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Abstract of Dissertation

Lending to Low- and Moderate-Income Borrowers:
The Impact of Lender Board Composition,

Stakeholder Outreach, and Regulatory Environment
Increasing homeownership has been a long-standing public policy goal in the United States
(Rohe & Watson, 2007). Historically low- and moderate-income borrowers and minority
groups have had a more difficult time gaining access to the mortgage lending market
(Marsico, 2005). The market for mortgage lending is large, complex, and subject to a
patchwork of regulations. It has also undergone significant changes over the last few
decades. This study explores how organizational level factors (i.e., board composition with
respect to community influentials and stakeholder outreach) and institutional factors
influence rates of lending to low- and moderate-income borrowers. A two level
hierarchical model including both fixed and random effects was used to analyze publicly
available data provided by lenders under the Home Mortgage Disclosure Act. The results
of the study were mixed. Higher peer levels of lending as well as being subject to the
Community Reinvestment Act were associated with increased lending to low- and
moderate-income borrowers. A greater number of activities toward certain stakeholders,
surprisingly, was associated with a decrease in rates of lending to low- and moderate-

income borrowers. There was no support for the presence of community influentials on the

board affecting rates of lending to low- and moderate-income borrowers.
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Chapter 1: Introduction and Research Objectives

Introduction

Increasing homeownership has been a long-standing public policy goal in the United States
(Rohe & Watson, 2007). Homeownership has been associated with positive personal
outcomes (e.g., increased self-esteem, increased personal satisfaction, increased family
wealth) and positive community impacts (e.g., increase monetary investment in the
community, improved educational outcomes) (Aaronson, 2000; Elsinga & Hoekstra, 2005).
Historically low- and moderate-income borrowers and minority groups have had a more
difficult time gaining access to the mortgage lending market (the primary mechanism
through which people purchase homes—especially since the end of World War 1)
(Marsico, 2005). At the end of 2009 the overall homeownership rate in the United States
was approximately 67.2 percent but only 50.2 percent for those with below median
household income and 81.8 percent for those at or above median household income (U.S.
Census Bureau, 2010a). As a comparison, at the end of 2005, the overall homeownership
rate was 69 percent, 53.1 percent for those with below median household income, and 84.3
percent for those at or above median household income (U.S. Census Bureau, 2010a).
Because of the personal and social benefits of homeownership, and to counter
discrimination in lending, a number of institutions, laws, and regulations have been created
to foster homeownership generally and particularly among low- and moderate-income
borrowers and minority groups. Some of these policy changes (e.g., the introduction of
mortgage lending disclosure requirements) impact all parties in the mortgage lending
system. Other regulations (e.g., the Community Reinvestment Act) apply only to certain
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banking institutions—creating a different regulatory environment for bank and nonbank

lenders.

Overall the mortgage market in the United States has changed significantly in the last 70
years as mortgage lending has shifted from savings and loans to independent mortgage
lenders, from manual underwriting to automated underwriting using credit scores, from
high down payment requirements to very low or no down payments, and from low cost 30-

year fixed rate mortgages to interest only, subprime, and adjustable rate mortgages.

The creation of new laws that target certain lending institutions and the growth in nonbank
mortgage lending has created a complicated lending environment in which bank based
lenders are subject to greater federal and state regulation than nonbank lenders. All
legitimate mortgage lenders (bank or nonbank) are trying to serve customers, comply with
the law, and maintain good relationships with their various stakeholders in order to survive
and succeed. Firms must address the needs and concerns of their stakeholders and comply
with the letter and spirit of the regulations designed to achieve public policy goals related to

homeownership.

Within this complicated competitive and regulatory environment there are differences in
rates of lending to low- and moderate-income borrowers. Some mortgage lenders lend
more to low- and moderate-income borrowers than others (e.g., some banks receive
negative evaluations from bank regulators related to the quantity of lending they provide to
low- and moderate-income borrowers). Given the public policy interest surrounding
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lending to low- and moderate-income borrowers, differences in firm lending strategies, and
the complexity of the institutional environment for lending, it is an interesting puzzle to
consider what factors are associated with differences in rates of lending to low- and
moderate-income borrowers. There are likely a host of reasons for differences in rates of
lending (e.g., strategic differentiation or a desire to maintain regulatory favor to protect
future expansion opportunities). Much of the existing research in this area focuses on the
regulator and institutional environment. This study examines differences in lending to low-
and moderate-income borrowers by examining firm characteristics in addition to the
institutional environment. For example, in terms of firm level factors, having community
influentials on a lender’s board of directors and having strengths in terms of stakeholder
outreach activities might provide a firm with the information, motivation, and resources
needed to extend loans to low- and moderate-income borrowers. In terms of the
institutional environment, firms may engage in lending to low- and moderate-income
borrowers relative to their peers to maintain compliance and legitimacy with their
regulators. In this study, | explore the relationship between firm level factors (e.g., the
percentage of community influentials on a bank’s board), institutional factors (e.g., peer
levels of lending, the regulatory agency for a given lender), and the rates of home mortgage

lending to low- and moderate-income borrowers.

Research Question

How do organizational level factors (i.e., board composition with respect to community
influentials and stakeholder outreach activities) and institutional factors influence rates of
lending to low- and moderate-income borrowers?

3



Research Model

Figure 1 summarizes the proposed research model for this study. The independent variables
are listed on the left side of the model. The dependent variable, the percentage of lending
to low- and moderate-income borrowers, is listed on the right side of the model.

Figure 1. Research Model

Organizational Factors
e Board composition
e Stakeholder outreach

Institutional Environment

e Community Reinvestment Act compliance Low- and
required? moderate-

e Holding company status income Lending

e Peer levels of low and moderate income » e Percentage of
lending lending to low-

and moderate-

Controls income borrowers

e Size

e Profitability

e | everage

e Subprime lending involvement
e Geographic location
e Home price appreciation

Expected Contributions

This study examines the nexus of public policy, stakeholder engagement, and business
decision making. One potential contribution of this study is a better understanding of
organizational and institutional level factors associated with differences in levels of

community lending in a highly regulated industry. In addition, this study will help
4



researchers and community stakeholders better understand how a firm’s voluntary activities
toward its stakeholders are related to community lending activities. Past research involving
board composition and firm financial performance has generated conflicting findings
(Hillman, Nicholson, & Shropshire, 2008; Rhoads, Rechner, & Sundaramurthy, 2000).
These findings have raised questions about the role and impact of the board on firm
financial performance. Similar studies that explore the impact of board composition with
dependent variables other than financial performance are lacking in the literature. This
study examines how certain aspects of board composition are related to firm performance
in terms of lending to low- and moderate-income borrowers. The use of a socially
desirable yet economically uncertain dependent variable in this study might provide
interesting insights for board composition research on non-economic performance. Finally,
given the recent turmoil in the financial markets, it is likely that more lenders will be
subject to increased regulation. A better understanding of how lenders have responded to
existing lending related regulation in the past could help inform future public policy related

to the promotion of low- and moderate-income borrowing for home purchases.

Limitations and Boundaries

This study examines rates of lending to low- and moderate-income borrowers. Because this
study will explore the relationship between multiple independent variables and a single
dependent variable using a cross sectional design, the results will not be causal. It is also
possible that an unidentified spurious variable could be driving rates of lending to low- and
moderate-income borrowers (the dependent variable). The time period of focus for this
study is 2004 through 2007. | begin in 2004 in part due to changes to the Home Mortgage
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Disclosure Act (HMDA) which became effective starting in 2004. As discussed in more
detail in Chapter 2, the HMDA requires financial institutions issuing mortgages to report
specific information to the government on a quarterly basis. These changes to HMDA
required more information to be disclosed regarding certain types of loans (e.g., high priced
loans and loans for manufactured housing). This study ends in 2007 because of a
significant restructuring of the mortgage market. Subsequent to the collapse of the
subprime mortgage lending market in 2007 the mortgage lending industry has undergone
tremendous changes (e.g., the shift in lending from independent mortgage brokers to banks
and thrifts, tax credits to spur homeownership, increased federal regulation, and tightened
lending standards). Mortgage lending data after 2007 is difficult to compare to data from

before 2007.



Chapter 2: Literature Review

Introduction

In this chapter | will examine the literature surrounding the mortgage lending industry in
the United States including firm level and institutional factors that impact business
behavior in the mortgage lending industry. A number of different factors impact a firm’s
decisions with respect to its behavior—even in a highly regulated environment such as
mortgage lending. The institutional environment includes the historical, cultural, and
regulatory environment in which firms operate (Scott, 2001). Institutional theory would
suggest that a lender’s external environment (e.g., coercive pressures such as the
Community Reinvestment Act (CRA)) impacts its rate of lending to low- and moderate-
income borrowers. Resource dependence theory would suggest a lender’s rate of lending
to low- and moderate-income borrowers would reflect the level needed to obtain necessary
resources from regulators and other critical stakeholders. But there may also be other
organizational factors at work. For example firm employees, managers, and executives
make decisions and take action filtered through personal and organizational values and
norms (Hambrick, 2007; Hambrick & Mason, 1984; Schuler, Rehbein, & Cramer, 2002).
In some institutions lending to low- and moderate-income borrowers might just be the right
thing to do and reflect the philosophy of management. In other institutions it might be
mandated by the board. The focus of this study, and thus this chapter, are the firm level
and institutional level factors that impact a lender’s rate of lending to low- and moderate-

income borrowers.



This chapter will proceed as follows: First, |1 will provide an overview of homeownership
as a socially desirable public policy goal in the United States. Second, | will provide a brief
history of homeownership and mortgage lending in the United States including issues
related to discrimination in mortgage lending and subprime lending. This will provide a
historical and cultural context for mortgage lending in the United States. Third, I will
review the literature related to firm level factors examined in this study including resource
dependency theory, board composition, and firm stakeholder outreach activities. A major
contribution of this study is the addition of organizational level factors to explain
differences in rates of mortgage lending. Fourth, I will review the literature on institutional
theory and the regulation of mortgage lending in the United States as these are key aspects

of the business and regulatory environment in which lenders operate.

Benefits of Homeownership

There is extensive public policy literature that examines issues of homeownership and
mortgage lending. In a 2010 letter to the Secretary of the U.S. Department of the Treasury
Tim Geithner and the Secretary of the U.S. Department of Housing and Urban
Development Shaun Donovan, leaders of the Mortgage Bankers Association stated,
“Housing policy beings with the premise that shelter, like food, is a basic human need. As
such a good and just society ensures that all of its citizens are able to attain at least a
minimum standard in terms of their housing, and many families are able to do much more,
achieving the American Dream of owning a home. U.S. housing policy, developed over
decades, has consistently highlighted these objectives” (Courson & Berman, 2010).
Increasing homeownership, especially among low- and moderate-income families, has
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been a consistent public policy objective in the United States since the New Deal (Rohe &
Watson, 2007). The evidence supporting the notion that increased homeownership is
beneficial to individuals and communities is inconsistent because of the difficulty in teasing
out spurious relationships and in creating studies that try to address causation. In a review
of research on the benefits and costs of homeownership, Dietz and Haurin (2003) found
considerable methodological flaws including insufficient control variables to isolate the
benefits and costs of homeownership and sample selection bias issues. However, the
overall sense in the literature is that homeownership is associated with personal (for the
homeowner) and societal benefits (Aaronson, 2000; Elsinga & Hoekstra, 2005). For
example, homeownership provides the opportunity for families to gain wealth through the
historical upward trend in home values. Increased homeownership has also been associated
with improved educational outcomes in neighborhood schools (Aaronson, 2000). A
number of studies have also found a positive relationship between homeownership and
outcomes related to children including improved cognitive development, improved test
scores, and decreased behavioral problems (Dietz & Haurin, 2003). Because of the
transaction costs associated with homeownership, homeowners are less likely to move than
renters—contributing to neighborhood stability (Dietz & Haurin, 2003). The downside is
the potential that owners will be less likely to move in response to changes in the labor

market (Dietz & Haurin, 2003).

The Joint Center for Housing Studies at Harvard University conducted a review in 2001 of
the existing research on the link between homeownership and personal and societal benefits
and harms. The center found that, “considerable evidence suggest, for example, that
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homeowners are more likely to be satisfied with their homes and neighborhoods, more
likely to participate in voluntary and political activities and more likely to stay in their
homes longer periods of time” (Rohe, Zandt, & McCarthy, 2001, p. 22). The authors found
limited support for a positive relationship between homeownership and self-esteem
(relative to the quality of the neighborhood), life satisfaction, and health (Rohe, et al.,
2001). There is less research on the negative impact of homeownership on individuals and
societies. For example, (Rohe, et al., 2001, p. 22) found that homeowners are less likely to
move from poor areas and homeowners that can not make their mortgage payments can
experience poor health. The authors caution that based on existing research,
homeownership overall is a beneficial public policy objective but that homeownership
might not be a positive experience for certain borrowers (e.g., those that will be unlikely to
make their mortgage payments) and for those buying in certain areas (e.g., where property

values are expected to decline).

Of particular interest in recent decades has been expanding homeownership to low- and
moderate-income borrowers. As President George W. Bush noted during a speech given as
part of National Homeownership Month, “I believe when somebody owns their own home,
they’re realizing the American Dream. . . .The goal is, everybody who wants to own a
home has got a shot at doing so” (U.S. Department of Housing and Urban Development,
2002). President Bush called for 5.5 million more homeowners by 2010. To achieve that
goal the President called for Congress to fund an American Dream down payment fund to
help low-income families buy homes (U.S. Department of Housing and Urban
Development, 2002)

10



Traditionally low- and moderate-income borrowers have had a more difficult time gaining
access to mortgage financing. As discussed in more detail below, some banks have been
reluctant to lend in low- and moderate-income neighborhoods. Rates of homeownership by
families at or below median income trail the rates of homeownership by families making
more than the median level of income by approximately 30 percentage points. Community
groups argue that low- and moderate-income borrowers have been excluded from the
benefits of homeownership and that getting more low- and moderate-income families to
become homeowners would benefit the families and local communities (e.g., The

Greenlining Institute, 2010).

Despite public policy and community efforts to encourage homeownership, rates of
homeownership have stayed within a relatively narrow range since 2000. The overall
homeownership rate circa 1900 was 46 percent and was 48 percent by 1930 (Immergluck,
2009). The Great Depression drove the homeownership rate down to 44 percent by 1940
(U.S. Census Bureau, 2010b). A large boom in homeownership occurred after World War
Il as soldiers returned from war, moved to the suburbs, and purchased homes. In this
postwar period the overall rate of homeownership jumped from 44 percent in 1940 to 55
percent in 1950 to 62 percent in 1960 (U.S. Census Bureau, 2010b). Low- and moderate-
income families were largely absent from the post war boom in homeownership, in part
due to a lack of financing options (Gramlich, 2007b). In the next few decades
homeownership rates grew modestly (63 percent in 1970, 64 percent in 1980, and 64
percent in 1990) and stabilized. As detailed in Table 1, the United States experienced a
mini boom and bust during the last decade as homeownership rates rose from 67.5 percent
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to 69.2 percent and back down to 67.2 percent. A similar rise and fall was experienced for
those families above and below the median income level.

Table 1. Historical Rates of Homeownership

United States Income at or above Income below
Year (4th gtr.) Overall median median
2009 67.2 81.8 50.2
2008 67.5 82.9 51.2
2007 67.8 83.0 50.9
2006 68.9 84.5 52.9
2005 69.0 84.3 53.1
2004 69.2 84.6 52.5
2003 68.6 83.6 52.1
2002 68.3 83.2 52.4
2001 68.0 82.2 53.0
2000 67.5 81.6 51.8

Source: U.S. Census Bureau (2005, 2010)

Mortgage Lending in the United States

From the early building and loan organizations in the 1800’s (an early version of the
savings and loan) to the nationwide subprime lenders of the 2007, the mortgage lending
industry has gone through significant changes (Immergluck, 2009). Five significant
changes are identified in this section. These changes have been driven by changes in public
policy and regulations as well as changes in the financial marketplace—especially in the
last forty years (Apgar, Bendimerad, & Essene, 2007; Apgar, Calder, & Fauth, 2004;
Davis, 2009; Gunther, 2002; Immergluck, 2009; Ross & Yinger, 2002). These shifts and
the rise in subprime lending are discussed below. They provide the context for mortgage
lending, homeownership, and specifically lending to low- and moderate-income borrowers.
Each change may or may not have a direct impact on low- and moderate-income lending

(e.g., the rise in automated underwriting had a positive impact on lending to underserved
12




groups). However understanding these shifts is important for understanding the regulatory
and competitive context for lending—in which current practices, attitudes, and beliefs are

embedded.

(1). Shifts in regulation. Changes in legislation and regulation related to lending have
help expand mortgage lending (e.g., the elimination of usury laws and restrictions on
interstate banking) and have sought to reduce discrimination in lending and limit predatory
lending (e.g., the Home Ownership and Equity Protection Act (HOEPA) provision related
to disclosure of high cost loans). Discussing the post World War II homeownership boom,
Gramlich (2007b, p. 1) notes, “low- and moderate-income families generally were unable
to participate in this first postwar ownership boom” because they were unable to obtain
mortgages. Mortgage lending discrimination has not been limited to low- and moderate-
income borrowers. A series of newspaper articles in the 1980’s in the Atlanta Journal-
Constitution reported on apparent discrimination by lenders in majority black
neighborhoods in Atlanta. In the early 1990’s the Boston Federal Reserve issued a number
of working papers and studies that appeared to show higher loan denial rates for blacks and
Hispanics as compared to whites in a sample of loan decisions by Boston lenders (Ross &
Yinger, 2002). These and other studies suggest a long history of discrimination in
mortgage lending to minority groups (Marsico, 2005; Ross & Yinger, 2002). As discussed
in greater detail below, a large number of laws and regulations that all mortgage lenders
need to follow (e.g., the Home Mortgage Disclosure Act (HMDA)) and that only
depository mortgage lenders need to follow (e.g., the CRA) are attempts by policy makers
to reduce the prevalence of discrimination in mortgage lending. The HMDA was passed in
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1975 and requires lending institutions to disclose publically information about the loan
applications they receive (including applicant demographic information), the loans they
originate, and the loans they purchase (Avery, Brevoort, & Canner, 2007). It was designed
to provide more information to market participants, community stakeholders, and
regulators in hopes of creating a more fair and efficient market for home mortgage lending
(Avery, et al., 2007; McCoy, 2007a). The CRA was passed in 1977 to eliminate the
practice of redlining (i.e., the refusal of banks to make loans in certain neighborhoods).
The act mandated that banks increase the number of loans they made to low and moderate-
income borrowers in the communities in which they operated. Increased lending to small

businesses was also a goal of the CRA.

(2). Shift from thrift and bank based lending to independent mortgage lenders.

Home mortgage lending expanded greatly in the 1930’s as part of President Roosevelt’s
New Deal and boomed again as a part of the post World War 1l housing boom
(Immergluck, 2009, p. 453). Savings and loans (now called thrifts) were responsible for a
majority of mortgage lending. As Apgar et al., (2007, p. 5) notes, “as recently as 1980,
nearly half of all one-to-four home mortgages [i.e., mortgages for dwellings that would
hold one to four families] were originated by thrifts and another 22 percent by commercial
banks.” Thrifts and other deposit based lenders were surpassed by independent mortgage
lenders subject to fewer regulations and restriction on their operations. This includes
exemptions from some regulations designed to increase lending to low- and moderate-

income borrowers. Depository institutions (excluding non-depository subsidiaries and
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affiliates of depository firms) accounted for 44 percent of mortgage loans (by number) in

2005 (Avery, Brevoort, & Canner, 2008, p. A124).

(3). Specialization and the shift from primarily local lending to national lending. The
shift from deposit based mortgage lending institution to independent mortgage lenders was
accompanied by increased specialization. Traditionally a savings and loan or thrift would
perform all parts of the mortgage lending process. Over time these activities increasingly
were performed by separate and specialized companies (e.g., mortgage brokers, mortgage
lenders, appraisers, loan servicers). The nationalization of the lending market helped drive
the specialization of mortgage lending as firms could obtain a competitive advantage by
focusing exclusively in a particular service or product. Economies of size and economies
of scale created increased efficiencies and reduced costs within a market of sufficient size.
These cost reductions were in part passed on to borrowers through lower loan origination
costs (Apgar & Duda, 2003). Lower origination costs mean homeownership is more
accessible for low- and moderate-income borrows. For example, given the economies of
scale, a mortgage servicing company could generate greater profits by providing services
for mortgages generated by multiple lenders across many states as compared to operating

only in a particular region or only a few lenders.

(4). Securitization and the creation of the government sponsored entities. Traditionally
mortgage lenders (e.g., savings and loans) held the mortgages they underwrote on their
books for the life of the loan (or at least a larger proportion of their loans). The creation of
a secondary market and the securitization of mortgages into mortgage backed securities
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increased the practice of packaging and selling mortgages soon after creation. The increase
in mortgage securitization was supported by the creation of Fannie Mae and Freddie Mac.
Created in 1934 and 1970 respectively, these government sponsored entities (GSES) were
created by congress and the executive branch to expand homeownership by providing a
secondary market for mortgages (Immergluck, 2009). The creation of the GSEs allowed
for additional capital to enter the mortgage market—ultimately expanding the number of
mortgages available for borrowers and spreading the risk of mortgage defaults from

originators to the GSEs and investors.

(5). Creation and use of risk based pricing and automated underwriting. The decades
between the 1970’s and 1990’s saw a number of significant changes that allowed for the
transition between a prime only market and the addition of the subprime mortgage market.
Changes in laws (e.g., the end of many usury laws related to home mortgage lending),
technology (e.g., the ability to quickly analyze large amounts of credit and home related
data), and the competitive environment (e.g., the tremendous growth in non-deposit based
lenders) facilitated the expansion of lending opportunities for borrowers not considered
prime (McCoy, 2007b). Before the 1990’s risky borrowers with poor credit were excluded
from the “prime” lending market (in part because the demand for mortgage loans exceeded
the supply) (McCoy, 2007b). Under this scenario lenders traditionally used average-cost
pricing for borrowers. A lender would charge all buyers it considered prime (that met
certain criteria) the same price. Borrowers not considered prime had a difficult time
finding mortgage lending. The main risk for lenders is that if the borrower defaults and the
lender has to foreclose that the value of the house at sale will not bring enough to cover the
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balance of the loan plus servicing costs (White, 2004, p. 505). The ability of lenders to
combine borrower credit history information, usually represented by a credit score, with
current and historical information about houses and previous loan defaults, allowed for the
growth in risk based pricing. Risk based pricing efforts in the mortgage market benefited
from efforts by credit card companies and other industries that were also developing some
of the first risk based pricing models (Gramlich, 2007b). With risk based pricing, a
different price is charged to each borrower (or tightly defined group of borrowers) based on
the borrower’s risk profile with more risky borrowers paying more in fees and offered
loans with higher interest rates. In theory risk based pricing is about accurately
determining a borrower’s risk of default and pricing a product appropriately to compensate
the lender (or purchaser in the secondary market) for taking on the additional risk. In the
prime market, risk based pricing has the potential to lead to lower prices for borrowers with
the best credit profiles because they will no longer be subsidizing the less qualified
borrowers within the prime category (Gates, Perry, & Zorn, 2002, p. 387). In addition, the
more fine grained approach will keep more borderline borrowers out of the higher priced
subprime market (Gates, et al., 2002). However, in the subprime marketplace, the risk
adjusted price is only the first step in determining the ultimate price a borrower will pay
(i.e., brokers, appraisers, and loan servicers in the subprime lending chain have an incentive
to add as many fees and offer as high a rate as the market will bear) (McCoy, 2007b).
White (2004, p. 503) argues that there are two ways to think about risk based pricing as it
relates to mortgage lending: “The efficient-pricing hypothesis says that the market is
providing broader access to credit, offering higher rates and fees to higher-risk borrowers,
and that prices relate directly to risk. The opportunity-pricing hypothesis says that the high
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interest rates and fees charged in the subprime market are well in excess of risk-related
costs.” White argues that the subprime market is largely based on the opportunity-pricing
hypothesis and not the efficient-pricing hypothesis. He argues that information
asymmetries and price discrimination cause fees and interest rates beyond those that would
correspond to the true risk premium associated with a borrower’s credit history (White,
2004). One example of this opportunity-pricing hypothesis is the gap between fees and
rates charged to prime borrowers and those charged to subprime borrowers. The fees
charged to a borrower who is only slightly outside the prime criteria are significantly higher
than a prime buyer instead of being just slightly higher (i.e., rates and fees are not assessed

on a proportionate basis) (White, 2004).

An important part of the development of risk based pricing, and the growth of mortgage
lending in general, is the increased use of automated underwriting systems. Beyond their
role in helping lenders make decisions on mortgage underwriting they helped provide a
system and central repository for information used in risk based pricing. Automated
underwriting started to be used widely by lenders in the 1990s and by 2002 was used for a
majority of loan applications (Gates, et al., 2002). Automated underwriting using
information technology allows for the systematic collection and evaluation of information
related to a borrower’s credit history (usually represented by a credit score), the borrower’s
capacity to repay (usually based on income and levels of existing debt), and the value of the
home that would serve as collateral for the loan (Gates, et al., 2002). A key point in the
development of automated underwriting was their adoption by Fannie Mae and Freddie
Mac. Automated systems allowed the GSEs to clearly communicate the standards for the
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mortgages they would purchase to lenders and allowed for faster, more accurate, and less
subjective underwriting as compared to manual underwriting (Gates, et al., 2002). Critics
were concerned that the widespread adoption of automated underwriting would solidify
inequities in the system for low income and minority borrowers (e.g., because the models
were based on historical lending data in which low income and minority populations could
be under represented). However, based upon a study using Freddie Mac’s Loan Prospector
automated underwriting system, Gates, et al., (2002, p. 377) found that * . . . on average,
more underserved applicants are accepted under AU [automated underwriting] than under
manual underwriting.” They also found that, “ . . . underserved populations stand to gain
the most from AU’s enhanced ability to better distinguish between low- and high-risk
applicants at the margin of acceptable risk” (Gates, et al., 2002, p. 385). In summary,
changes in the mortgage industry over the last forty years have changed the number, type,
and composition of lenders; increased specialization along the lending value chain;

increased securitization; and increased the use of risk based pricing.

Subprime Lending

The development of risk based pricing, automated underwriting systems, and the
securitization of mortgages, coupled with a growing supply of foreign and domestic
investors searching for increased rates of return fostered the expansion of the subprime
mortgage market. Subprime loans grew from a small portion of the market in 1994 ($35
billion or less than 5 percent of all originations) to one-fifth of all mortgage originations by
2005 ($625 billion or 20 percent of all originations) (Gramlich, 2007a). It is difficult to

define exactly what is subprime mortgage lending (Foote, Gerardi, Goette, & Willen, 2008;
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Gramlich, 2007b). In general, subprime loans are those loans made to individuals with less
than ideal credit profiles (Perry & Motley, 2009). Borrowers who cannot qualify for a
prime loan due to a poor or limited credit history are steered to the subprime market
(Gramlich, 2007b; Perry & Motley, 2009; Smith, 2007). Borrowers with FICO scores of
less than 620 are generally steered toward subprime loans (Bar-Gill, 2009; Bitner, 2008).
Between the prime market and the subprime market is the much smaller Alt-A market
which is usually reserved for borrowers with relatively good credit scores (e.g., above 620)

but who could not provide documentation of their income or assets.

Subprime loans often involve higher interest rates and fees, in part to offset the increased
risk of default. The fees and rates charged to subprime borrowers equate to a 4 percent to 6
percent premium over a prime loan with some subprime loans charging much higher
spreads (Gramlich, 2007b, p. 17). Subprime loans also tend to include prepayment
penalties that are largely absent from prime mortgages. Subprime loans tend to have high
loan-to-value (LTV) ratios (e.g., 90-100 percent) as compared to the typical prime LTV of
80 percent and also tend to be very complex and difficult to understand (Bar-Gill, 2009).
For example, subprime loans often contain complex rate adjustment schemes and a mix of
pre-and pro-origination fees that lock the borrower into a high interest rate after a relatively
low “teaser” rate period expires (e.g., a 2 year fixed teaser rate of 4 percent with an

adjustable rate starting at 10 percent after the second year).

Foote et al. (2008) argued that there are three ways to think about subprime mortgage
lending. The first is to look at borrower characteristics (e.g., past bankruptcies or
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foreclosures, credit history) (Foote, et al., 2008). The second is to consider the lender
making the loan. Some lenders specialize in high-cost subprime loans (Foote, et al., 2008).
The third way to look at subprime lending is through the features of the loan (e.g., high
interest rates, prepayment penalties, and high pre-origination fees) (Foote, et al., 2008).
Although all types of mortgage lending institutions (e.g., banks, thrifts, independent
mortgage lenders) engage in subprime lending, the largest subprime lenders tend to be
independent mortgage brokers that are not subject to banking regulations. For example, in
2005 the three largest subprime lenders by number of loans were all independent mortgage
lenders (Ameriquest, H&R Block, and New Century Mortgage Corp.) while the top 10

prime lenders were all banks or thrifts (Gramlich, 2007a, p. 21).

The lack of a clear definition of subprime lending, and the fact that firms are not required to
self-identify as a subprime lender and typically do not label their products as subprime,
makes it difficult to accurately identify and analyze subprime loans and subprime lenders.
One way researchers and practitioners have to identify loans by their characteristics is
through a lender’s disclosures under HMDA. HMDA requires lenders to report certain
information about the loan applications it receives (e.g., the location of the property serving
as collateral, the amount and purpose of the loan, if a loan was originated). In 2002 the
regulations implementing HMDA were amended to require lenders to disclose the rate
spread on first-lien mortgages with annual percentage rates greater than 3 percent above the
rate of a treasury security with a similar maturity (Board of Governors of the Federal
Reserve System, 2006; Perry, 2008). Lenders are also required to identity loans subject to
the Home Ownership and Equity Protection Act of 1994 (HOEPA). These HOEPA loans
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have a combination of features (e.g., very high rates and fees) and make them particularly
expensive to consumers. Additional disclosure to the borrower is required for these loans to
ensure borrowers have the information they need to avoid entering into a loan because of
unfair and deceptive trade practices (Board of Governors of the Federal Reserve System,
2006). However, some argue that the threshold for what constitutes a HOEPA loan is too
high to protect consumers from potentially abusive loans (Immergluck, 2009). For
example, the current interest rate trigger for HOEPA status is eight percentage points above

a prescribed treasury index (Avery, Canner, & Cook, 2005).

Despite the popular impression, subprime loans are not only for low- and moderate-income
borrowers. Any borrower with a poor credit history (and perhaps an irregular and hard to
document income) is largely excluded from the prime market. However, evidence has
shown that subprime loans are clustered in low income and minority areas (Calem, Gillen,
& Wachter, 2004; Smith, 2007). The foreclosure rates for subprime loans has historically
been approximately 7 percent but is now estimated to be as high as 20 percent for subprime
loans originated in the last few years (Gramlich, 2007a). As subprime loans started to
default at faster rates then prime mortgages, this clustering effect means that low income
and minority neighborhoods have been particularly hard hit by the increased foreclosures,

decreased property values, and increased number of abandoned homes.

A number of factors are associated with the increase in subprime lending. The elimination
of state interest rate caps in 1980 through the Depository Institutions Deregulation and
Monetary Control Act allowed lenders to charge subprime borrowers higher rates of
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interest. The Tax Reform Act of 1986 favored mortgage debt over other types of consumer
debt by eliminating the tax deduction for non-mortgage interest (Smith, 2007). The growth
in secondary markets for mortgage backed securities made it easier for regulated banks,
mortgage banks, and investment banks to write high priced loans (e.g., those to subprime
borrowers with high fees, interest rates, and loan-to-asset values) to low- and moderate-
income borrowers. According to Smith (2007, p. 5), the rate at which subprime loans are
securitized grew from less than 30 percent to over 58 percent between 1995 and 2003. The
demand for securitized subprime loans in the secondary market, which paid higher rates of
interest, incentivized lenders to increase the volume of loans originated and securitized.
Over time a number of states have passed laws to combat “predatory lending” by outlawing
such practices as prepayment penalties (that are often associated with subprime loans) and

increasing the required loan disclosure to borrowers and regulators (Smith, 2007).

The subprime lending market benefited from the advances in risk based pricing and
automated underwriting that were adopted first in the prime market. Despite the benefits of
automated underwriting for prime loans, subprime lenders were relatively slow in adopting
these systems (Gates, et al., 2002; Temkin, Johnson, & Levy, 2002). In part this was due to
the high costs associated with developing and updating the models and systems. In some
cases, smaller subprime lenders and brokers purchased the right to use the underwriting
systems of larger lenders (Bitner, 2008). However, one of the main reasons for the slow
spread of automated underwriting is the fact that subprime brokers and lenders prided
themselves on their ability to create a “story” around a particular borrower and loan as part
of the manual underwriting process (Temkin, et al., 2002). Creative mortgage brokers
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could present a borrower to a lender in the best light possible (e.g., offering an explanation
for a poor credit history) while an automated system was far less subjective. The GSEs had
relatively little involvement in the subprime market in the 1990s (Temkin, et al., 2002). In
2000 the GSEs increased their presence in the subprime market, as one way to help them
meet their affordable housing goals (Temkin, et al., 2002). The involvement of GSEs
helped standardize the subprime market—similar to the way they helped standardize the

prime market.

The historical shifts in mortgage lending illustrate the complex environment in which
lenders and their stakeholders operate. In the following section I discuss the theoretical
approaches that help explain and predict the relationships among lenders, borrowers, and

other stakeholders in mortgage lending to low- and moderate-income borrowers.

Organizations and Resource Dependency

According to resource dependency theory, firms need resources to survive and must satisfy
external parties that control needed resources (Pfeffer & Salancik, 1978). Pfeffer and
Salancik (1978) argue that because firms are part of a larger social system they must obtain
and maintain critical resources in order to survive and prosper. Specific to the relationship
between a lender and its regulatory agency, firms need the continued approval of the
regulatory agency in order to sustain operations. Bostic, et al., (2005) found that banks
increase their lending activity to low- and moderate-income borrowers just before a merger
or acquisition in anticipation of increased public and regulatory attention. This might

explain Bank of America’s announcement that it was doubling its community development
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lending to $1.5 trillion over 10 years just before a Federal Reserve hearing on its proposed
acquisition of the independent mortgage bank Countrywide (Reckard, 2008). Firms also
need to obtain resources (including information) from various stakeholder groups other
than regulatory agencies. For example, lenders need resources from and the support of
customers, employees, and the local communities in which they operate. Communities
provide markets, employees, and infrastructure for firms (Hillman & Keim, 2001; Kassinis
& Vafeas, 2006). If low- and moderate-income borrowers do not feel a lender is meeting
their needs they can switch to one that will. From a lender’s perspective, lending to low-
and moderate-income borrowers is one way to improve relationships and obtain resources

from critical stakeholders.

Because there are costs associated with lending to low- and moderate-income borrowers
(and costs related to compliance with the CRA for depository lenders), a traditional
neoclassical economics perspective would suggest that firms should be motivated to
achieve exactly the level of compliance needed to achieve firm goals related to
profitability. Within this context there are a number of explanations for why one firm
might lend more to low- and moderate-income borrowers than another beyond the bare
minimum required by the CRA (for depository lenders). These explanations include: (1)
lending to low- and moderate-income borrowers generates additional revenue beyond the
costs of compliance and any additional operational costs related to low income borrowers
(Ardalan, 2006), (2) as insurance for regulatory approval of future merger activity (Bostic,
et al., 2005), (3) positive moral capital (Godfrey, 2005), (4) reputation benefits (Belsky,
Lambert, & von Hoffman, 2000), (5) improved ability to attract and retain employees
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(Greening & Turban, 2000), (6) differentiation through community investment (Belsky, et

al., 2000), and (7) desire to avoid future regulation (\Vogel, 2006).

Firm level factors also will have an impact on the rate of lending to low- and moderate-
income borrowers. For example, the composition of a firm’s board of directors can impact
the firm’s strategy and the way it does business with respect to economic and non-
economic performance (Hillman, 2005; Johnson & Greening, 1999). Kaufman and
Englander (2005) argue that requirements for increased independent directors on boards
can have a negative impact on strategy and total value maximization. Firms also can face
different stakeholder pressures (e.g., a bank with lots of branches in a particular community
might face increased pressure from community groups to lend more in their area). Firms
have choices in how they run their business, how they execute their core strategy, and how
they respond to stakeholder pressure. These organizational level decisions can provide
information and other critical resources needed for survival, growth, and successful lending

to low- and moderate-income borrowers.

Board Stakeholder Interaction (Community Influentials)

Directors serve multiple roles related to organizational strategy and guidance, monitoring
of management, and the provision of resources (Hillman, et al., 2008; Kaufman &
Englander, 2005). Board members are often a crucial part of a firm’s mission, vision, and
strategy formation process. The board members themselves have the potential to shape the
organization in ways that are consistent with their personal values (Hambrick, 2007;
Hambrick & Mason, 1984). Board composition, including the selection of individual
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members, is also a reflection of the values of the CEO (and other members of the top
management team) through the board nomination process. In a paper synthesizing
comments arising from a series of discussion groups with bankers, regulators, and
academics as part of a research program on the CRA by the Joint Center for Housing
Studies of Harvard University, Belsky, et al. (2000, p. 24) noted, “the banking regulators . .
. agreed, saying that the opinions and traditions of a bank’s board of directors defined its
role in the community.” Past research related to board composition and various aspects of
firm performance are conflicting (Hillman, et al., 2008; Rhoads, et al., 2000). A meta-
analysis of studies examining board composition and firm financial performance found
little statistical support for the notion that board composition was related to firm financial
performance (Dalton, Daily, Ellstrand, & Johnson, 1998). However, many of these papers
have used relatively simple agency theory based divisions of insider versus outside director

as a proxy for the monitoring role of boards (Hillman, Cannella, & Paetzold, 2000).

Using a resource dependency framework, Hillman, Cannella, & Paetzold (2000) described
four categories of directors: insiders, business experts, support specialists, and community
influentials. Since | am particularly interested in voluntary stakeholder outreach activities
by lenders, my focus in this study is on the community influentials category. Community
influentials provide legitimacy, connections to powerful external groups (e.g., bank
regulators, community groups), represent interests beyond product markets, information,
and non-business perspectives to a firm (Hillman, et al., 2000, p. 240). Examples of
community influentials include political leaders, clergy, university faculty, and leaders of
social or community groups (Hillman, et al., 2000, p. 240). In the banking context,
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community influentials might increase legitimacy with community groups or provide new

ideas about efficient and effective ways to reach low- and moderate-income borrowers.

Stakeholder Outreach

Stakeholders are those individuals and groups that can affect or can be affected by an
organization (Freeman, 1984). The stakeholder research tradition spans multiple fields and
subfields (e.g., business ethics, corporate governance, the natural environment, strategic
management) (Freeman, Harrison, & Wicks, 2007). Freeman conceives of a stakeholder
lens as a pragmatic and practice oriented approach to firm survival (Freeman, et al., 2007).
Most relevant to the current study is research linking stakeholder thinking to various
aspects of firm performance. For example, Berman, Wicks, Kotha, and Jones (1999) found
that a firm’s stakeholder orientation toward employees and customers (i.e., through product
safety/quality) was positively related to firm financial performance. Examining stakeholder
relationships in the U.K. water industry Ogden and Watson (1999) found that the
alignment of stakeholder interests can result in improved market performance. In addition,
Hillman and Keim (2001) found that shareholder wealth creation can be increased with
improved relationships with primary stakeholders. Koerber and Griffin (2006) found that
firm-stakeholder relations were affected by the structural characteristics of the industries in
which the firms were embedded. Beyond exploring the overall relationship between how
firms interact with stakeholders and firm performance, these studies highlight the fact that
firms have different stakeholders, firms differ with respect to how they interact with their
particular set of stakeholders, and that stakeholder relationships impact firm decision
making.
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Stakeholders provide and receive resources as part of their interactions with a firm (e.g.,
employees, customers). Stakeholders shape the normative expectations for how a firm
should act (e.g., communities, special interest groups) and shape the environment in which
a firm operates (Mattingly & Berman, 2006). They also impact a firm’s practices through
the pressure they can apply (Kassinis & Vafeas, 2006). Firms also differ with respect to
how they interact with their stakeholders. Bankers participating in discussion groups
sponsored by the Joint Center for Housing Studies of Harvard University noted that CRA
enforcement and community pressure had forced them to become more creative in reaching
low and moderating income households and in meeting the borrowing needs of the
communities in which they operated (Belsky, et al., 2000, p. 18). As Phillips (2003, p. 160)
notes, “Managers in continuous contact with stakeholders are in a better position to
cooperatively determine organizational goals, take advantage of unforeseen but mutually
advantageous opportunities (e.g., cost reductions through the supply chain), and perhaps
avoid conflict before it reaches critical mass (e.g., communication with dissatisfied

employees or activists).”

Through repeat interactions with various stakeholders, firms have the potential to develop
explicit and tacit knowledge about stakeholder concerns and activities as well as the
efficiency and effectiveness of firm operations. A firm that is engaged with its customers,
suppliers, and community might learn about new avenues to reach low- and moderate-
income borrowers (e.g., a new community education center). Through stakeholder
engagement a firm might learn more efficient and effective ways to process loan
applications from low- and moderate-income borrowers that might ultimately result in
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more and better quality loans to this class of borrowers. A lender whose directors,
managers, and loan officers are involved in the local community (e.g., through participation
in civic and religious groups) is more likely to understand the concerns of the community
and may be more likely to spot opportunities for their firm. A lender with good
relationships with employees may become a sought after place of employment for
community members—thus strengthening ties to the community and providing additional
insights about community issues and potential lending opportunities. For example, some
immigrant groups are less likely to place their assets in traditional banking institutions
making it difficult for them to qualify for loans and increasing the risk of asset loss (FDIC,
2003). Employees with knowledge of this practice and the trust of the community might be
able to convince members of these groups to enter the formal banking system. In addition,
loan applications from low- and moderate-income borrowers are often more difficult and
time consuming to complete due to variable income streams and more frequent changes in
residence (Bitner, 2008). Through engagement with community stakeholders and the
hiring of employees that understand the local community, a lender that understands the
particular needs of their customers might be at an advantage in terms of providing loans to
well qualified low- and moderate-income borrowers. Engaging in stakeholder outreach
through various activities over time provides increased awareness of and information about
their desires, needs, and challenges that could provide additional opportunities for low- and
moderate-income lending. This study looks to the quantity of a firm’s outreach activities
toward its stakeholders in order to characterize the relationship between the firm and its

stakeholders.
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Institutional Theory

Firm behavior is influenced by institutional forces in the environment (Campbell, 2007;
Scott, 2001). Scott has identified three pillars of institutional theory which help explain the
role of institutions in impacting firm behavior: the regulative, the normative, and the
cultural-cognitive (Scott, 2001, p. 52). Although each pillar has different underlying
assumptions, mechanisms, and indicators (Scott, 2001, p. 51), when considered together
they help create a better picture of the institutional environment faced by a focal firm such
as a lender. Regulatory institutions are based on laws and rules and are typically associated
with coercion to ensure compliance (Scott, 2001). Normative institutions represent the
values, norms, and roles that specify what is important and what should be done with
respect to a given issue (Kostova & Roth, 2002; Scott, 2001). Cultural-cognitive
institutions represent the shared conceptions of individuals within a society toward a certain
issue and are manifest in the taken for granted beliefs and assumptions about the way the

world works (Scott, 2001).

Regulatory pressures in the mortgage lending industry are driven by a substantial body of
laws, regulations, and a large number of regulators. Mortgage lenders in the United States
are subject to a patchwork of regulation and oversight by various regulatory agencies (e.g.,
the Office of Thrift Supervision, Federal Reserve, Federal Deposit Insurance Corporation,
Office of the Comptroller of Currency). Regulatory agencies have coercive power over
lending institutions. For example, failure of a depository lending institution to comply with
the CRA can result in restrictions on a bank’s ability to merge, move, expand (e.g., open
new branches), or engage in extra-bank activities (e.g., investment banking). In addition,
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regulatory agencies are perceived to be more rigorous in terms of CRA enforcement than
others (Apgar & Duda, 2003; Belsky, et al., 2000). As discussed in more detail below, a
key component of much mortgage lending regulation is the promotion of
homeownership—particularly for low- and moderate-income borrowers and minorities—

by requiring firms to act in ways that support fair lending.

Normative and cultural-cognitive pressures on mortgage lenders can come from a number
of sources. Lenders may feel normative pressures to increase their rates of lending to low-
and moderate-income borrowers (especially depository banks subject to the CRA).
Normative expectations (and cultural-cognitive assumptions) for banks related to lending
can be created through involvement in professional associations or through their interaction
and competition with other banks in the marketplace. In a study of voluntary restatements,
Pfarrer, Smith, Bartol, Khanin, and Zhang (2008) found that firms are less likely to restate
earnings in response to regulatory sanctions and more likely to restate as a result of
informal social pressures from firms in the same industry.

An important theme in institutional theory research is isomorphism—how organizations
facing a common competitive and institutional environment will resemble each other
(DiMaggio & Powell, 1983; Scott, 2001). As DiMaggio and Powell (1983, p. 150) note,
“organizations compete not just for resources and customers, but for political power and
institutional legitimacy, for social as well as economic fitness.” As a result of struggling
with competitive and institutional pressures within a given field (e.g., the residential
mortgage lending industry), and under conditions of uncertainly, organizations will start to
resemble each other in terms of formal and informal processes and structures (DiMaggio &
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Powell, 1983; Scott, 2001). The adoption of similar structures, policies, and procedures by
lenders would likely impact their rates of lending to low- and moderate-income borrowers.
Thus institutional theory provides a potential explanation for why firms within the same
institutional environment might make similar choices with respect to lending to low- and

moderate-income borrowers.

Responses to Regulation

Regulation is one of the key mechanisms for communication and control in the
implementation of public policy. Businesses are faced with ever increasing levels of
regulation but often with greater flexibility in how they comply. Increasingly stakeholders
are calling for businesses to go beyond compliance and embrace ethical and responsible
business behaviors that further certain public policy goals and the public good overall (see
for example the discussion of the Federal Sentencing Guidelines in Hess, McWhorter, &
Fort, 2006). Studies exploring corporate behavior in a regulated domain often cite the
coercive power of sanctions associated with regulation as driving firm behavior. However,
regulations alone do not explain firm behavior (Schuler & Rehbein, 1997; Schuler, et al.,
2002; Scott, 2001). Most studies of firm behavior in a regulated context suggest a host of
internal and external factors to explain the variance in firm behavior including micro firm
level factors (e.g., managerial values) or macro level institutional forces (e.g., industry level
norms set through trade associations) (Koerber & Griffin, 2006; Rehbein & Schuler, 1995;
Schuler, et al., 2002). However, there is little consensus on these factors. Only through
additional studies in a variety of institutional contexts can the relative importance of

various proposed drivers of business behavior in a regulated context be identified.
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The Requlation of Mortgage Lending

Depending on a lender’s charter it is subject to oversight by a particular federal regulatory
agency. The regulatory agencies for banks include: the Office of the Comptroller of
Currency (OCC), the Board of Governors of the Federal Reserve Board (FRS), the Federal
Deposit Insurance Corporation (FDIC), and the Office of Thrift Supervision (OTS) (see
Table 2). The Federal Financial Institutions Examination Council (FFIEC), which helps
coordinate and standardize bank regulation, summarizes the jurisdiction of bank regulators

as follows:

“OCC regulates national banks and their subsidiaries and federal branches
and federal agencies of foreign banks.

FRS regulates state member banks of the Federal Reserve System, their
subsidiaries, subsidiaries of bank holding companies, branches and
agencies of foreign banks (other than federal branches, federal agencies
and insured state branches of foreign banks), commercial lending
companies owned or controlled by foreign banks, and organizations
operating under section 25 or 25A of the Federal Reserve Act.

FDIC regulates nonmember insured banks (except for federal savings
banks) and their subsidiaries. Insured state branches of foreign banks that
are supervised by the FDIC and other depository institutions.

OTS regulates savings institutions insured under the Savings Association
Insurance Fund of the FDIC, federally-chartered savings banks insured
under the Bank Insurance Fund of the FDIC (but not state-chartered
savings banks insured under the Bank Insurance Fund) their subsidiaries
and subsidiaries of savings institution holding companies” (FFIEC, 2010).
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Table 2. Overview of Lender Regulatory Agencies

Regulatory Agency

Lender/Firm Type

Example

Office of the Comptroller of
the Currency (OCC)

Federally chartered national
banks

Wells Fargo Bank, National
Association
San Francisco, CA

Federal Reserve (FRS)

Banks that are part of the

Bank of Hawaii

Federal Reserve System Honolulu, HI
Federal Deposit Insurance State-chartered banks and First Bank of Delaware
Corporation (FDIC) savings associations (except | Wilmington, DE

those in the Federal Reserve
System)

Office of Thrift Supervision
(OTS)

Federal and state chartered
savings associations

Independence Federal
Savings Bank
Washington, D.C.

National Credit Union
Administration (NCUA)

Federal credit unions

Northwest Federal Credit
Union

Herndon, VA
Department of Housing and | Non-depository independent | Countrywide
Urban Development (HUD) | mortgage lenders Calabasas, CA
Securities and Exchange Seller of mortgage backed Merrill Lynch
Commission (SEC) securities New York, NY

These regulators are charged with enforcing a host of lending related regulations developed

over the last century and with maintaining the health and stability of the United States

banking system. The National Credit Union Administration (NCUA) and the Department

of Housing and Urban Development (HUD) have supervisory and regulatory authority over

credit unions and independent mortgage companies, respectively. In addition, HUD and the

Securities and Exchange Commission (SEC) have regulatory oversight for some aspects of

the lending process.

HUD requires lenders not to discriminate and to disclose certain

information to potential borrowers throughout the lending process (U.S. Department of

Housing and Urban Development, 2010). The SEC has significant regulatory authority

related to the sale of mortgage backed securities in the secondary market.
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An interesting aspect of the mortgage lending business is the ability for lenders to in effect
choose their own regulator by choosing the charter under which they register and operate
their business. For example, an entrepreneur starting a new bank could choose to register
as a savings association subject to regulation by the OTS or a national bank subject to
regulation by the OCC. Although the FFIEC strives to standardize banking regulations
across regulators, differences remain in the interpretation and enforcement of banking
regulations (Apgar & Duda, 2003; Belsky, et al., 2000). Some of these differences are
discussed in the next section. There are even larger differences in the regulation of
depository lenders (e.g., those regulated by the OCC, FRS, FDIC, OTS, and NCUA) versus
independent mortgage lenders (e.g., Countrywide before they were purchased by Bank of
America). As discussed in more detail in the following sections, independent mortgage
lenders are subject to many but not all of the regulations designed to create a fair lending
environment and promote homeownership. The growth in independent mortgage lenders
in the last few decades in part reflects a decision by the market to favor this less restrictive
business model for lending as compared to the more heavily regulated depository

institutions.

There are also state based lending regulations that lenders must follow—including some
predatory lending laws that are more stringent than federal law. For example, North
Carolina passed stringent anti-predatory lending laws that restrict lenders from engaging in
practices often associated with very high cost loans (e.g., prepayment penalties)
(Immergluck, 2009). However financial industry lobbyists, credit rating agencies, the
GSEs, and federal regulators have resisted greater regulation at the state level expressing
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concerns about stunted economic development, an ineffective marketplace, and compliance
with a patchwork of state regulation (Immergluck, 2009). In addition, in the late 1990’s
and early 2000’s the OTS and the OCC were successful in preempting parts of state
regulations related to mortgage lending through their federal regulatory authorities
(Immergluck, 2009). These efforts by industry advocates, rating agencies, GSEs, and
federal regulators has limited the ability of states to enact comprehensive regulatory
schemes for mortgage lending—particularly high priced mortgage lending that tends to be

targeted at low- and moderate-income borrowers and underrepresented groups.

The major pieces of federal legislation related to mortgage lending have focused on
encouraging homeownership and reducing discrimination in lending. For example, the
creation of Fannie Mae and Freddie Mac helped foster a secondary market for mortgages
and brought new capital into the mortgage lending business. Legislation related to
discrimination has focused on increasing required disclosure to encourage stakeholder
engagement, to reduce information deficiencies, and to encourage an efficient mortgage
lending marketplace. Two key acts that have had a significant impact on mortgage lending
in general, and particularly on lending to low- and moderate-income borrowers, are the

HMDA and the CRA.

The Home Mortgage Disclosure Act (HMDA)

The Home Mortgage Disclosure Act of 1975 was originally designed as a response to the
practice of redlining and concerns that lenders were engaged in unfair lending activities
(Avery, Canner, & Cook, 2005; McCoy, 2007a). It requires most mortgage lending
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institutions to disclose publically information about the loan applications they receive, the
loans they originate, and the loans they purchase (Avery, et al., 2007). The regulation has
been amended several times since 1975—each time extending the number of firms that
must report or increasing the type of information that must be reported (Avery, Canner, &
Cook, 2005). For example, changes in 1989 required the reporting of additional applicant
demographic information such as race, income, and sex of the applicant. The assumption
implicit in HMDA'’s disclosure requirements is that more publically available information
will allow for improved market performance (Avery, Canner, & Cook, 2005). In this way
it is designed to correct a perceived information problem in the market for mortgage
lending that leads to unfair outcomes (e.g., outright or denial or higher loan costs) for
qualified borrowers. It is also designed to allow stakeholders such as community groups to
determine if lenders are meeting the needs of their communities and helps federal and state

regulators as they enforce fair lending laws (Avery, et al., 2007).

HMDA does not require all lenders to collect and report their lending activity to the
government.  Firms must meet certain asset size thresholds, must lend within a
Metropolitan Statistical Area (MSA), and must offer residential loans as opposed to strictly
business loans. The reporting requirements for depository and non depository lending
institutions include:
The Federal Reserve Board generally requires depository lending
institutions (banks, credit unions, and savings associations) to file under
HMDA if they
1. Hold assets exceeding a minimum level ($36 million at the end of 2007

to report in 2008)
2. Have a home or branch office in one or more metropolitan areas
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3. Originate at least one home purchase or refinancing loan on a one- to
four-family dwelling in the preceding calendar year

4. Meet any one of the following conditions: is a federally insured or
regulated institution; originates a mortgage loan that is insured, guaranteed,
or supplemented by a federal agency; or originates a loan intended for sale
to Fannie Mae or Freddie Mac

For-profit nondepository institutions (e.g., mortgage companies) must file if

1. The value of their home purchase or refinancing loans exceeds either $25

million or 10 percent or more of their loan originations.

2. They either maintain a home or branch office in one or more metropolitan

areas or in a given year execute five or more home purchase or home loan

applications, originations, or loan purchases for properties located in

metropolitan areas.

3. Hold assets exceeding a minimum level ($10 million at the end of 2007

to report in 2008) or have executed more than 100 home purchase or

refinancing loan originations in the preceding calendar year” (Pettit &

Droesch, 2008).
The Federal Reserve Board made several changes to Regulation C (the regulation
implementing HMDA\) effective January 1, 2004. This change in regulation was designed
to allow regulators, community groups, and other stakeholders to gain a better
understanding of how lenders were meeting their responsibilities to the communities they
serve and particularly to understanding the prevalence and use of high priced loans. This
change required lenders to provide additional information about each loan application
including (in part) lien status (first lien vs. home improvement loans); additional ethnicity,
race, and sex of applicant information; and the rate spread between the annual percentage
rate on the loan and the yield on a comparable Treasury security (FDIC, 2006). Lenders
must now also report if a loan is considered a high priced loan either due to a high interest
rate (loans with annual percentage rates greater than 8 percentage points above a
comparable treasury security) or high fees under the HOEPA of 1994 (Avery, Canner, &

Cook, 2005). These changes were designed to give policy makers and other stakeholders
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increased information about the home mortgage lending market and to provide better
visibility into the rapidly expanding higher priced lending segment (Avery, Canner, &
Cook, 2005). The comprehensive mortgage lending disclosure required by the HMDA has
certainly provided market participants, regulators, and other stakeholders with information

to create a more efficient and fair lending environment.

The Community Reinvestment Act (CRA)

The CRA was passed in 1977 to eliminate the practice of redlining (the refusal of banks to
make loans in certain neighborhoods). The act mandated that banks increase the number of
loans they made to low and moderate-income borrowers in the communities in which they
operated. Increased lending to small businesses was also a goal of the CRA. Banks that
fail to maintain satisfactory levels of community involvement under the CRA can be denied
the ability to open new branches, move existing branches, merge with other banks, or
engage in extra bank activity such as investment banking. In 1989 the Board of Governors
of the Federal Reserve Bank denied the merger by Continental Illinois National Bank and
Trust Company of Chicago because they had not met their requirements under the CRA. It
is estimated that approximately 28 percent of all mortgage lending by banks covered by the
CRA is to low- and moderate-income borrowers (Barr, 2008). The CRA was passed in
response to unfair lending practices by banks and in part to increase homeownership in the
United States (Barr, 2005). Meeting the credit needs of the entire community, including
the credit needs of those in low- and moderate-income neighborhoods, was seen as a key

responsibility of regulated financial institutions (Barr, 2005). Congress recognized that
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without equitable access to credit many Americans would not be able to achieve the

American dream of homeownership (Barr, 2005).

Most banks in the United States are required to comply with the CRA (i.e., those regulated
by the OCC, FRS, FDIC, and the OTS). Certain financial institutions involved in various
aspects of lending (e.g., credit unions and independent mortgage banks) however, are not
required to comply with this law. To ensure compliance with the CRA, bank regulatory
agencies perform periodic compliance examinations for the banks subject to their
supervision. Examinations are performed every one, two, or three years depending mostly
on the bank’s previous rating. Highly rated banks are evaluated less frequently. The
examination criteria are broken into three categories: lending to underserved populations
and small business; investment in the community (e.g., participation in community
development projects); and levels of customer service to the community (e.g., availability
of bank branches and ATMs). Of the three categories: lending, investment, and service, the
lending component is considered to be the most important category (50 percent of the total
rating) and is weighted by examiners accordingly (Barr, 2008). Under the lending test,
banks are evaluated on the number of loans they originate or purchase during the
assessment period and the geographic dispersion of their lending with a focus on lending to
underserved populations (Barr, 2005; Essence & Apgar, 2009). Banks are assessed based
on their lending activities within self-defined assessment areas which encompass the bank’s
operations. Because there are four different regulatory agencies that conduct separate
assessments under the CRA, each agency interprets the law in their own way and may be
more or less stringent in terms of the application of criteria (Apgar & Duda, 2003). The
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level of lending that would earn a bank a satisfactory rating versus an outstanding rating is

not explicitly stated and is at the discretion of the examining team.

Based on a quantitative and qualitative assessment by the examining team from a
regulatory agency, banks are assigned a rating of outstanding, satisfactory, needs to
improve, and substantial noncompliance. The vast majority of banks receive a satisfactory
rating or an outstanding rating. For example, in 2006 approximately 87 percent of banks
received a satisfactory rating and 12 percent received an outstanding rating and in 2003
approximately 79 percent of banks received a satisfactory rating and 13 percent received an
outstanding rating (Avery, Canner, & Mok, 2005; Eubanks, 2007). Because so many banks
receive a satisfactory rating, some researchers consider only the relatively few firms that
fall at either end of the spectrum (outstanding or substantial noncompliance). One of the
potential weaknesses of many previous studies related to the CRA is the lack of variance in
CRA ratings when the rating is used as a variable (Kobeissi & Damanpour, 2009; Matasar

& Pavelka, 1997; Reed, 2009; Simpson & Kohers, 2002).

The results of the examination, including many of the documents the examiners used in
making their assessment, are available through the Federal Financial Institutions
Examination Council (FFIEC) website (http://www.ffiec.gov/craratings/default.

aspx). Included in these examination reports is a table detailing the percentage of loans to
low-income borrowers, moderate-income borrowers, middle-income borrowers, and upper-
income borrowers for each bank and assessment area. There is also a similar table for

loans to low and to upper income geographies. Publically available information allows
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community groups, competitors, journalists, university researchers, and other governmental
regulatory agencies to compare lending rates among banks. This information has
implications for how normative expectations related to lending are shared within this
industry. For example, a community group can use the lending performance of peer banks
as part of its effort to encourage a regional bank to increase its investments in community
involvement and lending. In addition to the results of a specific CRA investigation, detailed
and aggregate data on mortgage underwriting is available as a result of reporting

requirements of the HMDA.

Previous research has suggested there are significant costs associated with CRA
compliance—especially for smaller banks. Vitaliano and Stella (2006) found that the
additional cost to a firm to achieve an outstanding rating was $6.5 million. In addition to
administrative costs, lending to low- and moderate-income individuals is considered to be
more costly due to increased outreach, loan processing, and education related costs.
However, research has found that there does not appear to be consistently lower
profitability related to obtaining higher CRA ratings (Ardalan, 2006). Banks have
considerable latitude in how they operate their lending businesses. They have choices in
how they respond to the CRA. For example, the Harvard University Joint Center for
Housing Studies convened a series of discussion groups with industry leaders, researchers,
and policy makers regarding the CRA. In a synthesis of these discussions they noted,
“some banks compete to achieve the highest CRA ratings from government regulators,
although most are content to receive a passing grade” and “corporate culture, particularly as
exemplified by senior management, influences the number of loans which financial
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institutions offer to low-and moderate-income borrowers and the seriousness with which
they take CRA grades” (Belsky, et al., 2000, p. 5). Overall the evaluation and enforcement
mechanisms associated with the CRA provide lenders with regulatory pressure to increase

lending to low- and moderate-income borrowers.
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Chapter 3: Model, Hypotheses, and Methods

Introduction
The following sections detail the research model, hypotheses, and statistical measures used

to explore differences in rates of lending to low- and moderate-income borrowers.

Research Model

The research model for this study can be found in Figure 2. The independent variables and
control variables are listed on the left side of the model while the dependent variable,
percentage of lending to low- and moderate-income borrowers, is listed on the right side of
the model. As explained in the hypotheses section below, the plus sign indicates the
proposed direction of the relationship between each independent variable and the
dependent variable. The theoretical model developed in this section suggests that both
organization level factors and factors in the lender’s institutional environment will be
associated with a lender’s percentage of lending to low- and moderate-income borrowers.
As discussed in the following sections, the number of community influentials on a
company’s board of director and a company’s outreach activities toward stakeholders are
predicted to be associated with a greater percentage of lending to low- and moderate-
income borrowers. In terms of the institutional environment, lenders that are required to
comply with the Community Reinvestment Act (CRA), lenders that are a part of a
multibank holding company, and lenders with peers that have high rates of lending to low-
and moderate-income borrowers will have higher rates of lending to low- and moderate-

income borrowers.
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Figure 2. Research Model

Organizational Factors

e Board composition (+ community influentials
on board)

e Stakeholder outreach (+)

Institutional Environment
e CRA compliance required? (+)
¢ Holding company (+)

e Peer levels of low and moderate income
lending within a MSA (+)

Controls

e Size

e Profitability

e | everage

e Subprime lending involvement
e Geographic location

e Home price appreciation

Low- and

Moderate-Income

Lending

e Percentage of
lending to low- and
moderate-income

borrowers (based on
HMDA data)

Hypotheses

Directors serve important roles in terms of organizational strategy and guidance,

monitoring of management, and the provision of resources to the firm. They secure scarce

and important resources for the firm and provide essential information (Hillman, et al.,

2000; Hillman, et al., 2008). The presence of community influentials on the board might

increase organizational legitimacy with community groups and provide new ideas about

efficient and effective ways to reach low- and moderate-income borrowers.

H1: Lenders that have one or more community influentials on the board will have a

greater percentage of lending to low- and moderate-income borrowers.
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Through stakeholder outreach, firms have the potential to develop explicit information and
tacit knowledge about stakeholder concerns and activities as well as firm operations. In the
case of lending, as a firm engages with its stakeholders it might learn new and creative
ways to reach low- and moderate-income borrowers. For example, a new community
education center might offer a venue in which to offer path-to-homeownership classes
which could generate future loan volume. It might also gain new resources and support
within a community and increase the flow of loan applications.

H2: Lenders that have more stakeholder outreach activities will have a greater

percentage of lending to low- and moderate-income borrowers.

The four main regulatory agencies that oversee banks (Office of the Comptroller of the
Currency (OCC), Federal Reserve (FRS), Federal Deposit Insurance Corporation (FDIC),
and Office of Thrift Supervision (OTS)) have considerable regulatory authority to shape
bank behavior. They are also charged with evaluating lenders with respect to the CRA and
ensuring compliance with the act. The National Credit Union Administration (NCUA),
Department of Housing and Urban Development (HUD), and Securities and Exchange
Commission (SEC) oversee nonbank lenders that are not subject to the CRA. Lenders
subject to the CRA are more likely to have higher rates of lending to low- and moderate-
income borrowers because of the evaluation and enforcement mechanisms included in the
CRA that encourage lending to low- and moderate-income borrowers.

H3: Lenders subject to the Community Reinvestment Act will have a greater

percentage of lending to low- and moderate-income borrowers.
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Bank holding companies are more likely to engage in the activities that can be restricted
under the enforcement mechanisms of the CRA (e.g., mergers, expansion). A lack of
compliance might be particularly problematic for future growth opportunities. As a result,
bank holding companies will ensure that their levels of lending to low- and moderate-
income borrowers will be sufficient to receive high CRA evaluations from their regulators.
H4: Lenders that are part of a bank holding company will have a greater percentage

of lending to low- and moderate-income borrowers.

Lenders face normative and regulatory pressures related to the actions of other lenders and
their overall involvement in the lending industry through market competition and
involvement with industry organizations. The result of competitive and institutional forces
within an organizational field can result in isomorphism where firms tend to adopt similar
structures, policies, and practices (DiMaggio & Powell, 1983). Within a given lending area
this could result in similar levels of lending to certain populations among lenders. In
addition, regulatory agencies look to peer behavior when evaluating a bank’s performance
under the CRA. As a result, one would expect lenders operating in areas with high levels
of lending to low- and moderate-income borrowers by other lenders would also have high
levels of lending to this subset of borrowers.

H5: Lenders lending within Metropolitan Statistical Areas with higher rates of

lending to low- and moderate-income borrowers by peer lenders will have a greater

percentage of lending to low- and moderate-income borrowers.
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Data and Measures

Data for the dependent, independent, and control variables were collected for the years
2004 through 2007 for all residential mortgage lending institutions (banks and independent
mortgage brokers) in the Russell 3000. The Russell 3000 captures the largest 3000 United
States companies based on market capitalization and represents approximately 98 percent
of all listed public companies in the United States (Russell Investments, 2010). The use of
this broad index is important for a number of reasons. First, it allows for the inclusion of
banking institutions and nonbank lenders. This is particularly important given the rise in
nonbank lenders in the past 30 years. Second, it allows for greater variability in terms of
institutional environments as nonbank lenders are subject to less regulation and oversight
than bank lenders. Third, the inclusion of bank and nonbank lenders allows for greater
generalization of the findings to all types of large lending institutions. The use of the
Russell 3000 as a starting point does limit the generalizability of these findings to large
public institutions. There are potentially different rates of lending, firm factors, and
institutional factors for small privately owned banks and credit unions. Fourth, considering
both bank and nonbank lenders creates the potential for greater variation in rates of lending
to low- and moderate-income borrowers which aids the statistical analysis and allows for a
discussion of the different institutional and organizational factors that might drive this
variance. Fifth, data on stakeholder activities is readily available for firms within the

Russell 3000.

As noted above, not all lenders are required to collect and report their lending activity to the

government under HMDA. Firms must meet certain asset size thresholds, must lend within
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an MSA, and must offer residential loans as opposed to strictly business loans. Because of
these limitations on which firms are required to report under HMDA, there are publically
traded firms within the Russell 3000 that were dropped from the analysis because they did
not report their lending activity to the government. Starting with the Russell 3000, firms
(including their subsidiaries) that do not report data to the government under HMDA were
dropped from the study. This was done on a year by year basis (e.g., a firm might be
included in the sample in 2004 but not in 2005 if information for a key variable was
missing for that firm for 2005). As a result, the number of publically traded lenders
included in the sample for the period 2004-2007 was 295, 310, 284, and 238 respectively.
The variation in the number of firms reflects acquisitions, bankruptcies, changes in the
composition of the Russell 3000 (e.g., a company met the criteria to be included in the
Russell 3000 in one year but not the next year), and entry or exit from the home mortgage

lending business.

The time period covered in this study are the years 2004 through 2007. Significant changes
to the Home Mortgage Disclosure Act (HMDA) that took effect in 2004 limit the
comparability of data reported by lenders to the government before and after 2004. As
described in more detail in Chapter 2, the Federal Reserve Board made several changes to
Regulation C (the regulation implementing HMDA) effective January 1, 2004. This
change required lenders to provide additional information about each loan application
including information about lien status, applicant demographics, and the rate spread
between the annual percentage rate on the loan and the yield on a comparable Treasury
security (FDIC, 2006). Lenders must now also report if a loan is considered a high priced
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loan under HOEPA. These changes, and the potential information they provide to various
stakeholders interested in a firm’s lending, make the years 2004 through 2007 particularly
interesting to explore in this study. This time period also captures dramatic changes in the
housing and lending markets including the rise and fall of homeownership rates, home
prices, and subprime lending activity. It also captures the tightening of underwriting
standards that accompanied the 2007 liquidity crunch in the financial markets (Getter,

Jickling, Labonte, & Murphy, 2007).

Under the HMDA and related regulations, lenders that are required to submit detailed
information on each loan application they receive including personal information related to
the potential borrower and information about the loan. Individual loan information is
submitted quarterly to the lender’s regulatory agency using a Loan/Application Register
(LAR). For this study each company in the Russell 3000 was matched by the name and
location with firms in the LAR database. This included looking for the name of the public
company in either the lender or parent company field of the LAR Institutions Record which
includes detailed information on every firm submitting a LAR. This matching process was
done for each company and each lender for each year in the study. Additional verification
was performed using government records, SEC filings, company websites, and newspaper
articles, as needed, to match companies in the Russell 3000 to the LAR Institutions Record
for each year. A sample of lenders was selected from the population of LARs for each year
and was compared to the Russell 3000 to ensure that all lenders were captured in this study.
This was also done for the largest 25 lenders for each year based on the number of loans
they reported through their LARs. Each lender submitting a LAR is assigned a unique 1D
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number by their regulator. This number was used to track the various lenders throughout

the study.

Dependent Variable

Under the HMDA lenders are required to supply to the government information about the
loans they underwrite including the borrower’s income used to evaluate and approve the
loan. The U.S. Department of Housing and Urban Development (HUD), in conjunction
with the Federal Financial Institutions Examination Council (FFIEC), issues annual median
household income statistics by metropolitan statistical area (MSA). The dependent
variable in this study is the percentage of a lender’s total lending that is to low- and
moderate-income borrowers based on these median income statistics for an MSA. Overall
there is a wide discrepancy in median income across the United States. For example, the
estimated median income for 2008 for CRA reporting purposes (based on the HUD
estimate) is $97,200 for the Washington DC metropolitan area MSA (which includes DC,
northern Virginia, parts of Maryland, and parts of West Virginia). In comparison the
median income for the Brownsville-Harlington, Texas MSA is $31,000 for 2008.
Thresholds based on median income are as follows: low is less than 50 percent, moderate
50 percent to 80 percent, middle 80 percent to 120 percent, and upper is greater than 120
percent. Therefore the dependent variable in this study is the percentage of a lender’s total
lending to borrowers with a household income less than 80 percent of the median income
level for a given MSA in which they are engaged in mortgage lending. This threshold
would be a 2008 family income of less than $77,760 for the Washington DC MSA and

$24,800 for the Brownsville-Harlington Texas MSA.
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Within the LAR there are a large number of applications (approximately 64 percent) that
were subsequently originated but that do not include borrower income information. There
are a number of scenarios under which a lender is not required to report income
information for an application. For example, institutions do not need to include income
information in the LAR if they do not rely on income in making the credit decision; the
application is to a business or trust; or if the loan was purchased from a third party before it
was recorded in the LAR (FFIEC, 2009). Specifically the FFIEC guide to HMDA reporting
states, “Enter “NA’ if your institution does not take the applicant’s income into account, the
loan or application is a loan purchase and you choose not to collect the information, or the
transaction is a loan to, or application from, an employee of your institution and you seek to
protect the employee’s privacy, even though you relied on his or her income, or the
borrower or applicant is a corporation, partnership, or other entity that is not a natural
person” (FFIEC, 2009, p. 16). The total number of loans used in the calculation of the
percentage of lending to low- and moderate-income borrowers (the denominator in the
dependent variable) includes loan applications submitted and originated with and without
borrower income data. In addition, only applications for first lien single family dwellings
were included in this study to increase comparability, to focus on residential loans, to
exclude loans made for business purposes (e.g., apartment buildings), and to exclude

refinancing loans.
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Independent Variables

Regulatory Agency

There are seven main regulatory agencies that cover mortgage lenders: Office of the
Comptroller of Currency (OCC); Federal Reserve System (FRS), Federal Deposit
Insurance Corporation (FDIC), Office of Thrift Supervision (OTS), National Credit Union
Administration (NCUA), Department of Housing and Urban Development (HUD), and the
Securities and Exchange Commission (SEC). The mortgage lending operations of nonbank
lenders and credit unions are regulated by HUD and NCUA, respectively. Publically
traded firms must follow SEC regulations. Firms that are regulated by the OCC, FRS,
FDIC, and OTS are required to comply with the CRA. A dummy variable was used for

this variable with 1 indicating that a lender must comply with the CRA and a 0 otherwise.

Peer Levels of Lending

Rates of lending by peer lenders to low- and moderate-income borrowers is assessed
through the use of a publically available combined HMDA and census database that reports
key statistical information at the Metropolitan Statistic Area (MSA) level. Based on a
similar procedure used by Schuler, Rehbein, and Cramer (2002) to calculate industry
political rivalry and Koerber and Griffin (2006) to examine industry rivalry, this variable
was calculated at the MSA level as the average rate of lending for each lender in a given
MSA excluding the lender of interest. The result was a continuous variable for each firm
for each MSA in which they lent representing the rate of lending to low- and moderate-

income borrowers by peer lenders.
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Holding Company Status

A dummy variable was used with 1 representing a lender’s membership in a bank holding
company. Holding company status has been used in past public policy research (e.g., Dahl,
Evanoff, & Spivey, 2003). It is used here as an independent variable based on its theoretical
role as described in Chapter 2. This study is explicitly interested in organizational factors,
such as holding company status, that could affect a firm’s percentage of lending to low- and

moderate-income borrowers.

Board Composition — Community Influentials

The presence of community influentials on a lender’s board of directors was determined
based upon the coding of bank proxy statements, news articles, and company websites. In
their research on boards of directors, Hillman, et al. (2000) identify political leaders, clergy,
university faculty, and leaders of social or community groups as community influentials.
These same categories were used in this study to identify and code community influentials.
First, an MBA student read the proxy statement for each Russell 3000 lender and coded
each director as a political leader, member of the clergy, university faculty, or leader in a
social community group. For example, the dean of a business school or a faculty member in
a department of finance was coded as university faculty while the head of the local or
regional branch of the United Way was coded as the leader of a community group. Second,
I reviewed each coding decision made by the MBA student for accuracy and agreement.
Because of the very low number of directors falling into each category a dummy variable
was created with 1 representing firms with one or more community influentials on their
board and O indicating no community influentials. Table 3 summarizes the community
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influentials data collected for this study. The most common community influential was
university faculty followed by leaders of community groups, politicians, community
members, and clergy. Surprisingly there were only three clergy identified on the boards of
the companies in this study.

Table 3. Distribution of Community Influentials across Companies

Category of Community Influentials | Count (# board members)
University faculty/administration 112
Community group leadership 63

Politician (current or former) 39
Community member 32

Clergy 3

Table 4 shows the distribution of community influentials across the companies in this
study. For example, 145 firms in this study had no community influentials on their board
while 94 companies had one community influential. Only one company had six community
influentials on their board. Board composition data was captured and coded for 2004 and
was carried forward to the other years in the study (i.e., if a firm had a 1 for this variable for
2004 it also had a 1 for 2005, 2006, and 2007). This was done in part because change in
the composition of boards is infrequent. In addition, there were a small number of firms
with community influentials (based upon the 2004 coding) and based upon preliminary
analysis it did not appear that this variable would be significant and therefore did not
warrant the expenditure of additional time coding years 2005 through 2007 for the entire

population of lenders within the Russell 3000.
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Table 4. Count of Companies with Community Influentials

# Community Influentials on Board # of Companies
0 145
1 84
2 42
3 17
4
5
6

Stakeholder Outreach Activities

A normalized measure of outreach activities toward different stakeholders was calculated
for each lender using the strengths indicator for social outreach activities toward
stakeholders using the KLD Socrates dataset. KLD Research & Analytics, Inc. provides
investment research tools related to environmental, social, and governance issues for
investment professionals and academics. KLD analysts review primary and secondary data
for thousands of publicly traded companies to identify strengths and concerns in
stakeholder activities in particular social and environmental subject areas (e.g., employee
relations, diversity, local communities, the natural environment, product quality, human
rights, and corporate governance) (KLD Research & Analytics Inc., 2006). The focus in
this study was the employee relations, diversity, local communities, and corporate
governance stakeholder outreach areas. These were selected because they are the most
closely related to the research question at the heart of this study (using organizational and
institutional factors to explore differences in rates of lending to low- and moderate-income

borrowers). Not every stakeholder group has the same level of influence and impact on a
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firm (Frooman, 1999; Kassinis & Vafeas, 2006; Mitchell, Agle, & Wood, 1997). The
stakeholder outreach activities selected for this study are directed towards those most likely

to be aware of and involved with low- and moderate-income borrowing.

Activities related to the environmental subject area are less likely to be related to lending to
low- and moderate-income borrowers. The product category was excluded to prevent any
confounding effects that could be possible if the KLD raters considered information related
to CRA assessments or lending to low- and moderate-income borrowers within the bank’s
assessment area. Although the KLD database contains ratings of both strengths and
concerns in these various areas, this study focuses only on the strength ratings leaving the

relationship between concerns and low- and moderate-income lending to future research.

Based on previous research using factor analysis (Mattingly & Berman, 2006) strengths
and concerns in the KLD database load separately, represent separate constructs, and
cannot be combined to create a single firm level measure. Based on a review of the
specific KLD rating criteria, concern ratings often arise from a firm’s failure to act (e.g.,
not reducing pollution) whereas strength ratings tend to be tied to deliberate firm acts (e.g.,
engaging in a comprehensive recycling program). In this way strength ratings are more
comparable to higher rates of lending to low- and moderate-income borrowers which likely

involves deliberate firm action to engage underserved populations of borrowers.

The KLD database has been used extensively in corporate social responsibility and
stakeholder research (Griffin & Mahon, 1997; Mattingly & Berman, 2006; Waddock &
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Graves, 1997). Many of the studies attempting to link firm social performance to financial
performance use KLD as a measure of firm social performance (Orlitzky, Schmidt, &
Rynes, 2003; Waddock & Graves, 1997). Other studies use KLD data as a measure of
stakeholder relationships or social activities toward stakeholders. For example, Berman,
Wicks, Kotha, and Jones (1999) used KLD data as an independent variable measuring
stakeholder relationships to explore the relationship between a firm’s stakeholder
orientation and its financial performance. Hillman, Keim, and Luce (2001) used KLD data
to create a stakeholder performance measure in a study exploring the impact of stakeholder
representation on boards of directors. Recently Shropshire and Hillman (2007) used a
longitudinal study and KLD data to explore how stakeholder management changes over
time. Koerber and Griffin (2006) used the KLD database to consider the importance of
industry in understanding stakeholder relationships. Consistent with recent research (e.g.,
Mattingly & Berman, 2006) this study uses normalized measures. The normalized measure
enables comparisons across stakeholder outreach activities when different numbers of
activities are used as indicators within each category. For example the product category has

four sub-areas while the diversity category has eight sub-areas.

There are a number of criticisms of the KLD database including the arbitrary equal
weighting of the subject areas and the potential for the way the data is collected and
structured to mask industry effects (Chiu & Sharfman, 2009; Griffin & Mahon, 1997;
Waddock & Graves, 1997). Sharfman and Hart (2007) note that there is a bias in the KLD

data toward larger companies because of the greater quantity of information available about
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firm operations. However the KLD database remains the most comprehensive, widely

used, and tested database related to firm activities toward stakeholders.

Control Variables

Based on previous public policy and economic research on rates of mortgage lending, a
number of factors have been associated with rates of lending to low- and moderate-income
borrowers including size, profitability, and affiliation with a multi-bank holder company
(Dahl, et al., 2003, p. 116). Size and profitability were included as control variables in this
study along with other control variables including financial leverage, house price
appreciation, geographic location, and involvement in subprime lending (Bostic, et al.,
2005; Dahl, et al., 2003; Kobeissi & Damanpour, 2009; Mattingly & Berman, 2006;
Orlitzky, et al., 2003; Simpson & Kohers, 2002). Size was measured using the log of total
assets.  Profitability was measured using return on assets for each public company
(Kobeissi & Damanpour, 2009; Simpson & Kohers, 2002). Financial leverage was
measured using each public company’s debt to equity ratio (McWilliams & Siegel, 2000).

Size, profitability, and leverage information was obtained from the Compustat database.

House price appreciation was included at the MSA level as a variable to control for the
overall growth in home prices in a given area—a factor that could impact lending decisions
(Dell'Ariccia, lgan, & Laeven, 2009; Glick & Lansing, 2010; Goetzmann, Peng, & Yen,
2009). In areas with rapidly increasing home values a lender may be less concerned with a
borrower’s income and credit under the assumption that the increasing value of the
collateral would reduce the possibility of losses if the borrower does default on the loan

(Glick & Lansing, 2010). House price appreciation was included as a forward looking rate
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of change for each MSA using the fourth quarter House Price Index values from the
Federal Housing Finance Agency (www.fhfa.gov). For example, the house price
appreciation measure for 2004 for a given MSA is the change in the House Price Index in
that MSA from the fourth quarter of 2004 to the fourth quarter of 2005. Dell’Ariccia, et al.
(2009) used a similar calculation of house price appreciation as a control variable in their

study of lending standards and credit booms.

Geographical location at the MSA level was used as a control variable to address the
potential that factors associated with a specific location could confound the results. For
example, the housing market in a particular area might have been impacted by a large
exogenous shock (e.g., Hurricane Katrina in Louisiana in 2005). The 2004 total income for
each MSA in the study, obtained from the Bureau of Economic Analysis website

(www.bea.gov), was used as a continuous control variable for location.

Involvement in subprime lending was obtained from HUD and was incorporated as a
dummy variable coded 1 for subprime involvement and 0 otherwise. As noted in Chapter
2, studies have shown that subprime loans are clustered in low income and minority areas
and low- and moderate-income borrowers are frequently targeted for subprime loans
(Calem, et al., 2004; Smith, 2007). Subprime lending involvement is included as a control
variable to help isolate the effect of organizational and institutional factors on rates of
lending to low- and moderate-income borrowers (the dependent variable). HUD has
historically maintained a list of lenders that specialize in subprime lending (U.S.
Department of Housing and Urban Development, 2005). HUD provides this information
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for the years 2004 and 2005 but has since stopped updating its subprime lender list. For
purposes of this study, firms that were listed as subprime specialists by HUD in 2005 were

also considered as having subprime involvement for 2006 and 2007 as well.

A second potential indicator of involvement in subprime lending is the high price loan
indicator. The HMDA LARs contain an indicator that identifies loans considered high
priced under the Home Ownership and Equity Protection Act (HOEPA). However, none of
the loan applications in this study exhibited the HOEPA indicator. This is not surprising
given the very high threshold for HOEPA status (i.e., eight percentage points above a
prescribed treasury index for a thirty year loan) (Avery, Canner, & Cook, 2005;
Immergluck, 2009). Sophisticated lenders adjusted their pricing structure for high price
loans to avoid triggering the HOEPA indicator and the additional disclosure and associated

regulator attention. Table 5 provides a summary of the variables in this study.
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Table 5. Summary of Variables

| Level Type Description
Dependent Variable
LMI Lending | Lender | Continuous | Percent lending to LMI
Independent Variables
Board Composition Company | 0/1 Community influentials on
(Community Influencials) board? Proxy statements and
company information
Community stakeholder Company | 0/1/2/3 KLD strengths measure,
activities normalized
Governance stakeholder Company | 0/1 KLD strengths measure,
activities normalized
Diversity  stakeholder Company | 0/1/2 KLD strengths measure,
activities normalized
Employee stakeholder Company | 0/1 KLD strengths measure,
activities normalized
Covered by CRA Lender 0/1 Based on regulator
Peer levels of lending Lender Continuous | Peer rates of LMI lending in
MSA
Holding company status Lender 0/1 Part of bank holding company
Control Variables
Size Company | Continuous | Log of total assets
Profitability Company | Continuous | Return on assets
Leverage Company | Continuous | Ratio of liabilities to equity
Home price appreciation Lender Continuous | Forward looking measure of
home price appreciation by
MSA
Location —(Metropolitan Lender Continuous | 2004 total income for each
Statistical Area) MSA
Subprime lending Lender 0/1 HUD list of subprime lenders
involvement
Year 2004/2005/
2006/2007
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Methods
The data for this study was analyzed using a two level hierarchical model including both

fixed and random effects using PROC MIXED in SAS version 9.1.3. Figure 3 illustrates
the structure of the data set for this study. The nested nature of this data and the use of
independent variables at the company and lender levels makes a mixed multilevel model
the appropriate choice for this analysis (Littell, Milliken, Stroup, Wolfinger, &
Schabenberger, 2006; Singer, 1998). The dependent variable, percentage of total lending
to low- and moderate-income borrowers, was calculated for each lender for each MSA in
which they lend. In addition, each company in the study can have more than one lender as

a subsidiary. Each lending unit is required to report separately under the HMDA.

Because several lenders can be affiliated with the same company | cannot assume
independence among the observations at the lender level—a requirement that would need
to be satisfied for ordinary least squares regression (Luke, 2004). The dependent variable
is expected to be correlated among lenders from the same company (e.g., company
strategy, policy, culture, etc. would likely impact each lender within that company). In
addition, some of the predictor and control variables are measured at the company level and
some at the lender level. The use of a multilevel model that treats company as a random
effect allows me to determine the between company differences—the proportion of
variance in the dependent variable (percent of lending to low- and moderate-income
borrowers) that is explained by company level differences. A two level nested model
(lender and company) is used instead of a three level nested model (e.g., MSA, lender,

company) because of the structure of the data. Because lenders can and do lend in multiple
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MSAs, and the dependent variable is calculated at the MSA level, a traditional three level
model (e.g., students within classrooms within schools) would be inappropriate. If a three
level model were used for this study it would be analogous to multiple students being in
multiple classrooms simultaneously. In this study the fact that lenders can lend in multiple
MSA:s is addressed through the use of a control variable for MSA as described earlier.

Figure 3. Data Structure

Company Level 2
Lender 1 Lender 2 Level 1
MSA 1 MSA2 MSA3 MSA 1

Table 6 details the starting number of observations for each level in this study. For
example, for 2004, there are 295 companies, 650 lenders, and 390 metropolitan statistical
areas (MSA)—which is almost every MSA in the United States. The number of starting
observations (sum of the company, lender, MSA combinations across the four years) is
107,673 and is different than the number of observations used in the models due to missing
values. Each company, lender, and MSA combination represents a row in the data set. In
terms of the dependent variable, each row represents the proportion of each lender’s total

mortgage lending that is to low- and moderate-income borrowers within a given MSA.
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Table 6. Observations by Year

2004 2005 2006 2007
Company 295 310 284 238
Lender 650 845 901 772
MSAs 390 390 389 391
Total # company, lender,
MSA combinations by year 27,004 30,207 27,391 23,071

In order to test the hypotheses developed in this study three separate models were created.
The first model is the null or unconditional means model that serves as a base of
comparison for subsequent models and is used to test if a hierarchical model is appropriate.
This model contains no predictor variables at level 1 (lender) or level 2 (company). The
null model, which includes the intercept as a random effect and specifies the nested
structure of the data (i.e., lenders nested within companies) examines the structure of the
data to determine if the hierarchical structure is statistically appropriate. In this case the null
model results support the use of a hierarchical model. The interclass correlation, which
measures the proportion of variance in the dependent variable that is accounted for by
company (the level 2 grouping) was 12 percent (0.0082/(0.0082+0.0582) for the null model
and provides empirical support for a hierarchical model (Luke, 2004, p. 18). Given that
company explained a statistically significant proportion of the variation in the dependent
variables in the null model, a random intercept for company effects was included in

subsequent models.

The second model includes the level 1 lender control variables (location, house price

appreciation), the level 2 company control variables (profitability, size, leverage), a control
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variable for year, and a random effect (random intercept at level 2 for company). This
intermediate controls only model is used for comparison purposes with the null and full
models. It helps provide a better understanding of the relationship between the independent

variables in the full model and the dependent variable.

The third model includes the level 1 and level 2 control variables, a control variable for
year, the level 1 independent variables (CRA compliance, part of a holding company, peer
lending to LMI) and level 2 independent variables (community influentials, community
stakeholder outreach activities, governance stakeholder outreach activities, diversity
stakeholder outreach activities, employee outreach stakeholder activities), and a random
effect (random intercept at level 2 for company). This full model is used to test the

hypotheses generated in Chapter 2.

The analysis in SAS PROC MIXED was performed using maximum likelihood (ML)
estimation which allows for the comparison of models with a different number of predictor
variables and allows me to directly compare the null model to the control only model and
to the full model. Each model was also run using restricted maximum likelihood
estimation (REML). There were no significant differences between the ML and REML
models. The next chapter describes the results of the analysis and whether or not there is

support for the hypotheses.
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Chapter 4: Data Analysis and Results

This chapter includes a description of the results of the statistical procedures performed to
address how organizational level factors and institutional factors influence rates of lending

to low- and moderate-income borrowers.

Descriptive Statistics

Table 7 provides descriptive statistics and correlations for the measures in this study. A
number of variables were significantly and relatively highly correlated. For example, size
was correlated with three of the stakeholder outreach measures: community (0.60, p<.01),
diversity (0.65, p<.01), and employees (0.52, p<.01). This is consistent with a study by
Mattingly and Berman (2006) which also used disaggregated KLD data (i.e., strengths
were not combined with weaknesses for each category). It also adds support for the
contention that KLD data is potentially skewed toward larger companies because more
information is available for larger firms (Sharfman & Hart, 2007). In addition, a number of
the stakeholder outreach measures are relatively highly correlated. For example the
measures for stakeholder outreach activities related to community and diversity are
correlated at the 0.57 level (p<.01). This is also consistent with the correlation Mattingly
and Berman (2006) found between community and diversity in their study using all of the
KLD data (0.40, p<.05). Whether a company is required to comply with the Community
Reinvestment Act (CRA) was positively correlated with the presence of community
influentials on the board (0.31, p <.01) and negatively correlated with subprime lending
involvement (-0.44, p<.01). This is consistent with the arguments made earlier that banks
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(which are the firms subject to the CRA) face a challenging regulatory environment where
community influentials on the board may provide various resources and that regulated
banks have not historically been the main subprime lenders. Interestingly, there is a small
(-0.06) but significant inverse correlation between governance and the presence of

community influentials on the board.

Model Results

Table 8 provides the results of my analysis for the null model, the controls only model, and
the full model. The null model contains no predictor variables at level 1 (lender) or level 2
(company) but includes the intercept as a random effect specifying the nested structure of
the data (i.e., lenders nested within companies). The null model is used to examine the
structure of the data (i.e., the need for a multilevel model) and is a baseline with which to
compare other models. The second model includes the level 1 control variables (location,
house price appreciation, subprime lending involvement) and level 2 control variables
(profitability, size, leverage), a control variable for year, and a random effect (random
intercept at level 2 for company). The controls only model is used for comparison purposes
with the null and full models. It helps provide a better understanding of the relationship
between the independent variables in the full model and the dependent variable after
considering the impact of the control variables. The third model includes the level 1 and
level 2 control variables, a control variable for year, the level 1 independent variables
(CRA compliance, part of a holding company, peer lending to LMI), the level 2
independent variables (community influentials, community stakeholder outreach activities,
governance stakeholder outreach activities, diversity stakeholder outreach activities,
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employee stakeholder outreach activities), and a random effect (random intercept at level 2
for company). This full model, which included all the variables in this study, is used to test

the hypotheses in this study.

Based upon a visual inspection of plots of the residuals, the residuals for each of the three
models appear to be approximately normally distributed. The normal distribution of
residuals is a key assumption of multilevel modeling using maximum likelihood estimation
(Luke, 2004; Singer, 1998). The random effects for company were significant for all three
models. Model fit, the random effects for company, and the fixed effects are discussed in

more detail below.

Model Fit

Unlike ordinary least squares regression models, there is no R? equivalent measure for
hierarchical models created using PROC MIXED (Littell, et al., 2006; Luke, 2004).
However PROC MIXED does include several measures as part of the standard output that
can be used to compare one model to another model. The -2 Log Likelihood measure is a
transformation of the likelihood which is minimized in maximum likelihood estimation—
the estimation method used in this study (Luke, 2004, p. 34). The -2 Log Likelihood can be
used to compare models that differ only in terms of the fixed independent variables (e.g.,
the full model in this study to the control model). However the Akaike Information
Criterion (AIC) is often used to compare hierarchical mixed models and to identify the
model that fits the data best (Luke, 2004; Singer, 1998). The AIC is based on the -2 Log
Likelihood but adjusts it for the number of parameters in the model (Akaike, 1987; Luke,
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2004, p. 34). Unlike some other software packages or previous versions of SAS, SAS
version 9.1.3, the version used for this study, presents the AIC in a smaller is better format.

As can be seen in Table 8, the AIC of -6856.8 for the full model is smaller than the AIC of
-906.70 for the control model and 201.90 for the null model suggesting that the full model
is the best fit for the data. The addition of the independent variables to the controls only
model improved the fit of the model. These three models differ only in terms of their fixed
effects and can also be compared using a chi-squared test. The difference between the -2
Log Likelihood values for two models follows a chi-squared distribution with the number
of degrees of freedom equal to the difference in the number of parameters in the models
(the incremental chi-square) (Singer, 1998). In this case the difference between the -2 Log
Likelihood measure for the controls only model and the full model with 18 degrees of
freedom (the difference in the number of parameters between the control and full model) is
significant at the p < .0001 level. This suggests that the full model is a better fit than the
model that only contains the control variables. Likewise, the control model was also
significantly better (p < .0001) than the null model based on the incremental chi-squared

test with 11 degrees of freedom.

Random Effects

As discussed earlier, each company in the study can have multiple lenders as subsidiaries.
This suggests that the percent of lending to low- and moderate-income borrowers could be
correlated among lenders within the same company. This was supported empirically based
on the interclass correlation coefficient of 12 percent for the null model which contained no
control or independent variables. This means that 12 percent of the variance in the
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percentage of lending to low- and moderate-income borrowers is attributed to company

effects (level 2 of the model).
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Table 7. Descriptive Statistics and Correlations

Variable N Mean s.d. Median Minimum Maximum 1 2 3 4 5 6 7 8 9 10 11 12 13 14
1 Community Influentials 107,673 0.56 0.50 1.00 0.00 1.00
2 Community (KLD) 107,673 103 113  1.00 0.00 3.00 0.31*
3 Governance (KLD) 107,673 020 040  0.00 0.00 1.00 -0.06* 0.01*
4 Diversity (KLD) 107,673 105 0.85  1.00 0.00 2.00 0.24* 0.57* 0.01*
5 Employee (KLD) 107,673 040 049  0.00 0.00 1.00 0.33* 0.48* 0.01 0.52*
6 Subprime Lending 107,673 013 034  0.00 0.00 1.00 -0.08* -0.05* -0.11* -0.12* 0.05*
7 CRA Compliance 107,673 078 042  1.00 0.00 1.00 0.31* 0.13* 0.14* 0.09* 0.17* -0.44*
8 Part of a Holding Co. 107,673 0.04 019  0.00 0.00 1.00 -0.03* -0.11* 0.01* -0.12* -0.09* -0.08* 0.11*
9 Peer Lending to LMI 107,666 0.77 016  0.81 0.00 1.93 0.02* 0.02* -0.03* 0.02* 0.06* 0.06* -0.02* -0.00
10 Profitability (ROA) 107,326 0.01 0.03  0.01 -0.33 0.29 -0.10* 0.04* 0.11* 0.09* 0.07* 0.15* -0.05* 0.02* 0.04*
11 Size (log of total assets) 107,326 459 0.96  4.58 1.15 6.34 0.28* 0.60* -0.04* 0.65* 0.52* -0.09* 0.11* -0.07* 0.02* -0.02*
12 Leverage 107,326 11.07 556 10.33 -16.28 32.53 0.19* 0.15* -0.05* 0.28* 0.10* -0.22* 0.17* -0.07* 0.01* -0.40* 0.28*
13 Location (MSA income) 91,775 20.99° 30.10°  9.33° 150°  813.20% -0.02* -0.05* 0.02* -0.05* -0.06* -0.04* 0.03* 0.03* -0.33* 0.01* -0.07* -0.02*
14 House Price Apprec. 103,518 0.03 0.09  0.03 -0.46 0.41 0.03* -0.02* -0.04* -0.01* 0.07* 0.09* -0.04* 0.00 0.21* 0.21* -0.12* 0.00 -0.09*
15 LMI Lending % 107,444 020 025 0.3 0.00 1.00 0.00 0.05*-0.05* 0.00 0.08* 0.16* -0.09* -0.05* 0.26* 0.02* 0.05* -0.04* -0.00 0.08*

*p <.01; * in millions
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Table 8. Results
Null Model
Random Variance
Company
(standard error)
Residual
(standard error)

0.00822 ****
0.00076
0.05816 ****
0.00027

Fixed Effects
Intercept
Control Variables
Size
Profitability
Leverage
House Price Appreciation
Location
Subprime Lending (0)
Subprime Lending (1 reference)
Year 2004
Year 2005
Year 2006
Year 2007 (reference)
Independent Variables
Community Influentials (0)
Community Influentials (1 reference)
Community (KLD) (0)
Community (KLD) (1)
Community (KLD) (2)
Community (KLD) (3 reference)
Governance (KLD) (0)
Governance (KLD) (1 reference)
Diversity (KLD) (0)
Diversity (KLD) (1)
Diversity (KLD) (2 reference)
Employee (KLD) (0)
Employee (KLD) (1 reference)
CRA Compliance (0)
CRA Compliance (1 reference)
Part of Holding Company (0)
Part of Holding Company (1 reference)
Peer Lending to LMI

0.1718 ****

Goodness of Fit
Observations
Null Model Likelihood Ratio Test (Chi-Square)
-2 Log Likelihood
Akaike Information Criterion (AIC)
Akaike Information Criterion Corrected (AICC)
Bayesian Information Criterion (BIC)
Incremental Chi-Square
Degrees of Freedom (for Incremental Chi-Square)
*p<.05; ** p <.01; *** p <.001; **** p <.0001

91,031

7960.35 ****
195.90
201.90
201.90
213.40
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Control Model

0.0073 ****
0.0007
0.0575 ****
0.0003

0.1829 x>

0.0079 *
0.0492
0.0009 *
-0.0306 **
-0.0000
-0.0763 ****

0
0.0585 ****
0.0386 ****
0.0055 *

0

91,031
5846.17 ****
-930.70
-906.70
-906.70
-860.50
1126.60 ****
11

Full Model

0.0058 ****
0.0006
0.0538 ****
0.0003

_02715 *khkhkk

0.0078 *
0.0554
0.0009 *
-0.2123 ****
0.0000
-0.0788 ****
0
0.0483 ****
0.0387 ****
0.0232 ****
0

0.0065
0
0.0241 *
0.0027
0.0006
0
0.0129 ****
0.0000
-0.0036
0.0021
0
-0.0054
0
-0.0255 ****
0
0.0456 ****
0
0.5034 ****

91,031

5089.02 ****
-6902.80
-6856.80
-6856.80
-6768.20

5972.10 ***>*
18



For the model with only the control variables, the random effect for company (the level 2
grouping variable) was significantly different from zero at the p <.0001 level suggesting
that there is additional variance in the percentage of lending to low- and moderate-income
borrowers (the dependent variable) once the control variables are added to the model. The
partial interclass correlation is approximately 11 percent (0.0073/(0.0073+0.0575). This
means that in the model with only the control variables slightly more than 10 percent of the
variation in the dependent variable is explained by company. For the full model, the
random effect for company (the level 2 grouping variable) was significantly different from
zero at the p <.0001 level suggesting that there is additional variance in the percentage of
lending to low- and moderate-income borrowers (the dependent variable) once the
independent and control variable are added to the model. The partial interclass correlation
is approximately 10 percent (0.00581/(0.00581+0.05384). This means that in the full
model, after including the control and independent variables approximately 10 percent of

the variation in the dependent variable is explained by company.

Results for Hypotheses

Hypothesis 1 predicts that lenders that have one or more community influentials on the
board will have a greater percentage of lending to low- and moderate-income borrowers.
The evidence in the full model provides no support for this hypothesis. The fixed effect
related to community influentials was not statistically significant. Firms with community
influentials on their board of directors are not associated with a greater percentage of

lending to low- and moderate-income borrowers. Therefore Hypothesis 1 is not supported.
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I performed additional analysis to explore the relationship between the community
influentials variable and other variables in the model. | was particularly interested in the
variables that were theoretically tied to the presence of community influentials on the board
(i.e. the Governance KLD measure) and those that were moderately correlated with the
presence of community influentials (e.g., Community (KLD) 0.31, Diversity (KLD) 0.24,
Employee (KLD) .33). Additional models excluding various combinations of these
variables (including excluding all of these variables) did not result in findings contrary to
those described above (i.e., having community influentials on the board is not associated

with a greater percentage of lending to low- and moderate-income borrowers).

Hypothesis 2 predicts that lenders that have more stakeholder outreach activities will have
a greater percentage of lending to low- and moderate-income borrowers. The results are
mixed. The results in the full model provide no support for an association between
stakeholder activities toward employees and stakeholder activities related to diversity and
the percentage of lending to low- and moderate-income borrowers. However, the full
model does provide support for the association between stakeholder activities related to
governance and community. Firms not having strengths in stakeholder outreach activities
related to governance is associated with an increased percentage of lending to low- and
moderate-income borrowers (significant at the p < .0001 level). That is, firms having
activities toward stakeholders related to governance is associated with a decreased
percentage of lending to low- and moderate-income borrowers. In addition, having no
activities toward stakeholders related to community is associated with an increased
percentage of lending to low- and moderate-income borrowers (compared to the reference
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category of having numerous stakeholder activities). The fixed effect for the category
representing no activities toward community stakeholders was the only category that was
statistically significant (p <.05). Therefore, Hypothesis 2 is not supported in the direction
hypothesized. More outreach activities toward governance and community stakeholders is
associated with a decrease in lending to low- and moderate-income borrowers. Overall,
more outreach activities toward stakeholders is not associated with an increased percentage

of lending to low- and moderate-income borrowers.

| created additional models to explore the relationship between the stakeholder outreach
variables and other variables in the model (e.g., CRA compliance and subprime lending
involvement). The findings described above were consistent for these other models

including those that excluded CRA compliance and/or subprime lending involvement.

Hypothesis 3 predicts that lenders subject to the CRA will have a greater percentage of
lending to low- and moderate-income borrowers. Based on the results in the full model,
not having to comply with the CRA is associated with a decreased percentage of lending to
low- and moderate-income borrowers (statistically significant at the p < .0001 level). That
is, having to comply with the CRA (i.e., being a regulated bank) is associated with an
increased percentage of lending to low- and moderate-income borrowers. Therefore

Hypothesis 3 is supported.

Hypothesis 4 predicts that lenders that are part of a bank holding company will have a
greater percentage of lending to low- and moderate-income borrowers. Based on the full
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model, not being a part of a bank holding company is associated with a greater percentage
of lending to low- and moderate-income borrowers (statistically significant at the p <.0001
level). That is, being a part of a bank holding company is associated with a decreased
percentage of lending to low- and moderate-income borrowers. Therefore, Hypothesis 4 is

not supported in the direction hypothesized.

Hypothesis 5 predicts that lenders lending within areas with higher rates of lending to low-
and moderate-income borrowers by peer lenders will have a greater percentage of lending
to low- and moderate-income borrowers. Based on the full model, peer rates of lending are
significantly and positively associated with low- and moderate-income lending (statistically
significant at the p < .0001 level). Firms operating in a competitive environment where
other lenders are lending to low- and moderate-income borrower have a higher percentage
of lending to low- and moderate-income borrowers. Therefore, Hypothesis 5 is supported.
Table 9 summarizes the results for the hypotheses.

Table 9. Summary of Results for Hypotheses

H1: Community influentials on board Not Supported
H2: Outreach activities toward stakeholders
Community Significant, in opposite direction*
Diversity Not supported
Governance Significant, in opposite direction ****
Employee Not supported
H3: Subject to Community Reinvestment Act | Supported ****
H4: Bank holding company status Significant, in opposite direction ****
H5: Peer levels of lending Supported ****

*p <.05; ** p < .01; *** p < 001, **** p < .0001
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The control variables in this study included company size, company profitability, company
leverage, home price appreciation, location, subprime lending involvement, and year. Not
being identified as a subprime lender was associated (at the p <.0001 level of significance)
with a decrease in lending to low- and moderate-income borrowers. That is, subprime
lending involvement (being on HUD’s subprime lending list) was associated with increased
lending to low- and moderate-income borrowers. Home price appreciation was significant
at the p < .0001 level but in the negative direction. This suggests that once all the other
variables in the model are considered, lenders that lend in Metropolitan Statistical Areas
that are experiencing house price appreciation are associated with lower rates of lending to
low- and moderate-income borrowers. Of these control variables, only company
profitability and location were not supported at the p<.05 level or below. Table 10
summarizes the results for the control variables.

Table 10. Summary of Results for Control Variables

Size Significant *

Profitability Not supported

Leverage Significant **

Home price appreciation Significant, in opposite direction ****
Location Not supported

Subprime lending involvement Significant ****

Year (2004,2005,2006,2007) Significant ****

*p <.05; ** p < .01; *** p < .001; **** p < 0001

Chapter 5 discusses the results detailed in this chapter and the implications of this study for

future research, practitioners, and policy makers.
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Chapter 5: Discussion and Implications

The purpose of this study was to explore how organizational level factors and institutional
factors influence rates of lending to low- and moderate-income borrowers. Publicly
available data provided by lenders under the Home Mortgage Disclosure Act (HMDA),
publically available information on board members, and KLD ratings were combined to
create a unique dataset related to lenders and the lending industry from 2004 to 2007. A
two level hierarchical model (lenders nested within companies) was used to explore the
relationships between organizational level factors and institutional level factors and rates of
lending to low- and moderate-income borrowers while controlling for subprime lending
involvement, house price appreciation, and various other factors. This chapter provides a
discussion of the results described in Chapter 4; implications for policy, research, and
practice; a discussion of the limitations of this study; and potential future research

directions related to this study and its results.

Discussion of Results

A hierarchical model was used in this study (lenders nested within companies) to reflect
that in practice multiple lenders can operate under one parent company. The significant
results for the random effect for company suggest 10 percent of the variance in the
percentage of a firm’s lending to low- and moderate-income borrowers can be contributed
to company. This finding might reflect selection effects (e.g., parent companies acquire or

create subsidiaries that are similar). This finding is also consistent with the common sense
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notion that parent companies can exert implicit and/or explicit pressures on the behavior of

subsidiaries.

The first hypothesis related to the presences of community influentials on the board of
directors was not supported. Firms with community influentials on their board of directors
are not associated with a greater percentage of lending to low- and moderate-income
borrowers. This finding is consistent with other studies related to board composition. For
example, Dalton et al., (1998) performed a meta-analysis of studies on board composition
and firm financial performance and concluded that there was no meaningful relationship
between the two. In a separate meta-analysis of board composition studies examining
inside versus outside directors and firm financial performance, Rhodes et al., (2000) found
only a small positive relationship. In a recent study, Bear, Rahman, and Post (2010) found
no support for the relationship between board diversity and technical and institutional
strengths using KLD data. The results of my study add to the growing body of support for
the idea that simple conceptions of board composition alone are not particularly important

in terms of understanding firm level decisions regarding financial and social performance.

The second hypothesis explored the relationship between outreach activities toward
stakeholders and rates of lending to low- and moderate-income borrowers. Here the results
were mixed. Overall, contrary to the hypothesis, more outreach activities toward
stakeholders is not associated with an increased percentage of lending to low- and
moderate-income borrowers. No support was found for outreach activities toward
stakeholders related to diversity and related to employees. These results are surprising
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given past stakeholder research (Berman, et al., 1999; Freeman, et al., 2007; Hillman &
Keim, 2001). I hypothesized that increased stakeholder activities in these areas would lead
to better qualified employees that could better understand and meet the needs of low- and

moderate-income borrowers. This line of thought was not supported by these findings.

The results show a significant relationship between activities toward stakeholder related to
community and governance and to a firm’s lending to low- and moderate-income
borrowers. However these relationships were opposite to the direction hypothesized.
Surprisingly, having a large number of activities toward stakeholder related to community
is associated with a decreased percentage of lending to low- and moderate-income
borrowers.  Similarly, having activities toward stakeholders related to governance is
associated with a decreased percentage of lending to low- and moderate-income borrowers.
The logic that increased community interaction and involvement would lead to new ideas,
information, and resources related to low- and moderate-income lending was not supported.
Perhaps the lack of support for these hypotheses is due in part to the distance between the
level at which stakeholder activities is measured (the company level) and the level at which
percentage of lending is measured (the lender level). Perhaps the stakeholder outreach
activities at the company level are decoupled from the decisions and activities at the lender
level (Weaver, Trevino, & Cochran, 1999). Future research is needed to explore these

findings.

The third hypothesis is related to the Community Reinvestment Act (CRA). It was
hypothesized that firms subject to the act would respond to the regulatory pressures with
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increased rates of lending to low- and moderate-income borrowers. This hypothesis was
supported. This finding is consistent with the idea that firms faced with an evaluation and
enforcement regime will respond in ways that will allow them to stay in compliance with
the regime and maintain legitimacy with their regulator. As noted in Chapter 2 there are
four different regulatory agencies that conduct separate assessments under the CRA, each
agency interprets the law in their own way and may be more or less stringent in terms of
the application of criteria (Apgar & Duda, 2003). An area for future research is to explore

if the findings in this study hold across the various regulators that enforce the CRA.

The fourth hypothesis predicted that lenders that are a part of a bank holding company will
have a greater percentage of lending to low- and moderate-income borrowers. This study
found a significant relationship between being part of a bank holding company and rates of
lending—nbut in the direction opposite of that hypothesized. This finding is surprising
given that hypothesis three related to the CRA was supported. Bank holding companies are
more likely to engage in the activities that can be restricted as a penalty through the CRA
enforcement process. Perhaps this finding suggests a threshold effect where bank holding
companies achieve the level of low- and moderate-income lending that allows them to
obtain a satisfactory or outstanding CRA rating but not more. The continuous measure
used as the dependent variable in this study does not account for the threshold effects
associated with the CRA (i.e., firms receive one of four ratings based in part on their level

of lending to low- and moderate-income borrowers). Future research is needed.
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The fifth hypothesis relates to peer levels of lending and rates of lending to low- and
moderate-income borrowers. This hypothesis was supported and suggests that firms
operating in markets where other lenders have higher rates of lending to low- and
moderate-income borrowers will also have higher rates of lending to these borrowers as
well. This finding is consistent with the notion of nonmarket competition (Koerber &
Griffin, 2006; Schuler, et al., 2002). Firms in competitive environments engage in activities
to “out do” competitors on issues beyond just price and customer service. In addition,
firms strive to maintain legitimacy with stakeholders—an ever increasing bar in a

competitive environment.

Two of the correlations between variables identified in this study (see Table 7) are
particularly interesting. First, the small but significant (p < .01) negative correlation (-0.06)
between the presence of community influentials on the board and the KLD strengths rating
for governance—outreach activities toward stakeholders related to governance. Outside
directors such as community influentials are often suggested as a way to increase oversight
of management to make them more responsive to stakeholders. Additional research is
needed to explore this finding in greater detail. Second, having to comply with the CRA
was significantly (p < .01) and negatively correlated with subprime lending involvement.
This finding is consistent with the fact that independent mortgage lenders and not banks
were primarily the drivers of subprime lending during the period 2004 through 2007. This
provides additional support for the notion that the CRA was not a key driver in the recent

mortgage crisis.
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In summary, the key findings of this study are that organizational and institutional factors
do matter when it comes to a lender’s rate of lending to low- and moderate-income

borrowers. As discussed above, they matter in interesting and nuanced ways.

Implications for Policy and Research

This study sits at the nexus of public policy, stakeholder engagement, and corporate
decision making. As hoped, one contribution of this study is a better understanding of
organizational and institutional factors associated with differences in levels of lending to
low- and moderate-income borrowers within a complex and highly regulated industry.
Much of the public policy literature related to low- and moderate-income lending has
focused on institutional factors (e.g., the regulator environment). The findings of this study

suggest organizational level factors matter as well.

For researchers, a main contribution of this study relates to board composition. Past
research involving board composition and firm financial performance has generated
conflicting findings or the absence of a relationship (Dalton, et al., 1998; Hillman, et al.,
2008; Rhoads, et al., 2000). This study is one of the few studies exploring board
composition and a dependent variable other than firm performance. The fact that the
presence of community influentials on the board was not significantly related to lending to
low- and moderate-income borrowers means that this study now joins at least two other
studies that have failed to find a significant relationship between board composition and a
socially desirable public policy goal (Bear, et al., 2010; Hillman, et al., 2001). Perhaps as
Hillman et al. (2008) suggest, it may be time for researchers to abandon more superficial
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treatments of board composition (e.g., external vs. internal) and move to more nuanced
understandings of how directors impact organizations. For example, directors may identify
more strongly with their role as a director, shareholder, or member of a community group

which could impact their values, thoughts, and actions as a director (Hillman, et al., 2008).

For lenders and shareholders this study suggests community influential status in and of
itself may not be that important in terms of certain organizational outputs and outcomes.
This is not to say that community influentials do not serve important functions on the board
or cannot provide important resources to the organization. Perhaps the election of
community influentials to the board can serve as a signal to stakeholders regarding the
firm’s values and intentions (e.g., we value our relationships with community groups).
However, it suggests lenders and their shareholders interested in increasing lending to low-
and moderate-income borrowers should consider other factors beyond community
influential status in selecting directors (e.g., the proven ability to bring new ways of

reaching well qualified low- and moderate-income borrowers to the organization).

In terms of resource dependency research, this study questions the role that community
influentials on the board and stakeholder outreach activities play in providing key resources
associated with increased low- and moderate-income lending. Perhaps the types of
resources they provide do not contribute directly to increased lending or contribute in a way
that is not observable through this type of large historical study. Or perhaps some other

factor such as an unidentified institutional or economic factor that heavily influences rates
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of lending to low- and moderate-income borrowers is masking or mediating the impact of

the resources they are providing.

In terms of stakeholder research, the findings of this study suggest that having strengths in
terms of stakeholder outreach might not translate into socially desirable firm behavior. In
this case the relationships formed through various types of stakeholder interactions did not
provide additional understanding, information, or motivation that led to an observable
increase in low- and moderate-income lending. As other researchers have noted in the past,
perhaps additional work is needed to more fully develop the theoretical underpinnings of
stakeholder theory (Harrison & Freeman, 1999; Trevino & Weaver, 1999; van Oosterhout
& Heugens, 2006). In light of the findings in this study, additional research related to

exactly how stakeholder outreach activities impact lending is needed.

In terms of institutional theory research, the findings of this study add additional support to
the importance of the institutional environment in understanding organizational action.
The findings related to CRA compliance and peer levels of lending are consistent with
institutional notions of regulative, normative, and cultural cognitive pressures (DiMaggio
& Powell, 1983; Scott, 2001). Additional research related to institutional theory using the
lending context might consider the role of other coercive pressures (e.g., state based
regulation or federal regulation beyond the CRA) or consider the role of professional
organizations such as the Mortgage Bankers Association in shaping firm lending. In

addition, more nuanced research on exactly how the institutional forces indentified in this
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study influence rates of lending to low- and moderate-income borrowers would be an

additional contribution to the institutional theory literature.

For practitioners there are significant findings from this study related to peer levels of
lending and the CRA. The findings related to peer levels of lending might provide support
for the practice of trying to increase lending at a focal firm with the hope that this will
encourage other firms within the same area to increase their rates of lending to low- and
moderate-income borrowers. Stakeholder groups interested in increasing the level of
homeownership among low- and moderate-income borrowers might want to spend their
time trying to strengthen the CRA and expand its coverage to all lenders—not just
depository institutions. This might prove to be a more effective strategy than trying to elect

more community influentials to boards of directors.

Recently, the CRA has been blamed in the popular press for contributing to the
unsustainable increase in subprime lending from 1993 to 2007 and the subsequent crash
(see for example Hill, 2008; Roberts, 2008). The CRA however, had very little to do with
the subprime mortgage crisis (Barr, 2008; Seidman, 2008). The Act has been in existence
since 1977 and the changes made to it over time have only increased the threshold levels
for compliance—reducing the number of banks that must comply (Seidman, 2008). In
addition, 80 percent of subprime loans were made by institutions such as independent
mortgage banks and investment banks not covered by the CRA (Barr, 2008). Table 11
summarizes subprime lending involvement by different types of lending institutions. The
CRA requires that banks make loans to lower and moderate income borrowers in the areas
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where the banks do business consistent with safe lending practices. Rather than fueling the
growth in the market for subprime mortgages, it appears banks regulated under the CRA
had little involvement (Seidman, 2008). In fact, the CRA might have helped banks subject
to the act steer clear of originating the riskiest subprime loans (Kroszner, 2009; Traiger &
Hinkley LLP, 2008). For example, years of involvement with low- and moderate-income
borrowers, who often need help navigating the lending process or have inconsistent
incomes, might have given banks subject to the CRA more experience in assessing the
ability of borrowers to repay their loans. In addition, banks are more likely to retain
mortgages on their books as opposed to reselling them (Traiger & Hinkley LLP, 2008).
This is in part due to the short-term nature of the financing used by non-depository lenders
to write loans and the desire by banks to use retained mortgages as a part of their larger
portfolio. Holding more mortgages on its books may have provided an additional incentive
for banks to be more cautious in underwriting home mortgages.

Table 11. Financial Institution Involvement in Subprime Lending

Institution Type Approximate Percentage of | Covered by
Total Subprime Lending the CRA?

Independent Mortgage Companies 50% No
(e.g., Countrywide Home Loans)
Bank or Thrift Affiliates (common 30% No
control but not subsidiaries of a bank)
Banks and Thrifts (e.g., Wells Fargo 20% Yes
Bank, National Association)

Source: Barr, 2008
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Limitations

As with any study there are limitations that restrict the conclusions that can be reached and
how the findings are generalized. The model used in this study is a two level hierarchical
model with fixed and random effects. Control variables were used for year but because of
the cross sectional design of the study causality cannot be determined. For example, based
upon the findings in this study, | am not able to say that peer levels of lending and a
requirement to comply with the CRA cause an increase in lending to low- and moderate-
income borrowers—only that these facts and the percentage of a firm’s lending to low and

moderate borrows are associated.

The time period for this study is both a strength and a limitation. The time period 2004
through 2007 captures an era of significant growth and change in the lending industry.
Because of changes to HMDA that became effective for 2004, one has to be cautious in
applying the results of this study to time periods before 2004. This study ends in 2007
because of a significant restructuring of the mortgage market. Because of the mortgage
meltdown and financial crisis the mortgage industry has undergone dramatic changes.
Lending standards have increased dramatically and credit markets have contracted.
Depending on the extent of the change in the mortgage industry, it might be difficult to

apply the results of this study to a future mortgage market.

Another limitation of this study is the use of only one measure of stakeholder outreach
activities. Although the KLD measure used captures a wide variety of outreach activities
toward stakeholder it does not capture all such activities. In addition, although widely used
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in corporate social performance and stakeholder research, KLD measures have been the
subject of some criticism (Griffin & Mahon, 1997; Mattingly & Berman, 2006; Sharfman
& Hart, 2007). This study avoids some of the pitfalls in using KLD data by not combining
strengths and concerns and by using only a normalized measure of strengths in social
activities (Mattingly & Berman, 2006). However, this study does not address the
fundamental bias in KLD data toward larger companies—for which more information is

available (Sharfman & Hart, 2007).

Directions for Future Research

As noted above, one of the weaknesses of this study is its cross sectional design. Future
research using a casual model would provide additional insight to these findings. This
study focused on the positive activities toward stakeholders (i.e., the strengths component
of KLD). Perhaps future research should consider how both the strength components and
concern components of the KLD rating system separately relate to a firm’s rate of lending
to low- and moderate-income borrowers. In addition, the use of other measures of outreach
activities toward stakeholders may impact the findings described here. Although widely
used, KLD data is but one way for researchers to operationalize notions of stakeholder

activities and relationships (Griffin & Mahon, 1997).

One of the interesting findings from this study is the small but significant negative
correlation between governance and the presence of community influentials on board. As
noted above, additional research is needed to explore this correlation. For example, in
different industries and in different samples does this correlation hold? Because it runs
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counter to the traditional notion of outside directors providing increased oversight for

stakeholders, what causal mechanisms are driving this relationship?

As discussed in Chapter 2, the rapid rise in subprime lending over the last two decades has
had a significant impact on the mortgage lending market. The rapid growth in subprime
defaults in the last three years has contributed to the current financial crisis in the United
States. Subprime lending was discussed in this study for its importance in understanding
the context for low- and moderate-income lending and the mortgage lending market
overall. Subprime lending involvement was used as a control variable in this study and
was found to be associated with increased lending to low- and moderate-income borrowers.
An interesting avenue for future research is to consider how organizational level factors

and institutional factors influence subprime lending involvement.

Events over the last few years have dramatically changed the lending landscape. A
summary of some of the drivers of that change can be seen in the 2004 annual report of
New Century Financial Corporation, a subprime lender that filed for bankruptcy during
2007. Schmudde (2008, p. 733) summarized the disclosure as follows:
Subprime lender New Century told its shareholders the firm faced ‘intense
competition” from other mortgage banking companies, consumer finance
companies, commercial banks, credit unions, thrift institutions, credit card
issues, insurance finance companies, Internet-based lending companies and

other large financial institutions. ‘The intense competition in the mortgage
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industry has led to rapid technological developments, evolving industry
standards and frequent releases of new products and enhancements.’
Before the increase in mortgage defaults in early 2007, the evolving industry standards

were toward more lenient lending standards and more subprime lending.

Compounding the increase in subprime loans was the growth of adjustable rate mortgages,
interest only mortgages, zero documentation mortgages, and loans (prime or subprime)
with exotic features that were difficult for consumer and financiers to understand and price
properly. As housing prices dropped in early 2007, HSBC was one of the first banks to
announce higher than expected default rates in its subprime loan portfolio (CNN
Money.com, 2008). Many other mortgage banks and investment banks noted the same
trend as the housing bubble burst and subprime mortgage holders started to default in
record numbers. New Century Financial, a large subprime lender filed for bankruptcy in
April of 2007 and two Bear Stearns hedge funds were brought to the brink of collapse by
subprime related losses (CNN Money.com, 2008). Since the start of the collapse of the
subprime lending market in 2007 a number of shifts have occurred in mortgage lending.
Subprime lending and the secondary market for the securitization of subprime and prime
loans has decreased dramatically. Consistent with an overall contraction in lending, lending
standards have tightened considerably—especially for the self employed and those with
irregular and hard to document incomes. A large number of independent mortgage brokers
have been subsumed by large regulated banks (e.g., Countrywide is now part of Bank of
America) or have gone out of business (CNN Money.com, 2008; Smith, 2007; Tashman,
2007). The federal government has also enacted several policies to try and support
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mortgage lending and increase home buying. Fannie Mae and Freddie Mac were placed in
conservatorship in September 2008 by the Federal Housing Finance Agency which
provided additional federal backing for their securities (Jickling, 2008). In addition, three
different homebuyer tax credit programs were enacted in 2008 and 2009 to spur home

purchases and stabilize house prices.

The subprime mortgage crises, the collapse of a large investment bank (i.e., Lehman
Brothers), the government takeover of American International Group, Inc., the sale of Bear
Sterns and Merrill Lynch, the conversion of Morgan Stanley and Goldman Sachs from
investment banks to regulated commercial banks, the purchase of Wachovia by Wells
Fargo, and the rapid increase in the size of J.P. Morgan Chase, Bank of America, and
Citigroup have created new challenges and opportunities for the mortgage lending industry
within a very short time frame. Three facets of the recent crises have particular implications
for future research: the conversion of investment banks into regulated banks, the growth in
size of existing regulated banks, and the subprime mortgage crisis overall. The conversion
of investment banks and the growth in existing regulated banks will likely result in more
banks and overall lending power falling under the purview of the CRA. For example,
American Express, CIT Group, and GMAC all became bank holding companies during the
crisis and are now all subject to additional fair lending regulation such as the CRA. The
rapid growth in the subprime mortgage market complicated the competitive and
institutional landscape for banks and financial services firms during the period of time
which is of interest in this study (2004 to 2007). The high fees and interest rates
encouraged lenders of all types to enter the subprime market in one way or another (e.g., by
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underwriting subprime loans directly, purchasing companies engaged in subprime lending,
or purchasing securities based on subprime loans). The market will likely continue to
change as lenders compete to find new sources of revenue in an environment with a limited
secondary market for mortgaged backed securities. In addition, lenders and borrowers will
likely face additional state and federal regulation designed to prevent another financial
crisis. Additional research will be needed to determine how these dramatic shifts in the
mortgage lending market have impacted rates of lending to low- and moderate-income
borrowers. Future research that uses a socially desirable dependent variable, as this study
does, will add to the growing body of literature examining how organizational and

institutional factors relate to outputs and outcomes beyond firm financial performance.

The main objective of this study was to determine how organizational and institutional
factors are related to rates of lending to low- and moderate-income borrowers. The results
of the analysis were mixed. Higher peer levels of lending as well as being subject to the
CRA were associated with increased lending to low- and moderate-income borrowers. A
greater number of outreach activities toward certain stakeholders, surprisingly, was
associated with a decrease in rates of lending to low- and moderate-income borrowers.
There was no support for the presence of community influentials on the board affecting
rates of lending to low- and moderate-income borrowers. Overall both organizational and
institutional factors are associated with a firm’s rate of lending to low- and moderate-
income borrowers. Additional research is needed to explore the nuanced role of board
composition, stakeholder outreach, and a changing regulatory environment on low- and
moderate-income borrowing.
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