inner city. However, when they reoriented
their lending policies by making flexible .loans, and then marketed
these loans, they encountered a demand that allegedly did not

exist.
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The Philadelphia Mortgage Planis
stemming neighborhood deteriora-
tion in Philadelphia and giving a
new lift to our town.

Civicleaders and the Greater
Philadelphia Partnership conceived
the Plan. PSFS and two local
commercial banks undertook o
make it work. And the Planis
working.

Meortgage policies have been
revised to relate real estate
appraisals to individual blocks rather
than entire neighborhoods. Appli-
cant qualifications have been liberal-
ized as well. Co-mortgagor and
welfare incomes are now counted,
for example.

But what is involved here is not
charity; it’s business. The Phila-
delphia Mortgage Plan offers
financing in older neighborhoods
on the same terms as the participat-
ing banks are offering elsewhere.
Competitive rates are charged on all
loans which are generaily covered
by private mortgage insurance.
Since October, 1975, over 1,100
mortgages have been granted for

a total of $12,000,000.

PSFS, the other participating mutual
and commercial banks (now num-
bering 12), neighborhood associa-
tions, churches, counseling agencies
and real estate interests have joined
together to carry forward this
unusual undertaking in community
cooperation. PSFSisproudto have
played a part in this efforl.
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FIGURE 2

What It is

The Falocaionia Mordgags: Plan s a cooperative offor
by rngor looatl financial inshiutions 1o adust lznding
policias to r=sidantial moirigage nzeds as they oxist
today in Pnitad:iphia

Under thz Pian, the paricipating banks have adoptad
revissd and uniform landing guidalinas fo assure that
each application for homea rortgags financing is
consid=red on an individual basis.

What It Does

Overcll, tne goal of the Philad=Iphia Mortgage Plan is
to improva housing conditions in Pniladelphia. More

¢ ifically it seaks to accomplish this by maoking
n.uitgags funds available to credinvorthy prospective
purchasers of residential propartias in potentially heailhy
cily neighborhoods which have fallen victimto
deterioration and consequent disinvestmant.

Lending Criteria

The banks paiticipaling in the Pian hove modified their
tending policios 1o ensure that dacisions are based on
evaluations of both propeary and applicant.

Regarding Applicants:
.Income of borrower's spousa ' co-mortgagor will
bz recognizad as effective income.

..Confirrn=d income from official welfare agancices
will also b2 recognized. (As a ganeral rule, however,
support ordars will not ba considared as such.)

..Loan-to valuz rahos of up to 90-95% will be
O"C:,'Z)"V o, providad there is adaquate rnortgagz
Asurencs. Mavirnum locn amaunt will be $15,000
and rnasirnum sales price 517,500
...Arnounts nzcessary to cover annual taxes, fire
insurance and private rnodgag2 insurance will be
coliecizd rmonthly.

.Martgog2 terms will be based on loan arnount

and ability to repay.

...Uniforrn loan application and appraisal forms will

b= used by the panicipating institutions.

Regarding Properties:

Hornes for which mortgages are sought will be

apprais=d according to their structural state and

that of other housing units in the irnmadiate

blozk, and not on ganeralized pzreeplions of

housing conditions in larg2r adazent areas. Pros-
=cis for rnotgags financing will be most favorable
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for horaes on blocks in which: (1) the madian
proparty valu:: is af least £6,000, and. (2) tha corn-
binad abandonient and vacancy reles do not
evcead 10% Howaver in cases where these condi-
tions ore not present, properties rmoy shill be eligible
for mortgage funds whers o combinahon of ihe
following factors exists:

..The presence of a strong and cohasive ngighbor- |
hood or community orgaonization;

...The existence of a rehabilitation or other ongoing
housing irnprovement progrom by eilher a non- !
profit developer. public agency or recognized
private group, or;

...A cooperative effort by obsentee ovmers with
nelghborhood residents to improve housing condi-
fions and make needed repairs on exisling dwall-
ings.

How The Program Works

Those seeking mortgage financing should go 1o any
onz of the offices listed below and on the back page
of this brochure. Trained housing counselors are
available o answer questions and assist in the
preparation of moigages applications. For spacial
assistance in the preparation of mortgagsa applico-
tions, or in cases whera rnortgags financing cannot
be providad, paricipating banks may refer ap-
plicants to qualified community organizations and
counsaling agencies.

Oiiice Localions and Key Personnel
of the Phlladelphlo Moﬂgoge Plan:

Beneficial chmgs chk
1200 Chesinut, Philadalphia, Pa. 42107 '
Telephonsa: 923-0700

James J Cor.nor Assistant Treasurer
Cemrol Penn Nohonol

Public Ledj2r Building :
7th and Chastaul Streets. Philadziphio, Pa 19106 i
Telzphone: 8§54-3204 '
Waitar C. Habdzan, Assistant Vice President

Continental Bank ;
Broart ancl Nedro Streets, Piladsaiphio. Pa 47141
Telephone 823-6494

touis Pauzano, Assistanl Vice: Presid=nt

Fldemy Bank t,
15th & Sansorn Skeels, Phitadalphio, Pa. 49102 :
Telephone. 935-7668

John Szhutlz. Vice Presiciant
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One mortgage officer involved in processing PHP mortgages
expressced his view of PMP's marketing success in the following
manner :

A new market has been created because of the Plan. This

is a market that, contrary to expectations, has prospective

buyers with reliable income sources (although small) and

genuine commitment to own a home. They are purchasing

properties that, altho%ﬁh low priced, are in livable and

respectable condition.3

The skeptics in the lending industry assumed that if this
latent demand for credit was met,.then PMP lenders would shortly
be faced with a high rate of foreclosures. Such gloomy predic-
tions were based on experiences such as the high rate of fore-
closures in the FHA single-family mortgage insurance programs
and the high rate of abandonment in inner city neighborhoods.

The success of PMP during its first two years of operation
will probably force such pessimists to rethink their perceptions
concerning the risk of inner city lending. As of December, 1977,
PMP institutions had extended 2955 mortgages and have had to

foreclose on only one property.38

According to PMP spokespersons,
part of the reason for the low foreclosure rate is the use of
pre- and post-purchase counseling programs for many of the
mortgage recilpients.

Despite the ominous predictions of excessive foreclosures,
the experience of PMP has indicated that it may be possible
to extend credit, without subsidies, to moderate income house-

holds and obtain a reasonable return on investment. Such an

experience in Philadelphia suggests that there are opportunities
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in other cities for extending credit to moderate income, but
creditworthy families in older neighborhoods.

Lenders in other cities have begun to acknowledge the
short-run success of PMP, but are generally withholding judg-
ment until the mortgages are four to five years old. A rule
of thumb employed by lenders is that once a mortgage is five
years old, the probability of default dramatically declines
with each additional year.

In the cities of Seattle and Detroit, lenders have ini-
tiated programs which are based, in part, on the Fhiladelphia

39

Mortgage Plan.”” In both cases, the programs were started after

a review of the experiences of PMP.

Potential for Implementation

of PMP Typology in Other Cities

Although the principals involved in the Philadelphia Mort-
gage Plan believe that PMP type strategies can and should be
implemented in other cities, such assumptions are questionable.

In an article in Banking Magazine, James Bodine of First Penn-

sylvania Bank stated the following view of the potential for

PMP replication in other cities.
Seattle and Detroit have already modeled programs after
PMP, and there is no reason why other cities cannot do the
same. Queries have come from Chicago, New York and Wash-
ington, D.C.%

In order to assess the potential for the creation of efforts

like PMP in other cities, it is necessary to analyzc the
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envivonment in which PMp was created.

PMP evolved from the participation of three Philadelphia
lenders in the Greater Philadelphia Partnership which was en-
gaged in search process for two neighborhoods which would serve
as target areas for Neighborhood Housing Service Programs.

The three lenders were Todd Cooke, President of the Philadelphia
Savings Fund Society; James Bodine, Chairman of First Pennsyl -
vania Bank; and Frederick Heldring, President of Philadelphia
National Bank. During the search pProcess, these lenders developed
a relationship with several indigenous community leaders who had
been protesting the Practices of Philadelphia's financial corpora-
tions which were allegedly accelerating neighborhood deterioration.
The lenders and neighborhood representatives Participated in a
mutual learning experience where lenders learned of the problems
of neighborhoods and the neighborhood people realized the
intricacies of lending and risk analysis.

After an extensive search process, the lenders and neigh-
borhood representatives collectively concluded that given the
large number of disinvested neighborhoods which they had witnessed,
more than two Neighborhood Housing Service Programs were néeded.
Consequently, an effort was undertaken to esfablish a city-wide
approach to stabilizing Philadelphia's neighborhoods, which
culminated in the creation of PMP.

In forty-six cities, Neighborhood Housing Service programs
have been established through the partnership approach_which was

used in Philadelphia. Lenders and community representatives,
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along with public officials, have cooperated in each of these
cities to sclect one or two neighborhoods to serve as NS target
areas. However, only in Philadelphia did lenders uqdertake

the initiative to design a serious strategy to revitalize numer-
ous disinvested neighborhoods which they had found during the
NHS search process.

On the basis of interviews with PMP participants and a
careful review of their public speeches and congressional testi-
mony, the author has found that the following factors played
a significant role in the creation of PMP. .

First, the principal officials of the three institutions
which founded PMP began to realize that the future financial
success of their institutions was directly linked to the con-
dition of Philadelphia's cconomy. Unlike many lenders in other
cities who have only begun to understand the relationship between
their prosperity and the prosperity of the central business |
district, the PMP founders also realized the necessity of in-
suring the vitality of the city's existing residential neigh-
borhoods in order to insure the soundness of their consumer de-
posit base. They realized that if sbmething was not done imme-
diately to reverse the blighted condition of many inner city
neighborhoods, then the city's economy and their institutions
would be in dcep trouble. The following statement by Todd Cooke
exemplifies this understanding:

...A bank, unlike many other businesses, is pretty much

rooted to a particular commurity or group of communities.

My bank, Philadelphia Savings Fund Society, simply cannot

pack up and move to the Sun Belt. We don't want to, but
that is just as well because we can't. We have had a
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160-year association with Philadelphia and the Greater
Philadelphia area, and we hope to continue to do business
in this community for many years to come. Since this is
the case, it is clearly in our interest that the community
in which we operate grows and prospers. An essential ele-
ment in such growth and prosperity is a sound stock of
housing sustained by a healthy flow of mortgage financingﬁal

A second significant factor in the creation of PMP was the
belief by the participants that the extension of mortgage credit
could make a difference in many of the neighborhoods which were
beginning to experience deterioration. Unlike much of the lending
industry, PMP participants no longer assumed that most of the
city was too deteriorated for lending institutions to make a
difference. They began to distinguish, on a block-by-block
basis, among deteriorated blocks which represented prudent credit
risks and those blocks which did not.

A third factor which at least played a role in the involve-
ment of the Philadelphia Savings Fund Society in PMP was the
assumption that banks are licensed to serve the needs of the
public. The following statement by Todd Cooke explains this often
overlooked principle of banking:

" Banks, as components of the service industry, have a mar-
keting opportunity and "franchise'" obligation to serve the
public. That is what we are set up to do; that is what
state regulators, in effect, license us to do, and I think
serving the public means just that -- attempting to meet
a full range of financial needs as the public perceives
them, not simply offering a selection of these services
which we, as bankers, find easy and profitable to provide.
Older urban neighborhoods need mortgage financing. Banks,

as financial service institutions, should attempt to mecet
that need. (emphasis added)%?

Although the PMP founders appear to be relatively enlightened

concerning the role of financial institutions in stabilizing

Woodstock Institute Chicago, Hhinois



IT1-2-27

neighborhoods, until 1975 they were not fulfilling their acknowl-
edged role in many of the city's neighborhoods. Like their
associates throughout the country, they too were refusing to
extend all but a minimal amount of credit in neighborhoods
perceived to be declining. Why did they change their policies
in 1975 after years of withdrawing from many neighborhoods?
Throughout the early 1970s, Philadelphia, like most major
cities, experienced a considerable amount of activism on the part
of citizen's groups protesting the refusal of many lenders to-ex-
tend credit in older neighborhoods. Initially, many of the len-
ders which now participate in PMP were defensive when they were
attacked by neighborhood groups which had experienced redlining.
In early 1975, however, local financial institutions began to
respond in a constructive manner to criticisms from neighborhood
advocates. Perhaps they were swayed by the arguments of community
leaders or they were jolted into rediscovering their commitment
to the city by two other forces which were affecting or could
potentially affect the banking industry and the city of Philadelphi
A potential threat to the banking industry was the fear
of federal or state legislation mandating inner city lending.
This may have strongly encouraged the PMP lenders to find a
way to meet neighborhood credit needs. 1In 1975, the Home Mort-
gage Disclosure Act was passed, despite the massive efforts of
the banking lobby, one of the most powerful interests in Washing-
ton, to kill the legislation. Consequently, some lenders

assumed that almost anything was legislatively possible given
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the sudden influence of the pro-neighborhood lobby.

Another factor, which dircctly influenced the City of
Philadelphia, may have also stimulated the crecation of PMP.
This concerned the alleged inability and unwillingness of local
government to do anything to reverse the decline of Philadel-
phia's neighborhoods.

According to some neighborhood leaders, the election of
Frank Rizzo as mayor of Philadelphia initiated a process of
public disinvestment in neighborhoods, particularly black
neighborhoods, which did not support Rizzo. Neighborhood groups
contend that as a result of the withdraﬁh of city services and

the cancellation of capital improvements, many neighborhoods
Ibegan to rapidly deteriorate and financial institutions con-
sequently withdrew support. The ultimate effect of such prac-
tices was bredicted by many to be the collapse of the city

as deterioration spread and destroyed the residential and much
commercial tax base.

Assuming that local lenders agreed with neighborhood
groups which were accusing Rizzo of such practices, the creation
of PMP may have been an effort to revefse the deterioration
which was allegedly produced, in part, by the practices of the
Rizzo administration.

In the process of investigating PMP, this author found
no evidence or statcments by PMP lenders which explicitly
accused Philadelphia's political administration of such prac-

tices. The only reference to the significance of local
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government support for city neighborhoods was found in the
following statement by Todd Cooke:

An important contribution of local government is to

provide the same range and quality of services -- police

and fire protecction, sanitation, and so on -- in low
income neighborhoods as in more affluent areas. With all
due respect to local governments, this is sometimes not
the case.

Although PMP founders probably did not share the conspira-
toral theory of the Rizzo administration maintained by many
neighborhood groups, the absence of city representation in
PMP, which, in effect, aids the creation of equity stakes for
minority residents, is noteworthy.

The key to creation and continued performance of PMP, and
the development of PMP-type programs in other cities, -is the
willingness of the senior management of local financial corpora-
tions to meet with neighborhood leaders and learn about the
problems which neighborhoods are experiencing. It is parti-
cularly important for lenders to understand the problems
resulting from private and public investment practices which
appear neutral on their face, but aré.discriminatory in effect
towards certain neighborhoods; Such practices often accelerate
the demise of inner city housing stock and ﬁeighborhood commer -
cial districts. Lendcrs must also be enlightened with regard
to the practices of their institutions which are not only
accelerating housing and commercial deterioration, but are

also stimulating thc decline of their deposit base and their

labor force as residents and businesses leave disinvested areas.
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1L such educational partnerships betveen neighborhood
leaders and lenders can be found, then the potential for a suc-
cessful PMP-type effort will be enhanced provided that the senior
management of financial corporation is committed. Otherwibe
any effort will represent no more than a paper strategy with
llttle chance of meanlngful_1mp1ementation.

Interested parties in other cities who desire to establish
strategies similar to PMP should attempt to foment working part-
nerships through reasonable discuésion Confrontation tactics
might be utilized if attempts to structure reasonable dialogue

fail. However, the nature of such an approach may permanently

ders and neighborhood people.

The Philadelphia Mortgage Plan is probably the most signi-
ficant organized, multi-bank reinvestment program in any single
city. Groups in other cities interested in fomenting such a
strategy, however, should be aware that the goals and potential
success of PMP in revitalizing neighborhoods are limited.

At the close of 1977, PMP had successfully begun to

extend conventional credit for the purchase of single-family

housing in formerly redlined neighborhoods. without incurring
even minor losses. Philadelphia, like Baltimore, is a city
which is Primarily characterized by single-family houses.
Consequently, PMP is an appropriate response to the housing
related credit needs of Philadelphia. Most of the other older

cities of the Northeast and Midwest, however, are plagued by
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the massive problems of multi-family housing deterioration
and abandonment. In cities like New York, Chicago and Boston,
large apartment buildings anchor many inner city neighborhoods.
Once such buildings deteriorate, then the surrounding neighborhood .
composed of single-family and smaller multi-unit housing will
quickly follow.

Unlike neighborhoods exclusively composed of single-family
housing, neighborhoods which consist of both single-family
and large multi-unit housing are extremely difficult to revitalize.
To date, there have been few successful efforts to slow the
deterioration of such neighborhoods. Cities experiencing
rapid deterioration of their multi-family housing stock should
consider focusing their time and talent on the creation of
vehicles to extend credit for the acquisition and renovation of
. multi-family buildings. The lessons learned from PMP regarding
single-family mortgage lending should be implemented by concerned
lenders in conjunction with their regular, everyday business
without exhausting precious time and talent required to design
an unneccessary plan. Such effort should be used to develop
a cooperative effort among major financial corporations to
stimulate the renewal of older multi-family housing.

Even in Philadelphia, PMP alone will not be sufficient
to stabilize the decline of the city's neighborhoods. Additional
initiative must be taken by participating lenders to finance
the improvement of the small business establishments which

populate the major streets of the city's neighborhoods. Concerned
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lenders must also stimulate the creation of ncw businesses
and meet the credit needs of existing small business entre-
preneurs of which will employ or are currently employing existing
inner city residents. Unless such steps are undertékén, PMP
single-family loans may become less than secure.

PMP represents a landmark effort which has indicated
that the extension of single-family mortgages in neighborhoods
perceived as marginal investment opportunities is both prudent
and profitable. Single-family mortgage lending is a necessary
first step, but it is not sufficient to insure the future
viability of the City of Philadelphia or any other city. Next,
PMP participants must use their creative talents to show the
lending industry and neighborhood advocates how to revitalize
neighborhood commercial areas and to establish strategies to make
those blocks which they now regard as imprudent credit risks

to once again become secure investment opportunities,

T R
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Footnotes

lThe literature search consisted of a review of editions of
the following publications published since January, 1976:
American Banker, Banking Magazine, Business Week, Forbes,
Fortune, Journal of Housing, Philadelphia Bulletin, Phila-
delphia Inquirer, Philadelphia, Planning, Practicing Planner
and the Wall Street Journal.

2James F. Bodine, "Good for people, good for banks: The
Philadelphia Mortgage Plan)" Banking Magazine, July, 1977.

3The Center for Community Change, The Lifeblood of Housing,
(Alexandria, Virginia: Mt. Vernon Publishing Company, Inc.,
1976), p. 71. :

4

Ibid.

>Ibid.

pue to the passage of the Housing and Community Development
Act of 1977, financial institutions are concerned about gen-
erating favorable publicity concerning their inner city lend-
ing performance. Title VIII of the Act requires federal regu-
latory agencies to examine each lending institution's per-
formance in meeting the credit needs of all segments of the
community in which it is located. Regulatory review of credit
performance will occur whenever an institution applies to a
regulatory authority for permission to make a structural change
(e.g. branching, merger). Theoretically, a regulatory agency
can reject such an application if the applicant institution

is not sufficiently meeting the credit needs of its community.

’Private mortgage insurance provides lenders with insurance

on a specified percentage of a mortgage loan for a fee. If

the borrower defaults on the loan and foreclosure occurs, then
the lenders will be reimbursed by the private mortgage insurance
company for that portion of the loan which it had insured.

8Continental and MGIC were the two private mortgage insurance
companies which have been involved with PMP since its inception.

IFor a more complete analysis of these underwriting practices
see: Calvin Bradford, An Analysis of Underwriting and Appraisal
Practices and Their Impaction on Credit Availability, (Chicago,
Illinois: Woodstock Institute, 1977).

107he Equal Credit Opportunity Act (ECOA) (15 USC 1691) became
effective on October 28, 1975 and was implemented by Regulation
B (12 CFR 202). ECOA was amended on March 23, 1977. Regulation
B prohibits discrimination with respect to any aspect of a
credit transaction on the basis of race, color, religion,
national origin, sex, marital status, age, receipt of income
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from public assistance programs, and good faith exercisc of
any rights under the Consumer Credit Protection Act.

llHerb Bowers, Presentation before Governor's Conference: From
Redlining to Reinvestment, Chicago, Lllinois, September 1976.
Transcript available from the Woodstock Institute, Chicago,
Illinois.

l2May Long, "Community Groups, Banks," Journal of Housing,
January 1977, p. 23.

13for an analysis of the historical development of contemporary
appraisal practices see: Bradford, supra., note 9.

YiFor an understanding of the subjectivity of appraisal prac-
tices concerning future value see: Stanley L. McMichael,
McMichael's Appraising Manual (Englewood Cliffs, N.J.: Pren-
tice Hall, Inc., 1931). McMichael's Appraising Manual is one
of the most frequently used training textbooks in the appraisal
industry. :

15Todd Cooke, Presentation before the Governor's Conference:

From Redlining to Reinvestment, Chicago, Illinois, September,
1976. :

16Bowers, supra., note 11.
17

18Creatcr Philadelphia Partnership, The Philadeclphia Mortgage
Plan Report, IX, December 31, 19777

Long, supra., note 12.

191pia.

2OGreatcr Philadelphia Partnership, Ihe Philadelphia Mortgage
Report VII, September 30, 1977. This was the last report which
indicated the number of mortgages made by each PMP participant.

21SuQra., note 18.
221p44.
231pid.,

241454,

25Bodine, supra., note 2.
26lhi§;
27lhiﬂ;
*81bid.

2I1bid.
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01pia.

3ljane Shull and Hilde Jeffers, Mortgage Money in the City:
An Analysis of Morteage Disclosure Data, (Philadelphia, Pa.:
Institute for the Study of Civic Values, 1977).

321bia.

341pbiq.

35such community representatives include Father Joseph Kakalec
the organizer and first president of a city-wide council of
community organizers; Shirley Dennis, director of the Housing
Association of Delaware Valley; and Reverend William Gray,
member, Greater Philadelphia Partnership.

2

36sce Andrew Brimmer, Risk vs. Discrimination in the Expansion
of Urban Mortgage Lending (Chicago, Illinois: U.S. League of
Savings Association, April, 1977).

37Long, supra., note 12, p. 24.

388u2ra., note 18.
39Bodine, supra., note 2.

401pia.
41Cooke, supra., note 15,
42l§i§;
43£Eiﬁ;
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Chapter 3
MORTGAGE POOLS: TOOLS FOR STIMULATING REINVESTMENT

by Dennis R. Marino

Summary

A mortgage pool is established by the commitment of two
or more financial institutions of a specified dollar amowunt to
be used for originating mortgages in mature commmities which
are perceived by participating lenders as questionable risks.
A pool presents the opportinity for a number of lenders to make
mortgages available in a given area without any one lender in-
curring a substantial exposure on any mortgage. If a loss is
incurred on a mortgage which is foreclosed, then the loss is
sharec:l by all participants in the pool. Conversely, all pro-
fits which are made on mortgages originated through a pool are
usually shared by all participants.

In addition to describing the rationale for establishing
a mortgage pool, the author briefly discusses mortgage pools
which have been originated in Chicago, Oakland, Saint louis

and Atlanta.
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MORTGAGE POOLS: TOOLS FOR

STIMULATING REINVESTMENT

Throughout the last five years, the evolving dialogue
between lenders and commumity organizations concerned about the
availability of mortgage credit in mature commmitites, has re-
sulted in the initiation of a number of mortgage pools throughout
the country. Mortgage pools often represent a compromise between
lenders who are concerned, but unable or unwilling to extend
credit on conventional terms in certain commmities perceived
as high risk, and commmity organizations who demand that lenders
make cdnventional mortgages available in their commmities. In
many cases, a mortgage pool is used to determine the actual risk
of lending in a certain area and/or to borrowers of income levels
which have been perceived as high risk.

A mortgage pool is a fund which is capitalized by commit-
ments of two or more financial institutions. The purpose of the
pool is to grant mortgage loans to applicants who are not able
to acquire conventional credit from a lending institution. An
applicant is usually unable to acquire a conventional mortgage
from an institution because he or she, or the property to be

purchased is perceived as a high risk. In such cases, lenders will
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contend that they perceive an uncomfortable probability that the
borrower is likely to default on the mortgage, and they will be
forced to foreclose and to recover their reinvestment by re-
selling the property. If the property is located in a mature
comumnity, some lenders are also likely to perceive thaf ‘the
will have difficulty recovering their initial investment.

A mortgage pool is designed to allay the fear of an indi-
vidual lending institution regarding the extention of mortgage
credit in neighborhoods perceived to be high risk. This is
accomplished by reducing the individual exposure by any one
lender on a given mortgage to a minimal percentage. The total
risk incurred on the mortgages financed by a mortgage pool may
be either equally shared by all the participating institutions,
or a certain percentage of the risk may be equally shared and
the remaining risk will be incurred by a private mortgage in-
suran¢e company. For example, in the case of a mortgage pool
which has twenty participants and has twenty percent private
mortgage insurance on each mortgage, each participating lender
will incur an exposure of four percent of the total value of
each mortgage. In some mortgage pools, the exposure of partici-
pants is further reduced through partial insurance of each mort-
gage by local or state govermment.

Once a mortgage pool is capitalized, the entity adminis-
tering the pool will begin to originate and service mortgages
in a designated target area or for a target population group.
The agency which administers the pool is usually one of the in-

stitutions participating in the pool, a service corporation or
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subsidiary created by the participants, or a non-profit corpora-
tion, or an agency of state or local government.

All profits generated through the investments of the
mortgage pool are usually shared by the participating institutions
according to a predetermined formula.

One example of a mortgage pool which involves equal risk
sharing among four financial institutions and an insurance com-
pany, is the pool created to serve the Uptown community of Chi-
cago. This pool has been capitalized by a three million dollar
commitment made collectively by Uptown Federal Savings and Loan,
Uptown National Bank, Bank of Ravenswood, Bank of Chicago and
the Combined Insurance Company. The pool is not exclusively
designed for high risk applicants or property. Instead, it fo-
cuses on providing mortgage credit '"to borderline underwriting
cases in which the applicant's income or property might appear
not to be up to snuff ."l According to a representative of Uptown
Federal Savings and Loan, the Uptown commmnity and participating
institutions are satisfied with the success of the program.2

Another example of a mortgage pool is the Savings Asso-
ciation Mortgage Company of Oakland, California. This pool has
been capitalized by twenty-seven savings and loan associations
located in Oakland and is designed to provide mortgages for
housing purposes by moderate income households.3 Initiated in
1971, SAMCO was responsible for underwriting and servicing all
loans financed by the pool.4 In 1975, after a rapid growth in the
delinquency rate, the participating associations changed the

functions of SAMCO. Instead of underwriting mortgages, SAMCO
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was restricted to purchasing “high risk' mortgages originated

by the associations. 3

As of January, 1977, SAMCO had a mort-

gage portfolio of 1,193 mortgages with an aggregate value of

$25 million. At the start of 1976, twenty-two percent of the mort-
gages in SAMCO's portfolio were delinquent. By January, 1977,
however, the delinquency rate had been reduced to ten percent.6
According to one source, the high rate of delinquency on loans
financed through SAMCO was due to careless underwriting and the
absence of a post purchase counseling program.

An example of a mortgage pool administered by a savings
and loan service corporation is a pool in Saint Louis operated
by the Savings Service Corporation. The Savings Service Corpora-
tion was created by a group of savings and loan associations
which had made a commitment to establish a ten million dollar

fund for conventional immer city loans.®

The operation of the
pool involves Savings Service Corporation reviewing rejected
loan applications referred to it by savings and loan associa-

tions. 9

The rejected applications are reviewed according to
two basic criteria: the applicants income and his or her
ability to repay the loan; and the capacity of the borrower to
maintain the property]:o According to Robert A. Drohlich, the
Vice-President of Savings Service Corporation, approximately
150 mortgages have been originated through the pool.ll

A mortgage pool which involves risk sharing among lenders,
private mortgage insurance companies and local government is

the Chicago Home Purchase and Rehabilitation Program (CHPRP).
CHPRP is administered by the Community Service and Research
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Corporation, a not for profit corporation which believes that by
openly and logically measuring risk, it can begin to affect len-
der attitudes concerning the prudence of investing in imner city
neighborhoods. 12

CHPRP was initiated by a group of twenty Chicago comercial
banks and savings and loan associations which made a commitment
of $7,000,000 to provide mortgage and rehabilitation loans to
moderate income families. The lenders' commitment was leveraged
by a loan guarantee fund of $500,000 established by the City of
Chicago, and a commitment by private mortgage insurance companies
to insure any mortgages which conformed to their underwriting
standards. The City of Chicago assumes eighty percent of the
risk on each loan granted through CHPRP, and the participating
lenders and the private mortgage insurance companies share the
remaining exposure. As of August 1977, CHPRP had granted
seventeen loans with an aggregate value of $36O,OOO.13

Another mortgage pool which has been initiated by savings
and loan associations and commercial banks is the Atlanta mort-
gage pool.14 This pool was created in response to a recommen-
dation made by Central Atlanta Progress, Inc. (CAP) that the
revitalization of Atlamta's imner city neighborhoods and the
security of the central business district would be greatly en-
hanced by the establishment of a mortgage pool with a commit-
ment of $50 million from Atlanta's financial institutions.'®
Seventeen institutions responded to this suggestion by agreeing

to make a total commitment of $35 million. The implementation

of this pool was sidetracked by the tight money market of 1974,
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and was not achieved until April, 1976. At the time the pool
becare operational, the lending commmity's commitment was in-
creased to $62.5 million. As of July, 1977, approximately 100
mortgages had been made or committed with an approximate value

of $§3 million.

Conclusion
Mortgage pools provide a wvehicle for lenders to make a
collective effort to reinvest in mature commmities and to test
traditional notions of the risk of lending in immer city
commmities, However, as indicated by Nathaniel Rogg, the
author of a study commissioned by the U. S. League of Savings
Associations, lenders should not view pools as cosmetic public
relation devices. In making a series of recommendations to the
savings and loan industry, Rogg made the following suggestion.
7. MAKE ... HIGH RISK MORTGAGE LOAN POOLS MORE EFFEC-
TIVE. Lender participation in them should be more than
cosmetic and should be reviewed by the institutions in-
volved to this end, as well as to stimulate more wide-
spread use of this device. They need to be '"marketed"

S0 thatlghe public in general will know of their availa-
bility.

In the process of marketing pools, lenders should not
attempt to attract borrowers who clearly qualify for credit
based on conventional underwriting standards. Access to mort-
gage pools should be reserved for those borrowers who have
questionable credit histories, marginal income, or borrowers
who desire to purchase properties which are perceived as
questionable security by lenders. The marketing effort sugges-
ted by Rogg should be directed toward this segment of the

potential market.

Woodstock Institute Chicago, IHinois



I11-3-8

On the other hand, lenders should be wary of those who
might attempt to take advantage of the flexible underwriting
standards employed by mortgage pools. If pools attempt to
finance home purchases by borrowers who clearly lack the
capacity to meet monthly mortgage payments, then there W;'Lll
likely be a high incidence of default and foreclosure. 1In all
cases, mortgage pool participants should require pre- and post
purchase coumseling of all mortgagors.

State government can support mortgage pools in the
following ways. First, a state agency could guarantee a per-
centage of each mortgage made through a pool. Second, regulators
of state chartered financial institutions could favorably con-
sider branching applications submitted by institutions which are
extending a considerable amount of credit through a pool.
Thirdly, the state treasurer could deposit state fimds in those
instif:utions which actively participate in pools. Finally,

a state housing finance agency could support mortgage pools by
aggressively attempting to purchase mortgages originated through

a pool.
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Chapter 4
MORTGAGE REVIEW PANELS AS INSTRUMENTS

OF REINVESIMENT
by Leonard S. Rubinowitz

Surmary

Mortgage review panels have been established in four-
teen cities to give applicants who are rejected for single-family
credit an opportunity for appeal. Most of the panels have been
established by groups of lenders or their trade associations, al-
though, as the paper points out, some panels have been set up
as a result of statutes or regulations. Panels can be structured
with either one or two tiers, and can involve only 1enders: or
can include regulatory officials and even citizen representatives.
In addition to describing the operations of review panels in several
cities, the authors discuss the accomplishments of and criticisms
about review panels which have emerged largely as a result of the
relatively few mumbers of complaints that most panels have re-

ceived.
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MORTGAGE REVIEW PANELS AS INSTRUMENTS OF REINVESTMENT

Mortgage review panels are boards or committees to which
applicants for loans may appeal if their applications are re-
jected by a financial institution, or if they are offered terms
and conditions other than what they originally applied for.
These panels provide an opportunity for an applicant to have
a review of the lender's decision. Usually the review process
is available only to applicants whose request for a loan has
been rejected. In some cases,a review is also available for
applicants who are offered a loan on terms and conditions unsat-
isfactory for them. Generally the review is limited to applica-
tions for single~family home mortgages and home improvement
loans on structures which will be owner-occupied.

The purposes of mortgage review panels are summarized in
the following excerpt from an article about them which appeared

in the Savings and Loan News:

By pledging 'to make sure all citizens are
treated fairly and that mortgage funds are available
in all neighborhoods,' the objectives of the Chicago-
land committee exemplify the most fundamental goals
of all other review boards.

More to the point, however, is the commitment
involved 'to dissuade the world -- the media, neighbor-
hood groups and govermment officials -- that geograph-
ical discrimination exists in home mortgage 1ej=__nding, !
as a Boston review board participant puts it.

If a rejected application merits approval in the judgement of
panel members, they seek to have a financial institution make

the loan. The procedure is designed to protect against
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discrimination on the basis of geographical location, and to
insure that the applicant will not have to make multiple appli-
cations to secure a loan.

Mortgage review boards are initiated either by lenders
and industry-wide organizations of lenders, or they are created
by a state or local govermment through legislation or regula-
tions. Panels often include financial institutions regulators
and, in some cases, representatives of public interest or commui-
nity organizations.

Lenders may perform several functions within a mortgage
review process. First, they usually agree to inform a rejected
applicant about the existence of the review panel and the pro-
cedures for making use of it. Second, the lenders on the panels
agree to consider making loans to those whose applications are
rejected or modified by other lending institutions, when those
applications are found meritorious by the review panel. In some
cases, each participating lending institution makes a dollar
commitment to a mortgage pool to be used in making loans that
have been rejected by other 1enders.2 Third, lenders on the
panels may also commit themselves to reconsider their own deci-
sions when the review process indicates that rejected applica-
tions should have heen approved.

A fourth role which lending institutions have been asked
to play on some occasions is to adopt appraisal and underwriting
criteria which eliminate many of the conventional lending con-

straints related to location.3 Finally, in some cases, lenders
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have been asked to carry out affirmative marketing programs to
let the public know that loans and the review process are
available. This may involve advertising or other marketing
measures by the individual institution, or a contribution to
the panel, which then carries out the advertising and marketing
process on behalf of participating lenders.

In addition to individual lending institutions, the mort-
gage review process involves a separate entity, a mortgage re-
view board, panel, or committee. This panel may consist of
one or two tiers. In the two-tier situation, there is usually
an industry board which does the initial review. If that board
affirms the decision of the initial lending institution which
rejected the application, the applicant may appeal to a second
panel, which may be composed of regulatory officials and mem-
bers of the public.

" The one-tier boards range in composition from an entirely
industry board -- composed of lenders and trade association
staff persons -- to one which includes members of financial in-
stitutions, local or state officials and public members. The
review panel may have a specified period of time within which
it will not only make its own independent finding, but will also
seek to have a financial institution make the loan if it finds
that the loan should be made. If the board’'s conclusion is dif-
ferent from that of the initial lending institution -- and that
institution refuses to change its decision -- its responsibility

will generally be to find another lending institution which will
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agree to make the loan. The other responsibility of the mort-
gage review panel may be to carry out an advertising campaign
to make sure that the public is aware of the availability of

the review mechanism and the procedures for using it.

The Two Original Forms of Review Panels

Among the earliest of the mortgage review panels were the
Milwaukee Area Mortgage Opportunity Plan (MAMOP) and the Home
Mortgage Opportunity Committee (HMOC) in Pittsburg. Each of
these is a voluntary association of lenders. MAMOP is a one-
tiered program while Pittsburg HMOC represents a two-tiered
approach.

A1l home mortgage lenders doing business in Milwaukee County
who volunteer to participate are members of MAMOP. The partici-
pants include savings and loan associations, banks and mortgage
bankers. MAMOP is specifically designed to address discrimina-
tion against lending in certain areas, as the following state-
ment indicates:

The dual purpose of this plan is to encourage
home ownership in all areas of Milwaukee County and

to afford equal access to either conventional or govern-

ment backed available financing by mortgage lenders to

all prospective home buyers who meet the following cri-
teria: (a) proof of adequate ability and credit
background; and (b) purchase at fair market value of one
or two home owner-occupied dwellings in sound condition;
and (c) t£ansactions documented by an accepted offer to
purchase.

Any applicant for a mortgage whose application is rejected 'may

request an evaluation of the lenders' decision by the review

panel.
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The panel consists of representatives from the City of
Milwaukee, Milwaukee County, the State Savings and Loan Commis-
sioner's Office, the Banking Commissioner's Office, an appraiser,
a representative of the Federal Home Loan Barnk of Chicago, a
representative of the Savings and Ioan Council of Milwaukee
County, and a representative of the Milwaukee Area banks. The
review panel evaluates the information submitted by the loan
applicant and the lender which rejected the original application.

After its review, the panel either confirms the rejection
and states its reasoning for this decision, or it -recommends
approval of the loan application. In the latter case, the panel
may suggest modifications and conditions as it deems appropriate,
but it again must state a rationale for its action. If the re-
view panel recommends that the loan be granted, the applicationl '
is forwarded to a MAMOP lender. If this involves the modifica-
tion of the terms and conditions of the original application,
the applicant is so notified. The participating MAMOP lender
who agrees to accept the loan under these terms and conditions
then completes the processing of the loan application at its
current market interest rate and fees.

In Pittsburg, the Home Mortgage Opportunity Committee was
formed by 15 savings and loan associations and two commercial
banks. Its stated purpose is as follows:

1) to insure that each applicant for a mortgage loan re-

ceives equal loan consideration; 2) to make sure that

each applicant for a mortgage loan for the purchase or

major improvement of a home is knowledgeable that a len-

der's rejection for a loan request may be appealed to
an impartial committee. Review and appeal may be
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obtained when the applicant asserts improper discrimina-

tion on the part of the lender; 3) to insure that each

applicant who utilizes t;he proceduz.:es establishe;d sg-
cures prompt response with appropriate explanation.

As in Milwaukee, this committee provides a review for
any mortgage applicant who feels that his or her applicatéion
has been rejected unfairly. While HMOC of Pittsburg does not
guarantee that a favorable review by the Committee will lead
to a mortgage, its literature for lender members states that
"If the original lender rejects / an applicatiofl_'f a second
.time, the Committee will exert its efforts to place the loan
from among the participating lenders, consistent with i:he
terms /the Committee / has recommended. "

HMOC of Pittsburg was the first two-tiered program. The
Industry Loan Review Committee is made of members of the parti-
cipating lending institutions. There are also public interest
members who constitute the Public Interest Review Committee.

If the Industry Loan Review Committee confirms the initial re-
jection, it sends the application to the Public Interest Re-
view Committee along with its decision. If the Public Interest
Review Committee recommends approval, it returns the applica-
tion to the original lender. If the original lender continues
to reject the application, the committee attempts to place the
loan with a participating lender, though no lender is obliged
to make the loan.

In response to allegations that some persons are discouraged

by lenders from even making application for mortgages or home

improvement loans, participating members of HMOC have agreed
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to document inquiries which do not result in a formal applica-
tion. The committee agreed to accept complaints from people
who had attempted to obtain mortgage financing but who either
did not, or were not permitted to, file a formal application.
The participating 1ei'1ding institutions also agreed to coﬁtri-
bute to the committee for advertising expenses. The amount of
these contributions were based on current assets of the 1éndjng
institution. Funds are used for such purposes as printing pos-
ters to be distributed to each member institution for display

in their offices.

One-Tiered Review Panels

In Cincimmati, a Mortgage Loan Review Committee was formed
by the Better Housing league of Greater Cincimmati. This non-
profit civic organization -- which focuses on housing problems
in thé metropolitan area -- worked with the urban problems com-
mittee of the Savings and Loan League of Southwestern Ohio to
develop a Mortgage Loan Review Committee.

The review committee is composed of seven mewbers, one
each from savings and loan associations, commercial banks, the
real estate industry, the bar association, plus three public
members. The staff support is provided by the Better Housing
league. The committee attempts to make a determination of the
feasibility of the loan request. It also has counseling avail-
able for loan applicants. If the Better Housing League staff
feels that the loan should have been made, it discusses the

Woodstock Institute  chicago, llinois



Lit-4-Y

application with the institution. If resolution is not possi-
ble at that level, the matter is referred to the review commit-
tee for "direction and guidance."7 The process is entirely
voluntary with all of the parties, and there is no commitment
to make any loans.

In Boston, the one-tiered Boston Banks Urban Mortgage Re-
view Board consists of six rﬁembers, three of whom are represen-
tatives of savings banks and three of whom represent commmity
groups.8 The 12 largest mutual savings banks in Boston agreed
to participate in the review board. These institutions repre-
sent 937 of thrift institutions' assets in the City.

The procedure in Boston is similar to those described above.
An applicant for a mortgage loan whose application is rejected
at any of the participating banks may appeal to the board if
he or she believes that the rejection was based on the location
of th;é property rather than the condition of the property or the
applicant's creditworthiness. If the majority of the board
believes that the loan was denied because of the location of
the property, the board will recommend that the bank grant the
loan. If the savings bank continues to decline to make the
loan, one of the other participating savings banks will be
asked to make it. As with the other programs, none of the

participating institutions is required to issue the loan.

Two-Tiered Review Panels

In Illinois, after an initial effort by the State Commis-
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sioner of Savings and Loan Associations to institute a Mortgage
Review Panel in 1975, the state and federal councils of savings
and loan associations took the lead in establishing a committee
in 1976. Under the Home Mortgage Opportunity Committee (HMOC)
of Chicagoland, any applicant who is rejected for a mortgage
loan is to be informed by the association that there is a right
to appeal to this two—tierea committee. The first appeal in-
volves a board composed of five senior officers from the savings
and loan industry. If that panel says that the loan should have
been made, then the panel takes the responsibility for finding
a participating lending institution that will agree to make it.
If the initial panel concludes that the loan rejection was jus-
tified, then the réjected application éutomatically is sent to
a '"public interest panel."

The public interest panel has five members, two of whom
are heads of the state and federal savings and loan regulatory
agencies, respectively. If the public interest panel éoncludes
that the loan should be made, the industry participants have
committed themselves to find a lending institution which will
make the mortgage. Thus, the commitment is to make the loan
available even if the industry panel feels that the lender
was justified in originally rejecting the application.

The institution which rejects an application is responsi-
ble for informing the applicant of the reasons for the denial,
and the availability of the review committee. Within 15 days

of the application for review to HMOC of Chicagoland, a final
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decision is made. The process has to go through both panels,
if necessary, within the specified period.9

Similarly, the Seattle Public Reinvéstment Review Board
has a two-tiered system. The first review is done by a panel ~
composed of nine lender members and one ex-officio representa-
tive from the Mayor's Office of Policy and Planning. The len-
der members are appointed by the Mayor from nominations sub-
mitted by participating lending institutions. If the lender
review panel determines that the loan should be made, the
Board will so recommend to the original 1endef. If the lending
institution continues to be unwilling to make the loan, the
review board will place the loan with another participating
institution.

If the lender review board determines that the institution
was correct in rejecting the loan application, or in offering
terms at variance with those it normally offers, the panel will
so inform the applicant with a written decision explaining the
basis for its decision. This written notice will include a
statement explaining that the person has the right to appeal
to the public review board. If the public review board con-
cludes that the lending institution and the lenders panel
responded inappropriately, it will attempt to persuade the
lending institution to reconsider its evaluation.

The Seattle process goes a step beyond the other review
panels, because the lenders participating are required to

adopt revised appraisal and underwriting stamdards as well as
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agree to the purposes and procedures governing the loan review
process. These revised standards attempt to concentrate more
on the physical conditions of the property and less on the char-

acteristics of the neighborhood where the property is 1oéated.1()_

Problems and Performance

Seattle's effort to seek revised appraisal and underwriting
guidelines illustrates one of the problems review boards have
had in seeking industry participation. In Seattle, although
most major banks have adopted the guidelines, most savings and
loan associations ''refuse to adopt them for fear of antitrust
repercu.'~3sicms."11 It is unlikely that such fears on the part
of lenders will inhibit the adoption of uniform appraisal and
underwriting guidelines elsewhere, however, since the U. S.
Department of Justice said in a business review letter in March,
1977 that similar guidelines -- which were made part of the
Boston Plan -- did not violate anti-trust laws. This ruling
was based on the Justice Department's assumption that terms and
conditions of the mortgages would continue to be established
independently by each mutual savings bank participating in the
Boston plan.12

A second problem has been that different types of deposi-
tory institutions, savings and loans and banks, have tradition-
ally been in a competitive relationship both for deposits and
for certain types of real estate loans. Mortgage review panels

which are seen as the product of one type of depository insti-
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tution may have difficulty attracting members from other types
of institutions. One type of non-depository lender in parti-
cular, the mortgage banker, has been passed over in many of
the mortgage review processes. While the ommission of certain
types of lenders can create some problems for voluntary review
processes, their ommission can create serious inequities for
participating lenders when {:he mortgage review panel is created
by statute or regulatory action.- The mortgage review process
created by the California Department of Savings and Loan, for
example, is restricted to the state chartered savings and loan
associations which are regulated by that department'.

Even where there has been widespread participation by various
types of lending institutions, however, the volume of complaints
to the review panels has been low. 'With the notable exceptions
- of the Boston board and the Home Mortgage Opportunity Committee
of Chicagoland,"” noted the Savings and Loan News, "the review

requests have been few and far between.-"13

Richard E. Knapp,
President of Pittsburg's Friendship Federal Savings and lLoan,
noted that the absence of even one application for "official
review'" to the HMOC of Pittsburg demonstrates that "the redlining
problem was blown out of pfoportion and does not exist to the
extent originally suggested" by commmity groups.14

Mr. Knapp's comments, and the sparcity of complaints to
most of the review panels, underscores the need for public poli-

cymakers to distinguish between two goals: the elimination of

overt discrimination against those actively seeking mortgages
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or home improvement loans, on the one hand; and, on the other,
developing public policies to encourage lenders to take the
initiative in meeting what may be termed the "latent demand
for single-family credit in mature commmities. Mortgage re-
view panels apparently have contributed to the elinﬁnation of
overt discrimination. This has happened, as Mr. Knapp himself
suggests, in large part becéuse the existence of the panels has
"probably resulted in closer scrutiny of borderline applications
. . that might have been appealed had they been rejected' by
the originating institutions.15
Like other strategies designed to eliminate discrimination
in the granting of single-family mortgage credit and/or to sti-
mulate additional lending in certain mature commmities, mort-
gage review panels must be viewed as being most effective when
they are used in concert with other private and public initia-
tives. This point was made forcefully by Robert H. McKimmey,
Chairman of the Federal Home Loan Bank Board, during his confir-
mation hearings before the Senate Banking Committee. 'Mortgage
review committees just have not been working. Complaints have
not been filed, and I believe that subtle discrimination has
continued in some areas without proper redress. . .' The Chair-
man then suggested that in addition to making a review of consu-
mer complaints part of the periodic examination process for
savings associations, that each Federal Home Loan District Bank
establish a "consurer complaint department. . . where complaints
could be fumneled to a mortgage loan review committee of that

District."16
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Chapter 5
SAVINGS AND LOAN SERVICE CORPORATIONS
AS TINSTRUMENTS OF REINVESTMENT

by Dennis R. Marino and Lawrence B. Rosser

Summary

Service corporations are subsidiaries of savings and loan
associations, and are used as vehicles to make equity and debt
investments that savings associations per se are not permitted
to make. Service corporations may be wholly owned subsidiaries
of one institution (Home Federal Savings of Cincinnati's One
Twenty-Eight, Inc.), or they may be owned by a number of
associations (The Chicago Area Renewal Effort Service Corporation).
In addition, service corporations may fumction in tandem with
local commmity development corporations (Greater Southwest
Service Corporation's partnership with the Greater Southwest
Development Corporation of Chicago).

All three service corporations herein discussed are
for-profit institutions. In addition to describing their pur-
poses, organization and operations, the authors comment in the
concluding section of the paper about how public policymakers
can facilitate the work of service corporations as instruments

of reinvestment.
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Introduction

/[ The 7 City, as a fundamental institution
in our society, is in jeopardy.

—-~-Chicago Area Renewal Effort
Service Corporation (RESCORP)

Savings and loan associations have the authority under
federal and state regulations to create subsidiaries known as
service corporations. Iike bank holding company subsidiaries,l
service corporations can make equity and debt imvestments vhich
the parent financial institutions are not permitted to make.
Although service corporations are used by savings associations
to engage in many activities beyond the purview of this paper
-~ speculative investments in suburban mixed-use developments,
for example -- recognition of their utility as instruments
for reinvestment in mature commmities is growing.

One example of this increased recognition within the savigns
and loan industry is the prominence given a recommendation to
"make more use of service corporations in inner-eity rehabili-
tation"” in a report on urban housing rehabilitation which was
recently issued by the United States League of Savings Associa-
tions.2 In another recently published paper prepared by the
U. S. League's Urban Affairs Executive Committee, the Federal

Home Loan Bank Board (FHLBB) was urged to provide associations

with " an additional 1%-of-assets authority so they can fully
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support urban oriented service corporation activities . . .
acting as their own general contractors."3

The major reasons for the growing enthusiasm about the
service corporation approach are the results achieved by many
(including those described below), the flexibility that makes
this vehicle readily applicable to local conditions and needs,
and the ability of financial institutions to structure a service

corporation in ways that enable it to deal comprehensively

with neighborhood needs. " As the brochure describing The Chi-
cago Area Renewal Effort Service Corporation (RESCORP) states:
"The solution of the 'urban problem’ must be as diverse and
varied as the problem itself. Different commmities require
different actions, but each approach must concern itself with
all of the issues affecting the com:mnity."4 The examples
which follow were chosen to illustrate the strengths of this
lender initiative.

One Twenty-Eight, Inc.
Cincinnati, Ohio

In August, 1970, Home Federal Savings of Cincinnati estab-
lished a service corporation known as One Twenty-Eight, Inc.5
According to George W. Behymer, President of Home Federal, the
establishment of the service corporation was the result of
the frustration Home Federal experienced in getting contractors
to rehabilitate immer-city properties which the association
was trying to liquidate for the Federal Savings and lLoan In-
surance Corporation (FSLIC).
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During the last week of March, 1968, Home Federal completed
a supervisory merger with another savings association which was
being forced to liquidate its assets by the FSLIC. Home Federal
agreed to purchase part of the assets, and to liquidate 400
buildings containing a total of 2,100 wnits which the FSLIC
had aquired in the merger. As Home Federal's staff was pre-
paring to sell the FSLIC's properties, the assassination of
civil rights leader Dr. Martin Luther King occurred, and the
City of Cincimmati -- like many other American cities -- ex-
perienced severe civil disturbances. The area most directly
affected contained better than eighty percent of the FSLIC
inventory.

Once the disorders subsided, Home Federal attempted to
preserve the remaining habitable properties by inducing renters
to occupy them at minimel rents. By 1969, Home Federal had
managed to sell some of the properties, but the association
became the unwitting victim of a stringent code enforcement
program enacted by the City goverrment. Faced with multiple
building code violations, and wmable to find contractors willing
to work in the areas where the FSLIC properties were located,
Home Federal decided to establish the service corporation to
serve as its own general contractor.

One Twenty-Eight, Inc. not only corrected all housing code
violations on the FSLIC buildings, but it also became an active
bidder on contracts let under HUD's Operation Rehab. It even |
began acting as the general contractor to rehabilitate build-

ings for private owners. One of the by-products of the service
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corporation's rehabilitation activities has been the capacity
it provides Home Federal's staff in counseling customers who
are seeking home improvement loans. One Twenty-Eight, Inc.
has also given Home Federal high visibility in inner-city com-
mumities, and has helped the association increase its home
lending rate in these commmities. As Behymer comrented in
an article he wrote about the service corporation's achieve-
ments: "The sophistication of inner city dwellers is not limited
to concern over schools, crime rates, and real estate values,
but carries over to such things as the ability to insulate

a structure properly to minimize energy loss. We would be
most pleased if this same awareness was as keen among our

suburban home buyers. nb

The Chicago Area Renewal Effort Service Corporation
Chicago, Illinois

Established in 1973, The Chicago Area Renewal Effort Service
Corporation (RESCORP) is owned by more than fifty savings associ-
ations in the Chicago metropolitan area. Although there is no
limit to the number of savings associations from throughout the
state that can participate as stockholders in the corporation,
its charter requires ‘that no association may own more than one
percent of the shares of the corporatibn. In addition, none
of the participating associations are permitted by law to invest
more than one percent of their assets in RESCORP.

The backdrop against which RESCORP was organized was de-
scribed in stark terms in a report by a non-partisan citizen

cormission issued last year. That report said in part:
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/S /ince 1965, the spread of abandonment
leading to demolition has been so substantial
that it is estimated we are losing 53 dpart-
ments or homes a day in 1976. . . . /I /n

the decade between 1960 and 1970, Chicago lost
159,000 units but had 139,700 added, so that the
net loss was just 1,6 parcent. Between 1970 and
1974, however, a loss of 85,000 units and con-
struction of only 32,000 (8,000 new wnits per
year compared to 14,000 before) meant a net

loss of another 4.5 percent. The tragedy is
that a great deal of this lost housing would
probably be salvagable and marketable if the
money were available and if the deterioration
of commumity settings could be stopped./

Cognizant of the fact that, "Every individual, business and
institution is affected in some way" by this pattern, RESCORP
was established to apply concentrated doses of capital, credit :
and talent to "those areas where trends are still reversible
and vhere commmity stabalization can occur. "

RESCORP participants made two important decisions initially
about the activities of the corporation. The first was that
it would work solely in the area of rehabilitating multi-family
housing. This decision was crucial for its acceptance by citizens
and lenders alike since multi-family buildings occupy a domi-
nant position in the configuration of housing patterns within
the City, and serve to frustrate many single-family renewal
efforts.

In retrospect, an equally important decision was the cor-
poration's commitment to concentrate its efforts in one target
area in order to maximize the impact of its efforts. The cri-
teria used to select the first neighborhood -- which was South

Shore -~ included the fact that the commumnity seemed "renewable,"

and the importance attached to the presence of a commercial
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bank in the commmity which was actively trying to serve as
an instrument for commmity redevelopment.9 Saul Klibanow,
President, explained that RESCORP looked at five factors in
arriving at the judgement about the potential for success in
the neighborhood: in addition to the presence of South Shore
National Bank, the corporation determined that the commmity
had "'good 1oéati0n and amenities, strong commmity groups and
institutions, and old, but well constructed buildﬁigs."lo

Using financing provided by the Illinois Housing Develop-
ment Authority (IHDA), and federal assistance available under
HUD's Section 23611 program, RESCORP was able to reduce the
effective interest rate on its first projects to one percent.
This first phase, consisting of 148 wmits in five. buildings,
had the capacity to accomodate 70 percent market-rate tenants
and 30% rent subsidy families. In addition to providing for
economic mix in all of their developments, RESCORP engages in
aggressive affirmative marketing to attract white tenants
to a predominately black neigbborhood.12

One additional feature of the RESCORP model is worth noting:
its tenant selection procedure. Although it gives first priority
on rehabilitated units to former residents of its buildings, the
corporation heavily emphasizes screening tenants. Visits to
prospective tenants at their current residences, credit checks,
and applicants' willingness to abide by a set of tenant rules
characterize the selection process. Management of rehabilitated
buildings to the advamtage of both tenant and owner occupies

an equally high priority for Klibanow: "Good management means
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being responsive to tenant needs and being efficient, fair
and strict in enforcing the standards of the build:'.n,{.;."13
More than 350 units have undergone substantial rehabili-

tation at a cost of approximately $ 22,000 per unit. All of

the units are currently rented-up, and there is a waiting list.
Once a phase is completed, RESCORP sells 95 percent of the
interest in the project to private investors whése return on
investment is limited to 6 percent, but whose tax shelter ad-
vantages are substantial. RESCORP retains 5 percent interest

in each project, and remains the managing partmer. This arrange-
ment allow the corporation. to reimvest its money and to expand
its operation. Klibanow has not ruled out the possibility that

. RESCORP will include cooperative and condominium cornversions

in its future activities.

Greater Southwest Service Corporation
Cnicago, Illinois

The Greater Southwest Service Corporation is -- like its
counterparts discussed above -- a for-profit entity. It was
established by several savings and loan associations which nave
offices on the Southwest side of the City of Chicago. The area
has experienced some racial transition and disinvestment in
recent years, and several citizens groups greeted its creation
with mild enthusiasm. The service corporation was initiated
to work with the Greater Southwest Development Corporation .in
maintaining the commercial and residential viability of the
area. All of the savings associations which are shareholders

in the service corporation also participate in the policymaking
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and plamming of the development corporation. In addition to

the savings and loans, the membership of the development cor-
poration includes representatives from a local commercial banl,
Sears and Roebuck Company, Illinois Bell Telephone, Commonwealth
Edison, and a number of local businesses. The development
corporation is responsible for the overall plarming and develop-
ment of the target area, and the service corporation supervises
the rehabilitation of properties designated for such by the
developme_nt corporation.

The activities of the service and development corporations
are designed to indicate the commitment of the lending institutions
to the area, thereby instilling confidence in the future of the
commmity by area residents, business persons, investors and
prospective ;:'esidents. The two corporations believe that they
are beginning to accomplish this goal through the rehabilitation
of key properties in the area. As of September, 1977, two key
comrercial properties had been rehabilitated. One was a large
structure located in the heart of the area's major shopping
district. This area had begun to experience disinvestment and
deterioration, and merchant confidence in its future was declining.

The two corporations, acting in concert, managed to rehabili-
tate and lease the building to several new enterprises. The
leadership of both corporations viewed this as a significant
accomplishment, because of the perception that this area was
trapped in a cycle of deterioration which would lead inevitably
to further decline. The property is located on the eastern

periphery of the Southwest target area, which is several blocks
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from a community which was seriously impacted by a high rate
of abandonment of single-family homes which were insured by the
Federal Housing Administration (FHA) .

The program put forward by the development.corporation to
maintain the Southwest area includes several components. First,
the corporaﬁion intends to show, by example, that the neighbor-
hoods which compose its target area offer opportunities ‘for
prudent investment and the establishment of profitable commercial
enterprises. Second, a marketing strategy has been implemented
to maintain the confidence of existing residents and businesses,
and to attract new business. The development corporation has also
secured a commitment from financial institutions participating
in both the service corporation and the developrent corporation
to make conventional mortgage credit available to qualified
buyers, and to affirmatively market home improvement loans in
the area. An effort has also been initiated to aquire and re-
habilitate abandoned homes now owned by HUD as a result of fore-
closure.

The development effort also includes a strategy to rehabilitate
multi-family dwellings. As of September, one building containing
twenty units had been refurbished and rented-up. Aware of the
need to use multiple strategies to impact the area around its
target neighborhood, the lenders involved in the service and
development corporations also support a Neighborhood Housing
Services program in West Englewood, a resegrated area east of the

target area.
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Conclusions and Possibilities

In addition to the concrete accomplistments of che three
service corporations cited above -- and the many others that
have emerged during the last seven years -- the importance of
these instruments of reinvestwent is the confidence that they
have generated on the part of lenders and citizens that mature
commmities can be saved through prudent and individualized
underwriting and investment. As the U.S. League's consultant
on urban housing rehabilitation noted recently:

Perhaps we have underestimated the vitality of
our cities. The process of urban rehabilitation is
neither smooth nor tidy. We may see some social dis-
cord. Nevertheless, there is a back-to-the-city move-
ment, plus a stay-in-the-city and fix-up movement on
the part of people already there.!*

Given these trends in many cities, it is important for
public policymakers to use public initiatives to nourish this --
and any other -- private sector initiatives which have the
capacity to respond to tne needs of individual urban commmities.
Policymakers at all levels of goverrment can support the service
corporation efforts. City officials can use public improvements
-~ street repair, open space, provision of mmicipal services --
to support private initiatives in target neighborhoods. In
addition, cities can develop and effectuate realistic rehabili-
tation codes which protect the saftey and sanitation of housing
withoﬁt imposing outdated and needlessly expensive new building
code staﬁdards on older housing. State officials can make greater
use of state housing finance agencies to provide financing on a
priority basis to service corporations which are attempting

urban rehabilitation by using direct lending, mortgage purchase

prograws and provision of technical assistance. In addition,
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states can target public capital expenditures for roads,

sewers, water and public facilities in neighborhoods where
service corporations are actively involved in renewal efforts. ¥
Finally, federal officials can be encouraged by pollcyrrakers

at the state and local level to take special cognlzance of
service corporations in the federal Commmity Block Grant and
Housing Assistance Program regulations to insure that federal
funds are available to service corporations trying to avoid

displacement of low-income residents.
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Chapter 6
COMMUNITY DEVELOPMENT SUBSIDIARIES OF BANK
HOLDING COMPANIES AS VEHICLES OF REINVESTMENT
by Margaret Adams and Lawrence B. Rosser

Summary

This chapter describes how a few bank holding companies
“have used provisions contained in the 1970 amendments to the
Federal Bank Holding Company Act to create or acquire nonbank,
commmity development subsidiaries in order to purchase, rehabili-
tate and resell and/or operate single and multi-family housing
for low- and moderate-income persons. The authors point out
that to date, only fourteen bank holding companies have even
applied to do commmity development activities through a sub-
" sidiary, and that, of that number, only four are currently

engaged in residential redevelopment.
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COMMUNITY DEVELOPMENT SUBSIDIARIES OF BANK
HOLDING COMPANIES AS VIHICLES OF REINVESTMENT

Goverrment efforts to reverse the downward spiral
of established neighborhoods largely have been
ineffective because the various programs have

cast government in the role of doer in a sphere
of activity which requires considerable innovation,
resourcefulness, and competitive drive. Success-
ful activities which require such skills have been
performed historically by profit-motivated, pri-
vately capitalized business organizations which
draw upon public resources, when possible, to
accomplish their objectives.

-- Ronald Grzywinski, South Shore
National Bank, Chicago, Illinois

Introduction

Commercial banks are privately capitalized businesses
which are owned by their stockholders. Like other corpora-
tions in our economy, the management policies of banks are
deteﬁnined by those who own a controlling share of their
stock. Legally, if one company owns or exercises a con-
trolling interest in the management of another, the first
company is a "holding company," and the second a "subsidiary."
A holding company which has one or more commercial banks as
a subsidiary is known as a bank holding company (BHC).

BHC commmity development subsidiaries can provide a
useful vehicle for residential reinvestment. Properly
structured and managed, they are capable of working with
their sister subsidiaries -- commercial banks -- to in-

crease the number of rehabilitated residential properties
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available for sale or rent in a commmity. The key to
community development subsidiaries is the fact that unlike
banks -- which are prohibited by law from making equity
investments -- they are able to become part or sole owners
of real estate projects. As part-owners, these subsidiafies
can provide additional capital tc developers and thereby
assist in making them eligible for prudent bank credit.
Or, 1if there are no other developers interested in rehab-
ilitating units in a particular commmity, the commmity
development subsidiary can act on its own to purchase, re-
habilitate, manage and/or sell single and multi-family
properties.

The authority for BHC's to establish commmity de-
velopment subsidiaries comes from 1970 amendments to the
Federal Bank Holding Company Act.l Those amendments state
that -- subject to the approval of the Federal Resexrve --
BHC's may acquire shares of stock in a corporation, the
activities of which are ''so closely related to banking
... as to be a proper incident thereto.'" In making its
determination about whether particular activities are
appropriate, "the / Federal Reserve / Board shall consider
whether / the activity's [/ performance by an affiliate of
a holding company can reasonably be expected to produce
benefits to the public . . . that outweigh possible adverse

affects . . . "2

Using this legislative mandate as its basis of

authority, the Board declared in 1971 that it would permit
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BIC subsidiaries to make "equity and debt investments in
corporations or pProjects designed primarily to promote
community welfare, such as the economic rehabilitation and
development of low-income areas."3 Finally, in Augqst,
1972, the Federal Reserve Board went even further in itg

interpretation of how the 1970 amendments to the BHC Act

The Board stated that BHC's "possess a wique combination of
financial and managerial resources making them particularly
suited for a meaningful and substantial role in remedying
our social ills.'4

In its 1972 interpretation, the Board included a 1ist
of specific projects that it deemed permissible. This list
includes Projects for the construction or rehabilitation of
low- and moderate-income housing insured by the federal
govermment under Sections 221(d) (3), 221(d) (4) or 236 of
the National Housing Act,? or similar projects that are
insured by state housing finance agencies. The Board also
included a list of Projects that "may" be deemed permissible
as follows: housing projects for low- and moderate-income
people which are not insured by public agencies; and com-
mercial facilities which are designed to serve low- and
moderate-incone persons.

The distinction between Projects that are clearly
permissible, and those that the Board indicated it may

approve appear:: to be based on the presence or absence of
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public (federal, state or local) subsidies and/or insurance
in the project. For this reason, it behooves state policy-
makers to be aware of the possibilities and needs of BHC

commmity development subsidiaries as vehicles of reinvest-

ment,

Principal Actors and Their Roles

The parties necessary to initiate BHC commmity devel-
opment subsidiaries are the BHC and the Federal Reserve system.
The BHC must follow procedures set out in the Federal Reserve
Board's Regulation Y to gain approval for conducting nonbank
development activities.

If the BHC wishes to start a de novo development sub-
sidiary, it applies to the Federal Reserve Bank for its dis-
trict by sending proof of properly published legal notifica-
tion of its intent to begin developmeht activities. The
district Federal Reserve Bank, under authority delegated
it by the Federal Reserve Board in Washington, D.C., may
accept notificatioﬁ. If the district bank makes no objec-
tion during a 45-day period following notification, the
BHC may proceed with development activities. If the dis-
trict bank 6bjects, or, if the BHC plans to acquire an
existing development corporation, the BHC must make appli-
cation to the Federal Reserve Board for an individual
decision about whether its subsidiary's development activ-

ities meet the legislative test set out in Section 4(c)(8)
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Lxamples of BHC Community Development Subsidiaries’
Residential Reinvestment Activities

Since passage of the 1970 amendments to the BHC Act,
fifteen BHC's either have notified a district Federal
Reserve Bark of their intentions to engage in commmity
development activities or have applied to the Federal
Reserve Board for permission to do so. (See Appendix A.)
Of that number, this paper will examine four that are
currently using their subsidiaries to construct and/or
rehabilitate housing for low- and moderate-income persons

and one BHC whose application to do so bas been approved

recently by the Board,

Citizens and Southern Corporation

Among the first BHC's to make operational a commmnity
development subsidiary dedicated to providing housing for
low- and moderate-income persons was Citizens and Southern
Corporation of Charleston, South Carolina. TIts subsidiary,
known as Citizens and Southern Housing Corporation, began
operating in 1971. Since that time it has built approxi-
mately 270 houses for sale to low- and moderate-income
families.

During its first two years, the subsidiary used funds

available under Section 235 of the National Housing Act.’
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When these subsidies were terminated in 1973 by the Nixon
administration's moratorium on federal housing programs,
Citizens and Southern was left with 28 houses which had been
built for sale under the federal program. These houses have
since been financed by the subsidiary on terms roughly equi-
valent to Section 235, using a variable rate mortgage program S
and some subsidies from tﬁe Corporation. Since the morator-
ium, housing construction has continued at the rate of approx-

imately 20 houses per year.9

J. P. Morgan & Company, Inc.

In Decenber, 1971, the Federal Reserve Bank of New
York, on behalf of the Board of Governors ﬁnder delegated
authority, approved an application from J. P. Morgan &
Company, Inc., to engage in de novo commmity development
activity through a wholly-owned for-profit subsidiary known
as The 23-Six Corporation. The approval was for "partici-
pation in the sponsorship, acquisition, construction, fi-
nancing, and operation of housing for low- and moderate-
income persons within the United States, its territories,
possessions, and Puerto Rico pursuant to a Federal, State,
or local program . . ."10

Although the name of the subsidiary subsequently was
changed to the Morgan Commumnity Development Corporation
(CDC), the purpose remains that of making available "equity

financing to experienced developers of apartment housing
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for low- and moderate-income families and the elderly."ll
As of September 30, 1977, Morgan CDC has investments in
fourteen projects containing 1,019 wunits in seven states,
and has an equity commitment to another 24 units. None of
the projects are located in New York State, All use one
or more forms of public insurance and/or subsidy. Five of
the projects, containing a total of 252 wunits, have U.S.
Department of Housing and Urban Development Section 8 rent
subsidy funds available. Three of the projects. that are
located in Maine -- a total of 100 units -- have piggy-
backed Section 8 funds on low-interest financing from the
state housing finance agency.12

The Morgan CDC aiso participates in the New York City
Preservation Corporation (CPC) -- '"a private, not-for-profit
corporation established by 34 New York City commercial and
savings banks . . . to make short-term construction and
long-term mortgage loans for the rehabilitation of residential
buildings in neighborhoods that the city government has
designated as preservation areas.'!3 CPC confines its loans
to "individuals, corporate property owners, not-for-profit
organizations, and tenant cooperatives' of one-to-four-unit
dwellings and will provide a mortgage of up to 90% of the
value of the improved property with a mortgage term of
thirty years,l%

Morgan CDC's participation in CPC to date has con-

sisted of a commitment of $100 million for the CPC's loan
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pool. $5 million has been actually drawn down. In addition,
the subsidiary also has a $2 million commitwent to make single-
family mortgages for moderate-income families in the Bedford-
Stuyvesant section of New York City. Of this amount, approx-

imately $775,000 has been loaned out.ld

First National City Corporation

First National City Corporation, holding company for
First National City Bank in New York City, received per-
mission from the Federal Reserve Board in 1972 to make "equity
and debt investments in corporations or projects, including
joint ventures and partnerships" which provide for new con-
struction and rehabilitation of housing and ''related facil-
ities" for low- and moderate-income persons in the New York
metropolitan region through a commmity development subsidiary
known as Citicorp Commumnity Development, Inc. 16 This wholly
owned subsidiary provides construction financing, seed money
and permanent financing for its residential projects.

During the period from 1973-1975, Citicorp Commumity
Development, Inc. provided construction financing for 2,214
units. It also provided equity in the form of seed money --
so-called because these funds are used to cover costs incurred
in packaging residential projects in order to secure construc-
tion and mortgage financing -- to housing sponsors for 5,571
units, and permanent financing for 594 units. All projects
used some form of public insurance and/or subsidy -- such

as Federal Housing Administration (FHA) 221(d) (4) and city
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rehabilitation programs.1/

In addition to these activities, Citicorp received
permission from the Federal Reserve in 1975 to establish
Mission Park Corporation to 'engage in the construction,
ownership and operation of a low- and middle-income housing
project and related facilities in the Roxbury section of
Boston. "8 Citicorp Connnﬁity Development, Inc. has an 807%
interest in Mission Park Corporation with the remaining
interest being held by Harvard University. When completed
in 1978, the $41 million project will contain 775 wnits, 307
of which will be reserved for very low-income nﬁnority per-
sons. Mission Park Corporation will operate the project "for
the life of the 40-year mortgage, making Citicorp / through its
development subsidiary / a major landlord in Boston.'l9

Bank America Corporation

On January 24, 1977, the Federal Reserve approved Bank
America Corporation's application to engage in de novo activ-
ities described as follows: "a commmity welfare project de-
signed to improve neighborhoods by restoring abandoned and
substandard properties located in Oakland to use by purchase,
rehabilitation and disposition . . . through a / not-for-
profit / subsidiary, BA City Improvement and Restoration
Program Corporation" (BA CIRP Corporation) .20 Originally,
BA CIRP Corporation had intended to acquire, rehabilitate

and resell 30 homes in predominately black Fast Oakland
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during 1977.21 1n preparation for that schedule, the BHC
comuitted $150,000 for program funding, and an additional
$150,000 line of credit to the subsidiary.

The program became operational in March, and to date
the subsidiary has acquired only seven houses. One has been
rehabilitated and sold, and another is nearing completion.
Sale prices for the refurbished homes will range between
$22,000 and $40,000. The role of the development subsidiary
is limited to acquisition and rehabilitation so buyers must
obtain their mortgage financing. All of the homes qualify

for FHA mortgages. 22

I1linois Neighborhood Development Corporation

In August, 1977, the Illinois Neighborhood Development
Corporation (INDC) -- holding company for the South Shore
National Bank of Chicago, Illinois -- applied to the Federal
Reserve for permission to engage in de novo commmity
development activities through two subsidiaries: City Lands
Corporation, a for-profit subsidiary; and, The Neighborhood
Institute, a not-for-profit affiliate.

The rationale given by INDC for the bifurcation of
the profit and not-for-profit functions follows:

Many aspects of commmity redevelopment can be
addressed successfully by for-profit development
activities. Others, however, can only be carried
out as not-for-profit projects in the interest of
commmity welfare. Indeed, these "unprofitable"
concerns must be dealt with if other for-profit

ventures are to succeed. The regeneration of a
declining neighborhood requires that the full range
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of problems facing the commnity be addressed to
break the downward spiral of decay. This must be
accomplished in such a way that the housing and
commercial sectors are upgraded without displacing
the low- and moderate-incore families who live in
the commumnity. :

A not-for-profit affiliate of a bank holding
company is an appropriate vehicle for selected
commmity welfare activities . . . These activities
would include education, manpower development,
certain not-for-profit aspects of housing improve-
ments and comrercial revitalization, security, energy
conservation, and recreation.?23

The for-profit subsidiary will operate to purchase,
rehabilitate or reconstruct and dispose of "abandoned and
substandard' properties by using equity participation with
developers to help them qualify for prudent bank credit, or
by acting on its own. INDC received Federal Reserve approval

of its application in December, 1977.

Problems and Possibilities

Perhaps the most significant impediment to more wide-
spread use of BHC community developrent subsidiaries is
regulatory. The Federal Reserve Board interprets Section
4(c) (8) of the 1970 BHC Act as a two-part test. The non-
banking activity under scrutiny must be closely related
to banking and have public benefits which outweigh any
adverse effects of performance of the activity by a BHC.
Maintaining both tests gives the Board maximm flexibility
in permitting or preventing non-banking activities.25

The Board's most extensive discussion of the ciosely
related test arose in the context of an application from a

comnmity development corporation located in Chicago,
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Illinois which applied to the Board to become a BHC. 26
North Lawndale Economic Development Corporation sought to
acquire 90% of the voting shares of a proposed new bank to
be located in a predominately black, low-income area on
Chicago's West side. Although this case illustrates tﬁe
opposite phenomena from that discussed above —- North
Lawndale already was, in effect, a holding company for a
commmity development subsidiary and was trying to acquire
a commercial bank as another subsidiary -- the Board's
response is illustrative of the regulatory attitude that
may confront even well established BHC's which want to
engage in non-bank development activities.

North Lawndale based its application on its ability
to meet the public welfare part of the test, and assumed
that it would also meet the closely related to banking
test. The Board ruled that it had permitted BHC's to en-
gage in limited projects to promote the public welfare in
the past primarily because these activities would contribute
to the banking finctions of the holding company -- not be-
cause they promoted the public welfare. Since North
Lawndale was involved primarily in a wide range of commmnity
development activities (maintaifﬁ.ng a health care facility,
developing residential and commercial facilities), the
activities were not limited sufficiently in scope, nor
were they'closely enough related to banking to qualify the
organization to become a BHC. Although the North Lawndale
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application eventually was approved on the basis of a
technicality -- a court ruled that the Federal Reserve had
not acted in a timely fashion to disapprove the application2’/
-- the Board's precedentiél ruling in the matter does not
bode well for other commmity development corporations which
may wish to enhance their capacity to do development by
establishing or acquiring a commercial bank.

A second regulatory barrier may be the Federal Reserve's
concern for bank soundness in its application of the standards
in Section 4(c) (8). 'This concern is rooted in the traditional
regulatory objectives of and responsibility for protecting
the safety of deposits and the stability of the banking system.
With a view towards these objectives, the Board analyzes the
prospects, managerial skills, earmings, capital adequacy, and
debt structure of bank holding companies as well as their
banking and nonbanking subsidiaries.28

While the Federal Reserve's concern thét unprofitable
BHC commumnity development activities may jeopardize the safety
and soundness of banking subsidiaries is understandable, the
regulatory agency compounds the problems of applicants by its
equally strong insistence that development activities not be
too potentially profitable. Several BHC applications to
establish commmity development subsidiaries have been de-
layed or denied by the Board on this basis.29

Unfortunately, the total number of BHC's which have

applied to establish or acquire commmity development sub-
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sidiaries is small; and, of that number, only those cited
above have focused on the production and/or rehabilitation
of housing for low- and moderate-income persons. These
four BHC's also are very large, suggesting that those which
own or control medium to small-sized banks may not have the
money nor the expertise to take advantage of the commmity
development provisions of the 1970 BHC Act.

Since state goverrments can do nothing formally to
strengthen either the Congressional intent of the BHC Act
of 1970 nor to influence the Federal Reserve's regulations
concerning its application and approval process, they must
look at other ways to encourage BHC entry into the commmity
development field. Two possibilities for state-initiated
incentives may be worth considering. The first, and most
obvious, is that state housing finance agencies could set
aside a certain portion of their low interest financing for
BHC commumnity development subsidiaries that are engaged in
residential construction and/or rehabilitation. Not only
might these "set-asides' help BHC's convince the Federal
Reserve that proposed commmity development subsidiaries
possess the capacity to do residential development, but
they might also help more moderate-sized holding companies
decide to undertake the complex and expensive process of
establishing such subsidiaries.

A second kind of state-initiated incentive is neigh-
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borhood development grants to assist BHC's in covering the
costs. associated with establishing and operating community
development subsidiaries. BHC's that are successful in
receiving approval from the Federal Reserve might be en-
titled to receive full or partial public reimbursement for
their costs. In addition, and, perhaps, more important,
state funds could be used for matching grants to non-profit
affiliates or equity investments in for-profit subsidiaries
of BHC's.

Finally, however, in creating incentives to do re-
investment through BHC commmity development subsidiaries,
public policymakers at all levels may want to work toward
the establishment of what Ronald Grzywinski calls an appro-
priate "constitution'" for these entities. The four elements
of hlS suggested constitution for BHC commmity development
subsidiaries are as follows:

1. That the costs and profits of development
will be accurately reported.

2. 'That excess profits will revert to the benefit
of the entire commmity.

3. That control and ownership of the institution
will pass to the broad commmity of local
residents who are most directly affected
by its actions, so that local savings may
always be available for the primary purpose
of neighborhood renewal.

4. 'That the institution will poggess the capacity
for continuous self-renewal.

If nonbanking subsidiaries of BHC's are to fulfill

their potential role as vehicles of reinvestment, both
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the public and private sectors will have to look more
closely at the problems and possibilities of these entities,
and develop a rationale and strategies to overcome their

current limitations.
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APPENDIX A

Bank holding companies which have applied to engage de novo
or acquire existing nonbanking commmity development sub-
sidiaries, as reported in the Federal Reserve Board's H.2
Releases from 1970-1977. BHC's are listed in alphabetical
order.

BankAmerica Corporation, San Francisco,
California

Bankmanagers Corporation, Milwaukee,
Wisconsin

Citizens and Southern Corporation,
Charleston, South Carolina

First Bank System, Inc., Minneapolis,
Minnesota

First National Boston Corporation, Boston,
Massachusetts

First National City Corporation, New York,
New York

First National Company of Sikeston, Inc.,
Sikeston, Missouri®

First Pennsylvania Corporation, Philadelphia,
Pennsylvania

I1linois Neighborhood Development Corporation,
Chicago, Illinois

J. P. Morgan & Company, Inc., New York, New
York

Lincoln First Banks, Inc., Rochester, New York
Marine Midland Banks, Inc., Buffalo, New York

Nathan Hale Investment Corporation, Norridge,
Illinois

R.I.H.T. Corporation, Providence, Rhode Island

*Holding company dissolved in 1974,
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Chapter 1
AN ANALYSIS OF DISCLOSURE LAWS
AND REGULATIONS FOR FINANCIAL INSTITUTIONS
by Calvin P. Bradford, Robert K. Brehm, and

Leonard S. Rubinowitz

Suﬁmag

This chapter review local and state laws and administrative
regulations which require financial institutions to disclose
their lending records, and in some instances their deposit records, -
by specified geographic areas to public agencies, public regulators
or the general public.

The chapter indicates the various uses of disclosure data
by public agencies and regulators. It also describes the range of
institutions and areas covered by existing disclosure laws and
regulations, the specific information which various disclosure
provisions require of financial institutions, and the procedures

for the collection, publication and analysis of disclosure data.
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AN ANALYSIS OF DISCLOSURE LAWS

AND REGUIATIONS FOR FINANCIAL INSTITUTIONS

Disclosure legislation should be the begin- -
ning, not the end, of cooperative efforts
between goverrments at all levels and com-

mmity groups to preserve and restore urban
neighborhoods... In many ways, (it) is the
best kind of reform legislation because it

merely provides commumity groups and local
officials with informwation, and leaves the
precise rewedy to the locality.

~- Senator Willizm Proxmire 1

The term "disclosure' refers to the reporting, by the
various types of institutions involved in mortgage lending, of
data concerning the financial activity of those institutions.
It has been suggested that the information made available °
through disclosure can be useful to state and local governments
in a variety of ways to:

(1) Better select areas for concentrating Community
Developrent Block Grant fimds and other revitaliza-
tion projects;

(2) Target and assist areas begirming to exhibit
early signs of disinvestment;
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(3) Assess the impact of current rehsbilitation and
neighborhood presexvation projects in attracting new
finance into the area;

(4) Determine vhich lending institutions are involved
in specific geographic areas and the degree of their
involverent, as background for determining which would
be most appropriate to participate in public/private
revitalization efforts, or as recipients of public
deposits; '

(5) Identify those institutions which are less in-
volved in housing finance in disinvested neighborhoods
and encourage their greater involvement through work-
shops, funding incentives, or regulatory sanctions;

(6) Be better prepared to evaluate the need for new
branches (in states vhich allow branching), charters,
relocations, oxr mexrgers, and to be better prepared to
assess the performance of institutions seeking thase,
and other, forms of conversion, expansion or reduction
in sexvices; and

(7) Monitor lending pattemns to discover discrimina-
tion or arbitrary biases in the granting of credit. 2

Disclosure legislation has been passed at the federal
1eve1,3 at the state level in Illinois, New Jersey, Comnecticut,
and Ohio,4 and has been propos-ed in several other states in-
cluding California, Michigan, Minnesota, Pennsylvania, and

Washington.5 Disclosure imposed by state regulation
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alone is in ceffect in Massachusetts, California and New York.6
ihe cities of Rockford (Illinois), Mimmeapolis and Cleveland
have disclosure ordinances), generally modeled after the first

mmicipal disclosure ordinamce passed in Chicago in 1974.

The Appendix to this paper contains a camparison of the
provisions of the local, state and federal disclosure require-
ments now in effect. The provisions of the proposed Missouri

disclosure act are also included in this Appendix.

Disclosure laws and ordinances are usually tied to a
set of implerenting regulations. These regulations often add
substentially to the reguirements of disclosure legislation.
The proposed Mimmesota law, for example, simply instructs the
state barnking commissioner to devise all the requirements.
The Cormmecticut and Ohio laws do not have implementing regula-
tions in effect at this time. At this time it is not clear
exactly vhat requirements will be included in those forthcoming
regulations. (Accordingly, the Comecticut and Ohio require-
ments are not included as part of the discussions in this

paper.)

The requirerents of present and proposed laws and regula-
tions represent a variety of viewpoints as to which types of
information and forms of reporting are both reascnable and
necessary in order to permit a thorough amalysis which permits
an accurate interpretation of the disclosure data. The fol-

lowing elerents have been incorporated in one or more of tha
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existing disclosure Yequirerents,

The Range of Institutions and Areas Covered

If one purpose of disclosure requirerents is to éﬁtéj_n

an accurate picture of the existing imrtgage market, then
these requirerents ought to include all, or a representative
portion, of the lenders doing business in an area. Disclo-
surce which includes only a small mmber of institutions which

might be lending in an area may not give an accurate picture
of the total mortgage market for that area. On the other hand,
if the few lenders included in a paxticular disclosure require-
ment represent the vast majority of the lending activity in an
area, then little may be gained by including other lendsrs vho

Iay represent only a very small portion of the market,

To the extent that disclosure data is used as one indica-
tor of the demand for loams in an area, there may be similar
concerns over how well the disclosure data refTect the total
activity in en area. Cne should keep in mind, however, that
decisions to seek loans are conditioned on the availability
of credit. That is, vhen there is more mortgage money avail-
able in the market,. at reasonasble terms, more people are likely
to take advantage of this supply. Aggressive rarketing is
dEblg.‘IEd to stimilate a demand that would not exist in the
absence of such cfforts. Therefore, since demand is partly
a response to the supply and marketing activities of lenders,

data on actual lom activity, without data on supply and
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marketing, camot fully measure the nsad or potential for

lending in an area.

State and local provi_sions vary in the kinds of fil’!EE';lCial
institutions to which they apply disclosure requirements. Scme
apply to state-chartered institut;ions only, since tfxese are
generally regulated at the state level. Other legislaticn and
regulations seek to impose requirements on federally chartered
institutions as well. The legal question remains wnsettled a
to whether states can impose these requirerents on institutions
which are chartered and regulated by the federal govermment, &
Sare states secure this data indirectly, e.g., through making
public deposits available to institutions which provide the
desired data. Mmicipal disclosure ordinances in particuiar'

have used this approach.

1. Institutions

Most comonly, mortgage 1enclmg is dore by depository
institutions - savings and loan associations and banks are
the major ones. Almost all of the present focus on disclosure
has been on these institutions. Aside from these institutioms,
credit unions are included specifically in the Federal Act,
the New Jersey and Illinois laws and the Massachusetts regula-
tions.

Mortgage lerding is not Jlimdted to depository institutions,
Woodstock Institute  Chicago: lHinois
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Most notable arong thg non-depository institutions in the
hore Jending warket are mortgage bankers. 9 Yortgage bankers
specialize in federally insured and guaranteed loans and gener-
ally make these kinds of wortgages availzble in areas vhere
ere may be an inadsquate supply of conventicnal mortgage
credit on terms and COI’ldlthIlS acceptable to prospective pux-
chasers. Nationally, mortgage bankers originate about seventy-
five percent of all FHA-insured single-family mortgages. 'This
includes a part, or even the majority, of lending activity in
some areas. Only the Illinois statute presently covers mort-
gage bankers.

Other sigpificant sources of capital and credit include
life insuramce ccmpanies and pension funds. Poth of thsse in-
stitutional irvestors have long term sources of incore (em-
ployee payrents or premiums) which are well suited to long
term investmwents such as mortgages. Both types of institu-~
tions currently purchase single-family mortgages and origi-
nate or make wortgages on large milti-family, industrial and
comercial developrents. The Illinois disclosure law applies
to insurance companies, as does the bill proposed in Missouri.
Hone of the statutes or administrative requirerents initiated

to date cover pension fumds.
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" 2. Geographic Peportirg Areas

Both the size of the areas defined for disclosure and the
range of areas included are important concerns for disclosure..
Most disclosure requiremwents provide for disclosure by census
tract. A census tract is generally small enough to allow sore
- approximation to neighborhood boundaries, either individually
or by aggregating several together. Disclosure at the postal
ZIP code level is often easier for cading purposes, thoush ZIP
codes may be so large that they include a variety of different
neig}:xborhood:?. Reporting on the basis of an area smaller then
census tracts would be difficult to code, although some census
tracts are laxge enough . to exhibit the same problems as ZIP
codes. All present disclosure requirements use census tracts

as the reporting areas for the primary areas they cover.

Municipal ordinances generally require detailed disclosure
by census tracts within their city limits (the primary area)
with a single category for loans in suburban or other areas.
The Federal Act and most state requirements apply to selected
cities or metropolitan areas. Rural areas are included in
the California and New York regulations and in the New Jersey
Law.

3. Asset Size Requirements

Limitation on instituions included in disclosure measures
often includes asset size. The argueent for eliminating smaller

institutions, such as those under $ 10 million - as in the
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Federxal Disclosure Act - is that such small institutions have
little impact and few resources in themselves. On the other
hand, in sare areas vhere these institutions may have little
individual impact, collectively they may corprise a sigriificant
portion of the market. Thus, their elimination from disclosure
records may recuce the usefulness of data relevant to credit

neads in such areas.

Deposit Base or Source of Capital

The sexvice areas for financial instituticns have tradi-
tionally been defined partly by the location of their deposit
base. Agencies which regulate depositoxy instituiions consi-
der tha need for services and the potential for deposit base
vhen deciding upon chartexing applicaticns (or branching appli-
cations in other states vhich allow branching). 10 pisclosure
data can be used to help determine the commercial and consurer
deposit base in an area and to indicate whether a need for ad-
ditional facilities exists. Disclosure of deposit base data
has been includad in scme disclosure requirements as one means
of assisting in meking chartering (or bremching) decisicns and

in estimating the performamce of existing institutions.

Both the Massachusetts and New York regulations require
sore form of deposit disclosure. The federal disclosure bill
originally included deposit disclosure, though it was later
deleted. Deposit data was also deleted from the Illinois law

as a special provision in oxrder to make it conform to the
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Federal Act. lost of the mmicipal disclosure ordinznces
include scre disclosure of the deposit base of the reporting

institutions.

There are several categories of deposits which may- ;t;e
included. Somwe present requirements mclude timre deposits
(such as savings accounts) and demrand deposits (such as
checking accounts). The Mimmeapolis ordinance breaks down .
time and demand accounts by individval and commercial deposits,
but collects the data only for single categories of in-city,
out-of-city but in the state, the rest of the state, and out-
of-state. The Massachusetts regulations collect time and
demend deposits, but release them by reporting areas with a
single combined figure for all institutions. 'The Chicago
ordinance is the only disclosure requirement which both col-
lects and releases deposit data for each reporting area for

each individual institution.

As a practical matter, coding deposits by geopraphic
areas is mwore time consuming than coding loans since deposi-
tory institutions have many more deposits accounts then lozns.
The Rew York regulations attempt to deal with this by a de-
tailed procedure vhich allows institutions with more than

4,000 accounts to use a sample rather than all accounts.
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- Lending Base for Disclosure

1. Cuxrent Versus Total Yo Disclosure

This is the question 6f whether an institution shdﬁid
disclose only those loans made for a single current reporting
pericd or all the loans (total portfolio) held by theinstitu-
tion regardiess of vhen tﬁey were made. Discloswre of the
total mwortgage portfolio alone would tend to overshadow cur-
rent lending patterns by the dominance of loans made in the
past. Nonetheless, the total portfolio of loans can be one

baseline for comparison with current practices.

Generally, disclosure reporting periods are for the most
recent year, although they vary from two years for the Cleve~
land ordinance to monthly for the California regulations. The
I1linois law amd the Massachusetts regulations require both
disclosure for a current pexiod and for the whole portfolio.
Data held by the California Departwent of Savings and Loan
makes it possible for that agency to trace lending pattérné
for over a decade, though their present disclosure regulaticns

require only current monthly reporting.

2. Yoan Activity: Applications, Originations and Purchases

Six state or city discloswre provisions, including the
St. Iouis ordinmce, require disclosure of applications re-

11
ceived as well as loans made. Thus, this set of regulations
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provide some data for comparison of characteristics of acéeptcd
and denied loans. About half of the existing disclosure re-
quirerents include both the mortgages vhich the institution
originates itself and the mortgages which .they purchase from
other lenders. The first draft of the Implewenting regulations
for the New Jersey law specifically released institutions from
repoxting loans which they 6ﬁgi1mted, but vhich they sold
within the same year. ‘The final regulaticns deleted this pro-
vision. Such a measure may eliminate from disclosire many
loans which mske up the total wortgage market. This is parti-
cularly true for mortgage barkers whose. business depends upon
their ability to originate and sell moxtgages in a short time

pariod.

3. Loan Characteristics

Information on the characteristics of loans facilitates
a determination of vhether there are variations in the terms
and conditions of loans based on the location of the property.
Information under this category genexally includes ( on a
loan by loan or an aggregate basis) vhether the loan is con—
ventional or insured, the amownt of the loan, the intereét
rates charged, size of downpayment, term (length) of the
loan, and other service fees, application fees or charges
for receiving or making the loan. ‘The Chicago, Cleveland and
Rockford ordinances require data on interest rates, d&mpay—
ments and the te::m,12 while the New York regulations include
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both interest rates and term. Massa husetts regulations
require reporting of interest rates only and the New Jerse

law requires reporting of only the term.

Finally, loan characteristics include the purposa of tha
loan. All present disclosure requirerents include reporting
of mortgage loans for certé_:'Ln typas of pr&perties. Most also
have categories for hore imwproverent or rehabilitation loans.
The New Jersey law requires a separate listing for loans fram
its state housing finance agency. The California regulations,
the T1linois law and the Cleveland and Rockford ordinances
require data on construction loans. Generally, existing re-
quirements are limited to information on here lozns. However,
the Chicago ordinance also seeks data related to commercial
and consurcer loans, in order to assess the flow of credit to

lo~al business.

Property Profiles

Information on the characteristics of the property may
help to determine the extent to vhich variations in loan terms
and conditions are consistent with these fectors. Propexty
profiles contain two types of informstion - information on the
pPhysical characteristics of a propexrty amd information on the
finamcial characteristics of the property. Physical data in-
clude such things as the type of structure, its use, its size,

arenities, type of construction, etc. Econcmic characteristics

Woodstock Institute  chicago. lllinois



IV-1-14

include such things as the appraised value, the selling price,

or the operating statewents (for income producing properties).

The California regulations and the regulations irplementing
the New Jersey law require data on the age of the prope:l:'ty and
its selling price. In addition, the California regulations also
require data on the size of the living area and the appraised value.

All disclosure requirements iqclude loan activity for
single—family (one to four wnit) properties. Disclosure re-

tions and laws include reporting of loans for multi-family
structures, though not in the detail required for single-family

1c:ans.'13

Reporting for commercial properties is generally
omitted, or lumped into a single commercial category - as is
the case with the New York, Massachusetts and Califozﬁia regu-
lations ard the Mimmeapolis and Rockford ordinances. Only the |
California regulaticns requife data on loans for the purchase

of vacant land.

Borrower Profiles

California has included in its regulations selected in-
formation on the creditworthiness of the borrawer(s). Such
information includes the borrower(s) total armual and nx;nthly
income. These regulations also include certain social data,
such as the race and sex of the borrower(s). No other dis-

] ) 14
closure regulation or law requires such data.”
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Rigk and Loss Experience

Data on actual risk factors are limited. The California
regulations require reporting of whether or not neighborhood
factors were considered in deciding upon the loan. The Massa-
chusetts regulations require foreclosure data. Only the New
York regulations contain detailed information on delinquent;
defaulted and foreclosed mortgages and fmang:ially distressed
properties.

Collection, Publication znd Analysis of Disclosure Data

How the regulator collects and uses the data is an im-
portant part of the disclosure process. Cnly the California
regulations and the St. Louis ordinance require a formal analy-
sis of the disclosure data by the égency collecting the data.
Yost ;iisclosure requirerents simply guarantee that the public_

has access to the data for their own uses.

Aside frcm the categories of data which have been dis-
cussed, the form in which the data is collected can ald in
analysis. Most fomms of disclosure require the reporting of
aggregate totals for census tracts or ZIP codes. 'The Califor-
nia regulations and the regulations implementing the New
Jersey law do require individual, loan by loan, reporting.
Thus, most data represent either total aggregates of all leans
(ox deposits) or some type of sumary statistic (such as the

average interest rate for all loans in a certain area for a
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selected category). Data collected on such an aggregate
basls can be nisleading. Average interest rates for tvio

dreas may be similar, but in cne ayea they may all be close

to that average, while in the other lending policies way
produce a vide range of interest Tates which happen to average

out at about the same level.

Aggregate data may also lead to inaccurate comparisons,
One area may show a higher aggrepate percentage of rejections
than another. Aggregate data on i:'rope.rty characteristics ray
show that the area with the higher loan rejection rate actu-
ally bad a higher average income for loan applicants. These
two pieces of aggregate data might lead to a conclusion that
the area with the higher re jection rate was being arbitrarily
redlined, W‘1en a comparison of individual applicant income
and rejections might show that each loan reJectlcm was basen

on clear ev:Ldence of insufficient income.

When data are reported for each individual. loan, those
using the data can aggregate and classify the data by any
reporting category. Such Teporting systews allow a more flexi-
ble form of analysis, not restricted to the aggregate charac—-
teristics chosen by those who drafted the reporting forms. Ope
disadvantage of this individualized reporting is that it creates
a vastly increased amount of data for the collecting agency
(one set of information for each loan rather than one set for

each geographic reporting area).,  Individual reporting may not
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necessarily increase the burden on the lending institutions
since they may have to create individual records in order to
sort and tabulate the data for any reascnebly detailed set

of aggregate reporting categories. Individual reporting may
have a second disadvantage for those seeking to analyze the
data. Those using the data have to create all of the aggregate
categories on their own, thus increasing their costs of analy-

sis.

Finally, scme of the regulators and citizens using disclo-
sure data.report: that the data that has been provided has been
inccmplete, inaccurate andf/or illegible. Detailed checks by
agencies such as those in California, New York and Massachusetts
have revealed significant errors in reporting. Perhaps the wost
frequent error has been on the reporting of the census tract

15
lecations of loans.

The format for public access to disclosure data varies.
Disclosure reports for all institutions are available at a sin-
gle central location for institutions reporting wnder the Cali-
formia and Massachusetts regulations, for the I1linois 1y and
for mmicipal disclosure ordinances. 1® There is no central
collection agency for data under the Federal Disclosure Act.

All of the disclosure laws and regulations which do not make
reports available~at a central location do require data for each
institution to be publicly available at the main office end
designated branches of that institution. Some laws, regulati

and ordinances require public éc:cess at both places. Generally,
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provisions are made to insure that citizens are allowed to
obtain copies of the reports "at cost" or for "reasonable

charges."

The California regulations and the St. Louis orch'it.ance
Yequire an analysis by the agency collecting the data. Several
other regulations state that certain officials ™ay prosecute
or hold hearings based on their review of the data, but they
do not actually require either formal review or analysis of
all the data. At present, there is not ccmplete analysis of
disclosure data by any regulator. Sowe regulators have analyzed
parts of the data. The Commissioner of Barks in Massactmusatts
periodically releases selected analyses. The Banking Commissioner
in Rew York hired a team of private consultants to analyze the
initial set of data there. The Ffinal report has not yet been
released. Analysis of the Califormia data has not yet been
completed or released. The City of Mirmeapolis has released
sore tabulations of the.ir c’d._sclosure data, but these tabula-
tions only compare city versus non-city loans and do not brezk
down the data on a commmity basis within the city. Finally,
the Community Developrent agency for the City of St. Louis,
presented an amalysis of the first round of disclosure data

to the Funds Committee of the City Council in July of 1977.
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Conclusion

Since the proposal for a state disclosure 1my in Illinois
in 1974, there has been a growing rumber of regulations -and
laws at the local and state levels. The passing of the federal
Home Mortgage Disclosure Act in 1975 did not mark the end of
further attempts at state éﬁd local disclosure. Citizens and
regulators in several states have expressed the view that state
and local laws and regulations could improve upon the quantity,
quality and uses of disclosure data. Disclosure requirements
vary greatly from simple tabulations of the mmbers and dollar
arowunts of single-fardly mortgages to individvalized and de-
tailed reports on many items of information considered impor-

tant in loan underwriting.

The mumber of disclosure laws and regulations has increased
over the last several years, as has the comprchensiveness of
these provisions. Increased attention has been paid to requiring
the kinds of data which will permit a determination of vhether
credit needs are being met adequately in various meighborhcods
and comamities, so that if deficiencies are revealed, steps
can be taken to insure that there is an adequate supply of credit
throughout the jurisdiction involved.
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Appendix:

Comparison of Disclosure Requirements

The following three-part table ccmpares the provisions
of the Federal Disclosure Act, the administrative regulations
in California, Massachusetts and New York, the laws and imple-
menting regulations in Iliipois and New Jersey, and the muni-
cipal ordinamces for Chicago, Cleveland, Mirmeapolis, St.
Louis and Rockford (I1linois). The table also includes the
provisicns of the proposed Missourl state disclosure law -
with the limitaticn that these provisions might be altered
by any implementing regulations which would be developed if

this proposed law were passed and put into effect.

‘The key for the tables is as follows:
X means that this provision applies

? means that it is not clear vhether this
provision applies or would apply

10 indicates the asset limitation in mil-
lions of dollars for those disclosure
provisions which exexpt fram reporting
institutions with assets below a cextain
level

x3 means that there is a footmote fimther
explaining sowe detail of this provision
for this particular law, regulation or
ordinance
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Footnotes for Text

lSt:atement: made by Senator William Proxmire during the
following congressional hearings: U.S. Senate. Committee on

Banking, Housing and Urban Affairs. The Home Mortgage Disclosure

Act of 1975 - To Improve Public Understanding of Depository
Institutions in Home Financing. 94th Congress, 1st Session.
May 5-8, 197/5.

2his represents a modification of a list originally
taken from: Center for Conmunity Change, The Llfeb]_.ood of
Housing: A Report to the Cormormealth of Permsylvania on.
Housing Investment and Conservation (Alexandria, Virginia:
Mot Vermon Publishing Campany, 1976), p.34.

3rl‘he Federal Home Mortgage Disclosure Act of 1975 - Title

ITI of Public Law 94-200 (12 U. S. C. 2801 et se .) which was
implemented wnder Regulation C (12 CFR 203) ted by the
Board of Govermors of the Federal Reserve System and published
in the Yederal Register on June 14, 1976 (41 FR 23931).

4See: I1linois Financial Institutions Disclosure Act
(Public Act 79-632), Illinois Revised Statutes, Chapter 95,
Section 201, et seq. and implemented by instructions from
the Director af_t'ﬁé_qbepartment of Financial Institutions
(undated), "Information and Instructions - Reporting Form -
Financial Institutions Disclosure Act;" New Jersey Disclosure
4ct, Chapter 1, Public Laws of 1977 (N. J. S. A. 17:16F-1 et
seq.) and implevented by regulations drafted by the New Jersey

Department of Ranking (Title 3, Subritle A, Chapter 1, Subchap-
ter 9, adopted on August 22, 1977); Act to Prohibit Discrimina-

tion in Mortgage Lending (Cormecticut) (Public Act 77-153,

vhich becores effective October 1, 1977); and in Ohio there was

an arendrent to a bill (.B. 485, amended - passed and signed
into law July 17, 1975) vhich gave authority to the state
regulators of commercial banks and savings and loan associa-

tions to require disclosure of mortgage activity end to develop

implementing regulaticns; though no regulations have ever been
acopted.
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JFor California, see S. B. No. 3 (introduced December 6,
1976); for Michigan see H. B. 4227 (which passed the Hichigan
House on July 1, 1977); for Mimesota see H. R. 736 (introduced
in the spring of 1977); for Permsylvania see H. B. 986 and S.B.
778 (both introduced on April 26, 1977); and for Washington see
H. B. No. 323 (introduced February 9, 1977).

6'I‘he California Regulations are contained in a memo (No.
75-25) from the California Department of Savings end Loan
(July 2, 1976, Los Angeles). These regulations change or
enact Subchapters 4, 10, 20, 23 and 24 of Chapter 2, Title 10
of the California Administrative Code, effective August 1,
1976. The New York Regulations are conteined in Supexvisory
Procedure G-107 of the Departwent of Banking for the State of
New York. The final regulations were issued on April 30, 1976.
The regulations for the Comronwealth of Massachusetis are con-
tained in a series of directives from the Banking Department.
On August 1, 1975, two directives were issued. One defined
the format and coverage of disclosure for the current reporting
pericd (including forms A through E for recording the data).
The second outlined the process allowing depositors of any
state chartered institution to have their institution included,
regardless of asset size or location of the institution. On
June 14, 1976 (and again on June 9, 1977) a directive was is-
sued defining the coverage and format for disclosure data on
each institution's total portfolio of loans (including forms
G through K for reporting this data).

Rockford, City Ordinance #1976-11-0 (passed January 19,
1976) ; Mirmeapolis, Mimesota Code Section 945.C40 (passed in
1974) ; Cleveland Administrative Code Section 127.34 et seq.
(passed April 26, 1976); and Chicago I}linois Codes Chapter 7,
Subsection 7-30 et seq. (passed in 1974). Also, while the Dis-
trict of Columbia has no actual disclosure ordinance, they did
set up a special cemmission on Residential Mortgage Investments
as a result of a council resolution of July 15, 1874.

8Regu].ati<m C implementing the Federal Yare Mortgage
Disclosure Act allows state chartered institutions to opt to
report only under state disclosure requirements for states
vhose disclosiwe requirements are deemed to satisfy federal
standards. Presently, there is a court suit by several
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federally chartered institutions in I1linois claiwing that
they cammot be forced by the state to report wunder state regu-
lations (which are more detailed than federal requirements).
Thus, these lenders are testing the pre-emption question to
see if they must couply with state regulations which require

, rore than the federal regulations.

9For a description of the fuimctions and yxole of mortgage
barkers and the present forms of regulation of their activities
see the forthcoming paper on state efforts to license and regu-
late mortgage barkers. : :

A forthcoming papsr will discuss the relationship be-
tween reirwestment performance and the gramting of chartering,
branching, and relocation privileges.

1]Tney are Califormia, Illinois, New Jersey, Massaclmsetts,
Mimmeapolis and Rockford.

12 The St. Jouis ordinance cdoes not require data on mort-
gage rates or terws but allow institutions to supply such
data if they choose to do so.

1.3Ihe phrase 'by detail" means that no categories are
defined to identify different size or types of multi-family
properties. '

14Tna New York regulations require lenders to keep certain

records on incore and social characteristics of applicents,
but. these data are not part of the public disclosure data.

Pilot studies on discrimination in lending were car-
ried out by the federal financial regulatory agencies in 1974.
These studies included census tract locatiocns of loan appli-
cants, but in their analysis of the data, agencies deleted
any analysis of loan locations due to the high level of inac-
curacy in reporting by the individual lending institutions in -
the surveys.

16

The Cleveland ordinance does not state directly either
which agency shall collect the data or whether it shall be
open to the public for inspection.

17The New York State Banking Depart:ﬁent released to the
public a preliminary report: Mortgage Financing and Housing
Markets in New York State: A Preliminary Report (May 10,
1977).
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Footnotes for Appendix

1

The Coomissicner of Banks in Massaclusetts has ordered
any institution, regardless of its asset size or location, to
camply with the disclosure requirements if 25, or wore, of the
institution's depositors sign such a request.

2

Deposit data is not released cn an institution by in-
stitution basis, but only in an aggregate form corbining the
deposits of all reporting instituticns for each reporting area.
Thus, the disclosure made to the Barking Coomissioner is not
the same as vhat is disclosed to the public and the deposit .
data is not available for inspection at individual lenders'
offices.

3

The Illinois law provides for disclosure by both census
tract emd ZIP code for all areas covered.

4
The regulations implementing the New Jersey law include
a category for loans made or purchased out of the state. This
is unique.

5
Reporting of deposit data and loan conditions is not

required.
6

All accomnts listed at the downtown Cleveland offices
of reporting institutions have been exempted frem this re-
porting, regardless of the actual location of the person or
institution holding the account. This appears to make the
ceposit data meaningless.

7

Decisians on the deposit of city funds are made every
two years. Thus lenders in Cleveland report on a bi-amual
basis.

8 )

There are deposit categories for time and derand ac—
counts from out of the state as well as the ron-Hirmeapolis
portion of the Mirmeapolis-Saint Paul metropolitan area.
However, deposit data for the City is not broken down by cen-
sus tract or ZIP code.
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9

Only “'own-serviced" loans are reported wnder the regila-
tions. "Own-serviced" is defined as "a mortgege lozan for which
the servicing function is performed by the institution that ocwns
the wortgage..." It is not clear that this would include all
loans originated by the institution, since it may not include
loans originated, but sold. Further it may not include loans
puxchased, if the institution does not service those loams.

10
Presumably disclosure of the entire portfolio would in-
clude loans purchased as well as loans originated and still
active, although no mention is made of this in either the
Illinois law or the directicns for reporting.

11

Although it has been assumed that the data will be
collected and examined at en office of the Cleveland City
governrent, the ordinance states neither vhich office shall
collect the data nor that the data shall be made public.
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Chapter 2
SELECTIVE DEPOSITING BY INDIVIDUALS AND ORGANIZATIONS
TO ENCOURAGE REINVESTMENT
by Leonard S. Rubinowitz and Kathi Hellerbach =

Summary

This is the second of several chapters which discuss strate-
gies that can be undertaken by the voluntary sector to leverage
financial institutions. The strategy of "greenlining' -- so-called
by its proponents because it seeks to use thé threat of mass
withdrawals from a financial institution to increase the flow
of mortgage credit into a neighborhood, and, thereby, to reduce
or eliminate "redlining" -- began in Chicago around 1970. In
addition to discussing how the strategy has been used in several
conditions vhich must be present before individuals and organiza-
tions actually will withdraw their deposits when requested to do
so by the organizers of the greenlining campaign.

Appendix A consists of a copy of an agreement between the
Bank of Ravenswood and the Organization of the Northeast (G.N.E.)
in Chicago, Illinois. It is typical of agreements negotiated
by commmity groups which have used the selective depositing
Strategy, and it is used herein with the permission of the parties

involved.
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SELECTIVE DEPOSITING BY INDIVIDUALS AND ORGANIZATTONS
TO ENCOURAGE REINVES'D’IENT

In much the same way that state and local governments
can use their funds to éncourage financial institutions to make
loans that serve commmity needs, groups of individuals and
Private organizations can make their deposits on a selective
basis. The purpose of such selective depositing is to influ-
ence lending policies by depositing funds in institutions based
on their past performance in serving the commmity and/or on
their future commitment to provide such service.

The future comrmitments requested may involve specified
dollar amounts of mortgage and/or home improvement loans in par-
ticular geographical areas such as a small town or a city neigh-
borhood. This is analagous to the public deposits approach,
except that it involves non-governmental depositors rather than
state and local governemts. It is an incentive system in which
private citizens and organizations may look at the past record
of financial institutions or the future commitments which those
institutions are willing to make in order to determine where to
deposit their finds.

When the selective deposit approach is used by private
individuals, it is often done under the auspices of commmity
organizations. That is, the effort involves an organized under-
taking rather than a series of individual initiatives. When

commmity organizations attempt to influence lending policies
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through this selective deposit approach, it is sometimes re-
ferred to as "greenlining". The greenlining approach was de-
veloped in Chicago around 1970, when older residents of an immer
city Italian neighboroood found that their children had been
wnsuccessful in obtaining mortgages in the neighborhood from
local financial institutions, The initial effort of this group
was to influence a bank to change its policy by withdrawing
their deposits. However, they discovered that their combined
assets would not seriously affect the financial situation of
the institution.

Commmity organizers have concluded that in order to
influence the lending policies of a financial institution, a
careful analysis of the amount of money necessary to affect
the institution must be undertaken:

The (commmity) organization must gain control

over the institution's liquid assets for some

limited time period. About 177 of the assets

of the average savings and loan association are

liquid, in any given year (4.25% for any quarter) .

If a high percentage of the pledges of savers in

the target institutions can actually be implemented

Oover a quarter, then the amount of pledges need

not be terriby high. For example, in a one hun-

dred million dollar institution, 5% of the total

institutional assets represent five million dol-

lars in pledges from about 1,250 pledges (the

average ilccount in the Chicago area is about

$4,000) .

Thus, the greenlining campaign consists of encouraging
individual or organizational depositors to pledge to withdraw

their savings from a given institution and place their savings

in an institution that has made loans available in the area and/
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or is willing to make future commitments to serve the community,
The financial institutions that are responsive to the commmity's
needs are thus ''greenlined” with depositors’ savings. In tum,
these institutions agree to reinvest in the neighborhoods by
making mortgages and home improvement loans available in their
depositors' commmity.

As in the case of public deposits, the private selective
deposit approach requires measuring or assessing the financial in-
stitution's past performance or future commitments. For example,
evaluation of the institution's future commitments would involve:
1) defining the specific geographic area for which improved ser-
vice is desired; 2) determining the amount of mortgage loan and
home improvement loan funds that are needed to finance home sales
and rehabilitation in the neighborhood or commmity; and 3) de-
termining the appropriate division of responsibility among finan-
cial; institutions which serve the defined area.

After the initial "greenlining" effort in 1970 in Chi-
cago, there were campaigns initiated throughout the city. By
1975, pledges had been accumilated of $105 million in deposits.
In return, several local lending institutions agreed to make spe-
cified amounts of mortgage money available within defined juris-
dictions.

Similar efforts have been undertaken in other cities.

In Milwaukee, in 1972, the West Side Action Council sought agree-
ments from local financial institutions to reinvest in that area
of the city. The Council obtained 1.25 million dollars in green-

lining pledges which were offered to savings and loan institutions
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willing to agree to the following: 1) not to 'redline" any
part of the west side; 2) to make mortgages available there

on the same terms as in the newer parts of the city; 3) to
give high priority to home and business improvement loans;

and (4) to give priority to loans for owner-occupied structures
over those to absentee landlords. Several local financial in-
stitutions made verbal commitments to reinvest in the neigh-
borhood on this basis. In addition, the institutions agreed
to make public all of their lending information, by zip code.3

Subsequently, a commmity organization in the east
Flatbush section of Brooklyn, New York organized an effort to
influence the lending practices of the Flatbush Federal Savings
and Loan Association. The organization"s members collected
pledges from individual depositors stating that they would with-
draw their funds if the Savings and Loan Association would not
comuit itself to reinvest their funds in the area.

After several months of negotiations between the com-
mmity group and the management of the lending institution, the
group indicated that it would withdraw deposits. Those who had
made pledges were asked to act on those pledges and $100,000
were withdrawn from the institution. At that point, the associa-
tion agreed to make mortgage money available in the commmity,
and to lower the down payments from 30% to 25%. The commumity
group then agreed to wait three months before evaluating the as-
sociation's reinvestment practices. At the same time, a full-

scale advertising campaign was initiated in order to inform the
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public that mortgage money was once again available in the

neighborhood. 4

Those who have been involved in greenlining campaigns
conclude that pledgees are likely to withdraw their funds, if
. requested to do so, when the following occurs: 1) the deposi-
tors are informed that there are relatively convenient alterna-
tive financial institutions in which to deposit their funds;
2) depositors are informed that procedures for withdrawal of
funds are simple and inexpensive; 3) savers are not asked to
remove their savings so rapidly that they lose interest; 4)
the effort concentrates on a few institutions and follows up

on all pledges in these institutions through mail and personal

contact. 5

A pattern emerges from these efforts by private indi-
viduals and organizations to use a selective deposit approach.
These groups have become concerned about the practices of fi-
nancial institutions in the neighborhoods, and have sought agree-
ments with the financial institutions to reinvest in the neighbor-
hoods. If such agreements are not immediately forthcoming, the
groups begin to collect pledge cards which state that the indi-
vidual. depositors will withdraw their funds if the bank or
savings and loan association does mot agree to reinvest in the
neighborhood. If further negotiations fail to bring about agree-
ment between the commumity groups and the institution's manage-~
ment, depositors are asked to withdraw their funds. The commmi-

ty groups seek a specific commitment in terms of dollars and
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general location for reinyestment by the financial instit:ution.6
The organizations may also seek to have the institution make

its deposit and loan data available. This permits the public
to monitor the institution's practices to see if they are in
conformity with its reinvestment commitments,

Whether greenlining is an effectiye Strategy for chang-
ing the lending patterhs of financial institutions is open to
debate. Some lenders contend that it is more of an harassing
tactic than one which is designed to bring about good faith
negotiations between dissatisfied customers and management,
Leaders of commmity groups that have used the strategy -- such
as Robert Creamer, formerly director of the Citizen Action Pro-
gram in Chicago, Tllinois -- maintain that greenlining works.7

One thing is clear, however, and that is the fact that as the

the complex interrelationship of various actors (in addition to
financial institutions) in the mortgage lending process better
understood, commumity groups that once relied almost solely on
the greening Strategy have shifted their focus from simply de-
manding that more mortgage money be made available, to debating
with lenders about the terms of mortgage lending,

Financial institutions do compete vigorously to attract
consumer deposits as evidenced by the barrage of advertising for

special accounts, premiums, etc. Given this competition, it is
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concerns about any organized campaign to persuade individual
and organizational depositors to move their accounts. In
spite of this fact, however, unless individual and organiza-
tional greenlining efforts are combined with other strategies
-- such as selective depositing of public funds and/or regula-
tory reform of appraisal and underwriting standards -- the
strategy may not achieve the desired goal of increasing the
flow of mortgage credit to commmities that perceive them-

selves as having a disinvestment problem.
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APPENDIX A

This is an understanding between the Organization of the' North
East, hereinafter referred to as ONE, and the Bank of Ravens-
wood, hereinafter referred to as the Bank, both of Chicago,
Illinois, for the purpose of implementing policies of reciprocal
positive support between the bank and the surrounding community
residents, businesses, and institutions, as follows:

1. THE COMUNITY AND THE BANK SERVICE AREA
ONE's commmity is Edgewater and Uptown.
The Bank's service areas are:

a. Primary Service Area representing 81.57 of total
deposits, comprised of postal zip codes 60613,
60614, 60618, 60625, 60626, 60640, 60645, 60657,
60659, 60660.

b. Secondary Service Area representing 7.7% of total
deposits, comprising the rest of the North Side
of Chicago.

As ONE and the Bank continue to interact on policies of re-
ciprocal support, the commmity in question will be those

of Uptown and Edgewater that fall within the Bank's service
area.

2. REINVESTMENT POLICIES

In recognition of the need for availability of credit to
commmity businesses, residents, and institutions to assure
long-term vitality of the commmity, the following policies
of reinvestment will be implemented:
a. Lending priorities to be followed in establishing credit-
worthiness of applicants, other factors being equal, are as
numbered below:

(1) Depositors in Primary Service Area

(2) Depositors in Secondary Service Area

(3) Other depositors

(4) Private investors in Primary Service Area
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(5) Applicants from Primary Service Area without
prior history as investors or depositors

(6) Private investors in Secondary Service Area

(7) Shareholders who are not depositors in either
service area

(8) Applicants from Secondary Service Area without
prior history as investors or depositors

(%) Other private investors

(10) Other applicants without prior history as inves-
tors or depositors

The Bank pledges that in regard to Uptown and Edgewater o
applicants, the criteria for establihsing creditworthi-

ness shall not include the applicant's address, sex,

marital status, religion or ethnic origin as negative

factors. -

Records will be kept for a reasonable length of time

on all loan applications, whether accepted or denied,
and will include notations indicating the person's name
and address, amount and purpose of the loan request,

and if denied, the reason therefore, along with date

of acceptance or denial and the name of the loan officer
responsible for processing the application.

No applicant will be denied a loan without being told
vhy, and a letter of denial will be furnished to appli-
cant upon request so that he may use the declination to
qualify for credit through goverrment or other support
programs.

The Bank will devote staff time and extra effort toward
assisting applicants from Service Areas in Uptown and
Edgewater to qualify for loans. Any applicant from those
Service Areas not immediately qualifying for a loan will
be referred for interview by the loan officer designated
Community Development Officer, ‘

In recognition that there should be correlation between
origin of deposits in the Commmity and the Bank's obli-
gation to foster reinvestment, the Bank has established
or will establish the following average Loan-Deposit ratio
goals:

657 overall within one year
657 overall within two years
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UITLIZATION OF GOVERNMENT GUARANTEED LOAN PROGRAMS

or maintain economic stability, the Bank will make a reasonable
attempt to furnish aggregate data on the number, type and total
volume of loans in those areas,

." PUBLIC MONIES

FOSTERING COMMUNITY SUPPORT
ONE will designate the Bank as a "Conmmity—Responsive Fi-

nancial Institution' and will promote support of the Bank
by direct contact with block clubs, neighborhood councils,
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about the Bank's adoption and implementation of policies
that are in the Commmity interest will be communicated
through public announcements, press releases, and printed
materials. .

The Bank is also invited to advise ONE from time to time

of its position on public issues, and when the Bank's con-
cerns on regulatory or legislative matters are deemed synon-
ymous with the interests of the Commmity, ONE will so in-
form the public and commmity organizations and elected

and appointed representatives and officials.

DURATION AND RENEWAL OF THIS UNDERSTANDING

In recognition that the Bank may develop special capabili-
ties or that changes in regulatory requirements may be cause
for review of this understanding, and in recognition that
Commmity needs may change, representatives of the Bank and
ONE will meet regularly in the first week of October, Janu-
ary, April and July to amend this understanding if necessary.
In addition, the Bank or ONE may request conferences at any
time, This understanding is to remain in effect for a period -
of one year and is deemed automatically renewed unless ONE
or the Bank gives written notice of a desire to negotiate
a new understanding 60 days prior to the expiration of this
understanding.
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Chapter 3

EMERGING STRATEGIES TO LEVERAGE THE LENDING
PRACTICES OF COMMERCIAL BANKS

By
Andrea Rice Rozran

There is a myth which abounds about the passive nature of
financial institutions. The managers of these intermediaries like
to think of themselves as objective respondents to propositions that
are brought to them. In fact, this is not how most commercial banks,
savings banks and savings associations operate at all.

In recent years, largely as a result of close scrutiny by
redlining opponents, the business of banking has become better wmder-
stood. What has emerged is a more accurate picture of an industry
vhich aggressively seeks business in those sectors of the economy
that its managers deem will be highly profitable. No passivity is
apparent when even the senior management of commercial banks openly
courts large flevelopers, big corporations and even mumicipal officials
for their bbébwing, trust and municipal bond business.

It seems, in fact, that the only place where financial institutions
1ive- up to their self-taught image as '‘passive’ actors is in mature
commmities. In these area, even if institutions are not arbitrarily
denying loans based solely on geographical location, very few are
aggressively seeking to provide mortgage, home improvement, consumer
and commercial credit. If a potential borrower who lives in an older,
racially changing, minority or low-income commmity walks through a

Iv-3-1

L2
L

_ O A
Woodstock Institute  chicago. tthnois é



-3-2

bank's front door, he or she may get a fair hearing on 2 loan
request. Better yet, a small, but nevertheless steadily increasing
nunber of such potential borrowers, get their loans approved. In
most cases, however, if they get their loan it is in spite of, and
not because of, their bank's affirmative efforts to extend credit
in their neighborhood.

In assessing ways to make commercial banks more responsive to
the credit needs of mature communities, it is important to remember
that it is not enough for an institution simply to respond fairly to
propositions brought to it. As Ronald Grzywinski, Chairman of the
Executive Committee of the South Shore National Bank in Chicago,
I1linois, has often noted, "In our society, the business of rebuilding
neighborhoods is nobody's business. What will be required is for in-
stitutions that control a pool of credit and have the capacity for
sustaining themselves through the profits they make -- like commer-
cial banks -- to take initiatives to make a business out of neighborhood
revitalization. nl

If our mature commumnities are to be reclaimed as structures of
family opportunity for those who still live in them, institutional
initiatives to reinvest will be required. It is difficult enough to
stop an institution from redlining even though financial regulatory
officials at-the state and federal levels are becoming more sensitive
to this problem. It is doubly difficult, if not impossible in many
cases, to get financial institution managers to take the initiative

to reinvest in mature commmities. Nevertheless, the magnitude of
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of the problems facing older, racially changing, minority and low-
income neighboorhoods, and the unique combination of credit resources
that only commercial banks by law can provide, require that citizens
attempt to find ways to induce these institutions to market their

-services affirmatively in mature commmities.

There are a few emerging strategies.which show some promise of
increasing neighborhood advocates® effectiveness in leveraging affir-
mative reinvestment commitments from commercial barks. These are not
substitutes for better known and more direct action oriented cam-
paigns -- such as "'greenlining''-- which have been used to force banks
to stop engaging in overt discrimination. These strategies are built
upon the increased knowledge that citizens ﬁave gained about how
the banking industry and its regulators operate. While it is still
too early to evaluate their effectiveness in leveraging the behavior
of banks, using the following strategies where they seem appropriate
and monitoring the reactions of the banking industry and regulators,
may teach titizens even more about how to make this highly complex
industry take neighborhoods seriously and view neighborhoods as

opportunities for investment.

In addition to briefly describing each strategy, materials are
included which tell how citizens can get additional information from
regulatory agencies and from voluntary associations that are employing

the strategy.

Stockholder Resolutions

Owners of bank or bank holding company stock may attempt to in-

f;/lfgence the institution's investment policies by filing stockholder
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resolutions which, if approved by a majority of the shareholders,
would direct management to take more initiative in understanding and
meeting the credit needs of mature communities. Even when such resolutions
do not pass -- and the vast majority of dissident shareholder resolutions
da not -- they may influence a corporation's policies, particularly if
they receive sufficient support to qualify for placement in stock proxy
statements in future years.

The procedure for filing shareholder resolutions is clearly speci-
fied, and failure to comply with the requirements may disqualify the
resolution. Any stockholders may file shareholder proposals, and any
one stockholder -- including an organization -- is limited to filing
three proposals in one year. To qualify for consideration, a proposal
must be received 70 days before the amniversary of the previous year's
proxy mailing. |

Upon receiving such a resolution, management has three options:

(1) management can agree to place the resolutlon Qn its proxy statement
for a vote by the shareholders and cons:.deratloﬁ durmg t%e armual meet-
ing; (2) management can refuse to place the resol%itr:lon on the proxy
-statement, in which case the proposer(s) may appeal to the Securities
and Exchange Commission (SEC) which determines whether it must be placed
on the proxy statement or whether it is disqualified; or (3) manage-
ment can negotiate with the proposer(s) in an attempt to reach a com-
promise which will persuade the proposer(s) to withdraw the resolution
before the annual meeting takes place.

Although the total number of dissident stockholder resolutions

is increasing, sharciolder resolutions on redlining and reinvestment
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are not widespread. 1In 1978, for example, resolutions on these
issues were presented to only three bank holding companies -- Chemical
New York Corporation, Continental Illinois Corporation (Chicago), and
First Chicago Corporation. (See Appendix A for an example of one such
resolution and management's response to it.) The resolutions called
upon the holding companies to have their banking subsidiaries under-
take reinvestment initiatives. Each of the bank holding companies
placed the resolutions in their proxy statements, but recommended that
they be rejected by stockholders. In spite of this recommendation, the
Continental and First Chicago neighborhood reinvestment resolutions
received approximately four percent of the vote, and their sponsors
thereby will be permitted to resubmit them next ye.ar.2

Regulatory References

© Special Counsel of the Securities and Exchange Commission makes
the decision about whether shareholder resolutions must be placed
on corporate proxy statements. Securities and Exchange Commission,
500 North Capital Street, Washington, D.C. 20549, (202)755-4846.

k3

Programmatic References - LY .

© Interfaith Center for Corporate Responsibility provided technical
assistance to the groups which filed resolutions with bank holding
companies during 1978. ICCR, 475 Riverside 'Drive, New York, New
York 10027, (212)870-2294. g; :

}.!}x_, g
©® Illinois Committee on Responsible Investmert filed the share-
holder resolutions with the Chicago bank holding companies. ICRI,
22 East Van Buren Street, Chicago, Illinois:%)605, (312)427-4351..

O Investor Responsibility Research Center is | ooperatively funded
by a number of major corporations, including-Bome bank holding
companies, and is ask by them to review and v&port on dissident
stockholder resolutions. In spite of its spo orship, IRRC has
consistently published fair and objective anafyses of reinvest-
ment resolutions. These are usually reprinfed in full by management
in the proxy statement. IRRC, 1522 "K' Street, N.W., Suite 80 s
Washington, D.C. 20005, (202)833/—3;/7,2-7. '
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Filing Consumer Complaints With
Regulatory Agencies

In order to understand the role that various regulatory agencies
can play in facilitating commmity-responsive lending practices, it
is necessary to understand how banking regulation operates. The
United State has a dual banking system, which means that banks are
chartered and regulated as either state or federal institutions. Once
chartered at either level, banks are subjected to extensive and regular
periodic examinations.

State financial or banking agencies charter and supervise state
banks. Most state chartered banks are also subject to supervision and

regulation by one or more of the federal agencies. The Comptroller of

the Currency, and office within the United States Treasury Department,

grants charters and administers laws relating to national hanks. The

Federal Reserve System has regulatory and supervisory responsibility

for the operation of all member banks. Although national banks are re-
quired by law to be members of the Federal Reserve System, state banks
seek membership voluntarily. Generally, the larger money center state
banks tend to be members, although in recent years membership in the

Federal Reserve System has been declining. The Federal Deposit Insur-

ance Corporation (FDIC) insures bank deposits. National banks must have

their deposits insured by FDIC. Although only state banks which are
members of the Federal Reserve System are required to have FDIC insur-
ance, nearly all state banks are insured by FDIC voluntarily.

The supervisory and regulatory functions of the three federal

financial institution regulatory agencies have unique but overlapping

'}2— -
2l
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purposes. For this reason, the agencies have established cooperative
examination procedures which minimize duplication of effort. For
example, the Federal Reserve System and IDIC seldom examine national
banks, but they do review the examination reports of the Comptroller
of the Currency. The Federal Reserve System examines state banks
which are Federal Reserve members, and the FDIC examines insured state
banks which are not Federal Reserve members. To some extent, the
Federal Reserve and FDIC supervision duplicates functions of state
bank supervisory agencies. (See Appendix B for a chart showing super-
visory responsibilities.)

Until recently, most barnk examinations focused on the degree
to which banks met '"safety and soundness' requirements, and largely
ignored the manner in which convenience and credit needs of communi-
ties were being served. In recent years, however, a number of new
laws have been passed -- including the Fair Housing Act, Equal Credit
Opportunity Act, Home Mortgage Disclosure Act, and the Commumity Rein-
vestment Act -~ and bank examiners are now requife@“ to conduct a

Consumer Examination to determine whether banks comply with these

consumer-oriented laws.

The federal financial regulatory agencies have established pro-
cedures for receiving and evaluating consumer complaints. Although
there is a division responsible for reviewing complaints which is

the same division for examination and supervision of banks, each par-

ticipating agency will forward misdirected complaints to the appropriate

agency.
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Among the types of complaints which will be evaluated are those
alleging that a bank engages in discriminatory lending practices or
has made available inadequate disclosure data. Banks have been en-
couraged by regulatory agencies to display consumer brochures which
describe valid grounds for filing consumer complaints and which in-
clude a complaint form and return envelope. (See Appendix C for ex-
ample of complaint brochure.)

Regulatory agencies also can play a more active role in encouraging
banks to meet the credit needs of mature commmities. For example, al-
though a bank applying for a charter from either the federal or state
authorities must identify the area it intends to serve (its "primary
service area'") and discuss the credit needs of that area, until recently
regulatory agencies did mot use the regular periodic examinations or
the evaluation of applications for banking privileges -- such as per-
mission to branch, relocate and merge -- as opportunities for evaluating
whether a bank met the credit needs of the area it had previously been
chartered to serve.

- Citizens have been reluctant to participate in the regulatory
process until recently and have often missed the opportunity to present
evidence on bank performance in meeting the credit needs of its primary
service area. In recent years, however, commmities affected by appli-
cations of financial institutions to make structural changes have begun
to present their case to the regulators. In some instances, regulators
have taken these views into consideration as they decided the issues

before them.
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One cxample involving a bank's application to relocate occurred
in 1972. The previous owners of the South Shore National Bank applied
to the Couptroller of the Currency for permission to move the bank
from the Soutﬁ Shore neighborhood to the lobby of a new commercial
highrise in downtown Chicago. A coalition of community groups led
by the South Shore Commission demanded and obtained a commitment from
the Comptroller to hold a public hearing on the application in themc'orln—
munity. After that hearing -- at which the citizens argued that the
bank should not be allowed to abandon its primary service area and
leave South Shore with no financial institution -- the Comptroller
denied the application, and stated that the bank had not been per-
suavive in demonstrating that tndue injury would not result from
its abandoning its service area. The bank was sold subsequently, and
the new owners have undertaken to turn the institution into a com-
mmity development bank.3

Regulatory References

© Comptroller of the Currency's Handbook for Consumer Exanﬁnatioﬁ
is a manual for bank examiners to assist them in conducting exami-
nations of national banks' compliance with state and federal con-
sumer protection laws. It may be purchased from Publications
Control, Comptroller of the Currency, Washington, D.C. 20219.

© Copies of acts and regulations governing national banks and
pamphlets describing the federal financial regulatory system
are available from the Consumer Affairs Division, Comptroller of
the Currency, Washington, D.C. 20219,

© Copies of acts and regulations governing the Federal Reserve
System and bank holding companies are available from Publications
Services, Board of Governors of the Federal Reserve System, Wash-
ington, D.C. 20551, or from the Public Information Center at each
Federal Reserve Bank. (See Appendix D for a list of Federal
Reserve Banks.)

© Complaints against national banks for failure to comply with
consumer protection laws may be filed with John Chipouras, Deputy

e
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Director, Comptroller of the Currency, Washington, D.C. 20219,
(202)447-1600.

© Complaints against state banks for failure to comply with
consumer protection laws may be filed with Janet O. Hart, Consumer

Affairs Division, Federal Reserve System, Washington, D.C. 20551,
(202)447-1600.

© Complaints against insured state banks for failure to comply
with the Fair Housing Act and the Equal Credit Opportunity Act
may be filed with Thomas O'Nell, Director, Consumer Affairs and

Civil Rights, Federal Deposit Insurance Corporation, Washington,
D.C. 20429, (202)389-4668.

® In addition to the above, each of the financial institution
regulatory agencies has designated regional staff members who
serve as consumer complaint specialists. Regional offices for
each agency are listed in the following Appendices:

Appendix D -- Federal Reserve System Regional Offices

Appendix E -- Comptroller of the Currency Regional
Offices

Appendix F -- Federal Deposit Insurance Corporation
Regional Offices

O In addition to federal financial institution regulatory agencies,
many states have created consumer complaint divisions especially
in those states which have state disclosure or fiarness in lending
statutes. Citizens should contact their state banking or financial
institutions department to determine whether such divisions exist.
If the institution involved is state chartered, it may be wise to

file complamts simultaneously with state and appropriate federal
agencies.

Programmatic References

© One of the most active public interest agencies in utilizing

the consumer complaint process 1is National Public Interest Research
Group. Refer inquiries to Jon Brown, Esq., National PIRG, Room

419 A, 1346 Conmnecticut Avenue, N.W., Washington, D.C., (202)833-
3935. _ : :
® National Training and Information Center (_NT’EC) provides technical
assistance to neighborhood organizations on a wide variety of issues
related to reinvestment. One of their publications which may be
particularly useful in analyzing the lending behavior of banks is
How to Use the Home Mortgage Disclosure Act of:1975 which may.be
ordered from NTIC for $§ 2.00. NTIIC, 1123 West Washington, Chicago,
Illinois 60607, (312)243-3035.

>~
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O National Center for Urban Ethnic Affairs (NCUEA) will consult
with local organizations on reinvestment problems. Among the
organization's publications which may be useful in developing

a consumer complaint is Disclosure and Neighborhood Reinvestment:
A Citizens Guide, $ 1.50. NCUEA, 1521 16th Street, N.W,, Wash-
ington, D.C. 20036, (202)232-3600.

© Of particular interest to neighborhood groups which need
technical data about a bank's performance to flesh out a con-
sumer complaint will be How to Research Your Local Bank by Bill
Batko, $ 2.00. Order from Institute for local Self-Reliance,
1717 18th Street, N.W., Washington, D.C. 20009, (202)232-4108.

Commmity Reinvestment Act

In 1977, Congress passed and the President signed the Housing
and Commmity Development Act. Title VIII of that Act -~ which is
cited as the Commmity Reinvestment Act -- explicitly states that a
bank is obligated to meet the convenience and credit needs of the com-
mmnity it serves. The Act also directs appropriate federal financial
institution regulatory agencies to evaluate the extent to which those
needs have been met, both during their regular periodic examinations
and whene.ver a bank applies for deposit insurance or new facilities.
For purposes of the Act, '"mew facilities' or "deposit facilities are
defined as the following: a national bank charter, deposit insurance,
a branch office or a facility with the ability to accept deposits,
a relocation of a home or branch office, a merger or consolidation,
and the aquisition of shares or assets of a bank which is the subsidiary
of a bank holding company. _

The regulations which VTili implement the Community Reinvestment
Act are being developed by each of the federal regulatory agencies during
1978, and will become effective at the end of the year. When prelimi-

nary regulations are issued, there will be an opportunity afforded for
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public review and comment prior to final promulgation, Although it
is difficult to predict the content of the final regulations, it appears
that they will provide for citizen involvement, both during the pro-
cess of specifying the credit needs of a particular corrmunity and
also during the evaluation of whether a particular bank -- or a branch
of that bank -- has met the needs of its commmity.

Once the Commmity Reinvestment Act is implemented,. citizens will
probably find it easier to find out in advance about structural changes
that banks want to make. While the form of public notice has not been
finalized, regulatory agencies have received proposals which would
require banks to post notices in each branch office and would require
each federal financial institution regulatory agency to create a regular
mailing list of interested parties desiring to be notified of all pending
changes by banks doing business in a designated geographical area.

Of particular interest to groups concerned about reinvestment
is the pfobability that under the provisions of the Commmity Reinvest-
ment Act citizens will have an opportunity to present testimony to the
appropriate regulatory agencies when banks seek permission to open
additional branch offices at locations remote from areas they are
currently obligated to serve, or when banks seek permission to close
offices in older meighborhoods.

The current activity of a St. louis, Missouri commmity organi-
zation in opposing a recently proposed merger of a local bank with a
Kansas City, Missouri-based bank holding company is probably indica-

tive of forthcoming citizen action under the Commmity Reinvestment
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Act. 1In that case, the Manchester-Tower Grove Community Organi-
zation -- an affiliate of ACORN -- petitioned the Federal Reserve
Board of Governors for a local hearing on the proposed merger. The
hearing petition was granted, and local citizens were able to present
testimony opposing the merger due to the failure of the local bank
to have met its community's credit needs. The hearing was held in
April, 1978, and the Federal Reserve has ninety days to render its
decision. Currently, Missouri ACORN is considering two other challenges
to applications for structural changes.

Regulatory References

© A copy of Title VIII -- the Commmity Reinvestment Act -- of
the Housing and Commmity Development Act of 1977 is attached
as Appendix G.

© Requests for copies of proposed and final regulations imple-
menting the Commumity Reinvestment Act should be directed to
each of the federal financial institution regulatory agencies
(see Appendices D, E, and F for list of regional offices).

Programmatic References

©® The Center for Commmity Change (CCC) is coordinating efforts
of commmity organizations and public interest groups to participate -
in crafting community-responsive draft regulations to implement
the Commmity Reinvestment Act. The organization will also be .
assisting organizations in responding to proposed regulations
that are published by regulatory agencies late in 1978. For
more information contact Allen Fishbein and Jeff Zinzmeyer,
CCC, 1000 Wisconsin Averue, N.W., Washington, D.C.20007, (202)
338-8920.

® The National Public Interest Research Group (PIRG) has provided
legal representation for Missouri ACORN in its affiliate's chal-
lenge to the Manchester-Tower Grove bank merger. Jon Brown, Esq.,
PIRG, Room 415 A, 1346 Cormecticut Avenue, N.V., Washington, D.C.
20036, (202)833-3935.

® In developing testimony for regulatory agencies about the extent
to which banks should engage in affirmative marketing of credit
services in mature commmities, citizens will find the following
publication helpful: Demand, Supply and Marketing of Single-
Family Credit in Mature Commmities by Calvin Bradford, Dennis
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Marino and Lawrence Rosser. May be ordered for $ 6.00, prepaid,
from Woodstock Institute, 410 North Michigan Avenue, Suite 948,
Chicago, Illinois 60611, (312)644-4469,

Conclusion

Reinvesting in mature communities requires talent, commitment

and resources. Presumably, commercial banks at least have .the last
component. Trying to leverage them to obtain the necessary talent
to do lending in mature communities, and monitoring their activities
to insure that they maintain a sufficently high level of commitment
requires that citizens use a combination of strategies. It is hoped
that the emerging strategies mentioned above may assist citizens in

developing a more diversified set of tools to accomplish this purpose.

Footnotes

1 :

"Unscrambling the Golden Fggs.'" Speech by Ronald Grzywinski
before the opening session of the 'Banking For Non-Bankers Conference,"
Chicago, Illinois, June 5, 1977.

2

According to the rules of the Securities and Exchange Commission,
a stockholder resolution must receive at least three percent of the votes
cast at an annual meeting the first year that it is proposed in order for
it to be placed on the proxy statement the following year. Each succeed-
ing year, this percentage threshold increases. Obviously this rule does
not prevent dissident shareholders from modifying their resolution and
trying to resubmit it as a 'mew' resolution, but the modifications must
be substantial emough to satisy the SEC that the exercise is not frivolous.

3
See Part II1I, Chapter 1.
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Excernt from Continental Illinois Corp.'s Proxy Statement

Stockholder Proposal II: Communily Development

The Adrian Dorminican Sisters of the Adrian Dorninican Generalate,
1257 E. Siena Heights Drive, Adrian, Michigan 49221, the benaficial owners
(as of December 31, 1977) of 00 shares of Common Stock of the Corpora-
tion, have expressed an intention to propose the following resolution at tha
Meeting:

"WHEREAS Continental has taken leadership in developing new
residential construction by initiating and participating in Chicago 21
Corporation, a limited dividend corporation established for redevelop-
ment of the central communities of Chicago which provides private
financing in the form of equity capital and construction-mortgage lend-
ing and coordinates public and private efforts, including community
planning and invastment of public resources in infrastructure and
public improvements in aifected areas.

“WHEREAS Continental is participating in Dearborn Park Corpora-
tion (formerly Chicago 21 Corporation), a new residential community
adjacent to Chicago’s central business district;

“WHEREAS Continental has made equity investment Iin Dearborn
Park Corporation;

“WHEREAS Continental has obligated itseli for construction and
long-term financing of Dearborn Park;

“WHEREAS Continental has assumed leadership in dsveloping
and implementing Dearborn Park through participation cf its own
president as the corporation’s past president and present executive
commlttee rnember and several vice presndents as advisors;

“WHEREAS Conhnental has recognized that its weliare “is -
inextricably linked to the stability of the community in which it is
located and the neighborhoods where its customers and employees

live and work;"”
“BE IT RESOLVED that stockholders request the Dlrectors

1. To extend the same level of leadership and commitment
exhibited in developing and implementing new residential
construction proj2cts in Chicago, such as Dearborn Par‘< to
creating opportunities for equity and debt investments in the
rehabilitation and preservation of existing housing and com-
mercial facilities in mature nelghborl‘oods for the benﬂm of
current residents.

o >
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2. To make a report 1o shareholders within siX rmonths of the
1978 annual meaeting about the leadarship and commitments
taken and/or planned in this matter.”

Such stockholders subritted tha following statement in support of
their resolution:

“Through ventures such as Chicago 21, Continenta!l has demon-
strated its ability to initiate development projects in Chicago. Con-
tinental should take the same 1avel of initiative in developing projects
for rehabilitation and presarvation of existing housing and commercial
facilities. For example, Continental might accomplish this by:

1. Establishing a community development subsidiary of the Cor-
poration (for profit and/or non-profit) as provided by the Bank
Holding Company Act of 1970, similar to those established by
Bank of Amarica Corporation, Citicorp, and Morgan Guaranty
and Trust;-

2. Examining and reporting to stockholders the ways in which
current underwriting and appraisal policies and practices may
inadvartently discourage credit extension to homeowners and
business people in existing and minority neighborhoods;

3. Providing money to neighborhood groups for developing plans
for preservation of thair neighborhoods, as done by Chicago
21 for one area.

upanks in other cities are damonstrating that investment in
existing housing and commarcial facilitizs carrias acceptable risk and
can ba profitable, in comparison to loan losses suffered by banks in
other areas in recent yzars. Continental has already recognized the
“impartance of Chicago’s neighborhoods for its own welfare. Support
of this proposal can help guarantee that welfare as well as Chicago’s
futura.”

Rplanagement recommsands a vote AGAINST this resolulion for the
following reasons:

- The Board of Directors and management firmly believe that this pro-
posal is unnecessary since it calls for a commitment and a leadership role
which the Corporation has already undertaken and reported on from time
to time in various corporate publications, as well as in the public press. The
Corporation demonstrates leadership in many efforts directed towards

qudstock Institute  Chicago. lj_la"’i i
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Chicago's cornmunity improveinant, including tha rehabilitation and preser-
vation of existing neighborhoods, to which significant credit, contributions,
and resources have been and continua to be committed. These efforis are
widely recognized in the Chicago community.

Moreover, because the success of any effort to develop new projects
or to rehabilitate existing neighborhaods depends on many factors, includ-
ing participation in varying degrees by other entities and communily groups,
the proposal's attempt to require the Corporation to extend the same corn-
mitmant and level of leadership to all such efforts is impractical. More or
less may be needed in individual cases. ’

The Corporation has published and will continua to publish timely and
relevant reports describing its role in the community. The 1977 Continzntal
Illinois Quarterly 1 report to stockholders, for exampls, included a presen-
tation on the Corporation’s efforts in this area which was made at the 1977
annual meating by its President. The most recent coraprehensive report
is the 1977 edition of Because We Live Here, which was distributed to
stockholders at that annual meeting. These publications are available to
any interested party upon request addressad to tha Szcretary of the Cor-
poration. No us=ztul purpose would be served, therefore, by having the
Corporation incur the expense of preparing and distributing the additional
report sought by the proposal.

For these reasqns, management is of the opinion that the proposal
should be rejected and accordingly a vote AGAINST is recommendad.

-~
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O

Comptroller of the Currency
Administrator of National Banks

HAVE A CONMPLAINY
AGAINST A
NMATIONAL BANK?

If you believe that you have a complaint against a
National Bank, this pamphlet is designed to assist
you in contacting the Office of the Comptroller of
the Currency (OCC), the federal supervisory
agency for National Banks. A National Bank is
usually identified by the words "National,” "National
Association,” or the letters “N.A." in the bank's
name.

Your rights as a consumer are protected by credit
laws, fair lending laws and regulated banking prac-
tices. Those rights may cover such banking ac-
tivities as advertising, checking accounts, savings
accounts, loan decisions, discrimination, billing
procedures, unfair or deceptive acts or practices,
etc.

To file a complaint, follow these steps:

+ Contact the bank’s consumer complaint rep-
resentative or department and a!iempt to re-
- solve the problem directly-with the bank.

« lf the bank fails to resolve the problem, fill out
the enclosed complaint form and mail itto the
National Bank Region for your state at the
address listed in the pamphlet. No postage is
necessary.

The OCC will acknowlege receipt of your complaint
promptly and investigate your claim. You will be
informed, in writing, of the results of that investiga-
tion.

When your complaint involves someone other than
a National Bank, the OCC will refer it to the appro-
priate federal or state supervisor agency and in-
forrn you to whom it has been referred.

\INA ™

John G. Heimann
Comptroller of the Currency

Some of Your Rights As A Consumer

Truth in Lending Act. Makes cornparisori shopping for
loans possible, allowing you to save money. Among
other required disclosures, banks must tell you the An
nual Percentage Rate (APR) for the loans they offer. By
borrowing at 11% APR instead of 12% APH. you will
save $117.12 for a $5,000, 48 month car loan. Savings
are greater for large loans, such as moitgages

Fair Credit Billing Act. Provides the mzans to resolve
credit card billing errors promptly and fairly. Also, under
certain circumstances, you may withhold payrnent of
any balance due on defective merchandise or services
purchased with your credit card.

Consumer Leasing Act. Protects you against incom-
plete and misleading leasing information. Requires full
disclosure of consumer lease terms and enables you to
shop wisely The act covers personal properly leases,
such as automobile leases. It does not cover apartment
leases.

Fair Credit Reporting Act. Allows you to find out the
information credit bureaus have on you and to have
wrong information corrected. It also requires banks to
tell you where they got information about you if they
deny you a loan.

Equal Credit Opportunity Act. Prohibits discriminationin
any aspect of a credit transaction on the basis of race,
color, religion, national origin. sex, marital status, age;
or if all or part of your income comes from public assist-
ance (i.e., Social Security); or if you have exercised any
right under the Consumer Credit Protection Act (i.e.,
Truth in Lending). The act does not guarantee that you
will get credit. Banks determing this by considerning
such factors as income, expenses and debts.

Fair Housing Act. Prohibits a bank from denying you a
loan to purchase or improye-your home, or offering you.
a loan on less favorable terms, becatse of your race,
color, religion. sex or ndtional origin.

Real Estate Settlement Procedures Act. Requires the
bank to disclose the nature and costs of real estate
settlements. The bank must provide you with a special
information booklet which explains your rights and with
a good faith estimate of the cost of settlement services.

State Laws. Each state has laws which give you rights
and remedies in consumer credit transactions. Nor-
mally, unless a state law directly conflicts with some
federal law, the state law will apply and may give you
protection. All states have some form of usury law,
which establishes maximum rates of interest that cred-
itors ‘can charge you on loans or credit sales. The
maximum interest rates vary from state to state and
depend.upon what kind of credit transaction is in-
volved‘_'. :
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*[j:rHL FEDERAL RESERVE SYSTEM |

BOUNDARIES OF FEDERAL RESERVE DISIRICTS AND THEIR BRANCH TERRITORIES
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Boundaries ‘of Federal Reserve Districts

" Legend

.(_

» Federal Reserve Branch Cities

Boundaries of Federal Reserve Branch Territories
o @ Board of Governors of the Federal Reserve System - ¥
0 Fedcral Reserve Hank Cities :

- Federal Rt:scn: Bank Fucxhnc%

Eoston

New York

Philadelphia

Cléveland

Fed
Presidents and Addresses

Frank E. Morris o \ Chicago
30-Peark-Street: (- tlapho, poto

Boston, Massachuseth OZiOP'-’*"L‘ 2110

AlfrecLHayes {;L(.;Q /\» V C ‘r.-& N
33 Liberty Sirest
Mew York, New York 10045

St. Louis

David P. Eastburn Sl
925‘6hcstnut-5zreet[ N _,, sy T T,
Philadelphia, Pecnnsylvania 191 05

Minneapolis

Willis J. Wina Kansas City

1455 East Sixth Streat

Richmond

Atlanta

P. O. Box G387
Cleveland, Ohic 44101

Robert P, Black Dailas
100 North Nin:h Strest

Richmond, Virginla 23261 :

Monroe Kimbrel
104 Marietta Street, MN.W.
Atlanta, Georqia 30303

-

cBAL BESERVE BAN]

San Francisco

N

S

Robert P. Mayo

230 South LaSalle Street

P.O.8ox 834 i

Chic#qo, !llinois 60530 .
BarrytRFramcis Lo reih &l .
411 Locust Streat

P.O. Box 442

St. Louis, Missouri 63166
Bruse-Ketiackavey [/ 4 fe H L0 ”*L
250 Marquette Ave.
Minneapolis, Minnesata 55480
George-HrGloy—fc -
925 Grand Avenuz ~
Federal Reserve Station

Kansas City, Missouri 64198

Bhilip E_Coldweth =1 5+ [ B
400 South Akard Street

Station K ‘

Dallas, Texas 76222

John J. Balles
400 Sansome Street
San Francisco, California 92120

P C*—Lk‘@\i":j

Source: Federal Reserve Sysf:em
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COMPTROLLER OF THE CURRENCY

REGIONAL OFFICES

First Mationa) Bark Region |
Three Center Plaga Sune P .0g
Bosion Massachuserts o, 8
(617) 223 2274
. Maine

Vermonn:

law Hampshire

Massachusetis

Bhode islang

Connecticut

Second MNatonal Bank Req i
1211 Avenue of the Amenca
Sunta 4250
Mave York, New York 1
1212) 399 2997 oo
New Jersey
N2y York
Puerto Rico
Virgin Istands

Third Mational Ban« Ragion
Three Parkway, Sute 1800
Philadelphia. Pennsylvama 13102
(215) 597-7105

Pennsylvania

Delaware

Fourth Hational Bank Region
One Erneview Plaza
Clevzland Ohio 44114
(218) 522 7141

Inthana

Kentucky

Otuu

Fifth Natznal Bank Region
F&M Center Suite 21 51
Richinond. Virgiia 23277
(804) 613.3517

Maryland

Norin Carolina

Virginuis

West Virgimia

District ol Colurnbia

Sixth Manonat Bank Regon:
Sute 27CC Peacnies Cairtioe
229 Peacrires Street FIE
Allanta, Georgpa 20303
(404} 221-2926

Flonda

Georgay

Souih Carolina N

Seventh Nanonal Bans Pegurt
Sears Tower, 233:So. Wacker £

Sure 575

Chicago. thinois 80506 i

{312). 3530300 %, Jeitn il
inos )
Michugan T
d - —

Eighth i tai onal Bank Regon
165 Maarson Avenue Ragm 800
Mewmonhs Tennessae 38103
(901; 521 3376

Alabama

Arkansas

Lot stang

Mississipp

Ternessee

Ninth Mational Bank Ragon
800 llarg etie Avenus
1100 Migaest Plaza East Bldg
Minnzapons Minnesota 55402
(612 725-2684

Minnesaia

Narih Dakota

Soutn Dakota

Wisronsin

Tenth Matonal Bank Region
911 Main Sireel Surte 2618
Kansas City Missour 63105
(B16) 842-1648

lowa

Kansas

Missoun

Menrasva

Eleventh Natonal Bank Region
1201 Eim Street. Suile 3800
Dallas Tesas 75270
(214) £55-4400

Criahoma

Texas

Twelith f.ational Bank Ragion
1485 Curus Street Suite 3000
Den.ar Crorado 80202
(2034 B37-4883

Arzong

Co'grade

Mew Mayco

- B
£4 112 an-
B o - ool

TN yoming

Thirteenth Natcnal Bank Regon
707 3 N Mashinrion Grest
Room 900
Partland. Tregon 87205
{503).221.3091

Alaska

133no

Mociana

Cregon

Nasmington

Fourteenth Mational Bank Region
Crne Marker Plaza
Stevait Street Tower Suite 2101
San Francisco. Caiilorria 93105
{415} 556-5042

Canfernia ™ Hawan

Guam Mevada
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FEDERAL DEPOSIT THNSURANCE CORPORATION
REGIONAL OFFICES

Suite 2400 One Commerce Square
Peachtree Center Suite 1800
Harris Tower Memphis, Termessee 38103
233 Peachtree Street, N.E. 901/521-3872
Atlanta, Georgia 30303
404/221-6631 730 Second Avermse, South
Suite 266
2 Center Plaza Mirmeapolis, Mirmesota 55402
Room 810 612/725-2046
Boston, Massachusetts 02108
617/233-6420 345 Park Avenue
21st Floor
233 S. Wacker New York, New York 10022
Sears Tower 212/826-4762
Suite 6116
Chicago, Illinois 60606 1700 Farnam Street
312/353-2600 Suite 1200
Omaha, Nebraska 68102
37 West Broad Street 402/221-3366
Suite 600
Columbus, Chio 43215 510 Pern Center Plaza
614/469-7301 Suite 2901
: Philadelphia, Pennsylvania 19103
300 N. Ervay Street 215/597-2295
Suite 3300
Dallas, Texas 75201 zrive : 908 E. MaingeStreet
214/749-7691 . & ~. . .- Suite 435
Richmond, Virginia 23219
2345 Grand Avenue 804/643-6716
Suite 1500
Kansas City, Missouri 64108 44 Montgomery Street
816/374-2851 Suite 3600
San Francisco, California 94104
First Wisconsin Plaza 415/556-2736
1 S. Pinckney Street
Eighth Floor

Madison, Wisconsin 53703
608/252-5226

Source: Federal Deposit Insurance Corporation
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TITLE VIII—COMMUNITY
REINVESTMENT

Szc. BOL. This titls may be cited es the
“Community Relnvaatment Act of 1977". -

Sec. 802 (o) The Congress finds that—

(1) regulateq financlal institutions are ra-
qulred by law to demonsirate that shelr de-
posit facllitles serve the conveanleacs and
needs of the communities Jn which thsy are
chiartar=d to do buslaesss; . ¥

- (2) the convenlence and reeds of commu-
nites Include the ne2qd for credit services as
well a3 depealt services; and .

(3) regulated financlal institutions have
continulng and aliirmative obligation to hep
meet the credlt needs of tha losal commu-
nities in which they are caartered. .

(b) It1s the purpese of this title to require
eaca’ eppropriate Fedaral. financlsl super-
visory szency to use its authorlty whena ex-
amining fnaucial Institutions, to encourags
suctr lastitutions to help meet-the cr=dit
needs of the local communtities in which they
are chartered consistent with the safe and
sound oparation of such institutions.

Szc. 803, For the purpos2s of this tifle— .

{1) tone term “appropriate Federal finan-
cial suparvisory ageacy” means— - - :

(A) toe Comptroller of the Currency with
respect to nmtional banks; :

{B) the Board of Gavernors of the Federal
Reserve Systern with respsct to State char-
tered banks which are members of the Fed-
eral Resacye System and bank holding com-
paales; . ’

{C) the Federal Deposit Insurance Cor-
poration with respect to State chortered
banks and savings banks which are not rnem-
bers of tte Federal Reserve System and the
d2posits of which are Insurett by the Cor-
poration; and

(D) the Fedaral Home Loan Bank Board
with respect to lostitutions the deposlts of
which 2re Insurad by the Pedemil Savings and
Loaa Insurance Corperetion and to savings
£nd losn holdley companles; - R

(2) the term *regulated financial Institu-
tlon” means an insured bank as defined in
secllon 3 of the Federal Depovsit Insurance
Act or 2n insured institutlon as defined ln
section 401 of the Nattonal Houslag Act; end

(3) the term “zpplication for a deposit
facllity” means an application to the appro~
priate Fecderal financlal supervisory agsncy
otherwise required under Pederal law .or
regulations thereunder for— °

(A) = chacter for & natlonal bank or Fed-
eral saviags and loan assoclation; .

{B) deposlt insucance In cocnection with
a newly chartersd State banlk, savings banlk,
saviags and loan gssociation or simitar instl-
tulion;

(C) tze esiablishment of o domestic
branch or other faciisy with the ablitty to
occepts deposlls of 2 regulated fcaccial in-

- stitution; A

(D)- the relocolion of the homsa ofice or o
branch ofilce of n regulated financial inssi-
tutlon; - : .

(E) the merger or consolidation with, or
the acquilsition of tha nssets, or the assump—
tion of the llabilitties of a regulatsd Bnauclal
institution requicieg opproval under sectlon.
18(c) of the Federal Deposit Inswance Act
or under regulatioes lssusd undar tha pu-
thority of title IV of the Natlonal Housing
Act; or

(F) the acqulsilion of sharey !z, or tha
assets of, & regulated fSnancial iastitutlon
requirlog spproval under section 3 of the
Bank Holding Compaay Act of 1356 or section
403{e) of tha Natlonal Housing Ach

SIC. BUL. In connection wlth its exarnina-
tion of a financlsl iastitution, tha aupro-
priate Fedaral financlal supzrvizory agengy
skalt—

(1) 2ssess the Institution®s record of meat
Inz the credit nesds of Its eniire comumu-
nity, Including low- and moderaie-incoms
neizhborhoods, consistent with the zafe aad
sound operatiozn of such institution; and

(2) take sucb record into account ia fts
evsluation- of an application for a Qeposit
Iacliity by such Institution.

-Sec. B0S. Each npproprinte Federa! finan-
clal supervisory ngeacy shall include In §ts
anaual report to the Congress a sectlon out-
linlag the actions it has taken to carcy out
its responsibitities uncer tals ticle. ot

Szc. 806. Regulatlons to carry out the pur-
Poses of this title shall be publishad by each
appropriate Federal financlal supecvisory
agency, and shall take effect no later thun
590 days after the date of enactareat of this
tlitle. T
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NEIGHBORHOOD REINVESTMENT -- FOR WHOM?
by Dennis R. Marino and

Erica Pascal

Summary

This chapter is designed to sound a note of caution to
neighborhood residents who are in the process of developing and
advocating strategies to revitalize their commmities. The authors
describe the growing concern over who benefits from neighborhood
reinvestment and revitalization, and suggest that citizens care-
fully consider the goals, unintended consequences and negative
impacts of reinvestment efforts. They present selected testimony
from a recent Congressional Hearing on the relationship between
neighborhood revitalization and displacement. They also review a
sample of strategies which have been implemented to counteract
displacement and insure that existing residents of imner city
neighborhoods benefit from neighborhood reinvestment programs.

The chapter concludes with a statement concerning the fiscal
interest of public officials in achieving neighborhood economic
integration through reinvestment without causing displacement-

of existing residents.
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NEIGHBORHOOD REINVESTMENT --———- FOR WHOM?

As a result of the dialogue which evolved among neighbor-
hood residents, lenders and public officials over the last de-
cade concerning the plight of older city neighborhoods, effec-
tive neighborhood reinvestment efforts have been implemented
in several cities. Genera_lly, the investment which has occurred
as a result of these efforts has been successful in enabling
residents to acquire homes, make improvements on existing homes
and refinance existing mortgages. However, during the past year
there has been a growing concern over whether or not existing:
residents of older city neighborhoods will be able to benefit
from the reinvestment strategies which they helped implement.
In some cases, the credit generated as a result of reinvestment
efforts will finance the acquisition and major rehabilitation
of inner city property by middle and upper income, non-inner
city residents. ‘This growing segment of inner city migrants
is finding inner city housing an attractive bargain given the
relatively high cost of suburban housing and the transportation
related expenses incurred by suburban commuters. This pheno-
menon should not be perceived as a problem a priori, but should
be viewed as an opportunity to create economically integrated
commmnities in commmities which are populated exclusively by
very low income residents. Since such commmities are usually.
characterized by a considerable supply of vacant housing and
vacant land, such integration might be accomplished with a

minimal amount of initial displacement. However, unless income

Woodstock Institute  chicago, tilinois



ues, rents, and tax assessments increase. Unfortunately,_ there are
few examples of neighborhoods which have wmdergone economic inte-
gration that were able to provide income generating opportumities
for a significant nurber of poor residents,
In July, 1977, the Senate Committee on Banking, Housing
and Urban Affairs held hearings on displacement. During
the course of thig hearing, Senator William Proxmire (D.,
Wisconsin) made the following statement which summarizes the
concerns of a mumber of urban policymakers and neighborhood

residents: i

for whom? Will the increasing pace of neighborhood~
Tevitalization yield healthy, diverse commmities, /or/
dislocate the old, the poor, and the black residents™

from older neighborhoods which are newly attractive

for the poor? How can we prevent the game of musical
chairs that we had under urban renewal, which dis-
located more poor people than it housed-which, T
guess, is one of the greatest ironies of social
policy. '

The one point that Senator Proxmire overlooked is that

there is also a potential for moderate income and lower middle

Woodstock Institute Chicago, lllinois
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that is upper income.

During the same hearing, Carl Holman, President of the
National Urban Coalition, emphasized the reality of the dis-
placement of working class and elderly households which the
Coalition discovered during its survey of the impact of )
neighborhood reinvestment and revitalization on existing resi-
dents of selected neighborhoods in 43 cities.

. ..Our local urban coalitions began reporting that
despite the middle class out migration trends re-
ported by census analysts and urbanologists, their
commmities were beginning to experience filtering
back of middle income buyers and renters of re-
modeled houses and apartments who were pushing

out those who were no longer able to stay in their
old neighborhoods. ..A new class of urban nomads is
being created. They do not want to move, but move
they must because they can no longer afford or sus-
tain their claims to housing in older neighborhoods.
Others--including some in this city,/ Washington,
D.C./ in Baltimore, in Chicago, in Oakland, in
Saint Louis--are fighting against considerable
odds to hold on to their...physical and financial
dnvestments in these neighborhoods. In mneighbor-
"hoods undergoing revitalization, these people are
caught between the vise of middle income renovated
areas and the staunchly middle income suburbs. I
believe we stand on the threshold of a demographic
movement whose effect may well result in the
economic resegEation and the "suburbanization'

of our cities.

Holman indicated that the preliminary conclusion of the
Coalition's survey is that the crucial difference before and
after the revitalization in almost all of the neighborhoods
surveyed--with the exception of neighborhood Housing Service
areas--was the social and economic characteristics of the
residents.3 After revitalization activities were initiated,
there was usually a replacement of blue collar workers (black

and white), the elderly and the wnemployed poor by relatively
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young, white professionals.4 According to Holman, displgcement
occurs on a block-by-block basis in a manner similar to the way
racial change occurs from white to black in many inner city
neighborhoods. In such cases, there have been fey opport:tm1t1es
for economic and/or racial integration. |

The problem of displacement is one that must be addressed
at the beginning of any neighborhood revitalization program,
and not addressed remedially as the affects begin to take their
toll. There are numerous things a state and/or city might do
to prevent reinvestment in and revitalization of neighborhoods
at the expense of current neighborhood residents. For example,
reinvestment is essentially a speculative venture of investment
into a commmity in hopes of recapturing later value increases,
One option is for the city and/or state to become an investor
in order to capture some of the value increase for public pur-

poses.

In oxder to prevent undue speculation at the expense of

current residents, the state could impose an additional ° 'speculators

tax" on buildings held for short term gain. Another way a city
can encourage reinvestment without dislocating current residents
is through the property tax mechanism. For example, under the
urban homesteading program the reassessment resulting from the
increased value of the rehabilitated building is prorated over
a certain number of years. In neighborhood revitalization
Strategies, a similar approach could be employed to insure

that current residents are not forced to sell their homes to

pay property taxes. Perhaps elderly and moderate income
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homeowners could be permitted to delay payments of property
taxes beyond a maximum level until they sell their homes.
Another approach would be in the administration of the building
code, either in the form of a modified code for rehabilitat.:ed
buildings, or on the model that the neighborhood housing.l‘
services program proposes, a "flexible and sensitive' building
code enforcement. Finally, efforts could be made to require
that Section 8 housing subsidies be used in buildings under-
going rehab, thus insuring that renter households could remain
in the area.

Washington D.C. has tried another approach to preventing
the displacement of current residents of neighborhoods under-
going reinvestment and revitalization. Washington residents
are predominantly renters, and even single-family homes or
townhouses are often rented rather than owner-occupied. In
November, 1975, the Washington D.C. City Council passed a rent
control ordinance. Section 301 of the ordinance provided that
any owner of a single-family dwelling who seeks to sell that
building must first make a bona fide offer of the building to
the current renter-occupant, who has 45 days to accept the
offer. (A similar provision in the condominium ordinance
provides that an owner must offer the building to the current
tenants before converting the building to condominium).

In one ins‘tance, the D.C. ordinance was used to set aside
a sale. Center Properties, a developer, bought an entire
block of properties in a northwest community called Adams

Morgan, which has recently undergone rapid and extensive
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rehabilitation. The developer attempted to evict all the tenants
on the block. The court, in reviewing the action, found the
previous owners had not offered the buildings to the tenants,

and set aside the sale. Active commmity support helpegl the
tenants raise the downpayment money and secure mortgages. The
city assisted by providing rehabilitation money through commmity
development block grant funds.

It is too early yet to determine if the D.C. ordinance will
have any effect. Several neighborhoods in Washington are wnder-
going severe redevelopment pressure, including Capital Hill,
Adams Morgan, DuPont Circle, Mt. Pleasant, and others. A staff
member for City Council member David Clark, who introduced the
measure, felt that the ordinance would have minimal impact for
several reasons. First, prices which even unrehabilitated pro-
perties have commanded in the redevelopment areas has been very
high. Second, many of the current renters do not have the
ability to obtain a mortgage, pay a downpayment, or secure
rehabilitation loans. Greater financial assistance will be
necessary if the city is truly interested in helping renters
become owners and preventing dislocation of long term residents

from their neighborhoods.

Another city which is attempting to control the rate of
reinvestment and revitalization is the City of Hartford,
Connecticut. According to City Councilman Nicholas Carbone,
Hartford is attempting to direct middle income migration into
neighborhoods experiencing weak housing demands and high

vacancies so that stable, but moderate income neighborhoods
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characterized by tight housing markets are not uprooted. This
goal is to be accomplished through a marketing and tax incentive
strategy.

Another anti-displacement strategy has been implemented
by the Association of Neighborhood Housing Developers of New York
City, This strategy involves tenants who live in a multi-family
building rehabilitating their own building. In exchange for working
on the building, they receive a salary provided by CETA funds and
are given a priority right to acquire apartments in these buildings
which become cooperatives once they are rehabilitated. A variation
of this strategy is to provide in kind payment in the form of
partial ownership rights to one of the wumits for long term unem-

ployed residents who work on these buildings.

Conclusion

.Throughout this Guide a range of reinvestment strategies have
been presented for consideration of neighborhood residents. With a
few exceptions, the preceding chapters presel;lted a strategies which
are directed toward providing credit primarily to existing residents
for the purchase and rehabilitation of housing, and the refinancing
of aged mortgages. In considering which of these strategies might
be appropriate for implementation, interested parties should
determine what they hope to accomplish through neighborhood reinvestment.

Any reinvestment strategy which is implemented should be
tailored to the unique social and economic fabric of existi_ng
neighborhoods to insure that displacement does not occur as an

unintended consequence of the increased market activity stimulated
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by the strategy. In those neighborhoods where there is an obvious
need to encourage economic integration, an effort should be made

to accomplish this without uprooting existing residents. If

any residents are displaced as a result of a strategy initiated by
any of the three sectors -- public, private or voluntary‘ -- then

it is the responsibility of all three sectors to insure that decent,
affordable housing is made available in the same neighborhood from
vwhich the residents were inadvertently displaced.

Although in some cases local policymakers may desire the
massive influx of middle income households and the substantial
displacement and outmigration of moderate income households,
the public sector will not benefit from such demographic reversals.
If whole commmities of low and moderate income residents are forced
out of inner city areas by market forces, then it is likely that
they will locate in another commmity in the same metropolitan area --
perhapé an inner ring suburb -- where they are likely to be subject
to the forces of disinvestment which once plagued their inner city
comunities. Based on the assumption that middle income people
pay more in taxes than they demand in city services, it might be
assumed that some mmicipalities would benefit and some would lose
from the above demographic gymastics. However, any time an
opportunity to nurture economic integration is lost, the public
sector will lose.

If the reinvestment -- displacement -- disinvestment cycle
is permitted to occur repeatedly, then states will be forced to
continue to increase their income maintenance budget and be forced --

as Stanley Hallett pointed out above -- to bail out one commumity
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while building up another. On the other hand, a reinvestment-
economic integration cycle which would enable lower income people
to secure income generating opportunities as a result of the édded
economic activity caused by the influx of middle income households,
might reduce or cause the state income maintenance budget to level
off. The actualizing of this theory is dependent on the assumption
that lower income people will be able to secure the income generating
opportunities without being discouraged by discriminatory practices.
Accomplishing neighborhood economic integration without
causing displacement of existing residents is the challenge which
confronts all urban residents and policymakers faced with the

task of neighborhood reinvestment and revitalization.

Woodstock Institute  chicago, itlinois



V-1-11

Footnotes

1

U. S. Senate, Committee on ing, Housing, and Urban
Affairs, "Neighborhood Diversity," Hearings, Opening State-
ment of Senator William Proxmire, July 7-8, 1977.

2

Ibid., Statement of Carl Holman.

3
Ibid.

4
Ibid.

“Woodstock Institute  chicago, ttlinois





